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Introduction
Ralways in many countries have undergone sgnificant changes in aspects of ther
organisational  dtructure, ownership and access arangements during the 1990s.  Widdy

differing approachesto rail reform are evident.

Reforms have incuded dructurd separation  (both  verticd and  horizontd), the
introduction of commercid disciplines  (corporatisstion and  privatisation) and

arrangements for third party access to track infrastructure.

The wide range of reforms being implemented raises the question of whether one
gpproach is superior to another.  This paper argues that because rall networks differ in
terms of their economic characteristics and the chalenges they face, it is important tha
individua reform packages be talored to each network. It draws on work undertaken by

the Australian Productivity Commission (PC) in 1999 (PC 1999).

Inter national reformsl
Some countries, such as Great Britain (England, Waes and Scotland), adopted a nationa

privatisstion policy for their ralways. In the UK, 25 passenger service operations were

* The views expressed in this paper do not necessarily reflect those of the Productivity
Commission.
1 Discussion of rail reform in Argentina, Australia, Great Britain, Germany, Sweden and other

European countries can be found in World Bank (1996), PC (1999), Kain (1998), Bowers
(1996), Jansson and Cardebring (1989) and ECMT (2001).
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edablished under franchisng arrangements and the track, sgnds and Sations were sold
to the private sector. Structura reform involved both verticd and horizontal separation

(box 1).

Box 1 Definitionsrelating to structural separation

Structural separation: businesses are separated into discrete legal entities

Horizontal separation: occurs either by product (freight and passenger services) or by
geographic area (interstate, regional and urban railways).

Vertical separation: functional levels are separated (track infrastructure and train
operations).

Above track or train operations. the provison of rail freight and passenger transport
sarvices involving locomotives and other rollingstock.

Below track or track infrastructure: physicaly fixed rail facilities such as track, deepers,
signals, terminas and yards.

Ralways in Argentina have been horizontaly separated on a geogrgphic bass and

individualy franchised as verticdly integrated operations.

The New Zedand rall sysem has been privaised dthough it has remained horizontaly
and veticdly integrated.  The publidy-owned Netherlands railways was separated
veticdly into track infradructure and train operations, with the later divided into four
commercia business units (passenger, freight, dtations, red edae). Some new private

entrants have ds0 entered the Dutch market.

Table 1 provides an overview of the sructure and ownership of the railways of sdected

countries.



Tablel Overview of sructureand owner ship of over seasrailways
Country Sructure Train operator Track
infrastructure

Argentina Horizontally separated and Franchisees Government
verticdly integrated

Canada Horizontaly separated (by Various private Various private
function) and verticdly integrated
with access for passenger services

Germany Horizonta and vertical saration Governments and Government
of accounts private

Grest Britan Horizontaly and verticaly Franchisees Private
separated

Japan Horizontaly separated (by Franchiseesand Government with
function) and vertically integrated government freight franchiseeshaving
with accessfor freight services operator control of track

Netherlands Horizontaly and verticaly Government and Government
separated various private

New Zedand Horizontaly and verticaly Private Government (leased
integrated for nomind rent)

Sweden Horizontaly and verticaly Government and Government
separated various private

United States Horizontaly separated (by Various private Various private

function) and verticaly integrated
with access for passenger services

Many teething problems have been evident. A notable example has been Great Britain
where mgor safety problems — as evident from the Hatfield rail crash in October 2000
and a subsequent deterioration in services — led to experts blaming the fragmentation of

the system.

2 The PC report (1999) benchmarked Australia’s railways with selected systems in Europe,
Americaand Japan. Railways in other Asian countries were not examined.
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The devdopment of raillways in Audrdia reflects the fact that Audrdia is a federation of

dates. There is a nationd (Commonwedth) government and eight State and Territory

governments?.

Higoricdly, ralways have been (and many are today) under the jurisdiction of dSate
governments. At the sart of the 1990s the Audraian rall sysem was characterised by
integrated (ate-owned) rallways providing passenger and freght sarvices in  ther

respective jurisdictions.

Audrdian Nationd (AN) ralways (owned by the Commonwedth government) provided
long distance passenger sarvices on the mainland, freight services across jurisdictions and

intrastate freight services in South Audtrdia and Tasmania

One of the legacies of this historica pattern of development was a degree of parochidism
with regad to ralways, resulting in a lack of dandardisation of ral gauges
Standardisation of the interstate network was only completed as recently as 1995 when

the Mebourne to Addaide broad gauge route was converted to standard gauge.

3 Rail reform in Australiais discussed further in PC (1999), Salerian (1999) and Scrafton (2001).
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A number of factors drove reform in Audtraian railwaysin the 1990s. These included:
increesing pressure on government budgets to finance rallway deficits, subsdies and
investment;
pressure on ralway freight rates aisng from increasing intermoda competition (due
to deregulation of the ral monopoly on the cariage of some commodities and
improvementsin road transport technology and infrastructure);
pressure on rallway freight rates from increasing competition in downstream markets

for some commodities; and

the introduction of a National Competition Policy®.

A wide range of different structura, ownership and access arrangements were introduced
by the states in the 1990s (table 2). Queendand has retained a single, government-owned
corporatised ralway that provides freight and passenger services and maintains
rollingsock and track infrastructure.  New South Waes (NSW), on the other hand,
horizontally and verticdly separated its State Rail Authority in 1996, initidly into four
government-owned businesses (with responghbility for urban and non urban passenger

sarvices, freight, track and maintenance), of which three were corporatised.

4 New South Wales, Victoria, Queendand, South Australia, Western Australia, Tasmania,
Northern Territory and Australian Capita Territory.

S |n 1995 the Council of Australian Governments agreed to implement a package of measures to
extend competition policies to previoudy exempt sectors of the economy. A Competition
Principles Agreement established principles for structural reform of public monopolies,
competitive neutrality between the public and private sectors, prices oversight of government
business enterprises, regimes to provide access to essential facilities and reviews of legidation
restricting competition.



Table2 Structure and owner ship of Australian railways
Jurisdiction Structure Train operator Track
Infrastructure
Commonwedlth Verticaly separated Government and vaious Government
private

NSW Horizontaly and verticaly Government and various Government
separated private®

Victoria Horizontally separated and Private Government (lesse
verticaly integrated urban and non urban)

Queendand Horizontally and verticaly Government Government
integrated (with accessfor
third parties)

Western Audrdia  Horizontaly separated and Government and private Government (lease
verticdly integrated (with non urban)
access for third parties)

South Audrdia Horizontally separated and Government and private 2 Government (lesse
verticaly integrated non urban)

Tasmania Horizontally and verticaly Private Private

integrated

a NSW's FreightCorp has won a mgor cod haul contract in South Audrdia and NR is operating
intrastate servicesin NSW.

In other dtates reforms have led to greater participation by the private sector through
franchisng of urban and non urban passenger rail services (Victoria) and privatisation of
fregnt operations (Victoriaa, Western Augrdia). The Commonwedth government
privatised pats of the Audrdian Nationd (AN) ralways and has plans to sdl the
Nationa Ral Corporation (NRC), which assumed responshility for AN’s interdtate
freght operations in 1993. The interstate track was trandferred to a new Federd
authority, the Audrdian Rall Track Corporaion (ARTC). On the East-West Corridor

across Austraia, new operators now compete directly with the government operator in
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niche marketsS. Overdl the number of private railways rose from 6 in 1991 to 19 in

1999.

Smilar problems to Great Britain arose in NSW where a series of rail accidents resulted
in an inquiry into the safety of the network and, in 2001, the subsequent merging of the
busnesses respongble for track access and maintenance into a single entity, the Rall

Infrastructure Corporation, subject to direction from the Transport Minister.

Until recently attempts to privatise NRC and the NSW freight business (FreightCorp) had
ddled. The Commonwedth government has now agreed to link the two businesses
before sdling them later in 2001.7 The merged entity would have two divisons — a bulk
haulage am (FreightCorp’'s business) and an intermoda arm for NRC's intersate freight
savices. However concerns have been expressed that the twin sde could substantialy
lessen competition, with the merged entity holding a high proportion of standard gauge

rollingstock.

Performance of Audtralia’srailways

Reforms in the 1990s transformed the dructure and operations of Audrdia’s ralways.

There is now greater competition between railways and more private sector participation

in some corridors.  The Productivity Commisson found that there have been Sgnificant

6 The former AN system now consists of two private operators (Australia Southern Railroad,
Australian Transport Network), a corporatised government freight operator (NRC), a private
passenger train operator (Great Southern Railway) and a government track authority (ARTC).
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improvements in the productivity of (government-owned) rallways providing freight and

passenger services over the period 1989-90 to 1997-98.

Figure 1 indicates that the average annud growth in (totd factor) productivity of around

8 per cent was greater than that of Canada, Japan and the United States.

Figure 1 Productivity levels of freight and passenger systems
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Freight cusomers benefited from this improvement in productivity. Red freght raes fdl
30 per cent between 1990 and 1998. This is comparable with decreases in Canada (33

per cent) and US (26 per cent) between 1990 and 1997.

7 NRC is 70 per cent owned by the Commonwealth, with minority stakes held by NSW (20 per
cent) and Victoria (10 per cent).
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However, while Audrdia has narowed the gap in productivity, there remans a
ggnificat difference.  Audrdias level of productivity in 1998 was about two thirds of

the best performing countries (in 1997).

Some of the difference is due to factors which inherently disadvantage Audrdia, such as
scde of operation.  However, technicd efficiency (productivity adjusted for the effect of

scae) remains 30 per cent below the best performing countries.

In addition, Audrdids ralways have been a dgnificant dran on the public purse
According to unpublished financid egtimates, total public financia support for Audrdian
raillways in the period 1990 to 1999 was around $32 billion. Much of this outlay was on
ralways that had made dgnificant losses. For example, operating losses in NSW and
Victoria were dmost $7 hillion over this period (Scrafton 2001). Scrafton argued that
“dthough early days, there is evidence that the reforms of the 1990s have potentid to

reduce this commitment from the public purse’.

Futurereforms

The PC Inquiry report considered that more needed to be done to ensure further

productivity gains in Audrdia It argued tha a grester commercid focus and the

harnessing of competitive forces were the keys to ensuring further productivity gains.

While geps were taken to corporaise the remaining government-owned railways, the

ongoing problems for these rallways reflect the way the corporatisation modd has been
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implemented.  Governments dill subject their rall operators to multiple, often conflicting
objectives rdating to socid wdfae, regiond devdopment and employment.
Governments as shareholders face budget condraints and are often reluctant to provide
equity funding or dlow ralways to borrow on ther own behdf, even if judified

commercidly.

Limitations dso goply to the corporatisstion modd itsdf.  Governments are often
reluctant to maintan an am's length reationship with ther rallways boards because of
politicd and community pressures.  Public ownership dso subjects governments and

taxpayers to consderable commercia risks.

Thus private sector dternatives to government provison have an important role to play in
overcoming these problems. Contracting out offers potential benefits if contracts are well
goecified and competitively tendered.  Franchisng can generate further gains because
franchisees bear revenue risks, so drengthening their incentives to improve service

quaity and expand the Sze of the market.

Full privaisation results in firms goplying a commercid gpproach to the provison of
sarvices. It provides opportunities to change the leadership and culture of rail enterprises
and trander risk fully to the private sector. The experience with ral privaisation in
Audrdia is encouraging and supports privaisng freight ralways operaing in

competitive markets such as NRC and NSW's FreightCorp.8 Scrafton (2001) has argued

8 The PC Inquiry report recommended privatising al remaining government — owned freight
operations, with specia arrangements for the rollingstock on the main cod lines.
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that “new entrants in both freight and urban passenger rallways are showing sgns of

tuning aound formerly dedining makets, with commitments to invetment, new

sarvices and courageous targets’.  For example, snce purchasng Tasrall in 1997, the

private owners have increased traffic volumes dgnificantly, winning mgor contracts to

haul logs and contaners. Tagral’s revenue increased, while costs fel, returning the

busness to profitability. The private owners have invested heavily in new deepers,

communications systems and replacing the ageing rollingstock.

Competition can dso be relied on to improve peformance further. There are a number of

forms competition can take — both ‘in’ the market and ‘for’ the market. Much of the rall

network is dready subject to intermodal competition from road, air or coastad shipping,

andlor competition in downgtream makets. The different forms of competition are

summarised in Box 2.

Box 2 Definitionsrelating to competition

Intermodal competition: competition between rail and other modes of transport, such as
road and coastal shipping.

Competition ‘for’ the market: competition between bidders tendering for the exclusive
right to provide a specified service over agven period of time.

Competition ‘in’ the market: Competition between train operators for the same customers
on agiven network (rail-on-rail competition).

Competition for train schedules. competing demands by train operators for access to the
track infrastructure. This can occur between train operators serving different markets (for
example, freight and passenger services); between operators competing for the same
customers; or between trains with different origing/destinations wishing to travel over
common segments of the network.

Competition in downstream markets: competition in markets which railways serve.

Competition can be facilitated by structura reform and appropriate access arrangements.

However no single structure or access regime is appropriate for al networks.
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Decison making framework

So how do governments decide which approach is gppropriate in reforming their rail

networks?

Before embarking on further reform it is important that the objectives of reform are
cdearly defined by governments. Reform should not be implemented for its own sake.
The overarching objective of reform is to have an efficient trangport sysem meeting the
freight and trangport needs of a country. It is not to raise revenue from the private sector
or to increase the aggregate level of service from rallways. This implies that the degree
of involvement of each trangport mode in the trangport system should depend on its
economic merit.  Ralways smultaneoudy compete with, and complement, other modes

in providing a seamless trangport service.

To ensure ralways play an optima role in an efficent transport sysem they should
operate as efficiently as possble. The sources of improved efficiency in rallways — asin
other indudtries — are datiic and dynamic efficiency gans Static gains are achieved
through one-off improvements to diminaie the sources of x-ineffidency. This can
involve making better use of existing labour, equipment and infrastructure.  Dynamic
effidency gans involve continud improvement through innovation and, in the case of

ral, continudly optimising its pogtion in the transport logigtics chain.

In most indtances rail reform packages implemented across countries have ddivered dtic

efficdency gans. To some extent these are the ‘easy’ gans But dynamic efficiency is
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likely to be more important to ral in the long run. Achieving gregter dynamic efficiency
is more difficult as it is likdy to involve fundamentd changes to the culture and

operations of railways.

It is dso important to undersand the differing economic characterigtics of individud rail
networks. In a few markets, such as the transportation of bulk commodities such as cod,
railways are able to exercise market power and extract monopoly rents from users. For
other freight operations, ralways may generate just sufficient earnings to  be
commercidly viable and support future investment. Urban passenger services tend to be
loss making and rdy on government subsdies for survival. Interface issues between
networks can potentidly impede the efficiency of tran operations and influence the

gppropriateness of different policy options.

The forms of competition likely to be effective in each network should dso be identified.
Competition ‘for’ the market is typicaly suited to naturd monopoly Stuations where it is
most cost effective to have only one provider of the service (for example, urban
passenger networks).  In other markets, it may be possble to have multiple train
operators competing for the same customers, that is competition ‘in’ the market (for
example, long distance lines). This can encourage market segmentation and product
diversty. In other markets, intermodad competition or competition in downstream

markets may be sufficient to promote operatiord efficiency.

Findly, the emphass in ral reform on promoting vaious types of competition is

underpinned by appropriate dructurd reform.  In essence dructural reform  involves
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bresking up edtablished railways into separate entities, with separation occurring on a
geographic, functiond (track, rollingstock, maintenance), and/or product (passenger or

freight) basis.

Separating train operations from the track (verticd separation) is designed to facilitate
competition between train operators for the same customers and competition for train
schedules.  But verticd separation may not be effective in markets where there is limited
scope for more than one operator or there is dready effective competition from other

modes of transport and/or competition in downstream markets.

Separating railways by function or geography (horizontal separation) can improve the
effectiveness of policies and regulatory regimes relating to different rall businesses.
Contractual arrangements to meet non-commercid objectives (socid, regiond or
environmentd) can dso be implemented more readily. It dso enables services to be
franchised in order to introduce competition ‘for the market through periodic

competitive bidding.

The benefits of sructural separation need to be badanced againg the costs. Potentidly
these can include loss of economics of scope, interface problems between networks, loss

of commercid sustainability, adverse effects on safety and adjustment codts.
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Applying the decison making framewor k

The PC inquiry report applied this decison making framework to the Audrdian ralway
system. Based on their economic characteridtics, four different types of ral networks can
be identified in Audrdia — urban passenger, regiona, man cod lines and the interstate
network. For each network the problems to be addressed and the impediments to

improved performance differ, requiring differing policy solutions.

Urban rail passenger networks

Urban rall passenger networks exist in the manland date capitd cities of Sydney,
Melbourne, Brishane, Perth and Adelaide. These networks are non-commercid and only
exig in ther current form because of continued government support. In the markets
saved by these networks there is dtrong intermodal  competition from private motor
vehicles and from dternative public trangport modes in some indances. There is no rall

on rail competition.

Urban raill passenger networks pose a vaiety of chalenges to governments and their
operators. These ralways ae often criticised for ther deficiencies in productive
efficiency, large financid deficits and poor service qudity. These problems are further
compounded by the fact that urban rall passenger services are highly visble to the public,

often in need of capitd investment and subject to industrid disputes.

Given the loss making nature of these networks, governments ultimately decide which
services will be provided and the contribution users make towards the cost of provision.

The performance of the urban trangport system and these networks can be improved by



16
assessing the gppropricte role of urban rall sarvices in cities (improving dlocative
efficiency) and then ensuring that specified services are provided a least cogt to

taxpayers (improving operationd efficiency).

Allocative efficiency can be improved through the rigorous agpplication of the purchaser-
provider framework. This involves governments consdering and deciding on the choice
and mix of transport services purchased to promote stated objectives, rather than leaving

such decisons to railway management.

Greater operationd efficiency can be encouraged by generating competition for the
market through contracting or franchisng.  This agpproach is prefered to promoting
competition between train operators. Urban rall passenger services require that trains run
frequently and to a complex timetable. Coordination of services to meet the timetable is
likey to be more effectively undertaken by one operator. In addition, the rdaively smdl
gze of many urban passenger networks in Audrdia limits the scope for competition

between train operators for the same customers.

To facilitate the franchisng process and operationa efficiency, urban passenger networks
should be verticaly integrated. Verticd separation is not warranted because there are no
benefits to be obtained (through competition between train operators) to offset the codts
of separation. In addition, accountability is aso likey to be weskened in such a structure.
If service sandards are not achieved or if accidents occur, a regulator will be required to
gpportion responghility and impose sanctions. As noted by Kan (1998), apportioning
blame for poor peformance may require consderable information and administration on

the part of the regulator.
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Horizontd separation of urban rall passenger networks from other ral networks can
facilitate the application of the purchaser-provider framework by clearly ddineating those
services requiring government support from other commercid rall  operations and

networks. In addition, it may be worthwhile to further horizontaly separate the networks

into two or more geographically based franchises to promote ‘yardstick'’ competition. 9,10

The benefits of further horizonta separation need to be bdanced agangt potentia
interface and coordination issues that may occur between operators over shared segments
of the network. It has been argued that in some instances the horizonta separation of
urban ral passenger networks from other rall networks is impracticable due to the
interface issues between them. However, there are many examples both in Audrdia and
overseas of contractud arangements being used to overcome interface issues. The
baance of evidence indicates that the bendfits that can be obtained from horizontaly
separating urban rall passenger networks far outweigh the cost of such contractud

arrangements.
Regional networks

Regiond networks in Audrdia refer to those ral lines which extend from the ports and
cgpitd cities into the regionad areas as wdl as lines from regiond aress that connect into
the interdate network. Within the regiond networks of New South Waes and
Queendand are the main cod lines which are discussed separatdy in section3.3. The

sarvices provided by regional networks are dominated by the transport of generd freight

9 Y ardstick competition involves comparing the performance of organisations with smilar
objectives operating in separate geographic markets.
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and grains. The financid performance of these networks is mixed. Some networks have
been able to generate sufficient revenues to earn a commercid return, while others are
reliant on government support. In virtudly al instances, the freight carried on regiond

networksis subject to strong intermoda competition, especialy from road.

The poorly performing regiond networks are confronted with the problems of declining
market shares, increasing financia deficits and a running down of exiging infrastructure.
These problems have aisen primaily due to these ralways indbility to meet new
competitive chdlenges, especidly from road trangport. This dems manly from
government involvement. In many indances, governments have required ralways to
pursue a range of conflicting objectives, interfered with their day-to-day operations and
redtricted their access to capital. This has reduced the ability of these raillways to meet
customer needs at competitive prices, which is further compounded by the continua
running down of the infresructure base. At the same time, governments have

deregulated freight carried by road, exposing rall to increasing competition.

Regiond networks in Audrdia need to achieve both datic and dynamic effidency gans

if they are to survive in the competitive trangport marketsin which they operae.

As the impediments to improved peformance sem from government involvement, the
most effective way of overcoming these impediments is to increase the commercia focus
of regiond networks. This requires that ralway managers have the flexibility to make
timely decisons, the ability to form drategic dliances, to access cepitd, and not face

undue restrictions on input choice.

10 An example of this situation is in Victoria where the Melbourne train system was horizontally
separated into two franchises (Bayside Trains and Hillside Trains).
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The commercid focus of government-owned ralways can be improved through
corporatisation. However, as noted earlier, there are often limitations on how wel the
corporaisation modd is applied. In particular, governments are often unable to maintain
an am's length rdaionship from ther ralway boads because of politicd and

community pressure.

The limitations of government ownership can be overcome through greater private sector
paticipation by ether franchisng or full privatisation. Privaisation of rollinggock and a
long-term lease on infragtructure are preferred to franchising in this case because it dlows

for grester commercia focus and increased flexihility.

Alternatively, the performance of regiond ralways could be improved by encouraging
competition between tran operaors through verticd separation combined  with
gopropricte access arrangements. However, the smdl volumes of freight caried on
regiond networks, and the resulting inability to achieve economies of scde, suggest that
profitable entry by third paty operaors is likdy to be limited in most instances.
Importantly, there is dready sufficient competition from other trangport modes to
encourage improved peformance by the incumbent operator. The impediments to
improved performance are not a lack of competition but rather an inability to meet

existing competitive chalenges

Thus regiond ralways should be verticdly integrated, snce verticd separation makes

little, if any, contribution to overcoming the main impediments to improved performance.

Regiond networks are adso particularly suited to horizonta separation. This would

clearly delineaste those markets where direct government involvement is not required.
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Ral management would have the freedom to focus on developing new market
opportunities and increase operaiond efficiency. Appropriagte ‘light handed” access
arrangements can be tailored to ensure that non-competing trains from other networks can
gan far and reasonable access. However, it is expected that access would not be an
issue because owners would have incentives to provide access to non-competing trains as

the increased traffic flow can increase profits to the track owner or lessee.

Main coal lines

The main cod lines in Audrdia are defined as the Hunter Vdley cod network in New
South Wales and those lines centred on the Oakly Creek and South Blackwater regions in
Queendand. These networks carry high volumes, are highly profitable and have a naturd
monopoly in the cariage of dmogs dl cod in these regions (that is there is little

competition from road or rail-on-rail competition).

Unlike other raill networks in Audrdia, the man cod lines have maintained ther market
ghare in the transport of cod and invesment has been eadly judified on a drictly
commercia basis. In this indance, the problems associated with the main cod lines are
those of market power and the extraction of monopoly rents from mining companies, as

well inefficient operations.

There are two main reform packages the state governments could implement to control
the exisence of market power on the main cod lines. Firs, competition between train
operators could be encouraged, with monopoly pricing of the track infrastructure

addressed through access reguldion. Alternatively, franchisng of a verticaly integrated
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network may be used to promote competition ‘for’ the market by awarding contracts for
the right to supply rail services (track and train). Tenders could be awarded on the basis
of the lowest totad cost of sarvice provison over a reevant period. Track and
rollingstock could be leased to the franchisee and access conditions incorporated into

franchise agreements.

The apped of the first approach is that competition between train operators can control
monopoly pricing on the pat of operators, while vertticd separation can increase the
trangparency of access price regulation. However, there are some practicad problems with
this gpproach. In the firs instance, sunk costs associated with investing in locomotives
and wagons can act as a subdtantid barrier to entry to potentid new entrants. This
problem is compounded by the fact that the rollingstock used to haul cod is specific to
the haulage of bulk commodities (especidly the wagons), reducing its trandferability to

other rail markets.

In addition, even if effective competition between train operators could be achieved, the
issue of monopoly pricing dill exigs in track infredructure. The control of such

monopoly power requires complex regulation.

Franchisng has the advantages that the bidding process can be designed to facilitate the
transfer of assats (especidly the rollingstock), removing a subgstantid barrier to entry and
making the market more contestable (OECD 1999). The franchisse has commercid
incentives to obtain dynamic efficiencies and lower costs by improving the role of
ralways in the trangport logigics chain between the mines and port(s). In addition,

franchising reduces the need for prescriptive access regulation.
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However, franchisng is not a pefect or codless solution to contralling monopoly
pricing. The OECD (1999) identified three potentid difficulties with the franchisng of
ral savices induding: the posshility of uncompetitive bidding when there are
insufficient  bidders  the difficulties of choosng between bids tha offer different

packages, and the specification and administration of contracts.

On baance, the economic characteristics of the main coa lines suggest that a process of
franchisng through competitive tendering is likdy to be superior to fadlitating rall on
ral competition. Government involvement continues under both gpproaches through
access regulation or the franchise process and agreements. However, it is less certain that
vertica separation and access regulation will leed to new operators entering the market

owing to the sunk costs associated with the rollingstock required.

The franchisng process can be designed to overcome this problem, making the market

more contestable to potential operators.

To facilitate the franchisng process, the main cod lines could be horizontaly separated
from other networks. The isolation of the network, together with transparent information
on the cogts and revenues of the franchise would provide confidence to cod companies

that monopoly pricing practices had been iminated.

| nter state network

The interstate network can be broadly defined as the standard gauge track linking al
mainland State capitd cities The markets served by the interstate network are varied,

indluding freight (generdly containerised) and interstate passenger services.
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The interstate network has traditiondly been unable to operate profitably, though it is

generally accepted that there is scope for it to do so. The Nationa Rail Corporation,

which caries freight on the interstate network, has yet to post an operating profit.11
There is drong intermoda competition (from road and coastd shipping) in dmog dl
markets served by the interstate network. The key feature that differentiates the interstate
network from regionad networks is tha for the former there are multiple network owners,

responsible for alocating train schedules and undertaking investmen.

Currently the ARTC's respongibilities for the interstate networks are limited to the track
that it owns (that is in South Audraia and parts of NSW, Western Austrdia and Northern
Territory) or manages (Victorid). Operators face dgnificant costs in negotiating access

and train schedules with numerous owners.12

The interdate network initidly lost condgderable market share to road, in both the

tranport of nonrbulk freight and interstate passengers!3. The operating deficits of the
network have discouraged invesment, resulting in a deterioration of the infrastructure,
further eroding the competitive podtion of ralways The underlying causes of these
problems are two-fold. Frs, government ownership and incentive arangements have
impeded the ability of tran operators to improve operationd efficiency and achieve
dynamic efficiency gains through market segmentation and better integration into the

transport logistics chain. Second, the multiplicity of network managers imposes costs on

11 NR's sharehol ders are the Commonwealth, New South Wales and Victorian Governments.

12 Currently four authorities are responsible for the administration of access, five authorities have
arolein alocating train schedules and five authorities undertake investment in the network

13 Rail market share of freight traffic on the East-West Corridor has started to rise again (from

65.2% in 1995-96 to 77% in 1999-00), in part reflecting the recent growth in rail on rall
competition from niche private operators (ARTC 2001).



24

tran operators in negotigting tran schedules and access charges. This impedes the

efficient dlocation of train schedules, overal use of the network and investment.

These impediments can in part be overcome through the proposed privatisation of NR
and encouragement of more rall on ral competition from private niche operators. To
overcome the problems associated with multiple owners of the track infrastructure,
integrated management of the network is required. One gpproach is to adopt a single
network manager which manages the operation of the intersate track on behaf of both
train operators and track owners. An access regime could alow for train schedules to be
dlocated by auctioning or other market trading methods. This would maximise the
economic vaue of the network by alocating train schedules to those operators that

vaued them the highest.

To implement the integrated management of the network successfully, train operations
need to be verticdly separated from the track infrastructure. This is to avoid any conflict
of interest or difficulties that may arise from one paty both owning one ssgment of the

network and providing train services in competition with other operators.

Implications for existing arrangements

The differentiated gpproach described above has different implications in each Audrdian
jurisdiction because of differences in the characteridics of ther rallways. The potentid

for further reform exigsin them dl.
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The recommended reform packages have the grestest implications for Queendand.
Currently a dngle veticdly integrated, government-owned ralway, it has regiond
(including cod) freight networks, an urban passenger network and provides non-urban
passenger services. The Queendand Government would need to consder whether its rail
system would benefit from reforms to its Structure and/or ownership arrangements.  In the
firg ingance, it could separate, and franchise, its two mgor cod hauling ralways
(centred on the Goonyela and Blackwater regions) from the rest of the network. In the
next stage it could condder horizontaly separating (and franchising) its urban network
from the remainder of the network and dso privatisng Queendand Ral’s remaning

freight operations.

New South Waes could dso adopt a smilar gpproach for its Hunter Vdley cod freight
ralways to ensure that progress in improving ther peformance continues.  The

privatisation of FreightCorp islong overdue.

Congderation could aso be given to going further and reintegrate the track and
operations. It could adopt the Victorian modd under which the privatisation of
FreightCorp would involve a long term lease over the nortmetropolitan intrastate track
(with appropriate access arrangements).  All passenger services could be franchised. The
franchisses would buy (or lease) the rollingstock and lease the track from the

government.

Further reform of the interstate network has paticdar implications for the

Commonwedth, New South Wdes, and Wesern Audrdian Governments. They are
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currently owners of parts of the network and have separate access regimes. The single
network manager approach would be more effective if the interdate network is verticaly

separated and the manager did not own the track infrastructure.

This approach would alow coordinated management and promote competition over the
entire interdate network, generating Sgnificant benefits and give rall an opportunity to

strengthen its competitive position on this important transport corridor.

The PC's recommended approach could adso have implications for some networks in
Asan countries, with particular rdevance to European railways, especidly in Eadern

Europe.

The European network traverses many countries in the same way as Audrdiads interstate
network traverses a number of dates. It is used heavily by both freight and passenger
trans. This suggests that the approach suggested for Audrdias interstate network —
involving verticd separation and a sngle network manager — could be rdevant in this

context.

Like Audrdias regiond ralways, Eastern Europe rallways are often heavily involved in
moving generd and bulk freight to ports. Where there is dready sufficient intermodd
compstition, congderation could be given to greater private sector participaion in

verticadly integrated, horizontaly separated railways.
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Conclusion
The overarching objective of ral reform should be to improve the efficency of a
country’s trangport system. It should not be seen as a means of involving the private

sector to compensate for inadequate government investment in loss making raillways.

Implementation of a common reform package is unlikely to overcome the impediments to
improved performance in al markets. Individualised approaches need to be developed on
a case-by-case bass for each network type. In Audraia the appropriate structurd and
ownership arangements will differ for long digance (interstae), regiond and urban

passenger networks.

Each ralway has different characteridics, depending on the drength of intermoda
competition, the degree of market power, the degree of competition in downsiream

markets and traffic dengty.

Tradeoffs are inevitable. While verticd separation may asss in promoting competition
and reducing monopoly rents, it may result in a lack of accountability, mgor coordination
problems and sgnificant safety concerns, as evidenced in Great Britain and New South
Wdes. The implementation of strong access regulation to promote competition may
diminish incentives for busness to invet in mantaning and upgrading the ral
infrastructure.  Horizontal separation of networks may promote viable busnesses but

interface issues between networks may arise.
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Sysematic anadlyss of dructurd reform and ownership options would involve assessng

the rlevance and likely magnitude of the associated costs and benefits.

There can be no ‘one sze fits dl’ goproach to rall reform. Care must be taken to ensure
that the reform srategy adopted is relevant to the network type and is only implemented

when the gains exceed the costs.
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