Canadian Transportation Agency - 5 year review of interswitching regulations

This note about interswitching is being written by an interested Canadian academic, likely still
the only person to have published a refereed journal article on the topic in a Canadian context.
In addition, these comments reflect my own professional intuition and knowledge, but do not
necessarily represent the opinions of my academic employer.

| will construct my brief response along the lines of the CTA consultation paper, with topical
responses as appropriate. But first, | must state that | believe the 160 km regulations and
appropriate interswitching rate structures should be reinstated as soon as possible, with the
proviso that if they prove to be systematically detrimental to either shippers or carriers, they
can be easily adjusted accordingly to either lower or greater levels of eligibility over distance.
What data | have seen seems to show that the policy “trial” of 2014-2017 was a resounding
success for shippers, but that the associated interswitching rates set at the time may have been
somewhat less than compensatory for the railroads, considering the parameters associated with
longer distance interswitches. This leads me to offer to the Agency that an 80 - 120 km
regulated interswitching limit may end up being the best compromise for both shippers and
carriers.

1. Eligible Traffic

I have no strong opinion on this issue. | believe all freight traffic should be eligible for
interswitching if this alternative is available within the local rail network. My prior work has
focused mostly on agricultural commodity movements, but | understand that during the 2014-
2017 160 km “trial”, other freight shipping sectors benefitted from the policy change as well.

2. Factors in setting the interswitching rate/market rates/traffic density

The current manner in which the agency sets interswitching rates is somewhat ad hoc. But
looking at the actual rates, in my assessment for many cases (esp. for proximate interswitches)
the rates appear to come surprisingly close to the ideal theoretical level, founded on Ramsey
pricing principles. There is a considerable literature on Ramsey pricing, and many utilities
worldwide compute Ramsey prices for various services (see Jorgensen et al, 2004 for another
transportation example). The goal of Ramsey pricing is to set a rate for a regulated transaction
that yields approximately zero economic profits to the service provider. We also know Ramsey
pricing is based on several computationally tricky factors, including economic costs, as well as
real-time market demand and elasticity. But in spite of this, | have no doubt that current
regulated users of Ramsey pricing would be most eager to pass on their knowledge (software,
coding, etc.) so as to allow the Agency to compute an economically fair Ramsey price applicable
over any location, time, duration and type of freight on a railroad interswitch in Canada. Ramsey
pricing also necessarily addresses the traffic density issue raised by some stakeholders, since
real-time demand estimates will reflect infrastructure usage and/or scarcity for that
interswitching transaction.



Ramsey price computations can be computationally intensive, and are inherently dynamic and
often very short-lived. To this end, | urge the agency to examine the synopsis of other similar
pricing rules that can approximate yet be simpler to implement than Ramsey pricing under
certain conditions, see Allen (1986). In addition, Train (1997) provides a broad overview of
various regulated pricing mechanisms, including the so-called Vogelsang-Finsinger (VF) (1979)
mechanism. The latter mechanism (and its variants) use available (to the Agency) firm level
data, and a continuous VF rate setting process theoretically converges to Ramsey rates under
typical conditions. Unfortunately, there is scant evidence that the latter mechanism has ever
been applied in a regulatory setting, so its implementation by the Agency in this situation
involves some regulatory risk.

While none of these mechanisms always yields exact zero economic profit prices under all
conditions, | argue that the journey (not the destination) for interswitching policy in this
industry should be for the Agency to continually seek out rates and rate mechanisms that best
reflect the situation at the margin, meaning minimized subsidy to the shipper along with
minimized economic rents to the carrier for any given regulated interswitch. And while the
Agency’s prior pricing efforts may fit this basic description, there are now better mechanisms
around with which to set economically fair and justifiable rates for the process of regulated
interswitching.

| want to thank the Agency for the opportunity to participate in this process. | hope the
consultations ultimately prove to be a step forward for all market participants.
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