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COMPETITION POLICY AND ACCESS TQ THE RAIL INFRASTRUCTURE
OVERVIEW

New South Wales (NSW) has the largest passenger and freight rail system in Australia,
The dominant operator is the State Rail Authority (SRA), which Is fully owned by the
NSW Government. The Government also owns the State Transit Authority (STA) which

aperatas public buses and farries within the metropolitan areas of Sydney and
Newcastle.

Reform of the transport industry is progressing on a number of fronts. Measures
include assumption of regulatory responsibllity for rall and passenger safsty by the
Department of Transport, provision of a commaercial orientation for the SRA and STA,
growth of new operators on the rail network (such as the National Rail Corporation),
establishment of a community servicas obligations poliey and creation of infrastructure
access arrangements,

An important reform consideration Is the recent campetition policy decision of the
Council of Australian Governments (COAG). The implementation of the national
competition policy is a major challenge for all Australian public enterprises. Elements
will include exposure to the requirements of the Trade Practices Act and the
introduction of principles for competitive neutrality.

Tne decision will also require other opsrators tu be provided with access to essential
facilities (including raill infrastructure). Critical access issues include the terms and
conditions on which access Is granted. NSW experience Is that developing policies and
structures ta suppart those principles is also relevant. For example. to ratain
coherence in owverall rail policy directions consideration must be glven to asset
valuation, the expectations by Government as to tha parformance of its entitles, and
the accounting systems and data structurss within rail authorities.
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1.  BACKGROUND
NSW POPULATION

NSW In the main is a sparsely settled area. Some 6 milllon persons live within its area
of 800,000 square kilometres, However, within its borders the population is heavily
concentrated around Sydney which with 3.7 million people Is in international tarms a
larga and sprawling clty. A further 0.6 million persons live in the two othar associated
urban areas of Newcastla and Wollongong.

Beyond Newcastle and Wollongong some areas of the stata, notably the north coast,
enjoy rapid population growth - albelt from low bases. Demagraphers also comment
on the increasing proportion of retirees moving to those areas.

These population factors presant saveral challengos to the development of transport
in NSW. They give rise to three distinct types of passenger transport issues;
metropolitan, travel to or from Sydney to regional centres, and rural travel,

STRUCTURE OF PUBLIC PASSENGER TRANSPORT IN NSW

The public passengar trangport industry in NSW can be segmentod by modes. This
modal scgmeontation is buttreased by modal specific involvement by Government in the
forms of public authorities and regulations, ;

Rail transport is dominatad by the SRA. Tha relevant passenger segments are urban
passenger services, provided by the CityRail division, and rural and interstata sarvices
provided by the Countrylink division. In addition the SRA has a frelght division in
Freight Rail.

CityRail, by any international standards, is a large metropolitan rail carrier. In 1893.94
it carried 235 million passengers. Countrylink carried 2.3 milllon passengers for 850
million passenger kilometres.

Bus and ferry scrvices are offerad by the STA and by private operators. The STA
operates bus and ferries in the Sydney and Newcastle mettopolitan areas and in 1993-
94 It carried 189 million passengers on buses and 14 millilon passengers on ferries,

Together the public transport authoritiss ara espaclally important tn tha businass
functions of the city. Around 80 per cent of workers use public traneport to got to the
central business district.

Private bus services operata, under licence from the Department of Transport, in some

parts of the Sydney matropolitan area, and regional centres. There are a limited number
of private ferries in NSW,

It would be rcasonable to say that there is still considerable room for improving the
business operations of the SRA and STA. Recant reviews show there is scope for the
authoritles to prograss to operate at warld best practice standards; corporate planning,
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banchmarking and reporting activities are directed at this end. Community service
obligation contracts hetween tha authorities and the Department of Transport will
gradually improve the commerclal focus. Aleo the transfor of safoty regulation to the
Department will allow the organisations to concentrate on operations within the
regulatory environment rather than having a conflict of Interest in being a self
regulator. Such initiatives alm at changing the underlying focus of the organisations,

POLICY OF NEW NSW GOVERNMENT

A ncw Govornment came to office in NSW in March. It is a signatory to the Arpril
1995 COAQ National Compstition Policy Agreement. Conglstent with the requirements
of that agreement the Government will be implementing some changes to
arrangements for the SRA and STA,

SOME ISSUES
Externalities

It is important to recall the three typical types of NSW passenger journeys - travel
within the Sydney matropolitan area, travel between Sydney and reglonal centres, and
rural travel.

In Sydney a key Issue is the impact of private vehicles on the quality of life. Sydney
as a whole, like other largae citles, suffers from the strong preference of people to use
cars. The Industry Commission reported that cars have a modal share of 84 per cent
compared with 13 per cent for public transport. The community bears axternal costs
over and abave those borna hy motarista from this usags including costs of road
accidents, congestion and pollution,

In economic terms, the presence of such externalities may mean that society would
gain from a reduction in personal car use. To the extent that public transport provides
a substitute for car use, this gives rise to an economic justification for government
subsidy payments to public transport.

Mobility

QOutside of Sydnay car externalitles are perceived to be much less of a problem.
However, mobility - the need for same people to use a car to move from one place to
another- is anissus. This nead raflacts an Inability of public traneport to cater for the
demands of all possible passsngers. This is also an issue in parta of Sydney. Low
population densities render public transport services uncommercial; patronage is so
diluted that publie transport would he provided at a loss irrespective of fare levels,

This gives rise to a social mobillty argument for government involvement in public
transport.

Distributional goals

The Government does, of course, set other goals for public transport. These Include
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asslstance - an implicit redistribution of society’s resources - to certain groups in the
form of concessions (g the unamplayad, agad pansinners ate), Clearly there is some
overlap betweon theso goals and economio, mobility and dietributional goals.

THE RESULTING GOVERNMENT lNVOL\iEMENT

Government payments for public transport in NSW are therefore directed to two goals -
to lessen the external costs of the alternative arrangements mades (eg the car) and to
promote soclal policy objectives. The community, through the NSW Government,
devotes considerable resources to these goals (Table 1). Some 7.5 per cent of Budget
expenditures goes to public transport and nearly half of this Is in the form of transport
concessions.

TABLE 1 NSW GOVERNMENT EXPENDITURE ON PUBLIC TRANSPORT

1994-95 Budget % of total
A m
By trangport operations
SRA 549.6 (1) 36.1
STA 162.0 10.0
Private 315.8 20.7
Tatal 1017.4 66.8
SRA capital grants 505.6 33.2
Total Including SRA capital 1523.0 100.0
By payment type
General payment to SRA/STA (2) 173.4 13.6
Concessions for travel on
SRA/STA 285.6 22.5
Private services 303.8 24.1
Total concessions 691.4 48.6
SRA capital 505.6 39.7
Total of above 1270.4 100.0
Compared with NSW Budget
Public Transport 16230 - 15
Tctal Budget 20244.3 100

FOURTH INTERNATIONAL CONFERE
454 ERENCE ON COMPETITION & OWNERSHIP IN LAND PASSENGER TRANSPORT



Notes:

(1)  Includas paymants to freight

(2}  Includes payment to mest operating losses.

Sourcs: New South Wales Budget Information 1994-95, Budget Paper No.2,

These budgetary allocations do not always inciude all tha rosts assoclated with the
provision of public transport such as the full depreciation of assots, accrued unfunded
liabilities, opportunity costs of providing Infrastructure, and costs of colleutmg taxes
to support the expanditures.

Monopolles

Most public transport services in NSW are provided by monopolics. Rail transport is
provided by the SRA. The SRA holde a monopoly by virtue of ownership of rail track,
and until recently, rights to use that track exclusively, Bus services are provided under
exclusive franchises. These are awarded by the Department of Transport to the STA
and to prlvate operators,

There are certain conditions in transport and associated markets which lend themselves
to a high degrae of concentration and monopoly. That is a single firm may be the most
efficient form of service provision. For example, there are large economies of scale
and natural entry barriers to the rail transport industry. Rolling stock and maintenance
facilities are a high capital cost. Moreover, only one organisation can own a certain
stretch of rall track.

In addition, Governments impose direct barriers to entry to some markets. For
example, exclusive area franchises for bus services. Also, Guvernments Introduce
indirect barriers to entry through funding arrangements. For example, it would be
difficult for any operator to compete with the SRA when it is contracted to the
government for the provision of community services.

2. NATIONAL COMPETITION POLICY

WHAT IS COMPETITION?

In the pubiic transport sense, competition means that there is a possibility that ona or

all of savaral firms may provide a service to transport customecrs. The firms compets
for customers.

Trade practice lawyars can attest to the fact that the presence of two or more firms
in a single market doas not necessarily mean that there is compstition. Also, tha fact
that there is a single service provider doas not maan that it faces no competitive
pressure; there may he numarous firms willing to and who would onter eg. if prices
incraased, or if service quality fell.

A lot of the pu_bllc debata about competition centres around the reduction in costs of
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providing services. The hope, and a source of dabate, is whether thesa cost reductiona
actually flow to consumears, or whether thaey are retained in the firm or siphoned off
elsewhere.

However, from the public transport point of view, competition is wider than cost
reductions. It is important to bear in mind customer parcaptions of competition. To
the customer, competition means choice. Simplistically, competition i good if it
increases choice. A price fall is one mechanism for this - because the customer can
buy more of tho scrvice (or other things). But there are slso other mechanisms; eg.
competition may be avidanced through additional or improved services..

Most discussion of competition within transport refers to compatition within markets.
The debate there is about which market structure, and what type of conduct within
that market, can deliver to customers the most choice. The general presumption
appears to be that tho less regulated the market, the bettsr wiil be the competition.

Agaln, it Is useful to look at this from the customers’ perspective. an this raises the
key issue of "who are the customers?". First, and most obviously passengars are
customers. Passengers pay fares and are provided with travel services. The gencral
presumption appaars diractad at this cage.

Second, and less obviously, Government (on behalf of the community) may be a
customer. The NSW Government makes large community service payments to
transport operators, In return, the Government, and the community, are provided with
services which promote economic and social goals. in thie respect the Government is
also a customar, indeed a very big customer, of organisations like the SRA and STA.
The general presumption necds careful interpretation hers, as increased intervention

in the market - price and quality regulation - may be desirable for social and econoric
reasons eg. price regulation via com petitive benchmarking for a natural monopoly.

Competition may relate to operators compating for fars paying passengers as well as
competing for government community sarvice payments. Competition should be
targeted at all aspects including scrvice quality.

Third, customers can be efther end users (passengers and governments as above) or
producers - in the case of the sale of an intermediate good - like services used by rail
operators; fuel, crewing, locomotives, wagons and rail accass. Tha structure of
competition In tha markets of these intermediate inputs can have important effects on
competition in the downstream markats eg. for passengers.

The downstream and upstream nature of many transport activities gives rise to
consideration about the costs and bensfits of vertical Integration.

Economic theory points to certain cases whera thare are difforont types of results from
cartain structures. For examplo, in the case of a natural monopoly a single firm can
deliver services at the lowest cost. But this may require vertical integration. Or firms
may adopt “strategic behaviour" and not supply any services to a market until
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compatition within that market is limited. The problem is that attempts to creats
competition, by outlawing vartical intagration or complate deragulation may result in
lcss - not more - choice to the customere.

The nature of transport operatlons varles significantly across modes. For example, rail
services have higher natural barriers to entry than bus services (eg the capital cost of
a locomotive and carriages is substantially higher than the capital cost of a bus).

Algo the nature of aggregate custcmer demands varles. For example among regions
or “origin-destination® pairings. Passengers in ono aroa may rcact more significantly
1o price changes, or to changes in service levels, than in another.

The optimal degres and type of competition can vary significantly according to these
charactaristics. The higher natural entry barriers in rail might justify less visible
competition than buses. But thare may be a greater need to ennsider alternatives like
how to introduce compotitive pressurcs among the providers of inpute to the rail
industry In conjunction with competitive henchmarking.

The bottom line of these complications is that competition is not an end in itself and
should not be introduced without firm consideration about the particular market and
customers which wounld ha affactad - a "raality chack".

Competition can be viewed as a process rather than an output. The process should
seek 10 maximise choice available to end users - to passangers as customers, and to
govermnments as customers,

COAQGR AGREFMFNT

The Commonwealth and each Australian State Covernment agreed in Aprll ta
implement a national competitlon pollcy. Relevant provisions of the agreement touch
on almost every aspect of SRA and STA operations.

One major aspact is that thara is to be a program of ragulatory raview out to the year
2000. Noto that thie tiee in with the Idea of a “reality check". If ragulations are ssen
as the best method of providing a net bensfit to the community then exemptions may
be provided to maintaln such regulatory structures. However, in gensral a principle will
be that regulations should not restrict competition.

Publie autharitias like the SRA and the STA will be subject to the Trade Practices Act.
Governments have agreed to put to their legislatures legislation which extands the
Completion Code (including the Trade Practices Act) to all persons within thelr
legislative competence.

The Trade Practices Act has provisions which seek to reduce anti-compstitive
bahaviour in markets. Such bahaviniir might includa prica fixing, collusive activity,
misuso of markst powar, exclusive dealing, and acqulsitions that would rasult in a
lessening of competition. It will be possible for Governments to seek public interest |
examptlons for some actlvitles which would otherwise be held to be anti-compstitive.
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There Is also an intention that public enterprises should face the same constraints and
opportunities if they ara to faca compstition from private firme - the competitive
neutrality principle. Individual governments (like the program of regulatory reform) are
free to dotormine their own agenda of applying compsetitive neutrality arrangements,

- This may involve tax equivalent payments, debt guarantee fees or just application of
regulations that may apply to the private sector.

A further area touched by COAG Is structural raform ie. the shape and role of
organisations. It should be stressed (despite some of the publicity) that individual
governments ara free to dctermine their own agendas for the stiuctural reform of
organisatlons. Governments shouki consider the remaval of regulatory responsibliity
from operating entities. This has basically bean completed in NSW with the rail and
passenger safety ragulatory role being placed with the NSW Department of Transport.

Governmenta may consider the vertical integration issue; separating naturally
monopolistic slemeants of an organisation from potentially competitive. An sxample
would be the organisational separation of rail infrastructure from above rail operations.
There is & need to have accountlng separations in place as well as arrangements for
access (to be discussed in the next section) but there Is no requirement to structurally
separate,

(Rovernments may also consider the necd for rogulatory oversight of prices charged by
monopolies.  Already in NSW passenger service prices are reviewed by the
Government Pricing Tribunal, The COAG agreement may provide scope beyond this -
for example, to the ovarsight of intermediate input prices.

3 T0T IL INFR

COAQ REQUIREMENTS FOR ACCESS

One of the most interesting parts of the COAG agreement ragards aceass to assantial
facilities. COAG agreed that the Commonwealth will lagislate to establish a regime for
third party access to significant infrastructure facilities. The relevant facilities are those
important ta competition in other markets (ie. aie intermediate inputs), would be
difficult to replicats, and are of natlonal significance.

The Commonwealth regime is generally not intended to cover a facility for which a
state has in place an appropriate access ragime. That ls, if the state has an
appropriate regime for access to certain infrastructure, then the Commonwealth regime
would not apply. However, if the state dces not have an appropriate regime, the

intention is for the Commuonvveadlth’s regims to apply to essential facilities ete, virtually
as a default. .

Most states would intand to put in place there own regulatory regime for access. In
NSW it is likely that the brief of the NSW Pricing Tribunal will be extended to cover
access pricing to esscntial facilitles.
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The basic idea behind thls aspect of the COAG agreement appears to be the
anhancemant of praspects for competition in markets dominatad by a vertically
intograted firm. Tho COAG agrooment (wlsoly) was not definitive on the terms and
conditions an which access Is to be avallable; issues such as price, time and priority.
However, it wouid seam that COAG's intentlon could only be effected fully If the terms
and conditions faced by an outsider (ie. the non-owner of the infrastructure) would be
roughly the same as those which the infrastructure owner would “place on itself” in
the ordinary course cf business. For example, if the infrastructure owner wollkd charge
itealf $1 per hour to use the facllity, the access chargs to outsiders ehould also be in
the reglon of $1 par hour.

Hence for the rail industry, whilst structural separation is not a necessary under the
COAG decision, it is clear that there Is a requirement for a clear accounting separation
of infrastructure from above rail operations. This could be gean to be equivalent to the
1991 European Community directive. That directive requires accounting separation but
structural separation is not necessary although Britain and Sweden have taken that
approach.

NSW APPROACH ON RAIL ACCESS

The NSW approach ig to establish an infrastructure unit within the SRA which is
responsible for nogotiating access to tho infrastrueture. The unit is required under the
compelition policy arrangements to consistently apply the access airangsments aciuss
all operators including internal operators. The unit will conform to the COAG
Agreement eg. it will have separate accounts and deal among partles on a non-
discriminatory basis.

This is a significant challenge as essentlally thero aro only very gencral internal access
arrangements in the SRA at present. The new approach will require the SRA to make
significant Improvements in cost and ravenue |dentification and allocation, data capture
and collection, negotiation and contract documentation, and accounting practices.
These changes will need to be mads in all major areas of the SRA; on SRA Corporate
and an each of SRA’s business divigions (CityRail, Fraight Rail etc).

NSW has not chosen to have a separate infrastructure authority because in the end it
is not expected that there will be many third party operators and ferced separaticn may
risk disaggregation penalties. There are economies of scale available from integrating
rolling stock and rail track investment decisions.

It is cortainly not expected that there will be muitiple passenger operators competing
on a single fine in the urban area. However, this does not obviate the need to put in
place access arrangements for the urban network. Baslcally all major freight
movements in NSW are joint users of infrastructure with passenger services. One
major freight operator, the Natlonal Rail Corporation, moves right through the CityRail
natwark and will raquira a commarcial accass framawark within manths. It may
eventually be the ability to pay access prices which will determine train priority
between freight and passenger movaments,
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ACCESS PRICING

Considerable conslderation has been given to a methed for determining access prices.
Similar thinking has been undertaken in other states and at the Commonwealih level,
Initlally some of those involved hoped for a fixed formula approach which could
consistently be applied across operatars and across the network. Such an approach
was soon seen to be impracticabls. i

Tha rall network has a wide variance in profitability, Some lines are profitabls whilst
others require slgnificant community service payments just to keep up maintenance let
alone achieve a return on capital. The intarconnectedness of lines - in a network -
presents a real problem to the proponents of fixad formula pricing. A key difficulty
with network pricing is the assignation of joint costs; fixed formulas tend to lead to
usage and Investment patterns which ara inafficient in aconomic terms.

Without a fixod approach to pricing the alternative is commercial negotlation. The
infrastructurs unil will therefore have a commercial charter and will negotiate with all
potentlal operators, If any particular operator considers themselves to have been
discriminated against in the negotiations then they will have recourss to the regulator.

Consistent with the COAG Agreemaent, such negotiations will naad to be within certain
parameters, At a minimum the infrastructure unit will be required Lo recover its annual
cash costs, For some of the marginal lines cash cost recovery will probably be the base
position. Other lines will bring an above cash cost return on the assats.

A maximum has not been determined, although there is considerable economic
literature on this point. Some of this refers to maximum prices as being set with
reforence to benchmarked costs, or on a CPl-x formula. The probleins of price
regulation which use these are foundations are well known and common to many
industries.

Howaever, same of the literature also refers ta maximum pricas heing sat with referance
to assat values. The application of this is more problamatle in the rail industry where
the worth of assets is not always closely related to their values.

ASSET VALUATION

In economic and accounting terms prices {more precisely ravaniies) and asset valuation
are linked. One way of meaguring an assat’s value is to look at its expected price
(revenue) earning potential. Prico ragulators can view this as setting the asset’s value
at some arbitrary level (eg. depreclated replacement value) and limiting prices so that
sxpected revenues equal that value.

For rail access this argument would run that access pricas shauld be limited with
referanca ta the depreclated replacemeant value of the infrastruoture and corridor,

Unfortunately, in many cases, no acuess price could yleld revenues at artywhere near
such a paint. The depreciated replacement value cannot be realised. Importantly in
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rail there is no real option which would allow set asset values to drive access prices.
In fact the reverse is more the casa. If access revenus is insufficient, ag determined
by a nagotiated approach, the assat valuas or target rate of return against those values
may need to be reconsidered. Then the regulator’s job is problematic,

In the case of the passenger system there is a risk that the significant government
contributions may be allowed to feed a circular flow of ¢ash that is sustaining higher
than necessary asset valuas. Wa see little point in establishing a high rate of return on
potentially high depreciated replacement values. Whilst Roma incantive for managars
of infrastructurs needs to be provided it is somewhat pointless to circulate governmont
funding only to latter recoup the halance as dividends. It Is worth noting that such an
approach - artificial buttressing of asset values - may minimiss track usage and limit
the potential for competition on rail tracks.

Australian governments have produced a draft report on assat valuation for
government trading enterprises. This report, which assantially advocates the use of
depreciated replacement valucs, is currently being reconsidered in light of the possible
impacts for enterprises like rail authorities,

There is increasing acceptance that there is a difference between say an electricity
supplier which can essentially manopoly price and a rail authority which firstly has a
‘wifa varianca In anmmereiality, sacondly has businesses which are sither marginally
cammarcial or only profitable with the assistance of community service payments from
govemments, and thirdly provides broad compstition - from society’s polnt of view -
to road transpart.

4, SUMMARY

This paper has attampted to provide an overview of the arrangements for public
passenger transport in NSW. Competition in our transport sector is not seen as an end
but as a process which is considerad on its merits for individual markets. There are a
number of aspects of land transport sectors, particularly rail transport, which
enmplicata the appliration of compeatition principles.

The recent COAG decision will bring major changes including the application of th2
trade Practices Act to public transport authorities. Competitive neutrality issues are to
ba addressed and in the case of rail access an external market will need to be

established for a service which assentially has never been provided axplicitly in intarnal
markets.

Access pricing for infrastructure will in NSW bLs a negotiated approach which Is not
driven off lisicrical or replacement asset values. There will be a requirement for the
application of thasa pricing arrangements to be ahle to withstand regulatory scrutiny
by competition palicy authoritles. All in alf an environment of significant change.
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