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The Structure of Railways

• Option 1:  Vertical Access.  Germany, 
Russia, Queensland

• Option 2:  Vertical Separation.  UK, 
Sweden, New South Wales

• Option 3:  None of the Above.  Mexico, 
Brazil, Argentina



Option 1:  Vertical Access

• Maintains vertical integration
• Large shippers may integrate forward (or 

threaten to), protect themselves
• BUT:  Incentives to discriminate
• Reduced investment incentives (only partial 

share of profits from serving new markets)
• In practice, not much competition created



Option 2:  Vertical Separation

• No incentive to discriminate:  level playing 
field

• BUT:  Lose vertical economies
• Even further reduced investment incentives 

(even smaller share of profits from serving 
new markets)

• In practice, not much competition created



Option 3:  None of the Above

• I.e., maintain regional monopolies of vertically 
integrated railways:  “Horizontal Separation”

• Maintain vertical economies
• Maintain investment incentives
• BUT:  Maintain some monopoly power
• Ways to create competition?

– Parallel
– Geographic
– Franchise



Summary (I)

• Vertical Access and Vertical Separation 
models create some competition, but at the 
expense of investment incentives.

• Horizontal Separation model may leave 
monopoly in place, but may create better 
investment incentives

• Tradeoff?  Is monopoly power the price we 
pay to reduce bottlenecks?



The Structure of Railways, and 
the Recovery of Fixed Costs

 
 
 

D

AC 

MC
MR

E

F

M

P1 

P2 

PM 

QM Q2 Q1

G 

B

A 

Q

H 

P 



Only 3 ways to recover fixed costs:

1. Point B:  marginal cost pricing, government pays 
fixed costs.
BUT:  governments unreliable sources of fixed costs.  
LIKELY OUTCOME:  heavy usage, inadequate 
investment:  bottlenecks.

2. Point G:  average (“fully allocated”) cost pricing.
BUT:  inefficient output reduction

3. Try to trace the demand curve between B and G:  
discriminatory pricing.
OPTIONS:  3rd degree (Ramsey) or 2nd degree (2-part 

tariffs)
BUT:  discriminatory



Summary (II)
• Discriminatory pricing welfare-superior in principle to 

fully allocated cost pricing, welfare-superior in practice to 
marginal cost pricing.

• This is true for both end user (shipper) pricing and access 
pricing.

• Pro-competitive discrimination difficult to achieve in 
Vertical Access model.

• In practice, discrimination more successful at level of end 
user than at level of access pricing (BTRE report).

• This argues for Horizontal Separation model over Vertical 
Separation (or Vertical Access) model.



The Structure of Regulation, and the 
Recovery of Fixed Costs

• Rate-of-Return regulation vs. Incentive regulation 
(e.g. Price Caps)

• Price Caps:  “higher powered” incentives tend to 
yield higher efficiency

• Rate-of-Return:  “lower powered” incentives 
provide greater assurance to investors

• Newbery:  Use price caps if satisfied with current 
capital stock; use rate-of-return if significant new 
investments desired.  (Cf. Guasch, Levy/Spiller)



Summary (III):  3 rail policy choices that 
may reduce bottlenecks

• 1.  Maintain vertical integration without 
mandatory access.

• 2.  Allow vertically integrated rail operator 
to set shipper tariffs according to either 
Ramsey pricing or 2-part tariff principles.

• 3.  Set ceilings on these tariffs using rate-of-
return regulation rather than price caps.


