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Large parts of the rail networks in Australia and in many other OECD countries seem 
to suffer from a problem of chronic under-investment. But why is this the case? In 
this note I consider whether poor regulation or vertical separation is to blame. I argue 
that under-investment in rail is primarily a result of how government subsidies to the 
rail industry are administered. I argue that viewing the provision of subsidies to the 
rail sector as a “regulatory” problem yields useful insights as to why government-
subsidised industries have in the past been prone to under-investment. Viewing the 
problem in this way also suggests potential solutions such as delegating responsibility 
for subsidy levels to an independent authority charged with maintaining the 
competitive balance between road and rail in the long-run. 

Introduction 

 
1. In recent months, concerns have been raised about a lack of investment in Australian 
infrastructure industries in general, and the rail sector in particular. For example: 
 

• In August 2004, the Australian Council for Infrastructure Development 
commissioned Econtech to prepare a report on the economic impact of under-
investment in Australian infrastructure which identified $8 billion worth of 
economically justifiable projects in the rail sector which have not been carried out.1 

 
• The Reserve Bank of Australia in its Monetary Policy Statement of February 2005 

noted concerns that “a lack of capacity in transport infrastructure is constraining the 
ability of the resources industry to expand export supply”.2 

 
• In March 2005 the Business Council of Australia released a report by Port Jackson 

Partners which highlighted problems in various infrastructure areas, including long-
distance interstate rail freight transport.3 

 
• In May 2005, the report to the Prime Minister of the Exports and Infrastructure Task 

Force noted that: “in the absence of decisive policy action, significant infrastructure 
bottlenecks constraining Australia’s exports are likely to develop over the next five to 
ten years. The areas of principal concern are port channels, road and rail access to 
major ports and rail track”.4 

 

                                                      
1 Table 6, page 17, “Modelling the Economic Effects of Overcoming Under-Investment in Australian 
Infrastructure”, Report prepared for AusCID, Econtech, 2 August 2004. 
2 Page 48, Statement on Monetary Policy, Reserve Bank of Australia, 7 February 2005. 
3 “Reforming and Restoring Australia’s Infrastructure”, Port Jackson Partners Limited, March 2005. 
4 Report of the Exports and Infrastructure Taskforce, May 2005, page 5. 
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• In May 2005, in a presentation to the BTRE Transport Colloquium 2005, David 
Gargett identified as a major problem with future provision of freight infrastructure 
“un- or under-funded growth leading to chronic constraints on networks”. 
 

• In June 2005, a report of Engineers Australia on the quality of infrastructure in 
Victoria, rated Victoria’s rail network C- overall and D for freight, noting that “The 
overall rail rating of C- is a result that owes much to good sustainability and the 
relatively high performing suburban light and heavy rail but masks the very poor 
country freight lines which remain at a level of D or less”.5 

 
2. General concerns over a lack of investment in infrastructure have become particularly 
acute as capacity constraints in the coal logistics chains in Queensland and NSW have limited 
the ability of coal mines to increase coal export volumes in response to a rapid increase in the 
world demand for coal. Capacity constraints have emerged, in particular, at Dalrymple Bay in 
Queensland and in the Hunter Valley/Port Waratah coal logistics chain in NSW, despite a 
substantial recent and forecast increase in the capacity of the ports and the rail network.6
 
3. Concerns over a lack of investment in the rail sector are not new, nor are they limited 
to Australia. In fact, for decades there have been concerns about chronic under-investment in 
the rail sector, both in Australia and in many OECD countries. Why is this the case? What is 
it about the rail sector which makes it prone to systemic under-investment, not just in 
Australia but in many OECD countries? What is the primary driver of this under-investment 
in rail? 
 

Is there a problem of under-investment in rail? 

 
4. Before turning to answer these questions it is worth clarifying what I mean by 
“chronic under-investment”. I will use this phrase to mean that over a long period of time 
there have been socially-valuable investment projects in the rail sector which have not been 
carried out. 
 
5. A mere lack of investment is not necessarily a sign of under-investment. In a 
declining industry, there may be few or no socially-valuable investment opportunities. In a 
declining industry it may be socially efficient to simply allow the existing capital stock to run 
down. There are probably some rail lines in Australia which it is not efficient to renew or 
replace. The lack of investment on these rail lines is not evidence of under-investment. 
 
6. Similarly, the emergence of capacity constraints is not, in itself, evidence of under-
investment. In a market in which demand is volatile, or where capacity must be added in 
discrete lumps, it is likely that episodes of capacity constraints will periodically emerge even 
on a fully efficient expansion path. Whether or not expansion of the coal networks in NSW 
and QLD is justified depends on a number of factors including the sustainability of current 
levels of demand for coal. In any case, the capacity of the coal export networks in Queensland 

                                                      
5 Page ix, 2005 Victorian Infrastructure Report Card, Engineers Australia, June 2005 
6 “According to currently available information on planned coal port expansions, committed investment 
will increase port capacity by an estimated 13 per cent over the next two years or so. Growth in rail 
capacity is expected to be broadly in line with the expansion of port capacity. However, this is unlikely 
to match the expansion in production potential or export demand, so transport capacity is likely to 
remain a constraint on export supply, at least until a number of proposed large infrastructure projects 
are completed later in the decade”, Reserve Bank, “Statement of Monetary Policy”, February 2005. 
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and NSW have expanded capacity significantly over the past few years and further 
expansions are planned.7
 
7. Nevertheless, whether or not capacity constraints in the coal transport networks are 
evidence of a systemic lack of investment, there seems to be a consensus that there is a long-
term lack of investment in other parts of Australia’s rail network.8 This concern goes back 
several years. In 1998 an inquiry by the House of Representatives Standing Committee on 
Communications, Transport and Microeconomic Reform declared that the Commonwealth 
“must address the chronic deficiencies in the national track infrastructure and must, as a 
matter of urgency invest in the national track”.9
 
8. But what exactly are the socially-valuable projects which have not been carried out in 
a timely manner? In 2001 the ARTC carried out an audit of the interstate rail network at the 
request of the Federal Minister for Transport and identified projects with a total cost of $507 
million would provide benefits to the Australian community of $1.5 billion – that is, a 
benefit/cost ratio of 3.2. The projects identified by the ARTC include improvements to freight 
movements in the Sydney region, and improvements to the signalling, longer passing loops, 
removal of height limits and an improved planning and operations management system.10 11

                                                      
7 ARTC notes that “over the past 3-5 years, supply chain throughput has increased from around 60 
mtpa to around 80-85 mtpa. … ARTC is current refining, with the industry, a Hunter Valley corridor 
capacity improvement strategy that is intended to increase capacity from current levels to nearly 140 
mtpa by 2009, requiring infrastructure investment of around $270m. The coal industry has indicated 
support and willingness to pay for this investment which ARTC considers to be a prerequisite to 
making the investment”. 23 May 2005, submission to the House of Reps Standing Committee on 
Transport and Regional Services. 
8 In submissions to the 1999 PC review of progress in rail reform, the Australasian Railway 
Association notes: “Progress in rail reform has been severely hampered by inadequate infrastructure 
investment”. The National Rail Corp writes: “The poor quality of infrastructure used for interstate rail 
operations increases the cost of rail operations and affects service quality”. In an ARTC submission to 
the PC in 2004, the ARTC writes: “On north-south corridors, … the infrastructure suffers from historic 
under-investment resulting in inferior performance and limited capacity”. The Institute of Engineer’s 
Infrastructure Report of 2001 said that “Victoria's under-investment in rail infrastructure had left many 
trunk routes with too many curves and gradients, obsolescent signalling, bridge-weight and speed 
limitations, lack of adequate track duplication and passing loops, and insufficient paths through 
suburban passenger traffic to key freight destinations. Victoria's railways held premier position in the 
1930s but were now unequivocally the poorest performer of all the state's systems”. (Reported in The 
Age, 25 March 2004). The report by EconTech for AusCID found a deficit of $8.06 billion of 
infrastructure spending on rail (65 per cent of existing capital stock) and noted that “It is well known 
that there have been decades of chronic under investment in Australia’s rail system and in particular the 
interstate rail network and the Sydney urban network”. “An over-riding feature of railways since the 
introduction and subsequent dominance of the car and road infrastructure is its lack of investment by 
government owners”, Stewart Smith, “Transport in NSW”, Briefing Paper, 10/99.  
9 Tracking Australia, July 1998. 
10 “Rail Audit Shows $500m Investment needed”, ARTC Press Release 1 May 2001. The Railway 
Technical Society of Australasia cites the following examples: “The extended and ongoing delay to 
replace antiquated safeworking (that uses a staff) between Casino (NSW) and near Acacia Ridge 
(QLD). This was the subject of an ABC TV 7:30 Report program on 6 November 1998. … The 
estimated cost of delay is well over $1 million per annum. … Any vertically integrated rail operator 
would have fixed these impediments within months not years. … The ongoing delay to replace 
antiquated safeworking between Harden to Walendbeeen (NSW) that uses ‘block telegraph’ on a 
section of double track. This was good technology around 1920 when this duplication was completed. 
… The long overdue South Sydney Freight bypass that was the subject of a specific recommendation 
of the Productivity Commission in its 1999 Report on Rail”. Railway Technical Society of Australasia, 
Supplementary Submission to the Productivity Commission Re: National Competition Policy, 
December 2004. 
11 Other commentators cite the need to straighten track to accommodate higher train speeds. “About 23 
per cent of the track between Junee and Campbelltown is on curves with a radius of less than 800 
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9. As already noted, if there is in fact a problem of chronic under-investment in the rail 
system in Australia, this would not be problem which is unique to Australia. Many other 
OECD countries have also experienced problems with chronic under-investment in rail.12 In 
fact, in many OECD countries, a primary driver of the substantial reforms in the rail sector 
that have been carried out over the past decade has been a concern over under-investment, 
often combined with rising subsidies and low productivity. 
 
10. For the purposes of this note I will take it as given that the rail sector in Australia, and 
in many other (but not all) OECD countries, has suffered from chronic under-investment. 
That is, that for many years there have been socially-valuable investment projects which, for 
whatever reason, have not been carried out. 

What is the cause of chronic under-investment in rail? 

 
11. What is the primary cause of this chronic under-investment in rail? To begin, I first 
discuss a couple of candidates that I consider are not the primary cause of this chronic under-
investment in rail. 
 
12. First, in my view, long-term under-investment in rail cannot be blamed on poor or 
imperfect regulation alone. This is an argument which has been made at various times. The 
Exports and Infrastructure Taskforce makes much of problems with regulation as the primary 
obstacle to infrastructure investment.13 Prof Fred Affleck in his paper for this conference 
notes that “A number of stakeholders have contended that insufficient weight is given by 
regulatory regimes to providing investment incentives and that excessive weight is given to 
prevention of rent capture by infrastructure owners”.14

 
13. There is no doubt that poor quality regulation can potentially act as a significant 
obstacle to investment in the rail sector, as in any other regulated industry. However, in my 
                                                                                                                                                        
metres and so speed has to be reduced. Most of this ‘steam age’ alignment could be eliminated by 
construction of three major deviations as identified in the ARTC Track Audit. On the North Coast line 
between Maitland and Brisbane over 40 per cent of track is on curves of radius less than 800 metres”, 
Kilsby, Laird and Bowers (2004), page 5. Furthermore, Laird points out that “four federal inquiries 
(House of Reps 1998, 2001, PM’s Rail Projects Task Force 1999 and Productivity Commission 1999) 
found that there is a demonstrated need to upgrade ‘substandard’ mainline track between Melbourne, 
Sydney, Brisbane for Fast Freight Trains”. Laird, Dr Philip, “Australian Transport and Greenhouse Gas 
Reduction Targets”, 26th Australasian Transport Research Forum, 1-3 October 2003. 
12 UK: “We have a legacy of under-investment in transport. … Successive governments have devoted 
insufficient resources to upgrading and modernising the transport system, while travel on our road and 
rail networks has increased to levels that were never anticipated when they were built.”. UK Dept of 
Transport, Future of Transport White Paper, July  2004. South Africa: “Much of the problems lies in 
the current age of the Spoornet fleet as well as in a chronic under-investment in maintenance over a 
number of years”, “Rail boss tackles ‘intolerable’ accident levels”, Mining Weekly, 19 July 2005. USA 
passenger services: “The fundamental problem undermining the nation’s rail system, after all is chronic 
under-investment”, New York Times, 19 February 2002. “Politics, not efficiency considerations, are the 
basis for the chronic underinvestment in rail”, “Amtrak Privatisation: The Route to Failure”, Elliot 
Sclar, Columbia University. China: “China is suffering the effects of chronic under-investment in its 
transportation infrastructure”, China Transport Briefing, converger.com. Ireland, “A number of factors 
have contributed to the current situation: … Chronic under investment in public transport until 
recently”, Iarnrod Eireann, Dart upgrade. Sweden: “Public and political concern about the lack of 
investment and growing levels of congestion within cities led to the 1988 Transportation Act”, Swedish 
Submission, Railways: Structure, Regulation and Competition Policy, OECD, 1998. Korea: “This led 
to … chronic shortages of investment funds needed for expanding railroad services to meet increasing 
demand”, Korea Submission, Railways: Structure, Regulation and Competition Policy, OECD, 1998. 
13 Of the ten recommendation of the Taskforce, five related to reform of regulatory processes. 
14 Affleck (2005), page 6. 
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view, it is difficult to argue that poor quality regulation is the primary driver of long-term 
under-investment in the rail sector for the simple reason that the rail sector has not, until 
recently, been subject to formal price and quality regulation arrangements. 
 
14. In any case, from a theoretical perspective, the impact of regulation on investment is 
not unambiguous. Although regulation may (for example, through the “truncation” of above-
normal returns) limit new investment regulation may also encourage over-investment. For 
example, the Averch-Johnson effect shows how a firm subject to rate-of-return regulation has 
an incentive to increase its asset base above the efficient level (that is to over-invest). 
 
15. Second, in my view, long-term under-investment in the rail sector is not primarily a 
consequence of vertical separation (that is, the separation of the track infrastructure from the 
operation of trains). It is true that, from a theoretical perspective, vertical separation will have 
an impact on investment decisions. A vertically-integrated rail company has an incentive to 
maintain and augment the track where doing so allows it to maintain or improve the quality or 
range of services that it can provide with its own trains. However, the incentives of a 
vertically-separated track infrastructure provider are not so clear. Since a vertically-separated 
track infrastructure provider does not operate its own trains its incentive for investing in 
maintenance or augmentation depend exclusively on how the regulatory regime is designed. 
For example, if the track infrastructure provider was regulated through a revenue cap without 
other explicit incentives built in, it might have relatively little incentive to invest in 
maintenance or upgrades. 
 
16. Nevertheless, even though vertical separation may affect investment incentives in 
rail, it does not seem likely that vertical separation is the primary driver of chronic under-
investment in rail. The reason is simply that under-investment has occurred over many years – 
well before vertical separation was considered. Under-investment was occurring in the years 
of vertically-integrated rail systems in Australia. In addition, under-investment is still a 
problem in parts of the Queensland Rail network, which has remained largely vertically 
integrated. The Engineer’s Australia report on infrastructure in Queensland rates the 
Queensland metropolitan rail networks as C and the regional network outside the coal regions 
as D+. The report specifically cites “inadequate funding” as a cause of these low ratings.15

 
17. So what, then, is the primary driver of under-investment in the rail sector? It seems to 
me that the primary cause of under-investment in the rail sector is intimately linked to the fact 
that large parts of the rail sector receive government subsidies and those subsidies are 
administered through direct political processes. 
 

Why is rail subsidised? 

 
18. At this point it is useful to recall the economic arguments for rail subsidies. Although 
there may be many different political motives, the primary economic argument in favour of 
subsidising rail is that the road mode is mis-priced. Road transport is a substitute for rail 
transport for the majority of rail services. If the road mode is under-priced, economic theory 
suggests that – as a second-best – the rail mode should also be under-priced. Under-pricing of 
the rail mode almost inevitably implies that government subsidies will be required. 
 
19. The road mode would be under-priced if road prices did not fully and accurately 
reflect all the costs of the operation of different vehicles on the cost of constructing and 
                                                      
15 For similar reasons, under-investment cannot be simply blamed on government ownership. Telstra is 
still largely government owned but there are few complaints of under-investment by Telstra. QR 
remains government owned but seems to have invested in at least the coal-related parts of the rail 
networks in Queensland. 
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maintaining the infrastructure, and on the environmental, congestion, and accident costs. 
Subsidies for the rail sector are designed to shift the balance of consumption of rail services in 
the overall transport modal mix. Although the picture is complicated there seems to be a 
consensus that current road pricing arrangements in Australia under-price the impact of at 
least the heaviest long-distance trucks.16

 
20. Most, but not all OECD countries, subsidise the rail industry17 – suggesting strongly 
that these countries consider that, in the absence of subsidies, the share of rail in the overall 
transport mix would be unacceptably low. Virtually all countries in Europe have an explicit 
policy of increasing the share of rail in the overall transport mix. The ECMT writes: 
 

“All ECMT Member Governments seek to maintain or to develop a sustainable 
balance between substitutable modes of transport in both passenger and freight 
markets.”18

 
21. A few OECD countries do not subsidise large segments of the rail sector – 
particularly the countries of North America which feature competing vertically-integrated 
freight-oriented rail networks. In Russia and some eastern European countries the rail industry 
is financially self-sufficient. However, even in North America, certain rail services (such as 
long-distance passenger services, i.e., Amtrak) are subsidised with public funds.19 New 
Zealand attempted to stop subsidising the rail sector by privatising the rail industry as an 
integrated entity. However after several years of under-investment by the private operator the 
New Zealand government decided it was not prepared to see the demise of rail transport in 
New Zealand and essentially renationalised the track infrastructure.20

 
22. In Australia the rail industry (outside of the urban commuter networks) is subsidised 
through: 
 

(a) direct government funding for certain rail projects (e.g., those funded by 
Auslink); 

 
(b) the absence of a requirement to earn a normal rate of return on certain other 

projects; and 
 
(c) Community Service Obligations. 

                                                      
16 “Road user charges for the heavier trucks hauling large distances each year result in under-recovery 
of road system costs by the National Transport Commission (NTC 2004). As recognised by several 
enquiries in the 1980s this is a long-standing issue in Australia (Laird 1990, Laird et al 2001). Under 
recovery of road system costs from the heavier long distance trucks is recognised by the Bureau of 
Transport and Regional Economics (BTRE 1999)”, Kilsby, Laird and Bowers (2004), page 4. 
17 The ECMT notes “Enormous subsidies have been, and are still being paid, especially for railways 
and public transport services. These subsidies have not always provided good value for money and 
have not given incentives to companies to be more efficient”, “Transport Policy: Successes, Failures 
and New Challenges”, CEMT/CM(2003)1, 26 march 2003. 
18 “All ECMT Member Governments seek to maintain or to develop a sustainable balance between 
substitutable modes of transport in both passenger and freight markets. More particularly, many are 
concerned to ensure that the full potential for rail, inland waterways and short sea shipping to absorb 
part of the projected growth in freight transport is realised”, “Developing a Sustainable Balance 
Between Substitutable Modes of Freight Transport”, CEMT/CM(2002)1, 25 April 2002. 
19 In addition, even in North America, urban commuter rail networks are also heavily subsidised. 
20 The NZ Government repurchased the Auckland rail infrastructure in 2001 and the rest of the national 
rail network in 2004. See National Rail Strategy to 2015, NZ Ministry of Transport, May 2005. 
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Subsidies and under-investment 

23. In any case, whatever the primary motivation for rail subsidies, experience in 
Australia and around the world strongly suggests that governments perceive an on-going need 
to subsidise the rail sector. In my view we can draw a link between the provision of subsidies 
and an observed pattern of chronic under-investment. In particular, within Australia and 
around the world, those networks which receive government subsidies are those networks 
which are most prone to chronic under-investment. 
 
24. First, within Australia, there is a stark and dramatic contrast between the experience 
of the rail system in the eastern states of Australia and the iron ore railways in the Pilbara 
region of WA. The Pilbara railways are privately owned, vertically-integrated, self-funding 
and unregulated. They have achieved world-best productivity and efficiency levels, and have 
significantly increased their productivity over time. Kilsby, Laird and Bowers (2004) write: 
 

“The iron ore railways in the Pilbara Region of WA were constructed in the 1960s 
with the expectation that each line would carry less than 10 million tonnes per annum 
(mtpa). Each of the two main lines (to Port Hedland and to Dampier) now haul in 
excess of 60 mtpa. Accommodating a surge of tonnage during the 1970s led to 
Australia becoming a world leader in rail heavy haulage with major advances in axle 
loads, performance, productivity and energy efficiency”.21

 
25. In the 2001 Infrastructure Report Card the Institute of Engineers rated these railways 
A+ (“worlds best practice”) on their scale of A-F, while at the same time they rated much of 
the rail system in the rest of Australia as a D- citing “the lack of Government commitment to 
adequately fund or encourage private sector investments in both rail passenger and freight 
infrastructure”.22 Furthermore, the Pilbara railways have rapidly expanded their capacity in 
response to a recent increased in demand: 
 

There has been “a rapid pick-up in transport capacity in response to strong global 
demand and prices. Accelerated investment in ship-loading and rail capacity has been 
undertaken over the past year to match expanding iron-ore production. Port capacity 
is estimated to have increased by 19 per cent since 2003, more than sufficient to 
support recent growth in iron ore exports. Company announcements suggest that 
another 15 per cent increase in transport capacity will come on line in the next two 
years, with further substantial expansion planned for later in the decade”.23

 
26. Even within the rest of Australia, those parts of the network which are self-funding 
seem to be better equipped than the remaining parts. For example, in Queensland, Engineers 
Australia rated the coal-related parts of the rail network (which are financially self-sufficient) 
as B+, but rated the non-coal regional rail networks as D+, citing in part problems of 
“inadequate funding” (as noted earlier).24

 
27. Looking across the OECD, the integrated, self-funding freight rail networks in the US 
broadly do not appear to suffer from a problem of under-investment25 whereas there have 

                                                      
21 “Australian Transport Infrastructure: Fit for Purpose?”, written by Kilsby, Laird and Bowers on 
behalf of the National Committee for Transport of Engineers Australia, presented at the 27th 
Australasian Transport Research Forum, Adelaide, 29 September – 1 October 2004. 
22 Page 26, 2001 Australian Infrastructure Report Card, Institute of Engineers, 2001. 
23 Page 50, “Statement on Monetary Policy”, Reserve Bank of Australia, 7 February 2005. 
24 Page 44, 2004 Queensland Infrastructure Report Card, Engineers Australia, November 2004. The 
earlier 2001 Infrastructure Report Card rated the Central Queensland coal trains as A-. 
25 The American Association of Railroads speaks of “Massive investments in infrastructure and 
technology” in its Overview of US Freight Railroads. The US railroads may not have needed to invest 
in substantial new track infrastructure due in part to historic over-capacity. See Brennan, “Long-Term 
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been complaints of chronic under-funding in the government-funded Amtrak passenger 
service. As noted earlier, long-term under-investment has been noted as a problem in many 
rail systems in Europe. 
 

Why does reliance on subsidies lead to under-investment? 

 
28. It seems clear that government-subsidised rail networks often suffer from a problem 
of chronic under-funding and under-investment. But why should this be the case? After all, a 
priori we might expect that public funding of an industry would be equally likely to lead to 
over-investment. What are the reasons for chronic under-investment in rail? The reasons can 
be summarised as follows: 
 

• First, governments tend to be “short-termist” – even if they acknowledge that subsidy 
is necessary, if that subsidy can be deferred they may prefer to do so to for short-term 
political gain. In other words, they would rather keep revenue for political benefit 
today, even if that means problems will develop which must be addressed in the 
future. 

 
At the same time, governments tend to be focused on political benefits which may not 
coincide with promoting the wider social good – for example, governments may be 
more interested in projects in marginal electorates or with a large media profile, and 
less interested in low-profile but highly valuable projects with diffuse benefits. 

 
• Second, governments may be reluctant to “throw good money after bad” – if they 

suspect that a rail provider is inefficient they may be reluctant to increase the subsidy 
for fear that it contributes to increasing inefficiency rather than enhancing services; 

 
• Third, public funding may “crowd out” private funding for infrastructure – or more 

precisely: the subsidised firm may have an incentive to refrain from investing in 
valuable projects in the hope that they will be funded through public subsidies. 

 
29. From a theoretical perspective it is well-known that there is a close relationship 
between the problem of optimally subsidising an industry and the problem of optimally 
regulating an industry. It is perhaps not surprising, therefore, that there is a close analogy 
between each of the problems identified above and other more-familiar regulatory problems. 
We can draw important lessons on how to address the problems above by exploring how we 
would address the corresponding “regulatory” problems. I would like to suggest that the 
fundamental problem is that while governments have over time become much more 
sophisticated in how they address regulatory problems, they have not yet applied the same 
lessons to subsidised industries.26

 

Overcoming “short-term” political interests 
 
30. For example, it is now widely accepted that price control authorities should be 
independent from the government. Why is this? Although in some cases it is to protect the 
consumer (in the case where the regulated firm is state-owned), more often it is to protect the 

                                                                                                                                                        
Capacity Constraints in the US Rail System”, US Department of Agriculture, July 1998. There do seem 
to be capacity constraints in certain specific areas such as around Chicago and the “mid-Atlantic” 
region where freight trains interact with suburban and inter-city passenger trains. 
26 The arguments here as to why rail subsidies are associated with under-investment in the rail sector 
are general and will apply to any industry which is funded partly through public funds. 
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investment of the regulated firm against the political pressure of the government. Once a 
regulated firm has made a sunk investment, it faces the risk that the government will cut its 
revenue in the future, preventing it from earning a normal return on its investment. In order to 
promote investment in regulated industries the government must somehow commit to not 
cutting the regulated revenue in the future. The most common way to do this is to delegate 
price-setting authority to an independent body which is (ideally) immune from day-to-day 
political pressure. 
 
31. If the government did not delegate price-setting authority to an independent body 
there would arise a problem of under-investment. The government could attempt to offset this 
by directly funding some investment projects itself. However, it is unlikely that the resulting 
level of investment would be adequate or that the efficient projects would be chosen. (For 
example, the government may be biased towards large high-profile projects which attract 
media attention or projects in marginal electorates and away from smaller, less visible but 
extremely valuable upgrades of existing services). 
 
32. If, as seems likely, there would be under-investment (and a certain amount of mis-
investment), the result would be declining service quality and increasing capacity constraints. 
Eventually this would result in political pressure to change the system in some way. This 
reform inevitably must allow an increase in the regulated prices, leading to new investment 
but, at this stage, the cycle of under-pricing and under-investment begins again. José Gómez-
Ibánez explains in detail how this cycle operated in the passenger bus industry in Sri Lanka27. 
When governments have direct regulatory control over key prices, repeating episodes of 
under-investment and mis-investment are likely to occur. 
 
33. There is a direct analogy to this “regulatory” problem that arises in the presence of 
subsidies. In the absence of an independent authority charged with setting an efficient level of 
subsidies into the indefinite future, the subsidised firm will not invest for fear that any 
subsidies that exist today will be cut in the future. 
 
34. The government may respond by directly investing in certain projects itself, but as 
before there is no guarantee that the overall level of investment is appropriate or that the right 
projects are funded. As before, large high-profile projects which attract media attention, such 
as a rail link to Darwin, may be funded at the expense of smaller, less visible but extremely 
valuable upgrades of existing services. 
 
35. Again, the result is likely to be a cycle of under-investment, leading to declining 
service quality and capacity constraints, leading to a crisis and calls for major reform. The 
reform will lift the level of subsidy, starting the cycle again.28 In both Sweden and the UK, for 
example, the reform of the rail sector both led to an increase in the size of the subsidy for rail. 
A key question in both countries is whether this level of subsidy can be maintained or 
whether under-investment will recur. 
 
36. As before, the basic problem is the on-going discretion of the government as to the 
levels of subsidy. The solution, as discussed below, is the elimination of that discretion, 
possibly through delegation of this decision to an independent authority. 
 

                                                      
27 Gómez-Ibánez points to a cycle of privatisation-regulation-nationalisation suggested by John 
Diandas, former chairman of Sri Lanka’s National Transport Commission. Page 58 and following, 
Regulating Infrastructure: Monopoly, Contracts and Discretion, José Gómez-Ibánez, Harvard 
University Press, 2003. 
28 For example, the reform in the UK initially significantly increased the size of the (explicit) subsidy 
paid by the government to the rail sector. 
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37. In this light it is interesting to note that one of the primary arguments for rail reform 
in Europe was the desire to “depoliticise” the process of setting subsidies. 
 

“One of the most important drivers of privatisation and deregulation [in the rail 
industry] was the expectation that the provision of transport infrastructure services 
would be depoliticised and the implementation of hard budget constraints would lead 
to substantial benefits for the fiscal sector”.29

 
38.  Precisely the same argument was used for the establishment of independent price 
control authorities in Australia. Specifically it was argued that the establishment of the QCA 
would “depoliticise” the price-setting process.30

 
39. Another important point is that delegating responsibility for the level of subsidies to a 
regulatory authority would have a benefit in that it would allow the government to change the 
way in which the subsidies are administered, improving the effectiveness of the government’s 
subsidy spending. 
 
40. Earlier we noted that the inability of a government to commit to a regulated price 
leads to underinvestment and therefore direct government support for investment projects. I 
argued that the same is true for a subsidised industry – the inability of the government to 
commit to a subsidy level leads to underinvestment and therefore direct government support 
to investment projects. Delegating the task of setting the subsidy level to an independent 
authority solves the commitment problem and therefore solves the underinvestment problems 
and removes the need for direct government support for specific projects. Rather than being 
paid to finance specific projects, subsidies for the rail sector could be targeted as part of an 
overall regulatory incentive mechanism. In particular, if the objective of the subsidy is to 
increase the share of the rail mode in the overall transport mix, the subsidy could be targeted 
to freight traffic which is the most “marginal” on the rail mode. 
 
41. Subsidies for general infrastructure are a relatively blunt tool for increasing the share 
of rail in the overall transport mix – after all, improvements in rail infrastructure benefit both 
traffic which is “captive” to the rail mode and traffic which is “marginal” to the rail mode. 
This is particularly the case where there is a dominant train operator using the infrastructure – 
in this case, an improvement in the infrastructure might allow the incumbent train operator to 
increase its margins with little or no modal shift effect at all. Effective targeting of rail 
subsidies, coupled with mechanisms to ensure this subsidy is passed on to consumers (e.g., 
through competition) would allow the government to better achieve its modal-shift objectives 
for a given level of subsidy spending. 
 
42. In other words, the lack of government commitment to a given subsidy level both 
directly causes under-investment by the subsidised firm and causes the government to direct 
its subsidy funding towards relatively blunt and ineffective tools for achieving its desired 
objective, thereby reducing the incentive on the government to subsidise. 
 

Not wanting to throw “good money after bad” 
 
43. As noted above, a second argument why a subsidised industry may observe chronic 
under-investment is that the government may be reluctant to increase the subsidy as long as it 

                                                      
29 ECMT, “Conclusions of Roundtable 129: The Limits of (De-)Regulation of Transport Infrastructure 
Services”, CEMT/CS(2004)32, 24 September 2004. 
30 Queensland Competition Authority Bill 1997, Explanatory Notes. Similarly, Andrew Mitchell, a 
conservative MP in the UK, has argued that the solution to transport problems in the UK is to 
“depoliticise key decisions” in transport policy. 

 10 



believes that the subsidised firm is inefficient and could increase its service output without 
additional funds. In other words, withholding of a needed subsidy might be viewed as part of 
an attempt to create incentives for increased efficiency. 
 
44. As we might expect, the same effect can occur in price regulation. A regulator which 
suspects the regulated firm is inefficient may be reluctant to allow the firm an increase in its 
revenue. In effect, the regulator might argue: “why should we allow an increase in revenue 
when the firm can finance increased output through efficiency enhancements?”. 
 
45. However simply withholding a price increase – or withholding a subsidy increase – 
does not necessarily create incentives for improving efficiency or service delivery. The 
regulated firm could simply respond to the failure to increase prices (or subsidy) by further 
cutting its quality or its investment. 
 
46. Faced with an inefficient firm, the appropriate regulatory solution is not to withhold 
price or subsidy increases but to develop regulatory mechanisms which ensure that the firm is 
incentivised to improve efficiency and service quality and to continue to invest. In effect, the 
regulator must design an incentive mechanism which restores the link between the firm’s 
profit and its efficiency. This may involve rewarding the firm with higher revenue (or higher 
subsidy) for improving efficiency or service quality. 
 
47. This argument suggests that the problem of under-investment in a subsidised industry 
is, in part, the result of a regulatory failure – the failure to establish the right incentives for the 
use of the subsidy funds. If the regulator established the right incentives for efficiency and 
productivity presumably governments would be more willing to provide the needed subsidies. 
 

Do subsidies “crowd out” private investment? 
 
48. A third reason why a subsidised industry may observe chronic under-investment is 
that the subsidised firm may be reluctant to invest in projects in the hope that those projects 
will be funded by the government. 
 
49. Again there is a close analogy here with problems that arise with a price-regulated 
firm. If the level of allowed revenue of a regulated firm depends in part on the assessed future 
“need” for investment, the regulated firm may have an incentive to under-invest (or to invest 
in inappropriate projects), in order to maximise the “need” for investment and therefore the 
level of future allowed revenue. For example, an electricity transmission company may not 
invest in building out transmission constraints today if it believes that it will receive more 
funding for building out the same transmission constraints in the next regulatory review. 
 
50. Similarly, a subsidised firm may be unwilling to invest, or unwilling to invest in 
projects which relieve congestion or improve service quality, so as to strengthen its case for 
greater subsidies at the next subsidy review. 
 
51. Again, the solution is to develop regulatory mechanisms which ensure that the 
incentives to invest are maintained. This will, in part, require decoupling of the level of 
subsidy from the particular investment choices of the regulated firm. 
 
52. Again, we can see that the problem of under-investment can be viewed as a 
regulatory failure – that is, a failure to establish the subsidy/regulatory mechanisms in such a 
way as to ensure an overall efficient set of incentives on the regulated firm. 
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The need for co-ordination between fragmented transport chains 
 
53. Before leaving this section it is worth mentioning another possible reason for under-
investment in a subsidised industry. In some cases, a given project is not the sole 
responsibility of a single level of government but jointly the responsibility of, say, national 
and state government or state and local government. In this case, under-funding can result 
from disputes between government agencies over the appropriate investment project, the 
appropriate timing or the appropriate sharing of funding. Similarly, in some cases the 
effectiveness of a project depends on joint action by different governments – such as a rail 
link to a port which requires investment in upgrades by both state and local government, or a 
rail link between two cities which requires investment by two or more state governments. 
Again, disputes between different governments might delay or under-fund these projects. In 
these cases developing mechanisms for co-ordination between governments along the entire 
transport chain may facilitate investment.31 The Hunter Valley Coal Chain Logistics Team is 
one example of such a mechanism (in this case, involving primarily private stakeholders). 
 

What can be done to solve the under-investment problem? 

 
54. I have argued that the problem of under-investment in rail is linked to reliance on 
government subsidies. The previous section argued why reliance on subsidies may lead to 
under-investment. What can be done to solve these problems? The discussion above suggests 
that following possible solutions:32

 
1. Remove the government discretion over the level of funding for the rail sector; 
 

I have argued that direct government control over funding levels has a similar impact 
on long-term investment as direct government control over prices in a regulated 
industry. Part of the solution must therefore involve the “depoliticisation” of the 
subsidy process through some form of commitment to not directly controlling the 
subsidy levels. 
 
It may be theoretically possible to remove that discretion through, say, a government 
commitment to a long-term subsidy path. But as with a long-term commitment to a 
regulatory price-path, it is likely to be difficult for a government to make a credible 
commitment to a given subsidy path for more than a relatively short period of, say, 
five years. It may be possible to use competitive tendering to commit to a price path 
in the medium term (say up to five years). 
 
In my view, the most promising solution is to delegate the task of setting the subsidy 
level to an independent authority charged with maintaining subsidies at a level 
sufficient to achieve a given outcome (such as maintaining the competitive balance 
with road). 
 
The original reform of the rail sector in the UK did, in fact, involve an arrangement of 
this kind – that is, it delegated a large amount of responsibility for determining 

                                                      
31 The Auslink initiative is intended, in part, to facilitate planning between state and federal 
government. The Exports and Infrastructure Taskforce recommends that “The Dept of Transport and 
Regional Services facilitate the establishment of groups for the coordination of logistics chains of 
national importance”. 
32 There is arguably a need for a preliminary step – that is clarifying precisely why subsidies are 
deemed necessary in the rail industry. If, as argued here, they are necessary to correct under-pricing in 
the road mode, this suggests that the rail subsidies should be targeted to those services which suffer the 
most from the mis-pricing of the road mode. 
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subsidy levels to the Rail Regulator. Under the UK approach, the rail regulator would 
determine the investment requirements of RailTrack which would then affect the 
level of the track access charges. Changes in the access prices, in turn, affected the 
amount of subsidy paid by the government to the train operating companies. In this 
way, the regulator indirectly determined the subsidy payments of the British 
Government. In principle, this system could have allowed the government to remain 
somewhat detached from the process of determining the level of subsidies and how 
the money was to be spent. 
 
In practice, the system turned out to be unsustainable. After the state of the RailTrack 
network became apparent, there was a need for significantly increased maintenance 
and renewal investment. The government could not tolerate very large increases in 
the subsidy demands and eventually effectively renationalised RailTrack. 
 
This experience shows that independent setting of subsidy levels is politically 
sensitive. Possibly, with the benefit of hindsight, the regulator should have shared 
more risk with RailTrack to ensure that the subsidy payments would not balloon (as 
they did) in the event of some adverse outcome. In effect, the regulator did not protect 
the “consumer” (in this case the government) against rapid changes in the price it was 
paying. It is possible that, with the benefit of hindsight, it would be possible to 
develop a regulatory mechanism which placed more risk on RailTrack and which 
insulated the government to a greater extent from rapid changes in the rail subsidy. 
 
Governments are, perhaps inevitably, particularly sensitive as to who has control over 
the “purse strings”. However, government spending in many areas is not precisely 
determined in advance. For example, government expenditure on, say, unemployment 
benefit depends on the number of unemployed which is not known with certainty in 
advance. In the same way, under this proposal the government would not necessarily 
know with certainty the level of the precise level of subsidy for the rail industry. 
However, with an effective regulatory mechanism the government may be able to 
develop confidence that the subsidy demands are reasonable and are being efficiently 
utilised. 

 
2. Treat the provision of subsidies in the same manner as a sophisticated regulatory 

problem with the same concern for the establishment of the correct long-term 
incentives 

 
I have argued that achieving efficient levels of productivity, service quality and 
investment in the rail sector requires not just efficient levels of subsidy but also 
effective mechanisms to ensure that rail providers have an incentive to improve 
quality, efficiency and to continue to invest. The subsidy problem should be treated in 
a manner analogous to a classic regulatory problem. This may mean establishing 
more sophisticated regulatory devices such as benefit sharing arrangements or 
yardstick competition.33

 
In particular, once the government has committed to a given subsidy level by 
delegating the task to an independent authority, it may choose precisely how the 
subsidies will be implemented. In particular, the rail subsidies could be targeted to 
reduce rail freight tariffs for certain categories of end-users – particularly, those 
categories of rail freight which are most marginal on the rail mode and which are 
most likely to respond to changes in the rail freight price through increases in rail 
volumes. 
 

                                                      
33 The ECMT discussed the benefits of competition in CEMT/CS(2004)32 cited earlier. 
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Furthermore, it is likely that this regulatory task is likely to be further enhanced by 
permitting competition in the provision of train services. Such competition has 
several advantages. First, it reduces the risk that rail subsidies will simply enhance the 
returns of train operating companies, without being used to enhance infrastructure 
provision. Second, it improves the incentives for efficiency and innovation in train 
services, reducing the burden on the regulatory regime to deliver these incentives. 
Vertical structural separation may also have a role to play in facilitating such 
competition. 
 

Conclusion 

 
55. In summary, chronic under-investment seems to be a feature of rail networks which 
rely on external funding. I argue that the basic problem is that the task of subsidisation has not 
been treated by governments as a regulatory task. As a result, governments have retained 
direct control over subsidy levels, even though they have for some time delegated direct 
control over price setting in other industries to independent bodies. In addition, governments 
have not given attention to designing incentive mechanisms to ensure desirable outcomes in 
subsidised sectors, as have been adopted in other regulated industries. As a consequence, 
subsidised industries have suffered from chronic under-investment. The experience in the UK 
suggests that delegating control over subsidies to an independent body is politically sensitive 
but the difficulties are not necessarily unsurmountable. 
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