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Overview
• Is there a problem of chronic under-investment in rail?
• What is the primary cause of chronic under-investment in 

rail in Australia and overseas?
• Is there a link between subsidies for rail services and a 

pattern of chronic under-investment?
• Why does reliance on subsidies lead to under-investment?
• What can we learn from the theory of regulation that will 

help us understand the link between subsidies and under-
investment?

• What does this approach tell us about how to address the 
problem of chronic under-investment in rail?
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Is there a problem of under-
investment in rail in Australia?

• What do I mean by “under-investment”?
– There is “under-investment” if there are socially-valuable investments in 

rail which are not carried out in a timely manner (c.f.: over-investment)
– A low level of investment does not necessarily imply under-investment 

(in a declining industry it is not privately or socially efficient to invest).
• There has been a significant recent concern with export 

infrastructure bottlenecks
• Capacity constraints have emerged in the coal 
transport infrastructure of QLD and NSW

But this is not necessarily a sign of under-
investment…

- Capacity constraints can emerge when 
demand is volatile even in a fully-optimal 
expansion path…
- In fact, there is on-going significant 
expansion of capacity in both states
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Is there a problem of under-
investment in rail in Australia?

• For many years concerns have been expressed about under-investment in the 
rail network in Australia…

• Commonwealth “must address the chronic deficiencies in the national track 
infrastructure and must, as a matter of urgency invest in the national track”. 1998 
House of Reps Transport Committee

• “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 “ AusCID 2004

• In many other countries there have also been repeated concerns about chronic 
under-investment…

• “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 2004

• Similar concerns have arisen in the US (Amtrak), Sweden, Ireland, Korea, China, etc.
• I will make the working assumption that there is under-investment in some 

parts of the rail network in Australia… (and in many OECD countries).
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What is the primary cause of under-
investment in rail?

• Is the under-investment in rail primarily due to poor or 
imperfect regulation?
– Bad regulation can lead to under-investment or mis-investment in a 

variety of ways (can also lead to over-investment);
– Regulation may be impacting on investment decisions in some parts of 

the network today;
– But explicit regulation is a relatively recent phenomenon in Australia 

and under-investment seems to have been occurring for many years
– Under-investment also seems to have occurred in many countries 

overseas in a wide variety of regulatory / governance arrangements
• Conclusion: it is hard to argue that poor regulation is the 

primary driver of historic long-term under-investment in rail.
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What is the primary cause of under-
investment in rail?

• Is the under-investment in rail primarily due to vertical 
separation?
– Vertical separation definitely can affect the incentives to invest;
– But, again, vertical separation is a relatively recent phenomenon –

under-investment occurred for years when the rail industry was fully 
integrated.

– In Australia there is no obvious correlation between vertical integration / 
separation and under-investment

• Engineers Australia (2004) rates the non-coal regional network in QLD as 
D+ and the coal related parts of the network as B+, despite the fact that both 
are vertically-integrated; There is significant on-going investment in the 
coal-transport networks in NSW which are vertically-separated.

– In other countries under-investment has been a problem  in vertically-
integrated systems; under-investment does not appear to have been 
worsened by vertical separation (e.g., UK and Sweden).

• Conclusion: structural separation does not seem to be the 
primary cause of under-investment in rail…
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Is there a link between subsidies and 
chronic under-investment?

• There does seem to be a correlation between the provision of 
government subsidies and a pattern of under-investment

– For example, in Australia:
• The self-funding Pilbara iron-ore rail networks achieve world-best levels 

of productivity and have rapidly expanded capacity whereas the 
publicly-funded parts of the rail network have often been criticised for 
under-investment and poor service quality.

• The Central QLD coal trains (which are self-funding) were rated A- by 
Engineers Australia and the MEL-SYD-BRI interstate line (which has 
received significant government funding) is rated F.

– In other countries:
• The privately-owned and self-funding US freight railways have invested 

heavily in technology to improve productivity, whereas government 
Amtrak has often been accused of under-investment.

• Are subsidies the cause of chronic under-investment?
– (I will assume that subsidies have an on-going role in the rail sector)
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Is there a link between subsidies and 
chronic under-investment?
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The link between regulation and 
subsidisation

• From the perspective of economic 
theory there is a close link between the 
task faced by a government in 
controlling the prices of a firm and the 
task the government faces in efficiently 
subsidising a regulated firm

– In both cases the government wants to 
achieve a certain level of prices and service 
volumes, while preserving incentives for 
productive efficiency, innovation and 
investment

– As a result there is a close analogy between 
the way we should approach regulatory 
problems and the way we should approach 
subsidy problems…

Government

Regulation 
incentives

Subsidy 
incentives

Firm

Outcomes: Prices, service 
quality, investment, innovation
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Lessons from price regulation (1)

• One of the lessons from regulation is that when a 
government has direct control over prices it finds it difficult 
to commit to maintaining a given regulated price level into 
the future

– Once a firm makes an investment there is a risk the government will 
cut the regulated price for political reasons (or disallow a price 
increase)

– As a result there is a disincentive on the regulated firm to invest
– This leads to periods of declining service quality and increasing 

capacity constraints
– Eventually the declining service quality and quantity triggers a

political crisis leading to a reform/overhaul and higher regulatory 
prices – starting the cycle of under-investment again

– The government could seek to alleviate the under-investment 
problem by directly funding some infrastructure itself.
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Lessons from price regulation (1)

• The same is true for subsidies – if a government has direct 
control over subsidy levels it has difficulty committing to a 
path of subsidies into the future

– Once a firm makes an investment it cannot be sure that the subsidies 
will continue (or will increase with inflation)

– As a result there is a disincentive on the subsidised firm to invest
– This leads to episodes of declining service quality and increasing 

capacity constraints
– Eventually the declining service quality triggers a political crisis 

leading to a reform/overhaul and higher subsidies prices (as in the 
UK and Sweden) – starting the cycle of under-investment again

– The government could seek to alleviate the under-investment 
problem by directly funding some infrastructure itself, but this
politicises the investment allocation decisions…
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Lessons from price regulation (2)

• The solution, of course, is to delegate the responsibility 
for setting prices and/or subsidies to an independent 
authority.

– This allows the government to commit to setting a reasonable 
long-run level of prices and/or subsidies to facilitate long-run 
investment and planning …

– In Australia, the Act establishing the Queensland Competition 
Authority explicitly states that an objective is to “depoliticise”
the price-setting process (QCA Bill 1997 Explanatory Notes)

– The same objective has been present in rail reforms:
“One of the most important drivers of [regulatory reform in the rail 
industry] was the expectation that the provision of transport 
infrastructure services would be depoliticised”

(European Conference of Ministers of Transport).
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Lessons from price regulation (2)

• Furthermore, a regulator may be reluctant to allow a firm 
to increase its regulated prices if it suspects the regulated 
firm is inefficient…

– However, simply withholding a price increase does not necessarily 
create any particular incentives for efficiency – the firm may 
respond by cutting service quality or investment

• In addition, where the revenue allowance of a regulated 
firm depends on the assessed need for new investment the 
regulated firm may deliberately delay or defer investment 
to increase its revenue allowance in the future

– In this case the regulatory regime itself creates incentives for
under-investing or mis-investing…
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Lessons from price regulation (2)

• The same issues arise with subsidies: A government may 
be reluctant to increase the size of a subsidy if it suspects 
the subsidised firm is inefficient

– The problem is that simply withholding subsidy revenue does not 
necessarily create any particular incentives for efficiency – the 
firm may respond by cutting service quality or investment

• In addition, where the size of a subsidy depends on the 
assessed need for new investment, the subsidised firm may 
deliberately delay or defer investment to increase its 
subsidy in the future

– In this case, again, the subsidy regime creates incentives for under-
investing or mis-investing…
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Lessons from price regulation
• Viewing the subsidy problem as a regulatory problem 

reveals several reasons why we might expect to see 
under-investment:

– When a government directly controls subsidy levels it cannot 
commit to a long-term subsidy path, which leads to under-
investment and periodic crises (and politicisation of the process)

– Governments are reluctant to increase the subsidy to an 
inefficient firm even if there is a demonstrable need for new 
investment, but withholding subsidies doesn’t create incentives 
to invest…

– If the size of the subsidy depends on assessed need for new 
investment the subsidy regime creates incentives for the 
subsidised firm to deliberately under-invest…

• Solution is to delegate the task of determining the size 
of the subsidy to an independent authority and to 
administer the overall subsidy in a way which pays close 
attention to the incentives created…
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Lessons from price regulation
• Governments have for a 

long time delegated the 
regulation task to an 
independent authority and 
should probably do the 
same for subsidies:

Government

Regulation incentives Subsidy incentives

Firm

Outcomes: Prices, service 
quality, investment, innovation

Independent 
authority
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Lessons from price regulation
• Governments have for a 

long time delegated the 
regulation task to an 
independent authority and 
should probably do the 
same for subsidies:

Government

Regulation incentives Subsidy incentives

Firm

Outcomes: Prices, service 
quality, investment, innovation

Independent 
authority
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Conclusions
• There appears to be a widespread problem of chronic 

under-investment in government-funded rail systems 
across the OECD

• I argue that the primary cause of this under-investment 
is the way these countries have approached 
administering these subsidies

• By viewing the subsidy task as a “regulatory” problem 
we can see that there are several flaws in the ways the 
mechanisms for administering the subsidies have been 
designed

• In particular,
– Subsidy levels should be set by an independent authority
– the subsidy mechanisms should be carefully designed to 

maintain the overall incentives for efficiency, innovation and 
investment.
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Abbot Point Coal 
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Hay Pt/Dalrymple Bay Coal
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Newcastle Coal
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Breakdown of retail charges: New Zealand 


