PAGE  
4
Simon DAVIES (981269917), “Franchising in the Railway Industry”, MicroEconomicPolicy

Franchising in the Railway Industry

Introduction
The Thatcher Government came to power in 1979 against a backdrop of public discontent regarding the performance of the public sector. Throughout the Eighties the Government introduced widespread reforms of the public services and notably, of the network utilities. Formally vertically integrated state-owned monopolies saw their markets opened up to competition, and were sold off, either keeping their vertically integrated status (British Telecom) or after having been broken up (British Rail). 
A change in economic thought encouraged the Government to remove the statutory monopoly rights of the network utilities in the majority of their operations. Following their post-War nationalisation, conventional wisdom held that high sunk costs and low marginal costs meant that it was desirable, indeed, socially-optimal to maintain a monopoly in these industries. During the Eighties however, we witness a change of viewpoint to one which held that it was only the core network which was a natural monopoly; the rest of the industry, both upstream and downstream could be opened up to competition. “All utilities contain networks, and most of these have significant levels of natural monopoly… It follows that not all parts of utilities are open to production and supply competition, though there may be other kinds of competition which can be applied to the core network
”.
The Government wanted not only to introduce competition, but also to privatise the network utilities. The 1992 White Paper outlining the Government’s proposals for privatising British Rail states the objectives of the policy: “to harness the skills of private sector management in order to achieve greater responsiveness to customer needs, higher service quality, improved efficiency and better value for money
”.
The 1993 Railway Act allowed for the vertical break-up of British Rail. The main components of the British Railway industry became
:

· 25 Train Operating Companies (TOCs).
· 3 Rolling Stock Companies (ROSCOs), who lease rolling stock to the TOCs.
· Infrastructure Companies (ISCOs), contracted by Railtrack for repairs and upgrades.
· Freight Companies (of which there is currently only one national supplier: English, Welsh and Scottish Railways
). 
· Railtrack, who own the track and stations, some of which are let out to the TOCs. 
The Act also provided a Franchise director, who would be responsible for the competitive auction of services to the 25 TOCs, and an industry Regulator. These two offices have now been superseded by the Strategic Rail Authority (SRA) and a newly created Regulatory Board for Railways
. 
It is clear then, that the Government aimed at introducing as much competition as possible into both the upstream (that is, the provision of basic services such as repair and upgrade of track or signalling) and downstream (e.g. services provided at the point of delivery by the TOCs) of the railway industry. In this essay we will focus on the means by which the Government chose to achieve this aim in the downstream market, that being the choice to use franchising as a means of promoting competition in the railway industry. We will look briefly at other options, and analyse the theory and the practice behind the policy of franchising such services. We will examine the problems which have arisen as a result of this Government policy, and try to suggest reasons as to why the policy was chosen as well as looking at the roots of the problems. 
Models of Competition
When choosing a model for ensuring competition in the newly privatised British Rail, the Government rejected two other possible models of reform. Firstly, the straight privatisation of British Rail was rejected, since this would fail in achieving the aim of introducing competition into the rail industry. The second model involved allowing operators regional monopolies. This model had several advantages, notably, its simplicity and the ability to compare performances of the regional TOCs. This model has been used successfully in Argentina and “the majority of journeys are made within such boundaries” although “arrangements would have been needed for cross-boundary passenger and freight services”
. This model was also rejected because of the lack of competition at the point of delivery, TOCs being allowed monopolies in their own regions. The model chosen allowed for the 25 TOCs to bid for franchises to run services anywhere in the country, competing, in theory, not only for the franchises, but also at the point of delivery of their services. 
When the franchising system was put into practice by the Franchising Director, a system of “bundling”, that is franchising several services to a given TOC as a bundle, rather than as individual services, was used. This served several purposes: firstly, it allowed for Economies of Scope. This can described as “the ability to net off flows in networks
”. This economic theory tells us that, in the case of the railway industry, by running certain services together, average and marginal costs can be reduced. If, for example, one TOC is running trains from London to Manchester, it makes sense that they also run the services from Manchester to London. 
Bundling also allowed for a certain amount of cross-subsidisation, whereby non-profitable services are franchised in the same bundle as profitable ones. The regulatory system ensures that the franchisee carries out his obligations on the less profitable routes, but reduces the need for government subsidy to the TOC. Ironically, this practice challenges one of the premises of privatisation and the introduction of competition, that of transparency.  Competition should bring greater openness regarding where costs in running the rail industry lie, and stimulate debate as to which unprofitable lines should be subsidised at the tax-payer’s expense. Many commentators have come out against this method of funding ‘socially desirable’ rail services: “cross-subsidy would simply destroy the hard-won transparency that we now have
”. 
Why Franchise?
As discussed in the previous section, the way in which the Government chose to franchise the railway services allowed, thanks to decreasing marginal costs in certain circumstances, for Economies of Scope, a major economic reason to pursue such a policy. Economic theory also holds that by franchising out the services, as opposed to selling the rights to provide them, the Government is able to absorb the monopoly profit of the TOCs, and, at the same time, encourage innovation and cost-reduction.

Although, trains from different TOCs run along the same routes, ostensibly, in competition, the need to keep an integrated system of ticket purchasing, fare reduction etc., has prevented the customer from differentiating, to a large extent, a service operated by TOC A and TOC B, both of which take him from X to Y. However, monopolies on certain routes and at certain times exist. These two facts allow us to assume that the TOCs could earn monopoly profits (ignoring competition from other forms of transport) on their services. 
A monopoly will adjust its output and prices to earn a profit, M where marginal costs equal marginal revenue (MC=MR). This is greater than the profit earned in a perfectly competitive market, C. Thus: M > C . The model of franchise assumes that TOCs have a good knowledge of the costs they will incur and can thus calculate the potential profit on any particular service they run. This excess profit is then bid away in the franchise process. We thus find the same Nash equilibrium result as we would in perfect competition, with each TOC increasing (reducing) their bid to the point where marginal revenue equals marginal cost equals price, the socially optimal situation. The (negative) rent, instead of being passed onto the consumer, is passed onto the Government (tax-payer). 
The prices that the TOCs are permitted to charge however, are set by the regulator, currently at inflation-1 percentage point. They therefore do not have the same control over their profits as would a true monopoly, and this situation may be reflected in the renegotiation of certain franchisees’ subsidies. Another result of this price control is also evident: “it is no great surprise that with price [rises] being held below inflation, commuter trains are now massively overcrowded
”. 
The aim of ensuring that prices be reduced in real terms corresponds with the initial aims of introducing competition into the rail industry, to improve efficiency and to deliver better value-for-money services. As in a perfectly competitive market, the franchise model selected should encourage innovation in order to reduce costs, and thus increase profit. The benefit of any innovation is then passed onto the customer through (enforced) lower pricing, and to the Government in the next round of bidding. In their paper, The Restructuring and Privatisation of British Rail: Was it really that bad?
, Pollitt and Smith find that efficiency gains from restructuring and privatisation amounted to £800m by the end of 2000. These savings, they acknowledge, have been “more than offset by restructuring costs [of] £1,400m”, though, they say, “[one] would expect the costs of restructuring to be recovered over a longer period
”. They calculate net savings to be of the order of £1,100m over a fifteen year period. 
Challenges 

Whilst certain commentators suggest that some of the aims of privatisation have been achieved, there exist many challenges. The railway network, at the time of privatisation, had suffered from “several decades’ worth of backlog in maintenance and investment
”. Its privatisation coincided with the introduction of such schemes as the Private Finance Initiative (PFI) and corresponded with a wider government initiative to encourage more private finance to be used in the provision of public facilities
. Initial franchises lasted only seven years; this was meant to “keep the TOCs on their toes
”, but simply served to discourage investment in the industry. TOCs would not invest large amounts of capital if they could not be assured that the outlay would be recouped. This encouraged short-term profit maximising behaviour and thus did little to combat the dearth of under-investment. “If customers (the TOCs) are inhibited in signing long-term contracts with suppliers, risks cannot be assigned downstream. This will influence the type and amount of upstream investment
”. Long-term contracts at all levels of the rail industry might replicate a truly vertically integrated industry in assigning upstream investment risks to the customer; short-term franchises will not achieve this. This disincentive to invest in new rolling-stock, to provide new and improved stations or other fixed assets and the fear that “short franchises may…encourage short-term management strategies which seek to extract the maximum of cash from the business prior to exit by the franchisee
” has meant that many later franchises are typically of a fifteen year duration. 
Although the major restructuring of the railway industry was completed in 1996, further changes are likely to be implemented. Recent plans include the introduction of certain services on an “open access” type arrangement. Companies wishing to operate such services would not need to bid for a franchise, though payments would need to be made to Railtrack in the normal way. The freight market is already served by two such companies as well as the one sole franchisee, English, Welsh and Scottish Railways. This would move the railway network a step closer to competition at point of delivery of the service and the gains that that may entail. It would however, bring with it its own problems.
The railway industry would be open to the problem of “cherry-picking” which has had to be dealt with in many other privatised industries. It would be difficult for the Government to sell franchises in bundles of profitable and non-profitable routes, since open-access competitors to the franchisee would compete only on the profit-making routes, (effectively “cherry-picking” the most profitable operations). This would reduce the profit of the franchise-holder and prevent the cross-subsidy to the ‘socially-desirable’ service. It has been suggested that the open-access operator could contribute to the funding of the loss-making services of the franchisee, but problems of assigning costs would make this an extremely difficult task. The choice to be an open-access TOC may discourage bidding for franchises causing a shift in competition towards to the point of delivery. The Government would then be left in a situation where it would have to choose either to purchase services from the TOCs in order to provide loss-making but socially desirable services to the public, or to close down such routes. Furthermore, where one franchised route fulfils the two functions, complex negotiations between the Government and the TOC may result in a further Government subsidy. 
One possible outcome of this is that we will see an increase in the services provided on profit-making lines, and, with the eradication of the franchise system, a further decrease in prices. The Government would then have to fund all loss-making services judged to merit subsidisation. 
Wider Problems

Whilst one of the purposes of introducing competition into the railway industry was to make clearer where Government funding was used, and to encourage debate regarding the necessity of these services, the general needs and welfare to society do not appear to have been considered. Further, the positive externalities of an efficient and all-encompassing transport infrastructure appear not to have been considered. The subsidisation of the railway network has come under scrutiny in a way which its major competitor, roads, has not. Railtrack has been required to make a return on capital stock of 5.6%
. Roads are under no such obligation. Further, the prices which it charges TOCs have been heavily regulated, preventing it from covering its costs, and finally leading it to be declared bankrupt in October 2001 with debts of £3.3bn
. Privatisation and the introduction of competition was meant to bring private money into the rail industry, but before the breaking up of British Rail “there was no proper inventory of the state of the tracks and signals, and therefore, no idea of how much investment would be needed to fix them
”. Indeed, the SRA recently revealed that £30bn of public money, meant to last until 2010 has already been spent
.
Conclusion

Whilst the theory behind the introduction of franchising suggests that there are many positive effects, we note that the way in which it has been applied has led to certain problems, and created many challenges to be overcome. Although other options were considered, Government ideology favoured the introduction of franchising above other choices. It is interesting to note that other countries have achieved successful modernised railway infrastructure in differing ways: Japan’s network is 100% privately administered whilst France’s is run by the SNCF, a vertically integrated state-owned company. Sweden maintains public railway services which compete with services offered by regional private sector companies. We might also note that the decision to use franchising as a means of introducing competition as well as the rules applied to TOCs have been strongly influenced by the wider problems facing the rail network, and rules have had to be adapted in order to cope with these. Open-access operators will allow a greater degree of competition, and greater scope for private funds to be used in the provision of this formerly public service. Anyone with enough money to invest can now “play toy trains, for real
”.
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