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This report was sponsored by the Union of
African Railways, as part of a Sub-Saharan
Africa Transport Project task aimed at defining
what is involved in restructuring railways so that
they behave more like market-driven enterprises.

Problems with railway management are gen-
erally related to the policy and institutional
framework within which the railway operates —
the behavior of the “enterprise” itself — rather
than to access to technology or capital.

The question addressed in this document is
not whether the railway should be restructured,
but how.

The report recommends four types of action
to be employed in the process of institutional
reiorm:

* A strategic plan, which defines the environ-
ment in which the railway will function and fo-
cuses on the crucial policy issues that will guide
or influence the railway’s planning and actions.
The objective: to generate a thorough public
discussion of the role the railway should play
and the costs and benefits of altemative choices.

Emphasis is initially on policy, and as the
process proceeds on broad understanding and
commitmerni to the process of change,

* A contract plan, which delines che roles and
responsibilities of the raiiway and its owner (the
government). The contract plen {lows from the
strategic plan, and should not be developed in
isolation from related policy and funding
objectives of the government and railway.

» A management plan, an internal pian that
clarifies the objectives of the senior railway
executives and their roles and responsibitities in
relation to the executive director. The targets of
the three plans should not be confused. Operat-
ing targets, for example, should not appear in the
contract plan, inviting political interference in
management operations.

» An enabling actions plan, which lists most
of the initiatives that must be taken in conjunc-
tion with implementation of the first three plans.
The focus should be to ensure that the roles and
responsibilities defined will actually be realized
in law or enforceable agrecment.
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PREFACE

In recent years, nations at every level of economic development
have shared the costly experlence of troubled railway systems. A large
body of analysis has documented the relevant evidence. Governments
recognize that no miracle cure Is available and many are beginning the
arduous but essential process of achlieving serious reform and
restructuring.

The facts of railway l|life are that If things are already bad
they are likely to get much worse unless something is done
about them. In fact, it Is often only when it is seen how much
worse things can get that management and ministers are moved
to act on their railway problems. Long-term pianning is ... the
only way In which the employment and other social implications
of the necessary changes can be handled in a way which is
acceptable to users, workers, taxpayers and governments.

This statement, by a former chief economist at British Rail,
particularizes for railways the truth of Professor Parkinson's Law of
Delay In bureaucratic organizations, namely, that delay is the deadliest
form of denial.

This papeir is adaressed to those countries which are facing the
challenge of fundamental "restructuring"; the transformation of a troubled
state-owned railway into a stand-alone enterprise operated on commercial
principles (even though the government may retain ownership). it provides
a framework -- a set of broad actions -- for achieving practical reform.
it is nelther a precise road map to guaranizad outcomes, nor a check
list needing only the proper boxes to be marked off, nor a rule book with
a set of correct answers. indeed restructuring railways and their
governments will immediately reallze that In an increasingly competitive
world such precision and certainty do not exist. If they are to succeed,
the government and railway planners who lead the reform effort must
display the same qualities of flexibility, transparency In the assembly
and display of information, careful assessment of the risks of
alternative courses of action, and prompt and unambiguous declaration of
conclusions reached and actions to be taken that the reformed raiiway
Is going to have to show if it Is to succeed Iin a competitive commercial
transport/logistics environment. Both the reform decision-makers and the
reformed rallway must be infused by the same spirit, exchanging the
static "rules and regulations" code of bureaucracy for the open-minded
and dynamic imperatives of competitive enterprise. In essence, reform
must become a state of mind.

The paper suggests four general documents around which the reform
effort may be organized:

(1 a Strategic Pian which relates the restructured railway
enter-prise to the broader political, soclal, and economic



context within which It wlil function and addresses major
ollcy optlons,

(2) gu?:lc;::\trr’act yl»"lapn which defines the specific commitments and
obligations flowing from the Strategic Plan which the
Government and the rallway enterprise formally accept as
their respective responsibilities,

(3) a Management Plan for the rallway which establishes an
organizational structure, functional responsibliities, and
performance measures for effective Internal management
control, in light of the requirements Imposed by the decision
to operate as a commercial enterprise, and

(4) an “Enabling Actions" Plan, as needed, to list the necessary
legislative, legal, and formal administrative changes necessary
to carry out the planned restructuring.

Many developed and developing countries have had at least some
experience with documents of this type, as shown In the box below. As
noted, this Is a representative but not an all-inclusive llst because
more countries are being added and because It is not cliear exactiy how
to classify certain initiatives already underway.

E ience With Reilwav Restructuring I ltiatives: BOX 1}
B intries Which Hecoifturing In b
Or Are Developing Various Approaches

pe, le
Americs East and North Develo,
(AS) AFRICA Africe  (EMENA) ASIA  Councries
Strategic Pla Mex}i K H Indi C it (us
ravégrc Flans Urugusy m,‘": Pak St ndis s:g;'(F ws)
re
Tenzania Brit r.ngo)
Doutccho Bundesbahn
Contract Plans Mexico Comoroun Tunisia China SNCF
Uruguay {7 Moroc?o Kores
Yugosiavia
Nigorll
Senegal
Mansgement Plans Kenya Korea Brltich Rail
Zaire Conrail
Dout:cho Bundesb.. ~
Enabling Actions Plans India Conrail
Japan
Note: This is not an all inclusive list. In aome cases, also, documents are in very initial stages.



During the discussion below, the boundaries between the four
documents are drawn somewhat more clearly than they actualiy would be
in practice. in many cases, some functions or commitments might
appropriately be shifted from one -ocument to the other (l.e., from the
strategic plan to the management plan, etc.). Each country must make Its
own decisions In this respect -~ what matters is that each of the major
Issues be ldentifled and resolved.

The body of the paper below concerns itself primarily with outputs-
—-reports, contracts and plans--and not with the process whereby the
conditions for producing these outputs are achleved. The process issue
Is sufficiently particular to each country and each railway to make an
exhaustive treatment beyond the scope of this paper. A brief, overall
discussion of process may be useful, however, In providing a context for
what follows.



INTRODUCT ION

The Worlid Bank's reviews of rallway crlsesz show very clearly that
they do not come about suddenly, nor do they happen by acclident.
Although the points of emphasis may differ, this conclusion Is just as
true of raliways In the developed as In the developing world. As a broad
generalization, railway crises occur because rallways have not been
encouraged, or allowed, to respond to changes In the economlies they
serve. Long after major segments of raliway tra¢fic have been captured
by competitors which are often privately owned and operated, ralilways
continue to offer services which are not in demand, at prices which are
often far below cost, and with a quality of service which Is inferior to
the customer’'s needs. Typically also, as the railway becomes a fiscal
drain on an economy already short of resources, longer range maintenance
and capital needs are neglected, further diminishing the rallway’'s
capabliities as the years pass. The longer the problem continues, the
more difficult and expensive It Is to resolive, and the more likely It Is
to be "put off untlil next year".

Across all economies and cultures, this situation Is the result of
some or all of the foliowing forces:

(%) The rallway i3 gencrally ongc of the naticn's cidest instityu-
tions, and Its years of history have endowed it with percelived
roles-~-such as a “public service obligation*--and an
assoclated engineering and production-oriented management
culture which are uniquely resistant to change.

(2) The ralilway often has the largest singie unionlized work force
in the natlion, giving Its workers a great deal of polltical
power which Is used to protect the slze of the labor force,
even when there Is littie productive work t& be done.

(3) Over the years, varlous classes of passengers (typically
commuters and third class intercity passengers) and shippers
(often agricultural Iinterests and major government-owned
mining or industrlal enterprises) have been able 0 persuade
the regulatory authorities of the government to distort the
rate structure In their favor. The stated rationale for the
Intervantion in freight rates Is as predictable (“the nation
needs to control freight rates in order to promote exports,
or to control inflation*) as the result: nothing positive iIs
achieved because the resuiting deficits are mer ;iy shifted
from one agency budget to the other, and the management
incentives of both raliway and shipper are badly distorted.
Reglional interests also believe that the existence of rall
service (but not, necessarlly, its use) is important either to
maintain the local economy, or to protect the possibility of
a desired future development program. Eventually the
beneficiaries of the system of cross subsidies come to believe



that thelir favored status is not only important to them, but
Is aliso Iimportant to the health of the nation, and they defend
thelr positions tenaciously.

(4) The people at large may belleve that a rallway is “needed",
whether or not it is economically justifiable, elther because
they belleve that rail service is a basic “right* (ilke
education or health), or because they consider the preseice
of a raillway to be one of the status symbols of nationhood.

(5) The ministry which owns and operai=s the rallway may be as
interested In protecting Its organ -atlionat domain, budget, and
poiltical Influence as It Is In cerving the needs of shippers
or tackling the difficult task of restructuring the rallway.

(6) Finally, many of the Important actual or potential customers
eventually switch to other modes because the service may
have become sufficiently siow and unreilable that It Is no
longer economical to use rail. These former users are no
longer advocates for change and Improvement. Of course, the
other beneficlaries of poor rall service, the ~ompeting (non-
rail) transport modes, are often committed advocates of the
status quo as well.

.n many Instances, the only agency experiencing immediate pressures
for change is the finance ministry because ultimately It pays the blilis
out of the pubtic treasury. At least In the Initial years of a developing
crisis, the result of this financlal pressure Is to reduce outlays
wherever possible which, unfortunately, typlically resuits In the well
known downward spiral of deferred maintenance and reduced capiltal
budgets {and eventua! poor service) noted above, Experience Indlcates,
however, that financlal pressures alone, even when they reach monumen-
tal proportions (such as the US §$ 10 billion annual losses of the
Japanese National Raillways before Iits restructuring), are rarely
sufficlent to bring about the right kind of change; real change happens
when financlal pressure is combined with a realization by the government
and rallway customers of the true burden imposed on the economy by
poor, or unnecessary, raill service and with acceptance on the part of
raliway management that an economically rational roie for the rallway iIs
the best guarantee of long term heaith and stability for the rallway.
When this point is reached, the measures discussed later In this paper
become feasible.

Therefore the real challenge of rallway restructuring is political,
not solely financial or technical. Absent political will, there is no ready
combination of financlal ald, technical advice, and training which will
accomplish much more than postponing the Inevitable, and in increasing Its
cost when it arrives. The principles of promoting change are well known:
the benericlaries need to be identified and organized, and those suffering
harm need to be assisted. Because of the very wide range of Interests
of the potential bene+s ‘laries and adversely affected parties, the very
highest levels of pol:.ical leadership must understand and support a
program of change. In turn, all agencles of the government must, through
fuill and open discussion, understand and accept the Impiliications of
reform, a stage which wlll only be reached If the political leadership




clearly assigns responsibility and authorlity for the management of change
to an appropriate officlal -- and makes it clear that results are
expected. The officlal couid be drawn from polltical circles, from a
ministry, from the rallway, or, as has happened In several deveioped and
developing countries (e.g., the US, the United Klingdom, rance, and
Uruguay), could be an authoritative and impartial person from outiside
government and raiiway. Because the problem Is primarily rooted In
soclal and political consliderations, the criteria for selecting the
officlal should be broad experience in the operation of large Institutlions
and acceptabliity to aill parties, not necessarily expertise in railway
operation or engineering.

The next step Is to obtain the support of majJor users (or potential
users) of the system and of rallway management. The offer to the user
is better and more rellable service In return, In some cases, for higher
rates or longer term commitments for traffic. As discussed later, for
those users who cannot, or will not, pay rates that cover costs, explicit
subsidies from public authorities may be warranted when such subsidies
can be Justified by leglitimate public requirements. The proposal to
raliway management follows accordingly: although some services may be
reduced or eliminated by the reform process, those operations which
remain will glve the railway a stable basis for future survival and
growth, and management will be given much broader authority and autonomy
to make decisions with a minimum of outsid2 Interference.

At the same time, those who are truly injured by the restructuring
must be identified and dealt with. In some cases, the damage (s so
iIimited or vague ("we need rail service, even though ws do not use iIt, in
order to keep the truck rates down"), that no compensation Is due. In
others, such as the user who has made a leglitimate locatlion decision and
related Investments In the belief that an existing rate structure woulid
continue, at least some transitional assistance, elither through subsidy
or phase-~in of rate changes, may be needed.

L.Labor will often be a major injured garty. Much study has been, and
continues to be directed at this issue. Although much remalns to be
learned, and specific approaches will alnays need to be tallored to the
conditions of each country, two broad conclusions are emerging. First,
some form of fair compensation and/or assistance Iin finding other
employment has been a feature of all successful labor redundancy
programs. For example, In recent loans to the Sudan and to Zaire, the
financing of compensation (though not necessarily by the World Bank) has
been an explicit part of the overall Initiative. In Uruguay, a vigorous
program of assistance In finding other, often better, employment for
redundant employees was a keystone. The second conclusion, however, Is
that the cost of not reducing redundant {abor, whether Imposed by
government or by labor union pressure, Is often underestimated because
disgruntied employees can extract a price in poor morale, Inefficlent and
undisciplined operations, and Inflexibllity of service which appears to be
quite large, even by comparison with the surplus wage bili. Ralilways,
because of their complexity and the critical requirement for controlled
management, are therefore not good places to absorb surpius labor: in



the Uruguayan reforms, the Government actually concluded that the
rallway would be better off (f the surplus workers were paid to stay
home untli alternative arrangements could be made than If they continued
to report to the raliway. Taking both the explicit and Implicit costs Into
account, the "rate of return” for successful labor redundancy schemes Is
very high, often much higher than any item on the proposed capltal
investment programs on the raliway’'s agenda. An acceptables plan for
addressing the issue of labor force adjustment Is therefore as Importar.
to the success of a reform program as the retlated chanaes In management
and physical plant.

For many reasons, then, rallway restructuring Is an inkzrently
messy process which (s deeply political, often confrontational, and
difficuit to predict or controi in advance. Such programs take patience
and time, often measured In years. This does not mein that
reorganization must always take so long; but clearly the process should
not be approached casually. A crisis which develops sliowly, as the
result of powerful forces at work, cannot be resolved on the basis of
instant decisions. Time Invested at the beginning on planning, on bringing
all Interested parties Into the process, and on developing the required
degree of commitment to change Is always time well spent. The Initiator
could be the rallway, a government agency, or entirely outside forces,
but sustainable progress wlil not be made until all are working together.
If the groundwork is properly done, the reform process can begin with
reasonable prospects for success.

As a final Introductory note, the following discussion describes a
series of steps which could be carried out In considerabie detaiil. In
many cases, exhaustive detall may not be necessary, or even desirable,
certainiy at the outset of the process. If cholces must be made, It Is
far preferable to place emphasis on Identifying the major policy Issues
and developing solid agreement and understanding among all parties on the
necessary changes than it Is to develop plans or “contracts” which are
so complex and sophisticated that only the consultants or experts
understand their contents.

v



PLAN 1
THE STRATEGIC PLAN
The Strategic Plan (SP) must be prepared cooperatively by the

Government and the raliway enterprise,? and ultimately accepted at the
highest ievels In each. The SP is the centerplece of the restructuring

effort. its purpose s to surface for explicit examination all the
difficult public policy questions which, If left unattended, can scuttle
achlevement of workable reform. indeed, one of the reasons why

restructuring programs have often produced Inltially unsatisfactory
results (the case of Conrall Is an excellent example) is that they were
developed without an adequate assessment of critical strategic issues,
due elther to lack of information, neglect or to the unwillingness of the
parties to face up to them (or all three!).

Strategic planning takes many forms. For Instance, It can be a
relatively routine exercis~ In a corporation that has been preparing such
plans for many years and .ngages in a stabile line of business. The word
"plan” itself suggests a degree of nermanency. In thls paper, however,
we are discussing strategic planning In the context of making often
wrenching changes in the status quo which affect numerous sectors of the
publlc. In this setting. Strategic Plans must be fluld., dvnamic. evalving
documents. Riglidity and infiexibility will result in paralysis and eventual
fallure.

The SP Is the primary document for stimuiating and gulding the
policy dlalogue between government, ral!iway, and public. It identifles
major goals and policy options 30 that the best and most reallistic
choices can be made, and made cpeniy, laying out the impilcations for all
affected parties of various policy choices and macroeconomic
assumptions, recelving feedback about the accegtabiilty of the outcomes
foreseen, and revising the assumptions, policies, and objectives
accordingly.

in brief, the strategic assessment process will be an Interactive
one. Certainly, at the outset, several draft or preliminary plans are
likely, and those preparing the SP should expect It to be modified. The
greater the transparency of this process and the greater the number
of Interested parties actively particlpating In It, the greater Is the
llkelthood of: (a) multiple drafts, and (b) a workable final product. The SP
should be used to draw the wlidest possi:i; participation (in part to
develop a political consensus for acceptance of difficult public cholces),
including legistiators, other goverrmment :. 2ncles, regional and provinclal
authorlities, labor, shippers, academics, financial Iinstitutions, and the
traveling public. It would be rare, and probably Indicative of unresoived
and burled issues, If an SP were adopted as originally presented. Where
successful reform has occurred, it has been common for the SP to be
recycled several times before stabllizing around a generailly acceptable
course of actlon. Accordingly, sufficlent time, resources, and patience



must be made avaliabie for the completion of this tasi. As well, the SP
becomes the basis for development of a much more effective Contract
Plan and Management Plan. The SP is the place candidly to ralse and
resolve the toughest and most challenging questions about the short term
and long term future of the raliway. “in the final analysis the most
effective universal approagh to decisionmaking Is to ask the right
question at the right time."

Establish the Mission and Ob_ sctives of the Enterprise

in the broadest sense, the mission of the restructured and
revitalized raliway will be to provide adequate and efficient rall service
of goods and passengers by replicating the behavior of a commerclal,
protit-oriented raliway enterprise vperating under conditions of adequate
comnatition, This means that the rallway’'s approach to providing
services must be demand-driven, customer-oriented, market-determined,
resuits-led --~ |f the market (or government) wliil not pay for a glven
service, 1t will not be offered by the ratlwa:r This does not mean that
the railway or any of Its assets must neces. ‘'v be privatlized; however,
incentives and authority should be created so t..at It Is in the rallway's
interest, and within its power, to carry out the mission defined for Iit.

The primary objective of the enterprise may be framed In various
ways, depending on the clircumstances and desires in each country. For
purposes of lllustration, one plausible definition of the overall goal for
the rallway enterprise is to recover from revenues funds In an amount
sufficlent to pay the costs of providing the service, meet interest and

principal payments on Its debt, and contribute to new investment In the
raliway  Sama cotintriec may cettle for the raliway cimnly hreaking even
(though the meaning of "break-even" must be carefully explained); others
may wish the raiiway to earn clear profits as well, In effect generating
dividends for its public owners. ideally, the rallway will become
financially self-sustalning. in many Instances, political and economic
realities will dictate that full achlevement of the profit objective be
phased In over a period of time, as the raliway transitions from its
current situation to one In which It operates routinely as a commerclal
enterprise. The important thing Is to define the objective and set a
challenging but reallstic timetable for reaching it.

Since many restructuring raliways carry heavy debt burdens
accumulated in the past, decisions must often be made about re-financing.
In most of these cases, the reformed raliway wlll be unable to earn
enough from farebox and freight charges to pay off old debt, no matter
how well It is operated. If this condition is not rectified, the basis for
effective entrepreneurial management of the raliway will be undermined
from the beginning. In some fashion, the Government will probably have
to assume many of these obligations (of course, In some instances, the
Government may already hold the debt paper or guarantee Iit) as part of
a process of providing a revised caplital structure of the railway, which
is appropriate to the new scale and mode of operations. The Japanese
Government, for example, established a separate Settliements Corpora-



tion to absorb most of the debt of the Japanese Nationa! Rallways (JNR)
at the time JNR was restructured.

Given that the objective Is to operate the rallway as a
commercially oriented enterprise, It Is possible that governments at
various levels will stlil want the raiiway to offer certaln services
(Incliuding =ntire !ines) which cannot, or wlll not be permitted, to cover
costs. in such instances, where the raillway Is given the objective of
operating certa!n uneconomic services in behalf of governments, the
governments must commit to paying the full cost of these "supported"
services In excess of permissible revenue, assuming efficlent operation
by the ralilway. B8asically the rallway shculd serve as a contractor to
the Govearrment Iin these situations. in the SP, the Government must
clearly spacify the uneconomic services (and the related financlial obliga-
tions) which It Is willling to support.

ldentify Major Market/Service Sectors

Once the rallway’'s objective has been defined, the Government and
raillway should Iidentify the market/service sectors which are to be
continued, expandead, dropped, or introduced. The shape of this listing
is likely to change as the strategic assessment process proceeds, but
a representative Initial set might well Include the following:

§)) Freight -~ describe major commodities, traffic flows, and
volumes, and the services to be provided (e.g., less than wagon
load (LWL), wagon load (WL), block train, specialized equipment,
intermodal).

(2) intercity passenger - describe principal market flows served
and services offered (e.g., 1st, 2nd, and 3rd class, dining,
sleeper, express, local, baggage).

(3) Regional and/or suburban commuter - describe services,
frequenciles, ridership, specialized facilities required, etc.

A list of services and markets that are considered prime candidates
for discontinuation of service -- e.g., L¥L frelght service and passenger
service on remote branch lines -- shouid also be Identified. This listing
is llkely to change In size and composition as the strategic assessment
unfolds. it Is also probable, especially at the outset of the strategic
pilanning effort, that the need for physical shrinkage Iin the size of the
system will be evident on many rallways. Thus entire segments of rail
line will be earmarked as candidates for abandonment.

Finally, the SP should highlight and evaluate the potential for
earning additional income from various services ancillary to operation of
the raillway. Following is a partial listing of such possibilities.

® Leasing or franchising station space to independentily owned
restaurants, other commercial shops, and government postal
and telecommunications agencies, as well as other forms of
commerclial development of rallway-owned real estate.

[ Parcel service on freight or passenger trains.
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Repair of non-rall equipment In rallway maintenance facilities.

Manufacturing products for sale to non-rall customers In

raliway manufacturing faclllitles.

® Value-added logistics services for shippers, e.g., warehousing,
inventory control, sub-assembly and packaging, freight
forwarding, freight consolidation, and iIntermodal arrange-
ments.

® Intermodal services In coliaboration with truck, bus, airline,

and water carrier companies, and shipper assoclations and

travel agencles.

Conversely, the Plan should consider the economic wisdom of con-
tracting-out certain raillway activities such as rolling stock main-
tenance, parcel service, terminal operation, and provision of speclallzed
equipment (e.g., containers) to other companies. If private commerclal
interests can provide these services at less cost and similar or better
quality than the rallway, It makes sense for the raillway to divest them.

In working toward the objective of obtaining revenues sufficient to
cover costs, debt service and retirement, and investment needs, the
railway enterprise must be relentiess in creating value from all its
assets. For example, rallways the worid over have often generated
substantial earnings from the sale, lease, or development of surplus real
estate, especially in metropolitan areas. The railiway must also evaluate
the potential of actively persuading new production facllities and other
business operations to locate facilitles on its real estate which could
generate profitable traffic for the railway. As well, operation of
hotels, bus lines, and cartage companies may be sources of Income (or,
depending on the clircumstances, sources of net cash drain from which the
raliway should withdraw). The Strategic Plan should review these
"markets” and the rallway’'s relationship to them.

Pose the Cruclal Policy Options

Given agreement that commerclally-oriented operation of the railway
is the objective, and with the desired rallway services tentatively
identified, the Strategic Plan must next identify those aspects of the
national transport policy which apply to the ralilway, and lay out the
crucial policy issues which have to be resolved if the objective is to be
met. This process will have an Impact on both the objective and the
services, probably re-shaping both to some extent, but lead to a much
clearer and more realistic understanding of the dutles and obligations
which each party -- Government and raillway -- ultimately must assume.

Each country will have some pollcy Issues unique to it, but virtually
all will confront the following:

Cost Recovery from Users. To operate on a commercial basls, the
raiiway must charge its customers rates that cover the operating and
caplital costs of the services they demand. The strategic planning effort
must include a careful assessment of the degree of cost recovery which
Is anticipated in total, and for each of the market/service segments
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Identifled previously. If there is little or no demand for a service and
adequate rates cannot be charged, the service should be dropped by the
rallway. On the other hand, if governments (national, provincial, or local)
are prepared to cover the shortfall between revenues and the operat-
ing and capltal costs for a service, the ralilway should wiliingly provide
the service: In such situations government would simply become another
paying customer. Iin brief, tha railway should be indifferent to the
sources of the revenue provided that costs are recovered. Both raillway
and Government must accept the principle of cost recovery. Without It
economically efficient operation and effective management cannot be
achieved.

It deserves emphasis that the question is not whether cost
recovery will be achieved: cost recovery, through some combination of
revenues, subsidies, borrowings, or caplital erosion is unavoidable. The
important principle Is that the revenues and/or government support for
each service should be equated with costs. This Is the only way that
rational choices, and plans, can be made.

Pricing Policles. Many approaches to pricing exist and they are
likely to differ by major line of business. The SP should develop
agreement on the pricing principles to be used in each market segmenté
e.g., fuily commercial, "value of service" (often called "Ramsey ) pricing
for freight and selected Interclity passenger services, “marginal cost"
pricing for commuters and other Intercity passenger services, and com-
petitively-based profit maximization for commercial services such as
leasing space In stations to private businesses. It Is cruclal that the
rallway be glve:n substantial freedom to negotiate contract rates with
its frelght customers,’ and to ralse and lower rates In response to
competition, In market/service segments that the Government will not
directly subsidize. This freedom may be subject to regulatory protection
against the extremes of below cost predatory pricing (l.e rates below
marginal cost) and the undue exercise of pure monopoly power vis-a-vis
captive users of the service (i.e. rates which are sufficiently far above
marginal cost so that an Individual customer or class of customers lIs
being asked to make an undue contribution to the coverage of fixed
costs). Quite simply, where competition exists, raliways must be free to
compete. The economic logic of "full cost recovery"” plus “pricing fiexlbi-
lity" will undoubtedly result In the conclusicn in the Strategic Plan that
some rall services should not survive, or should not survive in all loca~
tions. Where government authcrities choose to support an otherwise
uneconomic railway service, they will be responsible for pricing the
service. The Strategic Plan should contain a clear definition of the
pricing policles that the Government will apply to the non-commercial
services that It authorizes.

The question of monopoly pricing Is an Issue which, while It can not
be resolved in this paper, requires discussion. The rallway Is quite
likely to carry certain nationally important commodities under conditlions

which do not permit adequate competition. If so, there is legltimate
concern that the raliway be prevented from "abusing" Its monopoly
position -- and thls concern usually manifests itself In a desire for
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various degrees of government Intervention In rate setting. There are
two countervalling considerations: first, government Intervention
undermines the essential objective that the rallway be free to pursue
its commercial interests, and be accountable for doing so; and, second,
that the government, as the owner of the rallway, Is the direct
beneficlary of improved financlal performance by the raliway, so long as
the raliway does not set Its rates so high as to unduly restrict the
flow of the commodity In question.

There is no easy solution to this challenge. One approach would be,
as has been the case in the US and Canada, to restrict rate regulatory
intervention to only those cases In which there Is no effective
competition, the raillway Is clearly charging rates far above its varlable
costs, and the proposed rates significantly restrict traffic movement.
Under these cases, some upper limitation couid be placed on rates.
Alternatively, the traffic could be declared "soclal" traffic (much llke
suburban passenger traffic, for example) where the rallway could become
in effect a contractor to the government and would haul the traffic
under contracted terms and conditions. These, or other, solutions should
be Identifled and discussed In the course of the preparation of the SF.

Soclal Service Commitments. Railways ali over the worid have been
used, explicitly or Iimplicitly, as Iinstruments of socilial policy.
Integrating the country, opening up remote areas to settiement,
encouraging economic development or foreign Investment, Income
redlstrlbutlgn and political pacification through low (or no) fares for rall
passengers,® and various labor-related objectives (discussed below), are
a few among many reasons cited historically by governments for requiring
their ralilways to provide below cost service. A commercially oriented
enterprise cannot survive such policles, because of both incessant
financia! drain and the Irrational management objectives which they
entall. Consequently, the Strategic Plan must specifically identify those
uneconomic services that are to be contlnued, define the levels of
required support, and Iidentify the public authorities responsible for
aroviding the funds. Here It Is Important to clarify the scope of any
local services, e.g., commuter operations, which a provincial or municipal
(or even private) party would be wllling to support, though the national
government may not. Removing such services from the budget of the
national government -- a form of "denatlionallzation" -~ would place
responsibility for supporting the service squarely on the users and local
authorlities that benefit from It most, and thus are best able to decide
what the service is worth.

In addition, any extant policles for providing preferential rates for
the freight and passenger travel of national government ministries,
departments, and public corporations must be examined and annulled
(unless the Government or the agency Involived wishes to pay for them).
Government organizations should pay for whatever ralilway services they
use; otherwise, their budgets are receiving hidden subsidies and efficlent
resource allocation Is diminished. Furthermore, It Is essentlal that the
Government pay Its financial commitments to the rallway on time --
whether for freight and passenger services used by government agencies,
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social service subsidies, or capital subventions -- because late payment
(or non-payment) forces the raliway to borrow funds at high short-term
interest rates, thus deepening its debt position.

The unavoldable truth Is that for a raliway service which does not
cover Its costs, elther the Government subsidizes the shortfal!l or the
service must be discontinued. The SP provides the focal point for
resolving these difficult Issues, Including careful definition of terms
such as "deficit," "subsidy," and "compensation" that Is acceptabie to both
parties.

Labor Adjustments. In transforming the rallway Into a commercial
enterprise, the work force will be affected significantly. Experience In
many countries has shown that falr and equlitabie treatment of adverse
effects on labor Is absolutely crucial to successful completion of a
raliway restructuring effort. Government must deal with this Issue
directly, cushioning the Impacts in light of the political and economic
conditions which prevail. Redundant rall labor must be dismissed,
transferred, or retrained for work elsewhere In the economy, and the
underiying causes of the redundancy (restrictive practices and
government employment policies, among others) corrected. Transferral
and/or retraining and other job placement assistance Is best managed as
a government responsibility. Attrition, early retirement, and Jjob
severance payments may all have a role to play. Government must decide
and then provide the necessary programs and funding. Government may
also need to assume the burden of any unfunded pension liabliities for
railway workers. If the Issue of labor redundancy is not resolved
promptiy, however, rail costs will remailn too high, efficlent management
will be thwarted, and the railway's commercial objective will not be
achieved.

If rallway employees are members of the national Civii Service,
serious consideration should be given to removing from the Service those
who remain with the railway after the restructuring. Rallways cannot
compete successfully with private sector companies that are free of Clvil
Service restrictions. The Clvil Service hiring regulations, rigid Job
classifications and work rules, and tightly circumscribed promotion
policles, Job protection provisions, and (often Inadequate) pay scales
coliectively tlie the hands of a commercially-oriented management which
needs new people with new skilis and maximum flexibility to redefine task
assignments, to reward the most efficient emplovees with increased pay
and responsibilities, to adjust pay commensurate with prevailing labor
market conditions, and to reassign or terminate those who cannot perform
adequately. Just as clvil service regulations stifie productivity in a
commercial setting, so too wlill restrictive labor union agreements. Here
again Government assistance may be needed to overcome obstacles that
would undermine meaningful reform If left unchanged.

Relevant External Factors

The Strategic Plan must identify and evaluate any external factors
likely to impinge on the rallway's performance. It should be remembered
that raliways, and all other transpoirt modes, play a supporting role in
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the economy. Thelr actlivity Is derived entirely from the activity of
other Industries and businesses that have need for railway service.
Rallways, thsrefore, are very much creatures of thelr economic
environment. Indeed, part of the legacy of deep financial distress on
rallways today is a product of the old mythology that they (and highways
and other transport Infrastructure) can, in an1 of themselves, virtually
create beneficlal economic actlivity. Strategic planners must be very
attentive to externz! factors which are capable of conditioning the
demand for rall service and make their decislions accordingly.

Economic Forecasts and Pollicles. Key government macroeconomic
poilcies and forecasts -- e.g., for GDP and Interest rates, or more
specifically, for new trade and agricultural poiicles which move the
country from being a net importer of a product to being a self-provider,
or vice versa -- can provide !mportant clues. Estimates of growth In
significant rali commodities may provide grounds for optimism about
growth In trafflc. However, caution Is needed Iin Interpreting such
forecasts. Fir.t, old “rules of thumb" for gauging the impact on raliway
activity of Increases In commodity output may not apply any longer. The
obJective of the restructurzd raliway Is not to carry as many tons or
wagon-loads as possible or to earn as much gross revenue as possible.
On the contrary, the alm Is to attract traffic that makes a contribution
to Income above costs. Thus Increasing the tonnage of money-losing
traffic Is not In the Interest of the raliway. Second, estimates of a
strong rate of growth in the economy may result in little or no change
in demand for rall service If the growth is most llkely toc occur in
industries (or In service sectors) already heavily rellant on lorry
transport. In this situation, the rallway must carefully assess Its
chances, |f any, of diverting such traffic from the highway mode. Third,
“rosy" (colored with undue optimism) macroeconomic forecasts that are
permitted to become the basls for substantlal Investment ‘n rall plant
and equipment can be extremely costly to the railway and cripple Its
effort to restructure. Consequently, considerable realism is needed in
determining the Implications of macroeconomic forecasts for the
operations of the railway.

Simiiarly, forecasts of increased consumer disposable income may be
of littie practical value to a rallway Iif It is primarily a carrier of bulk
commcdities and Is gradually withdrawing from unprofitable passenger
operations. Government export promotion plans could be of special
significance In Increasing the demand for rall freight service, agailn
depending upon the nature of the products involived ar.Jd the competitive
strength of trucking and perhaps air freight. The Government shouid aiso
Identify any plans It may have for large scaie population relocation or
remote area development, and the extent to which it expects the rallway
system to be Iinvolved and on what terms. The rallway must not be
expected to subsidize such activities, but It must adJust accordingly.

Policy Toward the Competing Modes of Transport. The Government's
polictes vis-a-vis the highway, Iniand waterway, and aviation modes must
be examined in the Strategic Plan. Properly, there should be a ilevel
playing fleld for all competing modes. If there Is not, and one or
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another benefits excessively from direct or Indirect subslidies, even the
best attempts at ralilway reform can be a iosing proposition. Just as
the reformed rallway Is expected to cover Its full costs, so must the
other modes. In many countries, motor carrliers are belleved not to pay
a falr share of the costs of the highway systems they use or of the
environmental costs they generate, and to benefit from lax (or non-
existent) standards relating to vehicie registration, axie-loading, safety,
and flnancial fitness. These advantages beneflt highway trans-porta-
tion and disadvantage the raliway. Furthermore, government budgets must
bear the costs of any such privileges permitted by uncoordinated and
inconsistent modal promotional, subsidy, loan, grant, and tax policles.

Pianners must approach the level playing fleld question with caution
and finesse. For example, the deficliencies In the railway today which are
a legacy of its past, and the practical fact that It may take a period
of time before It is properly prepared to compete commercially on even
terms with Its unregulated competitors, may warrant some privileged
treatment for It Initlally from the Government. Looking to the future,
however, It must be established that the raliway also Is expected to
stand on Its own, without undue support, vis-a-vis the other modes.

Apart from the Issue bf unequal treatment among modes, the
strategic planners must consider any Government plans for expansion or
improvement of highway and secondary road systems. If such plans exist,
a realistic assessment of their effects —- largely In terms of freight
(and perhaps passenger) diversion -- on the railway will be in order. Of
course highway and road expansion may also serve as a reassuring
palliative in areas where curtallment of uneconomic services or closure
of uneconomlic rail branch lines Is necessary.

Although not a government policy issue, It Is also prudent for those
preparing the SP to assess candlidiy the strength and viability of the
rallway’'s competitors. After making allowance for any subsidies they may
be recelving, how efficient are the other modes and the firms which
operate In them? What are thelr cost structures? How committed are
shippers and travelers to using lorries, water transport, alrcraft,
buses, and other private means of transportation? What Is the range of
competitive countermeasures which the railway’s competitors are likely to
take In reaction to the restructured raillway’'s new market Initlatives?
(Competitive markets, by nature, are dynamic rather than static.
Continuous change becomes commonplace. The rallway’'s commerclally
operated competitors are far more experienced In operating In this
environment.) On a ievel playing field, to what extent are they likely to
sustain an advantage over rail In various market/service sectors? An
enterprise operated on commercial principles must "listen to the market."
it Is foolish to persist In offering services which the market no lionger
wants, or prefers to obtain from another mode. |t makes sense to serve
those markets where demand exists, assuming competitive prices and
acceptable quality of service. Accurate knowledge of the capabilities of
one’'s competitors will make It more likely that realistic Judgments about
the attractiveness of potential rall market/service nilches will be
forthcoming from the strategic analysis.
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It Is also vitally important that the planners assess the degree to
which the demand for transport Is distorted. If, for example, most of the
freight shippers or recelvers are government agencles, and If these
agencles experience no effective pressure to minimize their cost of
transport, then the market wlil not respond as expected to a
commerclally oriented ralilway. In many countries, correcting distortions
on the demand side can play an Important role In the process of
restructuring the rallway’'s Interaction with iIts markets.

Special Economic Administrative Constraints. Many existing general
Government restrictions on economic and financlal activity can constrain
the effectiveness of a rallroad that Is being restructured to operate on
commercial principles. The Strategic Plan must Identify all such
discriminatory restrictions that are relevant to the railway. Elther
walvers (full or partlal) wlll have to be granted to the rallway and
others so situated, or the Iimpacts of the restrictions on the railway
must be calcuiated and the enterprises’'s objJectives and performance
expectations scaled back accordingly. The types of restriction at issue
include, but are not limited to, the following: availabllity of foreigh ex-
change (especlally as It relates to the rallway’s ability to acqulre spare
parts), Import controls, permissible sources of foreign and domestic
borrowing, rationing, wage controls, and grocurement regulations requiring
“local only" and/or "low bld" purchases.

Other Relevant Factors. Each country should Identify any other
external factors of relevance to its railway and ensure that they are
carefully considered In the development of the SP. For example, railiways
dependent on connections wlith foreign rallway systems for Iimportant
volumes of traffic must evaluate realistically the Illkely future
performance of thelr Interchange partners, recognizing that the future
course of international relations is not easy to predict. Is the foreign
system reliable? Can It handle the Increased traffic and/or meet the
service quality standards envisioned by the restructured enterprise?
How cruclial are the routing policies of foreign raliways and their
governments and are they subject to unilateral change? Are there
capacity constraints on the foreign rallway or at a port which It serves
and through which our traffic must flow? Are the revenue divisions
between the two systems equlitable? Can they be renegotiated? The
answers to such questions can significantly condition the performance
expectations of the restructuring ralilway and must not be Ignored.

One planning factor pertinent to all railways is the assumption made
about technological change. Are major changes In technology anticipated
that will significantly alter the efficlency or quality of rail service
vis-a~vis competing modes of transport? Are other modes llkely to
benefit from such changes to the net disadvantage of rall? Will new
technologies put a premium on the development of new cooperative
relationships between modes and new joint services? Above all, It Is
unwise to assume continual advance In rall technology and little or no
progress Iin other modal technologles.
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The raplid gicballzation of domestic economies Is spawning a
chalienging new set of logistics problems. Varlous concepts of total
cost, Integrated logistics management have been developed to deal with
them.‘o Freight shippers, In particular, are demanding more services and
greater efficlenclies In the performance of the logistics chalns In which
they participate. Both the restructured railway and Its competitors are
likely to be affected by this thinking, sooner or later. Whether this
development wlil result In business opportunities for the rallway, or
disadvantage it significantly, is a matter for prudent consideration.

Assess the Strengtins and Weaknesses of the Rallway

Typlically, in the strategic planning processes within major private
corporations, evaluation of essentlal external factors is balanced by a
clear-eyed assessment of the Internal strengths and weaknesses of the
corporation itseif. This same step makes sense |In the Strategic Pian.
Almost by definition, many of the rallways being converted to commercial
enterprises are not In top-flight condition. They carry the scars of the
deficiencies which the restructuring effort is intended to correct. With
this sort of legacy, they need to be strengthened to the point where
they may fairly test thelir abllity to succeed as commerclal entitles.
Government assistance may be necessary for this purpose. Beyond the
immediate Issue of the railway’s current capabilities, the Strategic Pian
must also conslider future opportunities for the enterprise to exploit and
future vulnerablilities which It must prepare to avert. Indeed, "[t)here
Is an enormous payoff to the skliled probing of opportunities and threats
In a company’'s future and relating them in an unblased study of the
company’'s strengths and weaknesses."

Several of the elements which help to determine a rallway’s profile
have been noted above, e.g., excessive l|evels of debt, redundant
personnel, too much physical piant, and operating and other costs that
exceed revenues. However, other factors should be Identifled during the
strategic planning effort which make the status of the rallroad ab-
solutely clear. For Instance, the age, number, and avallabillty of
locomotives and otier equipment; the extent of deferred maintenance of
way and the general operating condition of rall plant; the availabliity of
suitable computer systems; and the qualifications of personnel at all
levels of the organization, In light of the requirement that they operate
a commercial enterprise.

With this Information "on the table," decisions must be made In the
SP about the need for special steps to remedy the critical deficiencles.
Some may require significant capital investment (discussed below). Other
changes, no less significant, are llkely to be primarily institutional in
nature. A major Issue willi be the avalilabllity of people, from top
management on down, who can function effectively In a competitive
commercial environment. While the detalls of Internal reorganization are
best left to the ralilway's Management Plan, analysis and discussion at
the SP stage Is necessary to ascertain whether Government assistance
Is required (and to reassure Government that the restructured railiway
can function and succeed as a business entity). Marketing, pricing, sales,
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and customer service skilis willl be urgently needed on the restructured
rallway. People prepared and willing to act and react quickly and flexibly
to meet changing market demand conditions are essential. If they cannot
or will not, business wiil be lost to the competition, perhaps Irrevocably.
Can such people be hired In-country, from other commerclal enterprises;
can existing rallway staff be tralned and, if so, what types of trailning
are required; are consultants necessary, both to serve as expert staff
for an Interim perlod, as well as to train; can speclal arrangements be
made with Ilocal universities to prepare students for careers in
marketing, sales, and customer service? (f the latter option is selected,
the raliway must be prepared to pay competitive salaries lest other
businesses bld these graduates away. This provides an example of the
critical need for freedom for the raiilway to hire and fire and to train
and develop its personnel without regard to Civil Service regulations.

Simitarly, most state-owned railways that become commercial
enterprises wiil need a significant up-grading In the ability to measure
the cost of their services. Accurate knowledge of costs Is the key to
identification of trafflc and services which can earn a profit (or

contribution to net Iincome) above costs. The objective of the
restrucwured railway is to maximize such desirable traffic and services
while eliminating those which cannot pass this test. As with the

marketing and sales skills noted above, special efforts may be needed to
put people with these skllis (and relevant computer support) In place as
quickly as possible.

The Internal cultural revolution required on a raliway that accepts
the challenge of operating as a commercial enterprise also extends Into
the operating and engineering departments. The difficulty involved in
achleving the necessary changes In operating and engineering skiliis and
attitudes should not be underestimated. Most ralilways have been
"production led;" that Is, the customer Is expected to adapt to whatever
services the rallway chooses to supply, rather than the reverse. A
commercially oriented or "market led" rallway, on the other hand, focuses
on the customer’s demand for services and develops the optimum resulting
combination of price and cost needed to meet the customer's
transport?tlon requirements (even If this Iimplies that costs are not
minimized).!3

Unfortunately, the best marketing theories and most Iinnovative
sales packages that can be devised have no meaning if the quality of the
rail operations actually performed Is faulity. Quality In operations
depends on having rallway operational personnei #ho are as sensitive to
costs and to the needs of the shipper or traveler as Is the marketing
specialist. In the phraseology of British Rail:

Our Quality strategy is not about meeting general targets for
service punctuality and equipment avaliabllity agreed
internaily between the Business and Productlon functions. It
Is about meeting, time after time, the individual specification
agreed with the Individual customer.
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Trains that are late, use the wrong equipment, lose or mis-route wagons,
or tolerate lengthy terminal delays will destroy the best-~laild plans with
shippers, drive the business away to lorrles, iInflate costs, and
contribute to the rapid demise of the enterprise. Rallways which do not
offer the services that customers want, will soon have no customers, or
at least too few to Justify continued operation of the raliway on a
commercial basis.

The Strategic Pian must concliude that the sort of tcp management
leadership needed to Infuse all ijevels of the rallway with the new
entrepreneurial spirit, and to focus them ail In Integrated fashion on a
single-minded, shared commercial objective, |Is availiable or identify a way
to find them. Special incentives may be needed to attract and retain
such people.

Develop An Enterprise Forecast

The SP should include a multi-year (between three and ten years)
pro forma forecast of the income statement, balance sheet, and funds
flow statement for the restructured enterprise. This forecast Is not
intended to serve as a management plan. Rather Its purpose iIs to
provide an overview of the results likely to flow from the mix of
decislons, assumptions, and policy options developed earlier in the SP.
varlous "mixes," of course, are possible, and thelr respective forecasts
will provide the strategic planners with clearer understandings of the
consequences of their cholces In quantitative terms, e.g., from changes
in labor force levels, major line abandonments, or Introduction of
entirely new services, and help to reshape their cholces. The forecasts
can also be used to explain the restructuring effort to the public and
all other Interested parties, and they can Iliustrate the budget
Iimplications of Government decisions to support particular uneconomic
services.

Prepars a Caplital Plan

The capital plan Is a statement of the capital resources required
to carry out the levels of actlivity foreseen In the enterprise forecast.
It should address each line of business, by year and by major Item of
investment, as well as any speclal expenditures undertaken to give the
rallway an Immediate boost In capabllity. A discussion of the
Justification for each Investment should be Included, as well as an
Indication of the source of the capltal, l.e., Government, railway, or some
combination of the two. If It Is decided that the railway will not be
expected, at least initlally, to finance all of its capital requirements
from customer revenues, then some Government capital subvention wilil be
necessary. The cost of any new borrowing by the raiilway should be
reflected In the pro forma income statement.

Review the Safety and Environmental Aspects of the Rallway

Given that economic deregulation of the raliway’'s activities Is
essentlal to its successful operation on commerclal principles, it does
not follow that safety and environmental! regulation should necessarily
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be relaxed In the same degree, or at all. Safety and environmental
protection are significant public values. I(f anything, they should be
constantly Improved and strengthened, and regulation may be necessary
for this purpose. There is, however, one Important caveat to this
proposition; namely, that safety/environmental regulation should not be
permitted to mask or disguise other kinds of Interventlions, such as
restrictive labor practices imposed In the guise of “safety," that
effectiveily constrain the rallroad's ability to function as a weli-
managed commercial entity.
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PLAN 2
THE CONTRACT PLAN

When the strategic planning effort begins to converge on a
generally accepted approach, the development of the Contract Plan (CP)
should begin. The Contract Plan, as the word "contract" denotes, is a
formal ratification by the raliway and the Covernment of their respective
obligations. Strictly speaking, It Is not a “plan" but rather an
implementing or "agreed actions" doc:ument.1 it states thelir mutual
acceptance of the entrepreneurial mission and objectives developed in
the Strategic Plan, clarifles the authority and responsibllity of the
railway, stipulates the performance levels expected of the raliway,
specifies the commitments undertaken by the Government, and establishes
a time period for the duration of the contract (probably three to five
years).

Contract Plans have been used In a number of countries since the
1970's. For the most part, It is generally conceded that these plans
have fallen short of expectations, apart from Improving the quality of
communications between government and raliway. This record Is due to a
number of causes, Including faillure to deal well (or at aiil) with strategic
Issues, undue government Involvement In detalied Internal management
matters best left to the Management Plan, failure to relleve the raliway
of restrictions on Its ability to make decisions or a faiture of the rall-
way to respond effectively to the opportunities created by such new
freedom as was offered by the CP, and the Inabllity of governments to
keep the commitments that they had made In the CP.'® The authors
belleve that development of a Strategic Plan, along the lines suggested
eariler In this report, willi greatiy improve the liketlhood that a concise
and effective Contract Plan can be negotiated by the parties.

A workable CP shouild meet three tests. First, Its terms must be
clear, compliete, and mutually consistent. Ambigulty, incompleteness, or
contradictory terms which serve to conceal problems or postpone
confronting difficult issues must be avolded. Second, both parties must
have the authority, capablliity, and wiliingness to carry out their
commitments. Otherwise, the CP has no meaning. Commitments that cannot
be kept are best not made. Third, the CP must not be an unduly rigid
document. it should include provision for making mutually agreed upon
adjustments in the light of experience. This Is in recognition of the
fact that both the Government and the ralilway are setting out on
relatively uncharted waters, namely, to operate a major enterprise on
the basis of commercial principles for the first time. The two partiles
should assume that some of the initial assumptions used in the SP will
prove to be too optimistic or too conservative, and that there wiil be
unexpected (perhaps unpleasant) developments as the enterprise tests its
mettie In a commercial environment. Thelr responsibliity when such
occasions arise Is to work together to plot the necessary corrections
in course, exploring the avallable options Iin the same spirit as was done
in fashloning the Strategic Plan.
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If these three tests cannot be met, there is no point In
signing a Contract Plan.

Affirm the Mission Statement and Objectives

The CP will adopt the mission statement for the raiilway enterprise
developed In the Strategic Plan. That is, to provide efficlent transport
by replicating the behavior of a commerclal, profit-oriented enterprise
operating under conditions of adequate competition. in effect, this
mission provides the Incentive for the rallway to provide its services
in the most efficient way.

The Government and the raliway also jointly adopt the definition of
the objective or objectives which the rallway is to achleve, as presented
in the SP. One plausible definition Is to recover from revenues funds in
an amount sufficient to pay the costs of providing the service, meet
Interest and principal payments or debt, and contribute to (or cover In
full) new investment In the railway. The parties may wish to set a
target percentage return on 9ssets for the Rallway or provide other
refinements to the definition.} in some situations it may be desirable
to phase in achievement of the objective over time, In effect recogniz-
ing a transition perlod before fulli commercial operation Is attained. If
this approach Is used, the Interim targets shouid be spelled out Iin the
CP. Note that while the raillway’'s primary obJective typically Is
expressed in financial terms, it necessarily subsumes achievement by the
organization of critical subordinate goals such as motlvating the work
force, developing marketable services, and bullding customer satisfac-
tion. (These are matters best dealt with in the Management Plan.)

Most CP's will also assign the railway the objective of providing
certain services specified and supported by the Government, as
efficlently as possible. The Government may wish tg establish a serles
of goals for phasing down the size of its subslclles1 or for phasing out
particular services, over time. These targets would be stated in the
CcP.

Delineate the Rallwvay’'s Authority

The CP must enumerate the areas In which the Raillway will have the
authority to make decisions, as distinguished from those where
Government review or approval will continue to be necessary. It Is a
sound general princlple of effective administration that responsibiiity
and authority be located at the same place. This principle Is absolutely
crucial to the successful operation of a competitive, profit-making
enterprise. It must have the authority to make the decisions which
contro! fulflliment of its responsiblilties. Obviously the railway must be
held accountable ex post for any public funds It uses, but It must be
freed to the maximum extent possible of the need for ex ante
consultation with Government about Its activities, Just as would be the
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case for a private sector enterprise which viewed the Government as a
customer, and not as an owner.

Among the types of rallway authority llkely to be listed and
described In the CP are the following:

(1) Freedom to set and change prices on Its commercial (non-
supported) freight and passenger services, to negotiate
confidential contract rates with freight customers, and to
market services as It sees fit.

(2) Freedom to hire, fire, train, classify, pay, asslgn, promote,
and organize its labor force.

(3) Freedom to borrow funds.

(4) Freedom to engage In commercial anclllary services with Its
assets.

(5) Freedom to enter Into contractual arrangements with private
sector companies to obtain services that |t needs, ard to
offer new Joint and cooperative logistics services %40 cus-
tomers.

(6) freedom to alter the physical slize of the rallway system and
the slze and consist of Its fleet of locomotives and other
equipment.

(7) Freedom to cease rallway services that do not meet commerclal
objJectives, and for which Government does not choose to
provice financial support.

Establish the Rallway’s Performance Standards

For unsupported rall services, the only standard needed is the
previously set objective of the enterprise. Either It achieves an
adequate return on Investment (or some other measure of profitabllity),
or it does not. To achleve this objective, by definition it must operate
efficlently, invest caplital wisely, provide quality service, and market and
price aggressively. Such traditional measures as volume or ridership
"commitments,” number of on-time departures and arrivals, etc. are
unnecessary Iin the CP, though they may appear in the internal Management
Plan. Basically, they are variables which are under the discretion and
control of the management of the commerciaily vperated railway. Indeed,
as noted In the Strategic Plan, a goal to achleve a fixed increase In
tonnage, wagonloads, or gross revenue would be seif-defeating for the
enterprise if the only way to obtain it was to carry the traffic at a
rate below the costs of providing the service. The simplicity and clarity
of the goal "to earn a profit" (or positive net income) iIs one of its
major attractions. Success or falilure iIs very easy to see.

The Government and the railway should agree on a separate
performance measure for those unprofitable rail services which the
Government chooses to support for reasons of political and soclal policy
or because a transition period Is needed before they can become self-
sustaining. The demand forecasting, service quallty ievels, and pricing
of such services becomes the responsibiliity of the Government, and the
raliway simply serves as a contractor to the Government for the
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provision of the services. Its obligation as a contractor Is to operate
as efficiently as possibie.

The two parties must negotiate the terms of the contract, covering
the fares/rates (and hence revenue) which the Government will permit, the
Ralilway’s estimated cost of providing the service (greater than revenue),
and the differential between revenue and cost which the Government Is
obligated to pay. Of course, the Government could reduce the size of the
differential on passenger service deficits by eiiminating the "free pass"
and narrowing the range of riders eligible for fare discounts and the
size of the discount. For its part, the railway couid improve the
effectiveness of fare collection to reduce the drain of lost revenue
from fare evasion. The Government could also narrow the differential by
offering incentives to the rallway either to cut Its costs more or to
carry more passengers (or freight) for the same cost. For example, the
Government could authorize the ralilway to keep a percentage share of
any cost savings |t achieved below a designated target level of costs
for the service, or of revenue gained from Improved fare colilection. The
issue of devising effective Incentives in a supported services slituation
is complex. The Government warnts costs minimized without degradation of
service below agreed normative levels. The incentives should be devised
to encourage the railroad to reduce costs and Increase revenue (with-
in the Ilimits of the Government's pricing policy) without reducing the
quality of service. Of course, aliowing the raliway an opportunity to
earn some profit on its Government contract operations would serve as
a stimulus to the raiilway to not neglect efficlent management of the
supported services.

Critical to achieving the objectives of both unsupported and
supported services |s proper determination of their costs. Therefore
the CP should indicate the cost allocation methods which will be used to
develop "profit centers" for the commerclial services and “cost centers"
for the Government's supported services (to permit both proper audit and
public justification). Both sides must understand that perfect ailoca-
tions of cost are not possible, in theory or In practice, because of the
many Jjoint and common costs involved in railway operation. Experience
will gradually provide a baslis for adjusting and refining the allocations.
It Is, after all, not essential that the aliocations be perfect -- they
only need to produce predictable results and proper incentives. I|n the
meanwhlle, a%reement on one or another commonly accepted methodology
will suffice. o In some cases, agreement will also be needed on a
schedule for phasing-in the full application of the costing system. At
the outset of the reform process, the rallway will have actual costs
which are too high, but which cannot be reduced Immedlately. Raising
rates overnight would either lose traffic, or force rates to be too high:
an appropriate phasing plan would permit costs to fall before rates are
increased. For the Government's supported traffic, the CP should
indicate the extent to which the raliway wiil be held responsible for its
initial cost projections and settie on the techniques to be used for
adjusting costs for any variances In the projected volume of soclal
traffic. These techniques no doubt wili have to be adjusted perliodically
to take account of actual experlence. Properly, "costs" for supported
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services will cover the fully allocated operating and capital costs of
these services. It should also be decided whether an allowance for
profit wiil be included.

Ralilvay Commitments

In return for its broader and clearer authority, and in the light of
its performance standards, the rallway must undertake certaln
commitments. These would include, among others:

4} Aggressive and professional efforts to me»t the performance
standards, such as the financial targets or agreed quality of
service standards on supported services.

(2) Effective management of operations, such as efficient labor force
size and working conditions, professionally managed procurements,
and efficient acquisition and use of caplital resources, however
derived.

(3) Mutually advantageous relationship with customers, l.e. quality
services at competitive rates for commercia) customers, and fully
satisfactory delivery of services to contract customers (including
the government, where supported services are provided).

(4) Monopoly positions, If any, wlil not be abused.

(5) Forthright and transparent relationship with the government,
including accurate financial and operational Information as
necessary to verify performance against standards or targets, good
falth projections of costs and revenues for supported services, and
accurate estimates of capltal requirements.

(6) Falr and responsible relationship with the l[abor force, including
pay, conditions of work, and Iincentives (both for Ilabor and
management).

Government Commitments

As the re!ationship between the Government and the raililway
changes, the Government will have certain obligations to fulfill which will
be critical to achievement of the goals of the Strategic Plan. Some of
these actlions may require legisiation, budget allocatlions, cancellation,
amendment, or wailver of regulations, Iissuance of directives to
government departments, promuligation of new policy statements, or
reorganization of government departments. The Government's commitments
could very well include some or all of the following:

4))] Deregulation of rates and fares, service levels, and decisions
to abandon rall plant and services that are not supported by
government.

(2) Changes In rall safety regulation.

3) Changes In government policy toward non-rail modes of
transportation In terms of economic regulation, taxation,
promotion, safety, etc.

(4) Assumption of past ralilway debt obligations.

5) Capital Investment payments In the railway (amount and
schedule).
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(6) Payment of operating subsidies for supported services (amount
and schedule).

7) Removal of raliway personnel from Civil Service Jjurisdiction,
and assumption of unfunded Civlil Service pension llabliities.

(8) Funding and other arrangements for a program to reduce the
rail tabor force, Inciuding transfer, reemployment assistance,
retraining, severance payment provisions, etc.

(9) Definitlon of procedures for assuring timely payment by
government ministries for chargess owed to the raliway.

(10) Cancelling, wailving, or modifying certain general regulations,
e.g., on foreign exchange availability, Imports, procurement,
borrowing.

(1) Formal authorization for the railway to obtain goods and
services from private contractors, to enter Into cooperative
arrangements with third party transportation companies and
logistics services providers, and to use Its assets freely for
commerclal purposes (leasing space, seiling or developing its
real estate, etc.).

Finally, the Government must commit to prompt preparation and
impiementation of the Enabling Actions Plan (discussed below) which will
clear the way for a rapid start-up of the rallway’'s operation as a truly
commerclal enterprise. The Government shcould also designate ~-~ and
endow with the appropriate authority -- a single department, agency, or
Interministerial group to serve as Its principal spokesman and point of
contact with the rallway. The raliway must be protected against the
need to deal with multiple government offices, each claiming to speak on
behalf of or as "the" Government. There should be a single authoritative
Government voice for rallway matters, one capable of resoliving any
differences within the Government as well as requiring government
agencies to meet their respective obligations vis-a-vis the raiiway.
This authority could also be charged with making the factual findings
assoclated with tariff protests or line abandonments.

For example, Kenya has recently taken the Innovative step of
establishing a Rallway Monitoring Group (RMG) to oversee the performance
of both the railway and the Government Iin fulfilling their respective
obligations under the terms of the Memorandum of Understanding signed
by both parties. A similar group Is envisioned In Nigeria. Glven
adequate authority and resources to do their Job, Independent agencles
of this type can play very constructive roles In promoting a successful
outcome from the rallway restructuring process.
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The Board of Directors

in line with the unification of the rallway/government relationship
iIs the need to assess the structure of the Board of Directors, or
Managing Board. Many raliways have traditionally functlioned under Boards
which are elther wholly staffed by raliway personnel (which tends to
reduce the raillway’'s responsiveness to external forces, and often
undermines the autrority of the chief executive) or which, however
staffed, have very limited authority (some boards, for example, focus
entirely on procurement issues, and have no policy authority). Nelther
slituation Iis conduclive to proper management of a market-orliented
enterprise. It is llkely that a new Board, Including authecritative outside
appointments and with a broader role In policy decisions, may need to be
instituted.

contingency Provisions

The CP should include a sectlion which Identifles the procedures to
be used in the event of a major failure, elther In meeting the terms of
the document or due to some external event which renders it moot.

For Instance, what Is to be done If the Government falls to make
subsidy payments or a major capital Investment payment? In that event,
can (or must) the Raillway discontinue the affected service? How wlll the
Government acquire the funds necessary to fulflil Its commitments?

Similarly, to what degree will the rajlway be required to take
responsibility for the cost and profitability projections for the non-
supported commerclal services? How long should large losses be
permitted to accrue? Willi the Government make good those losses (or a
part of them, at least for a limited period)? Shouid there be a loss
"cut-off" point beyond which the ralilway wili not be permitted to go and
a gliven commercial service suspended or terminated?

And what Is to be done te cope with significant change in the
external environment? For example, the CP between the French
government and SNCF concelvably could be made meaningless If thelr
mutual estimates of the Iimpact of the Integrated European market on
transportation In France in the earily 1990's were orders of magnitude in
error. Any country faced with such events shouid move with great speed
to reframe both the Strategic Plan and the Contract Plan.
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PLAN 3
THE MANAGEMENT PLAN

The Management Plan (MP) Is an internal document prepared by and
for the rallway. In It the activity plans in the Strategic Plan and the
performance commitments in the Contract Plan are converted Into detatlied
operational targets for each of the raillway’'s departments

Normatly the MP wiil have a three to five year planning horizon.
The performance targets for the first year of operation as a commercial
enterprise will take account of the Inevitable start-up probiems which
can be expected as the railiway transitions to its new role. The *“out
years" will also be revised e@ach year to account for year to year
changes {(interna! and external) and experience gained.

Estabiish the Organizational Framework

it Is almost certain that on most railways the switch to a
commercial mode of operation will warrant changes In the organizational
framework of the entity. The raiilway’'s "complex structures hamstrung by
tradition are particularly in need of a face-lift to encourage
transparency, fiexibliity and, above all, results-led thinking.* 1
Particular attention must be given to the marketing, sales, pricing,
customer service, costing, and management information systems functlons
which are so critical to the success of the restructured enterprise.
New departments and authorities may be necessary to Insure that the
status of these functions Is elevated to the highest level. Whille the
actual form of these organizational units is open to discussion, It seems
Increasingly clear that some form of "business sector" organization
deserves careful conslderation. For example, this might take the
simplest form of freight versus passengers: it could be made more
elaborate as appropriate, as iIn British Rall's Frelght, Iintercity
passengers, Network South East, Provincial and Parcel's Organization.
As another example, American rallroads are tending to merge “marketing
and sales" Into a single department oriented to majJor customers (often
called "national accounts"). This has the advantage that customers have
a single point of contact to deal with inside the railway; moreover, from
a management point of view, administrative "turf* battles between
separate customer-oriented departments are avoided and employees are
further Imbued with the Idea that they have a common purpose -- to
serve the customer and earn proflits for the rallway. "Costing" is often
located In the flnance department and sometimes in the systems
department. Costing also warrants careful thought because it Is a func-
tion that has iong been Ignored In countries where rigid economic
regulation of railways has predominated. It is only when poslitive net
income becomes the objective of the enterprise that the importance of
knowing actual costs -- and controlling them -~ becomes significant. One
of the biggest challenges to the privately owned American raillroads since
their relative deregulation in recent years has been to overcome decades
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of neglect In the determination of costs and to deglgn effective profit
measurement systems for use by raliway management. e For a competitive
rallway, profitablliity Information must be accurate, specific, timely, and
accessible to its users throughout the organization. The restructuring
state-owned rallways will have to confront the same challenge and must
glve this function adequate status and support within their or-
ganizations.

Finally, the administration and personnel departments on the raiiway
have to be evaluated and, where necessary, reinforced, because of the
central roles they must assume. Administration must focus on reducing
overhead costs throughout the organization. As the restructured railiway
begins Its new life, reductions in overhead are as Important as new sales
because overhead costs directly reduce net Iincome. Assuming constant
revenue, for example, a $1000 reduction iIn overhead automatically
increases profits by $1000. Of course, while the administration
department attacks general overhead costs, ali other departments must
share In the effort to cut costs within the scope of their own respon-
sibllity and be glven incentive and assistance in doing so.

The personnel department has the critical task of seeking to
strengthen the rallway's human resources so that it can perform
successfuliy under competitive conditions. its assignments are
formidable: dispense with redundant tabor, retraln some workers for new
Jobs within the railway, recrult new empioyees (often for new or newly
expanded positions in areas such as marketing, customer service, costing,
etc.), replace a Clvil Service organizational culture with one geared to
the operation of a commercial enterprise, devise salary, development,
promotion, performance Iincentive, and employee benefits systems, etc.
Personnel must work very closely with each of the other department
heads and give them the utmost support as they strive to transform the
railway into an effective competitive enterprise.

Freedom from Civil Service restrictions also enables the raliway to
focus comprehensively on its work force costs, above all attuning them
to the prevailing private sector labor market. This may resuit iIn
restralning wage levels for some categories of worker, as well as
Increasing wages for others In short supply, l.e., differential pay which
recognizes the differentlal value of work performed. It also provides
flexibltity for the use of Incentive wage programs which reward
productivity and outstanding performance In meeting the rallway’'s
profitabllity obJectlives. These questions pertalin to the entire
organization.

Determine the Rallway's Pricing Policies

Drawing on the discussion of pricing In the Strategic Plan, the
Management Plan will reaffirm the pricing principles the raliway will apply
to the varlous markets/services that it Is authorized to serve on a
commercial enterprise basis. As noted in the SP, It could choose to
apply fully commerclal pricing to freight and perhaps express intercity
passenger service, marginal cost pricing to other intercity passenger
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services and commuters, and strailghtforward profit maximization to any
rali-related commerclal tines of business that it undertakes.

The rallway will estimate the economic advisabiiity of Increasing the
voiume of Its freight moving under contract rates and on what terms.
Likewise it should assess the extent to which promotional rates will be
offered to attract new (or previously lost) traffic to rall service. This
requires careful determination of the appropriate rate level, the amount
of potentially profitable traffic Ilikely to be attracted, whether
increased volume at the Ilow promotional rate could reasonably be
expected to generate sufficient profit, and the point at which the
promotional rate could safely be raised (after demonstrating quality of
service to the shipper) without losing the traffic.

For the raillway’'s "supported" non-commercial rail services the
Government Is responsiblie for making the pricing decisions. The MP,
however, shouid show clearly what the Government has decided and what
the Implications of those pricing decisions are for operation of the
raillway.

Specify Responsibiiitiss and Performance Goals

The MP will specify the responsibllities of each department and the
managers who direct them. Of cruclial Importance, however, the general
manager (or his equlivalent) must impress on the departments that Iin a
commerclal enterprise each of them has the same overall objective,
namely, to achieve the target profit, contribution to net income, or rate
of return that was determined In the SP and ratified In the CP. This
goal will not be met If departments seek either to operate as isolated
flefdoms or set their own p-ivate standards of performance. That is a
recipe for fallure. On the contrary, every effort must be made by the
departments to cooperate actively In pursuit of the common objective.
Operating the trains on time wili not mean much if the marketing demands
of shippers have been badly misjudged; likewise, briliilant marketing
initlatives can be wiped out by train operations that fail to deliver the
quallty of service expected by the shipper. The general manager and
each department head must devote constant attention to Insuring
productive and harmonious Interdepartmental relations, and, Iin part,
should be evaluated on thelr success In doing so.

With that In mind, the MP will Iinclude goals and performance
measures such as the following for appropriate departments and sub-
departments:

(1) Revenue targets, based on assessments of demand, expected
pricing behavior, and costs. The objective is not gross
revenue per se, but revenue which makes a contribution to net
income. The obvious corollary is that traffic carried below
cost should either receive a tariff increase or be eliminated
aggresslively. These targets are directly related to the
raliway’s objectives for levels of profitabliity or return on
Investment for particular commercial sectors/services.
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(2) Forecasts of outputs, along with cost estimates at each level
of output.

(3) Cost reduction targets (or Increased output per unit of cost).

(4) Basic performance indices, e.g., percent of trains on time,
percent of loccmotives avallable for service, percent loaded
utiltlization of wagons, meeting current maintenance of way (MOW)
schedules and reducing deferred MOW, percent of revenue
coliected (where passenger fare fraud (s an issue), and ef-
ficlency measures for Government-supported services provided
under contract. Because of the railway’s newness Iin operating
like a commercial company, these targets should be open to
continual review and revision in the light of experience, but
approprlate performance indicators are a critical element of
successful management.

(5) Other performance commitments, such as completion of
scheduled investment programs within budget and on time,
attaining varlous productivity targets, meeting staff reduc-
tion, recruitment or training objectives, motivating the work
force, achileving greater value In the utliization of rallway
assets (leasing station space, developing real estate, etc.),
enlisting new customers, bullding customer satisfaction, devis-
ing marketable new service offerings, and any other key
targets for which a particular department is responsibie.

To be useful, In a practical sense, the indices and other
performance indicators that are used must be readily measurable,
understandable, and reportable. They should also be kept to a relatively
small number, because the overriding aim of the rallway is to have all
employees busy selling and delivering the rallway’'s services, not filling
out forms and re-creating the very bureaucratic Inertia which the reform
effort is meant to eradicate. |f large number of employees are needed
Just to flill out reports, then the wrong indicators have been selected.
Pick only those critical Indicators which the department manager needs
to know to do his job properly, and which he must have available at his
fingertips. The ultimate criterion of course, Is simply to ask whether
each department, manager, and employee Is doing whatever it takes to
deliver rallway services to customers at price and quality levels that
will keep the traffic on the ralilway (and hopefully attract new business)
at a cost low enough to enable the enterprise to earn positive net
income.

It Is Important to emphasize, also that the the performance goals
in the MP are internal commitments among the raiilway Chief Executive and
senlor managers and should generally not be part of the SP or CP. In
some, limited cases, it may be desirable for the SP or CP to take notice
of certain goals, but only when they are essentiai to the validity of
these documents. What is to be avoided Is, for example, the situation
where an essentially technical Index such as iocomotive availabllity
becomes a handlie for poiitical debate and intervention.
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PLAN 4
THE ENABLING ACTIONS PLAN

The ** section of the Contract Plan provides a comprehensive listing
of the obligations which the Government has agreed to fuifllil. The
Enabling Actions Plan takes that list and develops the program of
specific steps which must be taken to enable the Government to make good
on each of its promises, and enable the rallway to begin operating as a
truly commercial enterprise as soon as possible.

Necessary new legisiation and amendment or repeal of existing
legisliation must be identified and a plan for achleving the necessary
enactments established. In Francophone countries, the "Cahiers des
Charges" -~ the document which describes the full jurldical status of the
raliway -- would be modified appropriately.

Any new funding authority needed by Government would be sought and
provision made for allocations In the national budget.

With respect to regulations, a schedule wouid be arranged for the
Issuance of needed new reguiations, or the cancellation, amendment, or
walver of old ones, as required to rieet obligations agreed to by the
Government Iin the CP. Similarly, any necessary policy or administrative
directives would be drafted and Issued to the relevant government
departments.

The Enabling Actions Plan wouild aiso arrange for the Impleme-
ntation of agreed changes In the organization of government agencies and
the removal of the rallway from the Civil Service. An actlon program
would be developed, for example, to carry out Government coomitments to
find new Jobs for displaced rail workers, to retrain them, to pay
severance allowances, and to assume responsibility for their unfunded
pension liabllities.

Prompt formulation of an Enabling Actions Plan Is crucial to the
success of the restructured raliway, because the longer Ilegal,
legislative, regulatory, and other administrative obstaclies delay the
efficient commencement of operation as a full-fledged commerclal
enterprise, the lesser are Its chances for success In ending the
financlal hemorrhaging which afflicts so many national railway systems.
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