9%

o

| XXX
i

L7 ]

D

TSN

@ |

] l
v‘ I w W
) L+
s I 1] b
LN IR BTN AT TN o M
k. AR .

SETATATE LRATLTAT. aEATATLE TAE
s B R

¥ =

e — W

STRATEGIES TO INCREASE RAILWAY’S

SHARE IN FREIGHT TRANSPORT IN INDIA
Rail Freight Tariff Policies

Volume 3

THE ENERGY AND

.
, ; ton
L\&Q RESOURCES INSTITUTE

Creating Innovative Solutions for a Sustainable Future

























































































































Price Responsiveness of
20 Major Commodities

20.1 Declining Average Lead

Indian Railways has been witnessing a declining trend in average lead for its freight operation as depicted in
Figure 5. Over the three decades, average lead has fallen from 711 kilometres in 1990-91 to 578 kilometres in
2021-22. However, a careful look shows that the 1990s marked declining lead, followed by increasing trend in
the 2000s, again a declining trend in 2010s. Historically, with increasing industrialization, the manufacturing
and consumption centres started moving closer to each other, leading to decline in lead. Further, economic
liberalization and withdrawal of uniform pricing system in cement and steel also changed the freight
movement pattern.

Figure 6 depictsthe average lead of different commodities. The declining trend observed (forall the commodities
combined) in the last two decades is mainly due to the declining lead observed for coal, accounting for 33-
48% and 42-50% of NTKM and tonnage, respectively.

The falling trend in average lead for coal transport since 2011-12 can be attributed to: (i) “...a one-time effort
towards coal linkage rationalisation and also due to falling power plant load factors (PLFs)” (Kamboj and
Tongia, 2018); and (ii) push for pit-head and port-based thermal power plants (with the National Electricity
Policy of 2005 and formation of synchronous national power grid).
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Figure 5: Average lead (1990-91 to 2021-22)

Source: Annual Statistical Statements (IR, various issues)
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Figure 6: Average lead of different commodities (2001-02 to 2021-22)

Source: Annual Statistical Statements (IR, various issues)

20.2 Freight Rate and Demand Relationship

From the general principles of economics, a ‘normal good’ exhibits a downward sloping demand curve,
signifying a negative relationship of demand with prices. The annual movement of freight demand (in NTKM)
and the corresponding freight rates (paise/NTKM) are depicted in Figure 7.

Though the average freight rate over years has increased (see the average rate at current prices in Figure 7),
it has failed to keep pace with inflation. Thus, the real value has declined over years (see the average rate at
constant 2011-12 prices).” The relative movement of the rates (at constant prices) and the NTKM demand
confirms the negative relationship between the two. A linear regression (log-log model) of NTKM on average
freight rate and sectoral GDP (of agriculture, industry, and construction) reveals a freight rate elasticity of
-0.3560 for overall NTKM. So, a percentage increase in average freight rate (measured at 2011-12 constant
prices) decreases the average NTKM by 0.36%. Thus, at an aggregate the commodities moved by the railways
are price inelastic (as the magnitude of elasticity is less than 1). Presently, IR transports bulk commodities
classified under 10 groups. Though at the aggregate level there is a negative relationship between the freight
rate and demand, it is worthwhile considering the impacts of changes in freight rate on demand for each of
these commodities (and the magnitudes of their price elasticities).

Figure 8 provides the revenue distribution of IR across different commodities since 2007-08 (at constant 2011-
12 prices). Total revenue from freight traffic was INR 635 billion in 2007-08, which grew at an annual 2% rate to
reach INR 869 billion in 2021-22. The peak earning of INR 910 billion was achieved in 2018-19.

> Higher values of average rate at current prices than at constant 2011-12 prices after 2011-12 are due to base effect.
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Figure 7: Relative movements of freight rate and NTKM

Note: Average freight rates at constant (2011-12) prices are calculated based on the GDP deflator for each year (ratio of current to

constant GDP)
Source: TERI's estimate based on Annual Statistical Statements (IR, various issues), National Accounts Statistics (various issues) and
RBI(2017)
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Note: Commodity classifications were changed in 2007-08. All figures at 2011-12 constant prices

Source: TERI's estimate based on commodity-wise NTKM, and applicable fright rates accessed from the Annual Statistical
Statements (IR, various issues)
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Historically, IR has been sourcing its major share of revenue from coal transport. In 2001-02, coal contributed
46% of IR's earnings from freight traffic. It fell to 38% in 2007-08 and has grown thereafter. The peak in the last
two decades was achieved in 2019-20 when it reached 49% share. However, in 2020-21, the share of coal in
freight revenue fell to 43%, but increased to 47% in 2021-22 associated with economic recovery.'® The share of
revenue from coal shipment to thermal power plants has been declining for quite some time, but still accounts
for more than half of the total revenue from coal."”

Growing (and high) dependency for revenue and high percentage of freight operation on account of coal
shipment indicates that IR is failing to diversify its revenue sources for its freight operation. A part of it is
linked to an ‘implicit’ obligation in giving preference towards coal shipment (for thermal power stations and
core sector industries) at the cost of other freight operations (reducing capacity of the railways to carry other
commodities). In future, this may have serious implications for the overall revenue from freight operation
when the requirement of coal gradually diminishes with phasing out of coal-based thermal power plants.
The Ministry of Power, Gol has recently (January 2023) directed the use of ‘Rail-Ship-Rail’ (RSR) mode of coal
transport for the thermal power plants located in the states of Gujarat, Rajasthan, Maharashtra, and Punjab. This
may further reduce the revenue generation from coal transport for IR albeit increasing the cost of electricity
generation (through higher freight cost and losses associated with longer multi-modal transportation).

For assessment of price responsiveness of rail freight movement, it is first important to track the historical
movement in freight rates (measured at constant prices, for comparability). Figure 9 presents the comparative
assessment of the freight rates at constant 2011-12 prices for different commodity classes since 2007-08.®
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Figure 9: Historical freight rates (at 2011-12 constant prices)

Source: TERI's estimate based on Annual Statistical Statements (IR, various issues); National Accounts Statistics (various issues); and
RBI (2017)

6 Itis to be noted that 2020-21 marks the onset COVID-19 pandemic and the nationwide lockdown.

7 Calculated using annual data on revenue earning and NTKM, available from Statement 13 of the Annual Statistical Statement (various issues), Indian
Railways.

'8 Starting year of 2007-08 is considered to account for the changes in classification of commodities.
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Clearly, the rate charged to coal shows a continual rising trend over the last decade, whereas freight rate for
iron ore shipment has been declining. The high rates for iron ore during the first few years can be attributed to
the increased demand from China due to construction boom (particularly associated with Beijing Olympics)
in Chinese economy. Freight rate for container services shows relatively greater fluctuations. A careful
disaggregated analysis of freight rate and freight demand of bulk commodities is imperative to understand
the issues plaguing the freight rate pricing of IR.

20.3 Disaggregated Demand Analysis: Bulk Commodities

The bulk commodities generate majority of the revenue for IR. These are also considered ‘bound traffic’ as
these are considered relatively price inelastic for the railways. The panels below (Figure 10) present the relative
movement of freight rate and demand over 2001-02 and 2021-22 for the bulk commodities.™

Itis to be noted that some of the bulk commaodities (pig iron and finished steel; cement; fertilizers; mineral oils)
show long-term increasing trend in NTKM demand. Though the coal movement (in NTKM) has been increasing
till 2012-13, there has been considerable volatility in the demand since then. Iron ore movement (in NTKM)
declined till 2015-16 but since then it has witnessed considerable growth. Figure 11 displays the movement in
freight loading of different commodities.
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'8 Starting year of 2007-08 is considered to account for the changes in classification of commodities.
' For some of the commodities available data pertain to 2007-08 onwards due to changes in commodity classifications.
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Figure 10: Relative movements of NTKM and freight rates of bulk commodities

Note: Average rate is measured at constant 2011-12 prices
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Freight loading has increased for all the commodities, with food grains showing significant fluctuations.
However, the share of railways in total shipment of major commodities (coal, cement, foodgrains, POL, and
iron ore) had declined considerably between 2005-06 and 2019-20 with the steepest fall of 41% for POL and
the least decline of 4.08% for iron ore (Table 6). However, share of railways in shipment of fertilizers increased
by 13.8% over the same period owing to the existing fertilizer subsidy provided by Gol.?

Table 6: Growth rates (2005-06 to 2019-20) of rail share in freight transport and average NTKM rate

Growth rates Coal Cement Fertilizers Foodgrains POL Iron ore
Rail share (%) -9.09 -20.58 13.81 -33.84 -41.00 -4.08
Average rate (%) 1.68 -26.25 -2.89 -0.53 -29.33 -4.75

Source: Ministry of Railways

At the same time, the average NTKM rate (at constant 2011-12 prices) charged to each of these commodities
has declined considerably, except for coal. Table 6 provides the growth rate comparisons of the rail share in
freight transport for major commodities and the average NTKM rates. Despite the decline in average rate

20 Ministry of Railways
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Figure 11: Loading (in million tonnes) of different commodities

RM-Raw material
Source: Annual Statistical Statements (IR, various issues)

levied by IR, share of railways in cement, food grains, POL, and iron ore shipment has declined over the years.
The sharp decline in POL shipment can be attributed to the shift to pipelines. The Union Budget of 2023/24
proposed to increase freight transport via coastal shipping (through PPP mode with viability gap funding) to
support‘green growth’ This modal shift in future may further reduce the share of railways in freight shipment.

20.3.1 Price Elasticity of Freight Demand

Price elasticity can be effectively utilized in transport analysis to estimate the responses of freight demand
to freight rate (price). The price elasticity of demand for a commodity or service is the percentage change in
quantity resulting from a percentage change in price.

% change in quantity

Elasticity (€) =
icity (€) % change in price
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Thus, a high elasticity for freight service indicates that a relatively small change in price will cause a relatively
large change in consumption of transport service. Alternatively, low price elasticity indicates that price
changes have relatively little impact on the transportation of the commodity. Market segments that have a
high elasticity will get a low mark-up on costs and segments that are not so price-sensitive (relatively inelastic)
geta high mark-up, so that there will not be a large shift to competing products/services. In the case of railways,
such a competing alternative may be road transport.

Table 7: Price (average freight rate) elasticity of
Elasticity of Demand freight demand (in NTKM)

Unit elasticity refers to elasticity with an absolute

. : Commodity Elasticity
value of 1.0, meaning that price changes cause Coal e
. : 0a -0.
proportional consumption change.
Cement -0.416
Elasticity values less than 1.0 in absolute value are Fertilizers -0.376
called inelastic, meaning that prices cause less than Food grains -0.348
proportional changes in consumption. Pig iron and finished steel -0.270
Elasticity values greater than 1.0 in absolute value POL -0.166
are called elastic, meaning that prices cause more Note: Elasticities obtained by regressing NTKM on freight rates
. ¢ . ) (at constant 2011-12 prices) and GDP (of agriculture, industry,
than proportional changes in consumption. and construction) (all in natural logarithm), accounting for

autocorrelation (Prais-Winsten method)

Source: TERI's estimate

The price elasticities for the major bulk commodities are provided in Table 7. Negative elasticity for a
commodity indicates negative relationship between the changes in freight rate and demand. It is to be noted
that price elasticities have magnitude of less than 1, indicating that these commodities are price inelastic. For
example, 1% increase in the freight rate of cement will reduce cement demand by 0.42%. Relatively higher
price elasticity of coal demand may be associated with the decision to set up pit-head and port-based thermal
power plants that reduce dependency on railways for coal movement.

Tables 6 and 7 present a conundrum. On one hand it is observed from Table 6 that the share of railways in
freight movement of the bulk commodities (except for fertilizers) has declined over time; on the other hand,
Table 7 indicates that the bulk commodities are price inelastic (less sensitive to price changes). Clearly, contrary
to the general convention, price is then not solely responsible for decline in market share of IR in shipment
of bulk commodities. Shippers often raise the issues of timely availability of rakes, stabling, route-diversion,
damages to the consignments, etc. These factors pose serious challenges to their business and may play
important role in demand for shipment via railways.

20.3.2 Need for the Satisfaction Index

A major challenge faced by IR is the issue of capacity constraint (FICCI and ~
CRISIL, 2021). The pace of expansion of network (and additional capacity)
to address expansion in overall freight demand for the economy has been
a major factor of declining share of IR in overall freight movement in the
country. However, several other factors may also constrict IR's expansion in
market share. In this regard, factors such as: (i) timely availability of rakes;
(i) reliability and timely delivery (assured service); (iii) safe and damage-
free transit for cargo; (iv) early settlement of claims; (v) rates offered by competitive modes of transport; and

“Freight rate is alone not

responsible for declining share

of IR in market-share of bulk
commodities”
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(vi) good connectivity between the source and destination, can be few other factors determining the demand
for rail freight transport (some of these factors and their implications for IR’s freight operations have been dealt
in details in Chapters 9 to 15, Volume Il of the study). IR can conduct detailed market research on selected
customers of different commodities and collect information on their preferences over each of the mentioned
factors along with the rate offered by railways, to construct a composite index (satisfaction index) to measure
the performance of the Railways in freight transportation. This will aid IR to assess the main reasons behind
its declining freight share despite the inelastic demand for bulk commodities. An example of designing a
satisfaction index to measure the service rendered by IR in respect of terminal operation can be found in
Chapter 6 (section 6.6) of Volume | of the study.

20.4 Container Business and Shipment of Other Commodities

Container operation and shipment of ‘other commodities’ continue to account for less than 20% of the freight
revenue and between 2007-08 and 2021-22, the revenue earning from shipment of ‘other commodities’ has
marginally declined (from INR 66 billion in 2007-08 to 64 billion in 2021-22, as indicated in Figure 12.
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Figure 12: Revenue earning from shipment of container and ‘other
commodities’

Note: Values in constant 2011-12 prices
Source: TERI's estimate based on Annual Statistical Statements (IR, various issues)

Except for the COVID-19-induced slowdown in 2020-21, revenue earning from container business has grown
the highest among all types of shipments. Between 2007-08 and 2019-20 it has grown by 10% per annum.
However, the revenue earnings from other commodities have declined by annual rate of 1%. The overall effect
(along with the business in other segments) has been a decline in overall revenue share of container and other
commodities. In 2021-22, the share of railways in container shipment was about a fourth of the total container
traffic, and for other commodities the share was 5% (p. 5, Gol, 2022). To increase the share of IR in shipment of
other commodities as envisioned by IR in its ‘Mission 3000 MT' target, rates need to be market friendly.

The major deterrent for use of railways as a mode of shipment of containerized and piecemeal traffic has
been the lack of first-mile and last-mile connectivity and door-to-door shipment, where road transport has
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advantage. IR in collaboration with India Post (Department of Posts) had launched a Joint Parcel Product
(JPP) scheme in December 2022 in different parts of the country, where a consignee can send consignment
weighing more than 35 tonnes, through a multi-modal door-to-door method. India Post provides the first-and
last-mile pick-up and delivery services, whereas, IR provides the intermediate (middle-mile) shipment. This
service has seen good response, can be a game changer if successfully operated. Further, issues like: (i) lack
of assured transit time; (ii) inefficiencies in wagon utilization (idling of rakes and empty run); (iii) high cost of
repositioning empty containers and wagons; and (iv) multiplicities of rates, pose challenges for expansion of
the container business of IR (Annexure C3, Gol, 2022).

20.5 Unstable Growth in Freight Revenue

Revenue growth from freight traffic has been highly volatile for IR. Figure 13 highlights the fluctuating pattern
of the growth rates of revenue since 2008-09. Container operation and food grains exhibit the highest
variability (standard deviations being 34.8% and 17.1%, respectively), whereas, the revenue growth rate for
mineral oils shows the least variability (standard deviation of 7.1%). There is a declining revenue growth trend
observed for cement and fertilizers. Alternatively, if we consider data during 2008-09 and 2019-20 (to factor
out the not-normal COVID-19 periods) the trend is same with standard deviations being 28%, 13.7%, and 7.3%,
respectively.
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Figure 13: Historical movements in revenue growth rates (in %)
Source: TERI's estimate
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Policy Analysis: Station to Station Rate

If a consumer is willing to offer higher volume of traffic or for longer period of time, a higher rate of concession
can be given subject to a maximum limit of 30% or 15%, as the case may be.

The concessions granted under STS rate policy need to be commensurate with: (i) the cost of service principle,
and (ii) retention of rail coefficient and/or overall increase in the NTKM. These should lead to increasing net
revenue for the railways from freight and the policy should be financially sustainable.

21.7 Modalities: Regulatory Structure at the Zonal Level

The zonal railways can suitably modify the procedures outlined as per field requirements for grant of concession

under STS. The method to be followed for granting concessions is as follows

» The customer is required to submit the application to the concerned Divisional Railway Manger (DRM)
detailing the traffic offered, OD pair of stations for proposed movement of traffic, and details of traffic
offered (for same commodity(s)) during previous years, if any, between the same OD points.

» The DRM nominates a Divisional Empowered Committee (DEC) and approves the report through concerned
Senior Divisional Commercial Manager (Sr DCM) which is then sent to the headquarters for processing the
concession. The DEC comprises Commercial Inspector (CMI) and Travelling Inspector of Accounts (TIA).

» The Commercial Branch processes the case and puts it up to the Principal Head of Department (PHOD)
committee comprising Chief Operating Manager (COM), Chief Commercial Manager (CCM) and Financial
Advisor & Chief Account Officer (FA&CAO) for their approval of the percentage of concession to be
granted or any other recommendation and obtains the final approval of the General Manager (GM).

»  After the approval is received, necessary instructions are issued to the applicant by the DRM (or an
authorized officer), and a formal agreement is signed between the railways and the applicant (customer).

21.8 Safeguards and Amendments

Itis the responsibility of the zonal railways to ensure that the grant of concessions does not lead to manipulation
through formation of cartels by driving traffic away from adjoining terminals/points to avail the benefits.
Any alteration in the freight rate due to change in commodity classification or base freight rate (excluding
surcharges) is not applicable on the customer during the agreement time frame or one year, whichever is
less. However, after one year the rate has to be duly revised and new concession to be worked out based on
the new freight rates. If the freight rate falls, the party has the option of withdrawing from the scheme after
a three-month notice period. The agreement under STS rate policy can be entered for a maximum period
of three years at a time and not less than one year. Each year, a fresh agreement has to be provided as the
benchmark NTKM along with other circumstances like freight rate of alternate modes would change.

There have been multiple amendments to the initial guidelines provided by the Rates Circular No. 26 of 2016
(RC 26_2016). A revised guideline dated 23.08.2019 withdrew the provisions of monthly/quarterly/half-yearly
benchmarking of NTKMs. Corrigendum 1 to the RC 26_2016 (dated 11.09.2019) withdrew the provision of
monthly, quarterly and half-yearly concessions available earlier. Thus, all future agreements (only annual STS
rate concessions) had to be signed on the basis of yearly benchmark NTKMs only, calculated as defined before.
Corrigendum 2 to the RC 26_2016 (dated 03.01.2020) dropped the use of road rates’as one of the determining
factors of the maximum percentage of discount offered under the STS rate policy. The new Rates Circular 15 of
2022 (dated 03.06.2022) (RC 15_2022) introduced the calculation of the benchmark NTKM based on average
of the corresponding 12 months period of previous year (reduced from the existing criteria of 24 months). It
also introduced the provision of STS rate concession based on RR instead of the existing criteria of applicability
based on rakes. Motor vehicles and the automobile traffic were also excluded from the purview of STS rate
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concessions. A maximum period of two years for revision of benchmark NTKM was also introduced (earlier it
was supposed to be revised annually), and after three years the benchmark has been provisioned to be based
on average of three years (and subsequently for future).

While the guidelines laid down under the scheme are broad in nature, with zones having administrative flexibility
depending on the situation. However, it was clarified that for fixing the benchmark NTKM, commodities under
the same commodity head can be considered as one commodity. Till date, Bangladesh traffic remains excluded
from qualifying under STS rate concession as it has its own separate quota. Joint decision making of the adjoining
railways COMs was stressed upon to operationalize the scheme so that traffic is not diverted from one station to
another to avail the benefits under the scheme.

Empowering the DFCCIL network to quote STS rate

As the Dedicated Freight Corridor Corporation of India Limited (DFCCIL) has 4
been granted the status of a railway administration, the power to provide
concessions to traffic has been extended to the network (vide TCR/1618/2020/
DFCCIL/1 dated 04.09.2020). The Managing Director (MD) of DFFCIL has been
vested the same powers as the general managers of the zonal railways to
implement the scheme under Circular No. 26 of 2016.

“...the commercial rules
of Indian Railways will be
applicable on DFCCIL mutatis
mutandis like a Zonal Railway
till Indian Railway is the sole

operator.”
The MD can quote STS rate concession on traffic originating and terminating W

on the DFC network including container traffic. IR will be the recipient of

the traffic revenue generated through STS and it will be a part of the key

performance indicators (KPIs) of the DFCCIL, to be firmed up by the Infrastructure Directorate of Railway Board
for the purpose of the rewards or penalties.

21.9 Facts and Figures

Based on the data sourced from the Ministry of Railways (Table 8), the following inferences can be drawn:

» SR leads with 100% approval rate, followed by ECOR and SCR.

»  WCR and NCR rejected the maximum number of STS Proposals at 86% and 80%.

»  WR has 100% of the proposals pending approval, followed by NER at 86%.

» ECOR received the highest number of proposals in the entire railway network, followed by WCR. The zone
also leads in the proposals approved overall with 40% of the proposals approved.

»  WR has the maximum percentage of proposals pending at 65%, followed by NER at 23%.

»  63% of the proposals were rejected/withdrawn in WCR, followed by SCR.

Till November 2020, out of the 16 zones no STS rate policy has been utilized by: ECR; NR; NFR; NWR; SER; and
WR, which is reflected in the earnings and concessions under the STS rate policy shown in Figure 14.

Different zonal railways offer different commodities under the STS rate policies. Table 9 lists the commodities
under the STS rate policies of respective zones (wherever STS rate policy is utilized, latest available information
till November 30, 2020).

21.10 Issues Identified

The STS rate policy, except for very few zones, has hardly been utilized efficiently to attract more traffic. Some
major issues hindering the effective implementation of the policy have been explained below.

Despite the statutory power given to the zonal railways, Railway Board frequently issues guidelines and
notifications on STS rate policies. Such interference from Railway Board and lack of trust between the Ministry
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Table 8: Zone-wise STS rate policy proposals statistics (as on April 29, 2019)

Railway zone Received Approved Pending/under process Rejected/withdrawn
CR 0 0 0 0
ER 0 0 0 0
ECR 0 0 0 0
ECOR 24 23 0 1
NR 0 0 0 0
NCR 5 0 1 4
NER 7 1 6 0
NFR 0 0 0 0
NWR 0 0 0 0
SR 15 15 0 0
SCR 10 9 1 0
SER 0 0 0 0
SECR 0 0 0 0
SWR 14 7 1 6
WR 17 0 17 0
WCR 22 3 0 19
Total 114 58 26 30

CR- Central Railway; ER- Eastern Railway; ECR- East Central Railway; ECOR- East Cost Railway; NR- Northern Railway; NCR- North Central Railway;
NER- North Eastern Railway; NFR- Northeast Frontier Railway; NWR- North Western Railway; SR- Southern Railway; SCR- South Central Railway;
SER- South Eastern Railway; SECR- South East Central Railway; SWR- South Western Railway; WR- Western Railway; WCR- West Central Railway

Source: Ministry of Railways
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Figure 14: Zone-wise earnings and concessions under STS rate policy (from 2016 till November 30, 2020)

Source: Ministry of Railways
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Table 9: Commodities offered under STS rate policy

Railway zone = Commodities

CR Dolomite

ER Stone

ECOR Maize, paddy

NCR Wheat, maize

NER DORB (De-oiled rice brand)

SR Cement, billets, copper slag, gypsum

SCR Maize, laterite, cement, clinker, gypsum, sand, yellow peas, wheat and pulses, limestone,
DORB

SECR Clinker

SWR Maize, granite

WCR Clinker, sand

Source: Ministry of Railways

of Railways and the zones inculcate risk-averse behaviour of the executives at the zonal level. As a result,
STS rate policy is underutilized with only around half of the proposals being approved and a quarter of the
proposals as pending (table 5).

Removal of road rates as a determining factor for granting concessions under the scheme in a subsequent
circular has eroded the competitive pricing model that could otherwise be adopted for commodities whose
rail coefficient has declined in the past years.

The STS rate policy having statutory backing under the Railways Act, 1989 was supposed to be granted on a
flat rate basis based on local conditions and demands. However, lack of utilization of the scheme by the zonal
railways led to the issuance circular in 2016 offering concessions on a percentage basis. This has defeated the
importance of devolution of pricing powers at the local level.

21.11 Way Forward

The STS rate policy, for all practical reasons has become “The Central Government may by general or
unimplementable in its present form as it is complex and not special order fix maximum and minimum
easily enforceable. The guideline of 2016 and its subsequent rates for the whole or any part of a railway,
revision in 2022, with the intention to ensure proper utilization and prescribe the conditions in which such
of the scheme, has instead resulted in further deviation rates will apply.”

from the intended spirit of the law. Thus, despite numerous Indian Railways Act, 1890 (Section 29.1)
amendments and policy revisions, core issues pertaining to the

policy continue to subsist. For a commercial operation, stability
in policies and minimum scrutiny is essential. However, instability in the policy guidelines and interference
from Railway Board has created a trust deficit and lack of utilization of the STS rate policy by the zonal railways.

The Indian Railways Act, 1890, for example vested the power to fix a‘maxima-minima’rate for the freight transport
upon the Central Government. However, the Freight Structure Enquiry Committee, 1955-57 introduced tariff
reforms with a percentage system of classification of freight rates instead of earlier rates with no relation between
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wagon and class rates, and abolished the maxima-minima freight rates being used in freight charges of IR. The
reforms were introduced with a motive to unify the different regional railways existing in the country and bring
standardization in the railway freight rate structure. A unified freight structure while necessary during the initial
decades after independence, has now led to rigidity and inflexibility in the rating system in IR. Regional variations
and sensitivities are not accounted for when uniform pricing structures are adopted.

Reintroducing the concept of maxima-minima rates will allow the zonal railways to incorporate the regional
variations in market demand, cost as well as competition from alternate modes to attract more traffic. This
requires devolution of power from the Central Government to the zonal railways in fixing freight tariff (which
is presently under the domain of Railway Board) within the maxima-minima band fixed by the Central
Government. Greater discretion to the local authorities and empowering the concerned individuals can assist
in reducing the operational inefficiencies associated with the vertical decision gap in IR.

To begin with, commodities like cement (where there is stiff competition from road transport, particularly
due to the flexibility associated with movement of bulk cement via road) can be targeted for such a maxima-
minima rate system. Presently several incentives and concessions are provided by IR (by Railway Board and the
zonal railways) for freight transportation. These provide limited dynamism in otherwise uniform rate system of
IR. Further, with a priori knowledge about available incentives/concessions, road freight sector can anticipate
the actual rate offered by IR for a commodity and can always undercut to attract traffic. With implementation
of the said maxima-minima rating system, all incentive/concession policies need to be eliminated. Efficient
management of the zonal railways can be determined by their operation close to the maxima rate and the
reversal of freight traffic to rail they entail from road.

Commodity and region-specific freight rate in IR, adapting to local cost and competition conditions, can
be suitably achieved within the maxima-minima framework without resorting to complicated policy
implementation obstacles. This may in turn eliminate the dependence on STS rate policies. Accordingly,
economic considerations in offering better pricing to the consigners can be implemented to attract more
traffic. In case of unutilized capacity, rates can be offered to at least cover the marginal cost of operations.
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22.1 Russian Railways

The Russian railway system was a profit-making industry and cross-subsidized passenger traffic, before the
dissolution of the Soviet Union (USSR) in 1991. The industry entered challenging times by 1995 as freight
and passenger traffic plunged by 52% and 32%, respectively. Consequently, freight tariffs were raised to
compensate for the overall losses, which eventually depressed the freight traffic even further. Share of freight
volumes declined, the share of loss-making passenger traffic increased, and operational productivity declined
impulsively; leading to increasing economic losses from the operation. The Government of Russia decided
to adopt some ambitious railway reform programmes to tackle the challenges (ECMT, 2004). The major goals
decided under the Edict Number 426 (1997) for railway reforms were:

a. Stabilizing the quality and safety;

b. Preserving a pan-Russian institution and ensuring economic development;
¢. Ensuring interoperability of the system;

d. Reducing costs associated with the system; and

e. Meeting demand for transport services.

Decree Number 448 (1998) subsequently added: end of cross-subsidies, improvement of the tariff-setting
supervision, and increase in transparency of financial flows in the industry (Transport and ICT, 2017). Towards
the reform and restructuring process, a preliminary phase established the legal framework of the reforms
and included the transfer of the services to appropriate ministers and encouraging the private players to
participate in the industry reforms. Russian Railways divided the reforms into three phases:

» Phase 1: The Federal Law on Railway Transport in the Russian Federation came into effect in the year 2003,
which eventually separated the Russian Ministry of Railways into: the Federal Railway Transport Agency
(FRTA) and Russian Railways (RZD). FRTA became a Ministry of Transport agency that would regulate the
rail transport, and RZD became a state-owned company that took the charge of railway infrastructure and
train operations for freight and passengers. This law defined the relationship between the train operations,
railway infrastructure services, and government. The law created a legal basis for railway carriers and
operators and required Russian Railways to provide open access to railway infrastructure for carriers and
operators.

» Phase 2: Decree No. 585 in 2003, established RZD as a joint-stock holding company and separated many
institutional activities which eventually created 63 subsidiary companies that would focus on serving
niche markets. This enabled the companies to focus upon certain serving niche market only. By the year
2005, one-third of the country’s freight moved in privately owned wagons, and by 2013, private operators
owned 80% of the wagon fleet.

» Phase 3: The phase focused upon creating competition, RZD formed First Freight Company (FFC), and
capitalizing it with 200,000 wagons, and formed Second Freight Company (SFC), and capitalized it with
217,000 wagons. Both faced competition from operating companies set up by some key natural resource
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companies and from independent operators as well. In 2012, RZD completed the sale of its shares in FFC.
By that time, RZD had transferred a substantial portion of its wagon inventory to its subsidiaries and had
subsequently sold shares of some of the subsidiaries, thereby, creating a competitive market for freight
wagons and container operations. The shift in wagon ownership to private companies and subsidiaries
meant that RZD itself needed fewer repair and maintenance facilities.

Table 10: Phases in Russian Railways reform process

Phases Timeframe Steps

» Establishing the legal framework of the reform
Preliminary phase Pre 2001 » Transfer of social services to appropriate ministries
» Encourage private sector participation

» Establishing the joint-stock holding company

Phase 1 2001-03 . .
» Encourage private wagon ownership

» Separate subsidies into independent companies

Fieese 2003-06 » Phasing-out cross-subsidization of passenger traffic

2006-10 and » Developing competition

Phase 3 beyond » Increasing private participation

Source: Transport and ICT (2017)

The freight market experienced a positive growth after these reforms and between 1995 and 2009, freight
turnover enhanced by 87%.

Russia follows a government-determined tariff setting policy with respect to its freight transportation. Prior
to the disintegration of the USSR, the Ministry of Railways was responsible for all matters related to policy
regulation of the sector including tariff setting. With the transition of the Russian economy from a centrally
planned economy (as erstwhile USSR), there were numerous revisions and modifications in the tariff fixation
policy of the government.

The Federal Service for Tariffs (FST) was made responsible for tariff setting and regulation in all the natural
monopolies of Russia including railways. The FST’s decisions are binding and the rail tariffs are set after
consultations with the Ministry of Transport and the Ministry of Economy. However, the private operators as
well as the subsidiaries are free to set their own market driven rates and are not regulated.

The tariff rates are fixed broadly for three classes: (i) raw materials (such as coal, cement); (ii) intermediate
goods (like grain, fertilizer); and (iii) finished goods (including cotton, inorganic chemicals and steel). However,
within these classes the tariff rates are fixed separately for the numerous commodities in different sub-classes.
Raw materials are low-profit commodities paying lower tariffs whereas; finished goods have higher profits
associated with it. The basis for class division is to ensure transport costs are a target percentage of the price
of the product (Transport and ICT, 2017). Distance, commodity class, and wagon type are the major factors
affecting the price setting in the freight segment (Murray, 2014).

The tariffs are fixed on the fundamentals of the macroeconomic conditions prevailing in the economy and
the funds required for covering the operating costs and loan repayments. They are also subjected to annual
or supplemental indexation as well. Since 2003, the freight tariffs have been divided into infrastructure and
locomotive tariffs, further modified in 2011 to allow for private wagon usage rates based on market forces. It
led to differentiated pricing with respect to locomotives in the rail freight transport sector. In 2013, the railways
were allowed to temporarily alter the FST determined tariff rates within certain limits, under certain conditions
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offering greater flexibility to the railways. Thus, a gradual transition to flexible market-based pricing can be
seen in the reforms adopted for development of Russian railway system.

22.2 US Railways

The US Railways follow a differential pricing’ model, under which, they price their services in such a manner so
that they cover the variable costs and realize different contributions to fixed costs from different clients. For
railroads, this model is the most efficient way to cover the full costs of providing services across the network
(AAR, 2022). The vast majority of the freight railroad companies own, build, maintain, operate and pay for
their infrastructure with little or no government assistance. Fixed costs are borne by the different customers
based on their ability to pay. The US rail network consists of more than 630 mostly privately-owned railroad
companies. The two major categories of freight railroads are:

» Class|:The seven private Class | railroads are the largest railway carriers, and account for the majority of the
rail infrastructure in the country. They operate over nearly 92,000 route miles across 46 states. Outside of
the Northeast Corridor, tracks owned by Class | host much of Amtrak’s intercity passenger rail operations
and in many places also host commuter rail operations.

»  Short Lines: Approximately 630 short line railroads (Classes Il and Ill) operate over approximately 45,000
route miles in 49 states. For large areas of the country and particularly for small town and rural parts of the
US, short line rail services connect farmers and businesses to the national railroad network.

The US railroads were not the same as they are now, as back in the 1970s, major railroads in the Northeast and
several main Midwestern railroads went bankrupt. These bankrupt railroads accounted for more than 21% of
the nation’s rail mileage. During 1970-79, the return on investment became insignificant. By 1978, the railroad
share of intercity freight had fallen to 35% from 75% in the 1920s. They even lacked funds for maintaining their
tracks.

The US Congress passed the Staggers Rail Act of 1980, recognizing that in the US freight railroads: (i) the
majority are private establishments operating on the infrastructure they build, maintain, own; (ii) they face high
competition for the majority of their traffic, but excessive regulations avert them from competing efficiently.
Hence, the Staggers Rail Act of 1980 provided them a common-sense regulatory system that permitted them
to act like most other businesses in terms of managing their assets and pricing their services.

The Staggers Act abolished many regulations that used to hinder the efficiency, and cost-effectiveness of

freight rail service. The Staggers Rail Act of 1980:

»  Permitted railroads to price competing routes and services. They could now price according to the market
demand and operate over their most efficient routes.

» Permitted shippers and railroads to enter into legal contracts.

» Expanded regulator’s authority to exempt categories of rail traffic from regulation if regulation was not
needed to protect shippers from an abuse of rail market power.?

The rail freight business has seen a decline over the past years but is still the most efficient mode of transport
in the country.

Before the implementation of the Staggers Act (1980), the rail freight tariff structure was defined by infrequent
interventions and politically imposed distortions. Post deregulation by the government, the US rail freight
rates fell in both real and nominal terms. The deregulation was accompanied by the introduction of Contract

2 AAR (2020)
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Tariffs which were prohibited earlier. The voluntary contract agreements between shippers and railroads
are not subject to regulation. The deregulation of the rail tariff was guided by the presumption of adequate
competition in the transport market. Functioning of the Contract Tariffs was provided legal sanctity so that
confidentiality of the contracts are maintained by both the parties involved, and legal action can be undertaken
in case of any breach of contract.

Majority of the rail freight traffic moves with a unique tariff structure for each commodity based on contract
tariffs, distance, railroad, and competition. There is essentially little to no traffic moving on the standardized
rates and simplified goods tariff booking. Thus, the US has a wide range of variations in the rail freight tariffs
owing to flexible pricing structure with respect to market conditions.

22.3 China Railways

The Railway Act 1991, similar to railway laws in majority of the countries, directs the functioning of the railway
sector in China. Prior to 2013, the Ministry of Railways administered the entire functioning of China Rail,
including the operations carried out by the 18 Regional Rail Authorities (RRAs). In the 1990s, the non-core
activities of the railways such as construction and maintenance were separated, along with rationalisation
of railway staff, resulting in higher labour productivity. The formation of Asset Operation Liability System
(AOLS) resulted in the dissemination of powers with the managers of RRAs being accountable for return on
profitability, output, safety and capital. It increased the financial performance of the RRAs and also improved
the financial performance of the China Rail. Corporatization of RRAs was also undertaken post 2005 through
abolition of secondary administrative structure of the regional authority.

The reform of 2013 had two major objectives: (i) maintaining financial sustainability of railways, and
(i) enhancing the capability of rail operator to respond to market competition. The policy and regulatory
functions were separated from the commercial functions in the railways directed by the State Council,
effectively dissolving the Ministry of Railways. The reforms also proposed compensation to the newly formed
China Rail Corporation (CRC) for its Public Service Obligations (PSOs) along with the implementation of full
cost accounting system. However, China’s rapid network expansion and industrialization continues in a highly
centralized administrative structure.

The reforms recommended by the National Development and Reform Commission (NDRC) restructured the
railway administrative system of China under three separate entities:

a. Ministry of Transport- For planning and development policy

b. National Railways Administration- For setting technical and safety standards, assessing the quality of
service and construction

¢. China Railways Corporation (CRC)- Newly established 100% state-owned enterprise for managing the
commercial operations

Pre-reforms, the now defunct Ministry of Railways was responsible for nearly all economic regulations while
both the passenger and freight tariffs had to be approved by the State Council. In practice, the regulation and
approval of the rail tariffs as well as setting tariff on the new lines were undertaken by the NDRC. The purpose
of tariff regulation was not to maximize profits but to broadly break-even or earn nominal surplus.

Although, the commercial and policy functions of the China Railways are now separated under the CRCand the
Ministry of Transport, the rail tariffs continue to be guided by the NDRC. Although, the CRC does independent
pricing power to some extent, nonetheless, there are certain regulatory and administrative restrictions on the
commercial functioning of the sector. However, there is some hope for policy reform in the pipeline to adopt
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market driven tariff setting in China Rail, allowing the CRC to operate as a market-driven enterprise (Transport
and ICT, 2017).

China’s railway freight rate management can be analyzed in four stages (Li and Guo, 2019), namely:

Stage 1: Centrally Controlled Rates (1949-82)

This stage was marked by highly centralized tariff control by the government. The government unified freight
tariff nationwide in June 1955, followed by a long-term low-freight tariff policy. Though it was associated
with economic growth and social development, such policy suppressed low rate created imbalance between
demand and supply, hindering long-term freight movement via rail.

Stage 2: Deregulated Rates (1982-2002)

With the transition from a socially planned economy to a market economy, the tariff rates were deregulated
in this phase. There was a gradual transition from government pricing to government-guided pricing. Various
adjustment measures like railway construction fund fees, short distance surcharges and electrical surcharges
were employed in this stage. Such a diversified freight rate structure promoted rail freight movement and
made the system resilient to market changes.

Stage 3: Rapid Adjustment of Rates (2003-13)
The development of the socialist market system brought further adjustments to the freight rate according to the
market conditions. This stage witnessed alteration of the unified pricing system with some degree of flexibility.

Stage 4: Market-oriented Rates (2013-present)

With the goal of market-oriented reforms in mind, the government started transitioning from government-
guided prices to a market-based independent pricing of freight traffic. There were further relaxations in price
control by the government. The organizational reforms in the railway sector, followed by the freight reform
within the CRC enabled it to adjust some prices independently based on market conditions. This stage ushered
in gradual realization of market-oriented reform of freight pricing in China.

At present, China freight rail tariffs are composed of unified prices, power surcharges, railway freight transport
extension service fee and transportation miscellaneous fees. Due to the ever evolving freight market demand
in China, a variety of freight rates have been adopted (Table 11) to meet the market demand, e.g., basic freight
rate, new road freight rate, special cost compensation freight rate, special regional freight rate and floating
freight rate (Li and Guo, 2019).

Table 11: Rail freight rates in China

Freight rates Description
Basic/Uniform freight » Distinct freight rates according to the type of commodity transported and
rate the transportation distance

» Supplement to the basic tariff rate

New road freight rate » To undertake double line or electrification

» Supplement to the basic tariff rate
» Increases the cost through electricity price rise or electricity surcharges
» Link between railway freight rate and price

» Linked to the basic tariff rate
» For commodities transported in specific areas and routes as well as handled
in fixed transportation conditions

Special cost
compensation

Special regional freight
rate

»  Fluctuating rate within limits of national price policy

Floating freight rate » Based on the market forces of demand and supply

Source: Liand Guo (2019)
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22.4 UK Railways

The rail industry in the UK was one of the last public utilities to be privatized in the country. The reforms were
initiated in 1993 with the legal and regulatory framework being set up by an Act of Parliament. However, prior
to the privatization and franchising process, several structural reforms had already been initiated including
complete horizontal and vertical separation in the railway industry.

The process of privatization and reforms in the UK occurred in a relatively short span of time. Pre-restructuring,
British Rail was a state-owned public body with managerial autonomy. The railway infrastructure was state-
owned with unified services and infrastructure component.

Owing to high level of public subsidies and need for faster modernization to improve traffic and productivity
levels, the reforms were undertaken opening up the market for competition in both passenger and freight
segments. Rolling stocks started being leased to firms with complete separation between infrastructure
and services. The railway infrastructure was owned by Railtrack, a private rail company, and it managed
the infrastructure including signalling, tracks, stations, electric power supply. It was also responsible for its
maintenance, new investments and train operations (timetables and coordination). In 2002, after financial
difficulties, most of the operations under Railtrack were transferred to the now state controlled non-profit
company Network Rail.

Network Rail sells access to the infrastructure to the passenger and freight operating companies. It sets track
access charges, which needs to be agreed upon by the rail regulator under an openly published criterion via
regulatory policy statements.

Post reforms, the following two independent regulatory bodies were constituted:

»  Office of Rail Regulation (ORR)- Monitors the overall functioning of the railways in Britain and regulates
the access to the national track system through price capping of access charges.

»  Office for Passenger Rail Franchising (OPRAF)- Supervises and administers the entire passenger business.

Apart from the above regulators, there are also other offices such as Secretary of State for Transport with a
supervisory role, and a Health & Safety Executive as a safety regulator.

The franchisees are train operating companies based on former British rail transport operating units. The
freight companies, however, are less important than the passenger companies in the British Rail system. The
rolling stock leasing companies provide operational support the train operating companies by leasing them
wagons and locomotives. Even the infrastructure engineering sector in the railways is provided competitively
by the private companies.

Thus, the British rail industry is a private industry system in both services and infrastructure provision with
regulatory institutions at different levels. The ORR regulates the overall system with OPRAF managing the
passenger services, and Network Rail in charge of the infrastructure services. The ORR has been successful in
attracting private investment through bolstering competition and fairness, and has improved efficiency of the
system.

Access prices for freight operators are relatively more flexible as compared to the passenger services. Certain
principles were established by the rail regulator regarding the relationship of Railtrack with the freight
operators. First, the prices cover the avoidable costs incurred in carrying that particular freight between the
origin and destination. Second, the prices set should be lower than the costs which would be incurred by an
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efficient competitor and finally there is to be no undue discriminatory charges. Thus, the rating structure reflects
the value of access of rail infrastructure to the users as well as recovers the costs sustained by infrastructure
provider.

The prices are set on the basis of a‘price control formula’ where price is directly proportional to the difference
between the retail price index and the fixed cost (efficiency) parameter. These prices are revised every five
years and remain fixed until the next adjustment. They are adjusted in order to promote traffic and ease of
entry to operating companies. To ensure that the train operators earn only a fair return on their investments,
the UK relies upon the rate of return regulatory approach.

Railtrack’s regulation of infrastructure consisted of a price adjustment mechanism wherein the rate of return
for the firms is linked to a variable productivity parameter. Freight operators pay charges which includes a
variable component (covering the direct costs associated with freight movement) and a share of the fixed
charges of the network. However, the fixed component is levied only on those sections where the market
can bear the costs and there is no competition from the road (such as coal and iron ore). Thus, the UK with its
complete separation in provision of services and access to infrastructure has gone for track access charging for
its freight transportation.

22.5 Lessons for India

There are a few takeaways for IR from the international experiences of railway reform. These are:

»  Phasing out of passenger cross-subsidization from freight operation.

» Move towards a market driven freight tariff policy, by at least allowing need-based departure from any
institutionally determined freight tariff.

» Contract-based pricing for each commodity (as followed in the US) can bring flexibility in freight rate
structure where such dynamic rates can be linked to the demand, competitive rates, distance, etc.

» Differential pricing model (as followed in the US and the UK) as opposed to a fully distributed cost model
can improve the efficiency in freight pricing. Charging the shippers exactly according to the variable costs
and distributing the fixed cost by the principle of ‘ability to pay’ ensures that fixed costs are covered by
railways and no excess pricing for a shipper to force them look for other competing modes (e.g., road
transport). The UK for example levies the fixed cost burden only on those sections where traffic can bear
and where there is no competition from road.

» Need forindependent regulator to develop market confidence and attract private players. Among the four
major countries studied in this section, ORR in the UK is the only independent regulator. It has helped in
attracting high and stable investments along with significant efficiency gains.
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Indian Railways over the years has lost its share in overall freight operation in India (despite increasing freight
loading), mainly owing to the higher rate charged to the freight operation to cross-subsidize the passenger
operation. The monopoly advantage once IR enjoyed in freight transportation has eroded with betterment
of road infrastructure, and cross-subsidization of passenger operation from freight earnings has made
it uncompetitive. The monopoly power of IR (being the sole owner, operator, and regulator) along with its
social service obligations (particularly, for passenger operation) have led to relatively higher freight rates that
are delinked from market realities (competitive prices). Deteriorating financial situation of the railways and
associated challenges (for infrastructure maintenance, expansion and quality of service) have further added
to its inefficiency of operation as a commercial entity. These may have been pivotal in declining preference for
railways as a mode of freight transport.

It has been highlighted by Bibek Debroy Committee that private sector participation (service contracts,
management contracts, leasing agreements, concessions, joint ventures, private ownership) in IR can enhance
its performance (Gol, 2015). Several attempts has been made in the past to attract private players in IR through:
(i) different wagon investment schemes, (ii) liberalization of container policy, (iii) special freight train operator
scheme (SFTO), (iv) automobile freight train operator scheme (AFTO), (v) special parcel train operator scheme
(SPTO), (vi) allowing private freight terminals, and (vii) construction and opening of the dedicated freight
corridor(s).

However, these policies have not been fruitful so far due to lack of trust between private sector and IR, in the
absence of an independent regulator. Issues such as: (i) delayed and vague guidelines, (ii) tedious procedures
set by IR, (iii) absence of level-playing field and preferential treatment of public sector undertakings (PSUs),
(iv) poor implementation of policies such as SFTO, SPTO at zonal and divisional levels, and (v) excessively high
pricing for policies such as AFTO (Gol, 2015).

23.1 The Railways Act and Provisions

Railway Board was constituted under a Government of India e

resolution (the Indian Railway Board Act, 1905) to discharge “A railway administration shall not
most of the administrative and executive functions vested make or give any undue or unreasonable
on the Government by the Indian Railways Act, 1890. A preference or advantage to, or in favour
notification issued in 1905 (dated March 24) by the Department of, any particular person or any particular
of Commerce and Industry, Gol vested all the functions and description of traffic in the carriage of
powers of the Central Government on Railway Board. The goods.” — Railways Act, 1989 (Section 71)
Railways Act, 1989 subsequently replaced the previous act,

and recognizes the authority of the Central Government, and

defines the zonal railways as the ‘railway administration’ for government railways. Railway Board still enjoys
its administrative and executive powers and assists the Ministry of Railways of the Central Government in
disbursing its responsibilities as enshrined by the Constitution of India in its ‘Union List’.
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The powers to: (i) fix rates for passenger and goods carriage (and the modes, viz., whole country vs. partial;
different rates for different classes of goods), and (ii) classify (reclassify) commodities and change class rates,
are vested on the Central Government (Railway Board) by the Railways Act, 1989. The act bestowed the powers
to quote a STS rate and make necessary modifications to the rate upon the zonal railways.

Further, the Indian Railways Act, 1989 confers the following powers (non-exhaustive list) to the zonal railways:

» Impose conditions for receiving, forwarding, carrying, or delivering of goods

» Issue railway receipts

» Determine normal carrying capacity per wagon and recover penalty for overloading

»  Detain consignment in lieu of failure to pay freight or other charges by consignor, consignee, or the endorsee

» Disposal of unremoved goods at ‘notified stations’

» Responsibility for loss, destruction, damage/deterioration, non-delivery of consignment under normal
conditions (non-deliberate).

The following powers are conferred upon the Central Government by the Railways Act, 1989:

» In public interest the Central Government through special orders can direct any of the zonal railways to:
(a) provide special facilities for or give preference to specific goods (by the Central or any of the state
governments); (b) carry any good or goods or class of goods by designated route(s) and rates; () restrict or
refuse acceptance of designated goods at or to designated stations for carriage.

»  Fixation of maximum carrying capacity limits for the class of axle under the wagon.

» Making rules regarding dangerous or offensive goods; rates of penalty charges for overloading; the manner
of giving open delivery; regulation of carriage of goods by the railways etc.

» Power to declare 'notified stations.

The Railway Claims Tribunal (RCT) as a statutory authority oversees the complaints against the zonal railways.
The complaints can be based on: (a) undue preferences towards person(s), traffic(s); (b) unreasonable rates
for carriage of commodities between two stations; and (c) levy of other charges unreasonably. The tribunal
is bound to report to the Central Government of its proceedings, and has the power to make regulations
(consistent with the Railways Act) with prior approval of the Central Government. Also, the tribunal does
not have jurisdiction over: (a) classification (reclassification) of commodities; (b) fixation of demurrage and
wharfage charges; (c) fixation of rates for carriage of freight and passenger; and (d) fixation of lump-sum rates.

Though the Railways Act, 1989 does not explicitly mention the modalities of private sector participation in
rail transport, the Industrial Policy Resolution, 1991 restricted the domain of private sector operation to all
activities except haulage and creation/maintenance of railway infrastructure. Later in 2014, Gol revised the
industrial policy to allow FDI in construction, operation and maintenance of: (i) suburban corridors, (ii) high
speed trains, (iii) dedicated freight lines, (iv) rolling stocks, (v) electrification, (vi) signalling, (vii) terminals,
(viii) infrastructure in industrial parks, and (ix) mass rapid transit (pp. 1-2, Gol, 2014). Container operation, which
was handled only by the Container Corporation of India Limited (CONCOR, a PSU) since 1989, was liberalized in
2006. Since then 16 private companies have been provided licence for containerized freight transport (except
for few restricted commodities). But, an issue that has plagued the business of containerized rail freight
transport is the allegations of preferential treatment towards CONCOR by IR in access to its infrastructure (p.
77, Mehta, 2014), along with the first mover advantage of CONCOR in the container business (Gol, 2015). The
legacy of the unique monopoly power (in rail transport) enjoyed by the Central Government (through Railway
Board) in operation, policy framing, administration, and regulation of the railways has constricted private
investment in the system.
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23.2 Recommendations of Major Committees and Current Status

Rakesh Mohan Committee (Gol, 2002) suggested the separation of policy making, regulatory,and management
roles to three separate entities, of which an independent regulatory authority (Indian Railway Regulatory
Authority) was envisioned. There has been a long standing demand particularly from the freight customers
for setting up of a regulatory authority for rail tariff, mainly in view of cross-subsidization of passenger fares
by freight fares. Sam Pitroda Committee (Gol, 2012) advised on constitution of Rail Tariff Regulatory Authority
(RTRA) to provide level-playing field to the different stakeholders involved in/with IR. All activities related to
costing, market research, and price sensitivities were envisioned to be assigned to RTRA. In 2014, setting up of
a Rail Tariff Authority (RTA) was approved by the cabinet and it was to be made a part of the Railways Act, 1989
through an amendment. RTA was supposed to advise Railway Board in tariff setting in a transparent manner.
However, till date it has not been enacted.

Bibek Debroy Committee (Gol, 2015) suggested the establishment of an independent regulator, a Railway
Regulatory Authority of India (RRAI). The Committee envisioned that RRAI would only recommend on
passenger tariff fixation (leaving freight tariff to be market determined based on rules of competition laid
down by the Ministry of Railways) and deal with anti-competitive disputes.?* The proposed RRAI was supposed
to be accountable to the parliament and with separate budget be independent of the Ministry of Railways. The
Cabinet approved on April 05,2017 the constitution of a Rail Development Authority (RDA) with the following
objectives:

»  Pricing of service reflective of the cost

» Enhancement of non-fare revenue

»  Protecting consumers'interest by ensuring quality of service and cost parity

»  Promoting efficiency, economy, and competition

» Encouraging market development and creating pro-investment environment

» Efficient resource allocation within the sector

» Benchmarking quality of service with international norms and standards

»  Providing framework for open access to dedicated freight corridor infrastructure for others

»  Providing measures to absorb new technologies

» Human resource development.

The RDA was envisioned to be constituted of a chairman and three members: member (tariff); member (PPP);
and member (efficiency, standards, and benchmarking). However, the appointment of the chairman and the
three members were proposed to be done by the Central Government (making RDA accountable to the Central
Government). Apart from ensuring level playing field (fair-play) for stakeholders, and setting efficiency and
performance standards, one major function of RDA is to assist the Central Government in tariff determination.
Though, the formation of RDA (under the aegis of the Central Government) was approved in 2017, it is yet to
be established.

23.3 Role of a Regulator

The roles of a regulator are to:

» Rationalise business operation by restructuring pricing (and costs)

»  Protect interests of all the stakeholders in an unbiased manner and settlement of disputes

» Increase transparency of the operation of the sector and imbibe sense of trust in private sector

24 The committee believed that though there is precedence of the Competition Commission of India dealing with disputes between private freight train
operators and CONCOR-IR (p. 181, Gol, 2015), an independent regulator such as RRAI would be better poised to handle such disputes in future.
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»  Ensure quality of service

» Prevent anti-competitive environment

»  Ensure survival of the industry (and also other competing industries, particularly road transport, in case
of regulator for IR).

Under the Indian governance structure a regulator can be ‘independent’ or act as an ‘attached office’ to a
ministry or department of the government. As an attached office with dedicated staff (larger manpower) and
more granular decision-making, a regulator can significantly aid Railway Board in informed decision-making.
However, with movement of newer types and greater volume of goods as envisioned by the National Rail Plan
(Gol, 2020) in future, an independent regulator is imperative for PPP development and attracting capital; as it
delinks the guidelines and rules from the jurisdiction of the executive.” In the context of international railway
systems, a major independent regulator is the ORR overseeing the railways in the UK. It regulates rail activities,
access to rail network, licences the operators of railway assets, and funding requirements. It has improved the
efficiency of the railways in the UK considerably.

23.4 Regulator for Indian Railways

In its effort of liberalizing the economy through the economic reforms of the 1990s, several statutory regulators
wereintroducedindifferentsectors.?These were necessitated to attract private players by creating atransparent
policy regime with level-playing field for all stakeholders. Among these, an independent regulator overseeing
the telecom sector (the Telecom Regulatory Authority of India, TRAI) and several independent regulators in
the electricity sector (the Central Electricity Regulatory Commission, CERC and the State Electricity Regulatory
Commissions, SERCs) were constituted.

TRAI was established by the TRAI Act, 1997 as an independent body to regulate the telecom sector, fix/revise
tariff, protect interests of consumers and service providers, and ensure healthy growth of Indian telecom
sector. Though mostly independent, Section 25 of the TRAI Act vests certain powers to the Central Government
to issue binding directives to TRAI. The CERC and the SERCs were established by the Electricity Regulatory
Commissions Act, 1998 as regulators in central and state electricity sectors respectively, to regulate the sector
by tariff rationalisation, and deciding on transparent subsidy policies. However, the Central Government and
the state governments are provided with limited binding powers over the CERC and SERCs respectively, under
Sections 38 and 39 of the Electricity Regulatory Commissions Act, 1998 (and Sections 107 and 108 of the
Electricity Act, 2003). To maintain a balance between neutrality of independent regulators and democratic
accountability, the parliament scrutinizes the regulators through: (a) question hour sessions; (b) discussion
sessions; or (c) parliamentary standing committees (Sanyal, 2016). Further, many of these acts also provide for
regular submission of detailed reports from the regulators to the parliament for transparency.

Presently, due to lack of separation of the regulatory; policymaking; and operator roles of Railway Board, freight
tariff setting is not linked to market principles and there is lack of trust from private stakeholders. Allegations
of favourable treatment of CONCOR, and adhoc changes in policies have raised concerns about the interest of
Railway Board in promoting market (Gol, 2015). Also, there have been concerns about transparency of guiding
principles for changes in policies (Gol, 2015). An independent statutory regulator in railways, through market
research (for costing and demand management) and periodic impact evaluation of its regulatory actions, can
bring transparency in their operations. Particularly, for reversal of the declining trend of rail share in freight

2 When the executive has regulatory role, the rules of operation may be influenced by political factors and may have negative impact on market confidence
(see https://www.unescap.org/ttdw/ppp/ppp_primer/53_structure_of_regulatory_authority.html, accessed on February 03, 2023).

2 There are 36 members of the Federation of Indian Regulators, which is a registered society of regulators in India, including TRAI; CERC; and 29 SERCs.

STRATEGIES TO INCREASE RAILWAY’S
SHARE IN FREIGHT TRANSPORT IN INDIA 57

Volume III: Rail Freight Tariff Palicies



Increasing Competitiveness: Need for a Regulator?

transport; an independent regulator for freight tariff determination is a sine qua non. Towards this, first step
can be establishing a tariff regulator working as an attached office to Ministry of Railways (also in line with the
past decisions taken by the cabinet on RTA or RDA, but are yet to be established), and a gradual shift towards
a statutory independent authority.
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Over last few decades the tonnage carried by IR (Figure 9) as well as the revenue (Figure 6) have been showing

increasing trend. However, the issues of declining share of railway in freight movement, failure to attract non-
bulk traffic (container and ‘other commodities’), lack of diversification of revenue sources albeit increasing
overhead costs raise concerns with financial sustainability of IR. Among these, declining share of railways in
shipment of bulk commodities (despite their price inelastic nature) is a serious concern. Further, the Central
Government enjoying the roles of both regulator and operator (and executive) raises the questions of
transparency in the commercial function of IR. There are some policy suggestions that may be considered for
increasing the loading in railways along with greater share in overall freight traffic. These are discussed below.

24.1 Reassessment of the Break-Even Class and Incentivizing
Efficient Loading

The Class 100 in rating policy of IR is considered as the break-even class for which IR does not earn any surplus.
However, the classification is based on the recommendation of the Freight Structure Committee (1955-57)
and there has not been any assessment of the ‘break-even’ nature of the base class thereafter. Railway Board
needs to periodically estimate the break-even point based on market conditions and inflation and reclassify
the base class. Also, regular reclassification of all the commodities that are carried by IR is sine qua non for
greater financial viability of the freight operation.

Also, for incentivizing efficient loading on existing infrastructure, discounted pricing can be considered for
each of the rate classes and distance slabs giving an incentive to use/introduce wagons with better payload.
For example, within same distance slab, if shipper A transports greater payload of a good X compared to
shipper B by wagons of higher capacity, shipper A can be charged discounted freight rates for good X as
incentive for better utilization of infrastructure.

24.2 Simplification of Rate Structure

Freight pricing policy should be simple with few conditionalities so that it can be easily adopted. Since the
main purpose is to maximize the share of railways, focus should be on carrying a major portion of the produce
that is increasing overall share of railways. As a simplification measure, IR may consider subsuming different
charges (e.g. siding and shunting, terminal charges, seasonal charges) in the freight pricing itself thereby
including all charges from placement for loading to placement for unloading into freight pricing. IR may also
consider charging based on a combination of preferred route between OD points and the actual distance
instead of the present system of shortest and rationalised routes in combination with a slab-based system.

24.3 Re-introduction of Maxima-Minima Rates

The Freight Structure Enquiry Committee, 1955-57 abolished the then used maxima-minima freight rates to
bring standardization in railway freight rate structure. However, a unified and fixed rate notified by IR can
always be undercut by the road sector with possible traffic diversion towards itself. Reintroducing the concept
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of maxima-minima rates in some commodities to begin with; where railways faces stiff competition from road,
will bring dynamism in consonance with the market requirements.

The cost of carriage has to be accounted for when determining the competition limit within the maxima-
minima framework. The minimum rate needs to be fixed to ensure that railways does not reduce its charges
below this rate in competition. Initially, this rate can be based on average cost of haulage in the country which
could be modified to inculcate the marginal cost of transportation post accounting reforms. The maxima in
the rating structure can be determined on the basis of ‘what the market can bear’ principle taking into account
the market conditions.

Such rates can be set by an independent tariff regulatory authority in the long run, as and when it becomes
functional. Meanwhile, Railway Board can amend its rate fixation policies to incorporate the maxima-minima
policy in their pricing mechanism. In view of regional variations in rates offered by road transport, it would
be prudent if Railway Board delegates the powers to fix rates within the maxima-minima band to the zonal
railways, while Railway Board defines the maxima-minima.

24.4 Alternative Pricing Models

Historical statutory fixation of rates did not necessitate the need for an elaborate accounting system. However,
as the competition from other modes increased along with the need for inter-modal transport coordination; a
sophisticated expertise on traffic costing is urgently required to make sound economic decisions. IR follows a
fully distributed cost pricing decided at Railway Board level which leads to a model facilitating inefficient asset
utilization. Uncongested lines are charged higher resulting in further idle capacity whereas heavy density lines
are under charged causing further congestion on such routes.

The marginal cost approach to pricing can be implemented initially in the underutilized/unutilized sectors of
IR, to cover at least the cost of operations where the railways are operating on a loss. This resembles a route-
based pricing approach, where overutilized routes are charged more in comparison to underutilized routes.
Costing in IR must include costs incurred to: construct and maintain the infrastructure, pay for the energy and
fuel (including the associated labour), and provide and maintain the vehicles. Thus, freight charges, especially
with regards to the track access charges, needs to at least cover the above factors to reduce the operating
losses to a minimum. A simple mechanism can be to provide concessions to the underutilized routes by the
extent of the percentage of overhead costs in total cost of IR.

As an alternative, Class 100 rates (or the rates pertaining to the reassessed break-even class) can be charged on
these sectors for all commodities (above Class 100). This will ensure that IR does not operate on profit margin
in these sectors and is able to attract more traffic towards these. However, such a policy will not have any
impact on Class 100 commaodities.

Another alternative can be the ‘differential pricing’ model followed in the USA and the UK (see chapter 22).
Under such a model, tariff is set excluding the capital cost of investment and only considering: (i) operating costs
(including labour, fuel), and (ii) repair and maintenance costs. Such prices can be taken as a minimum ensuring
that at least the operational costs of movement of freight is covered. Over and above these costs, based on their
ability to pay, the consumers can be charged accordingly to cover as much capital costs as feasible.

24.5 Increasing Competitiveness

The freight rate structure needs to be more flexible and responsive to the market changes. In the present
competitive market, the rates quoted by IR should be determined by variable costs, rates of competitive modes
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of transport (especially road), total cost to the users, and the quality of service provided. Speedy delivery of
goods has now become an element of productivity, especially when railways has lost majority of its traffic
to road and air owing to this very reason. IR does not recognize speed/quality of service as an important
component in its freight tariff fixation. The ‘economic value of time’saved can be incorporated in the charging
principle of the freight tariffs, especially for transhipment services and shorter routes. There is a scope for
improvement especially with regards to the value/quality of service component by improving train speed,
amenities, and ease of doing business, etc.

Commodity-specific pricing policy based on suitable OD pairs, market demand analysis, and forecasting can
further assist in making the rail tariffs more competitive. A comparative study of total cost to the user, including:
freight charges; packing; handling; and local carriage costs, for movement of goods can be conducted. This
could include identification of OD links over the rail network with a single commodity traffic pattern where
the traffic offering can be provided by closed circuit movement of dedicated rakes and locomotives. Some
examples of such nodal points may be cluster of plants (such as cement, fertilizers) or mines having defined
linkages with specific destinations. Conversely, this would also include the supply of raw material from certain
origin points to these plants.

24.6 Diversification of Commodity Basket

Railways are more suitable for transport of bulk commodities for long-haul along with regular flows of low to
medium-value density goods between fixed OD points (p. 31, NITI Aayog, et al., 2021). However, the apparent
advantage railways has in transportation of bulk commodities are also not fully exploited for several reasons
and railway’s market share has been declining in bulk commodities like steel and cement. Additionally, there are
commodities like motor vehicles, containers, and other non-bulk goods that can be aggregated into trainloads
for movement by railways. Railways can cater to these specialized segments and capitalize on the potential
demand of fast-moving consumer goods sector, expanding its commodity basket. For aggregate and small
goods, alternate modes like road can be complementary in the objective to achieve an efficient inter-modal
transport system, and schemes like Joint Parcel Product (see Section 20.4) can be useful if carefully implemented.

An unexpected decline in the transportation demand (and revenue mobilization) for bulk commodities due
to: availability of alternate modes like pipeline and roads; market disturbances; construction of pithead and
port-based thermal power plants, needs to be offset by increasing the share of containers and ‘other goods'in
the freight basket of IR.

24.7 Social Service Obligation: Financial Viability

Grants and hidden subsidies help in keeping the prices down; however, these are not conducive for a market-
friendly system where prices do not reflect the real costs associated with a service. Subsidies, where justified
on account of social welfare, should be more transparent. IR presently cross-subsidizes its passenger operation
through revenue mobilized from its freight operation. This social obligation distorts the freight rates and may
be a deterrent for freight demand with increasing competition from road freight transport.

The passenger segment of IR’s operation needs to be financially viable and market-driven with any subsidization
to the marginalized from the Union Budget itself, maybe under a separate targeted subsidization scheme,
under appropriate ministries (like the phase 1 reform in Russia). Such delinking of social obligation from
the commercial operation will rationalise the freight rates (Paranjape, 1986; Briginshaw, 2013). It can also be
done from the budgetary resources of state governments or at the municipal level (particularly for suburban
passenger rail system).
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24.8 Introduction of the Satisfaction Index

Despite the inelastic nature of bulk commodities IR is losing its share in movement of these commodities
(see Section 20.3). Railways can conduct detailed market research from selected customers of different
commodities on their preferences over freight rates and different factors (mentioned in Section 20.3) and
construct a composite satisfaction index to measure the performance of Railways in freight transportation.
This will aid IR to assess the main reasons behind its declining freight share despite the inelastic demand for
bulk commodities.

24.9 A Separate Regulator

An independent regulator ensuring competitiveness and safeguarding against quasi-monopoly practices is
relevant for ensuring transparency and accountability of the railways. In line with the parliamentary decision
(in 2014) to establish an independent RTA, a statutory (through amendments of the Railways Act, 1989)
regulator with separate budget needs to be established. This will ensure that its functioning is independent
and unbiased. Also, involvement of private players (e.g., container operation) in different functions of the
railway operation in India requires an independent regulatory authority for fostering competition and devising
unbiased rules for all the parties involved.

Given the distortions in present freight rate structure of IR, it is essential to establish a regulator to at least
regulate the freight operation by: (i) analysis of market conditions and competitions from other modes of
transport, and (ii) rationalising the pricing system (encompassing issues such as: reassessment of the break-
even class, marginal cost pricing, re-introduction of maxima-minima rates, route-based pricing). As a first step,
a tariff regulator as an attached office to the Ministry of Railways can be established, with gradual shift to a
statutory (independent) regulator in future.

24.10 Miscellaneous

The Indian Railways should:

» Promote long-term arrangements with corporate clients that will provide assured traffic (like the now
discontinued LTTC scheme). For this IR can adopt growth of business volumes through negotiated package
instead of commodity-wise concessions presently being followed.

» Consider elimination of haulage charges for short distance (<300 km) empty haulage of containers to
attract more container traffic to IR's network.

» Promote cargo aggregators and other new types of business streams as potentially high revenue segment.

» Enable the mechanisms for revenue maximization from idle assets and underutilized capacities with
speedy offer of rates.

» Check rising overhead expenses, particularly on account of administrative and staff expenses. A few
revenue sources for asset creation (capital expenditure) can be: (i) PPP-based station development with
commercial rights to private investors; (ii) a build-operate-transfer based PPP model for few of the selected
circuits.
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Annexurel

The table below collates the relevant sections from the Railway Acts of 1890 and 1989 pertaining to tariff fixation.

Act Section
30
31
Railways
Act, 1989
32

Power

Power to fix
rates

Power to classify
commodities or
alter rates

Power of railway
administration
to charge
certain rates

Description

1. The Central Government may, from time to time, by
general or special order fix, for the carriage of passengers
and goods, rates for the whole or any part of the railway
and different rates may be fixed for different classes of
goods and specify in such order the conditions subject to
which such rates shall apply.

2. The Central Government may, by a like order, fix the rates
of any other charges incidental to or connected with such
carriage including demurrage and wharfage for the whole
or any part of the railway and specify in the order the
conditions subject to which such rates shall apply.

The Central Government shall have power to:
a. classify or reclassify any commodity for the purpose of

determining the rates to be charged for the carriage of
such commodities; and

b. increase or reduce the class rates and other charges.

Notwithstanding anything contained in this chapter,

railway administration may, in respect of the carriage of

any commodity and subject to such conditions as may be

specified—

a. quote a station to station rate;

b. increase or reduce or cancel, after due notice in the
manner determined by the Central Government, a
station to station rate, not being a station to station rate
introduced in compliance with an order made by the
Tribunal;

c. withdraw, alter or amend the conditions attached to a
station to station rate other than conditions introduced in
compliance with an order made by the Tribunal; and

d. charge any lump sum rate.

Contd...
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Act Section  Power Description
1. The Central Government may by general or special order
fix maximum and minimum rates for the whole or any part
of a railway, and prescribe the conditions in which such

Power of rates will apply.
the Central 2. The Central Government may, by a like order, fix the
Government to rates of any other charges for the whole or any part of a
29 . . . " . .
fix maximum railway and prescribe the conditions in which such rates of
and minimum charges shall apply.
rates 3. Any complaint that a railway administration is
contravening any order issued by the Central Government
under sub-section (1) shall be determined by the Central
Government.
Power to classify The Central Government alone shall have power-
Indian 4 or reclassify a toclassify or reclassify any commodity;
Railways commoditiesor b to increase or reduce the level of class rates and other
Act, 1890 to alter rates charges.
Notwithstanding anything contained in this Chapter, a
railway administration may, in respect of the carriage of any
merchandise by goods train-
i quote a new station to station rate;
Alterationand 1| increase or reduce or cancel after due notice in the
cancellation of manner prescribed by the Central Government an existing
46 tain stati station to station rate, not being a station to station rate
certain station introduced in compliance with an order made by the
to station rates Tribunal; o

11

iv  withdraw, alter or amend the conditions attached to a
station to station rate other than conditions introduced in
compliance with an order made by the Tribunal.

Note: Some of the sections under Indian Railways Act, 1890 were latter repealed/replaced

Source: The Indian Railways Act, 1989 and the Railways Act, 1890
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'This report is part of a larger study 'Strategies to Increase Railway's Share in Freight Transportation
in India' The study has identified and discussed three key aspects concerning the growth of the
freight business: Terminal Development and Operations, Freight Marketing Policies, and Rail Freight
Tariff Policies.

Rest of the reports, policy briefs, and opinion pieces can be accessed using this link/QR code. https://
www.teriin.org/project/strategies-increase-railways-share-freight-transportation
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