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Introduction

The current decade is shaping up as a new lost decade for 
the Brazilian economy. According to estimates from the 
Brazilian Institute of Economics (Ibre/FGV), by 2020 per 
capita GDP will probably be back to the level first reached 
in 2010. Although ill-devised macroeconomic policies 
are largely to blame for this outcome, poor infrastructure 
has also contributed to keep output growth down. This 
is particularly true regarding transportation. Thus, accor-
ding to the 2015-2016 Global Competitiveness Report 
(World Economic Forum, 2015), among 140 countries 
for which these indicators are available, Brazil ranks 121 
in roads, 120 in ports, 95 in airports and 98 in railroads 
regarding the quality of infrastructure.

It is not hard to pinpoint the factors leading to the 
poor condition of Brazil’s rail sector. Through the second 
half of the 20th century, as in much of the rest of the 
world, Brazilian railroads lost market share and became 
financially unsustainable. In particular, state-ownership 
caused policy (and political) objectives to influence ma-
nagerial decisions and led to tariffs that failed to reflect 
costs and rose below inflation. 

Brazil’s rail freight sector was privatized in the mid-
1990s1. A new regulatory framework for the sector, toge-
ther with the concession contracts, established the rules 
the new private operators had to follow. In addition, in 
2001 the government created a regulatory agency, the 
National Agency of Terrestrial Transport (ANTT, in 
Portuguese), to oversee the sector and enforce the conces-
sion contracts. Concessionaires committed to meeting 
specific output and security goals, but were otherwise 
subject to only light regulation, being free to decide how 
to reach their goals. This framework worked rather well, 

with the goals being largely surpassed: in the following 15 
years (1997-2012), the accident rate fell 83% and rail out-
put, measured in ton-kilometer, grew at an annual average 
of 5.3% (Pinheiro 2014).

The first reform of the Brazilian rail sector

Although sector performance has generally improved, 
various problems persist. Average train speed remains 
low and investment in rail infrastructure, particularly in 
greenfield projects, has not expanded. In the beginning 
of the 2010’s, the government concluded that there was 
insufficient competition among rail operators and that 
this explained the low investment in network expan-
sion. In response, in 2011 ANTT enacted new regula-
tions that significantly altered the regulatory framework 
of the Brazilian rail sector. The new rules sought to foster 
competition and investment by separating the operation 
infrastructure (tracks and stations) from that of transport 
services per se.

While reforming regulation, the government also 
launched, in 2012, the Logistics Investment Program 
(PIL, in Portuguese), a list of infrastructure projects to 
be granted as concessions to private investors. These new 
concessions would operate under complete vertical separa-
tion, with Valec – a state-owned enterprise – playing the 
role of a surrogate market for slots in the rail infrastruc-
ture. To that end, an open access regime would be set up 
and Valec would intermediate interactions between infras-
tructure concessionaires and transport operators. In parti-
cular, Valec would buy all transport capacity from the for-
mer, therefore eliminating demand risk. This was deemed 
necessary to encourage greenfield projects. Afterwards, 
Valec would resell the right to use rail tracks to transport 
operators. This mechanism would channel subsidies to 
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1 Aside from suburban trains, rail passenger service in Brazil is almost inexistent.
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investors, since the government did not expect Valec to be 
able to resell all the available capacity. The infrastructure 
operators would also be able to borrow from BNDES, the 
Brazilian Development Bank, at highly subsidized interest 
rates.

For existing concessions, not susceptible to separation, 
the idea was to enforce new, more stringent rules concer-
ning access rights, which basically foresaw unbundling the 
operations of infrastructure and transportation. The regu-
latory model in force since the privatization already esta-
blished right of way rules, but the legal regulations of 2011 
created instruments that facilitated their implementation.

The reform of railway regulation in Europe, which has 
been under way for the last two decades, was the source of 
inspiration for the 2011 reforms in Brazil. It is remarkable, 
however, that the Brazilian authorities tried to emulate the 
new European regulatory framework, considering that 
vertical separation in Europe has had ambiguous effects, 
or worse, and that Brazil´s institutional setup is so dif-
ferent2. Indeed, what the European experience has actually 
taught us is that, to work well, vertical separation in the 
rail sector requires a complex, well-functioning institutio-
nal framework (Finger 2014). Without a regulatory body 
fully equipped and capable of processing, producing and 
conveying the relevant information to stakeholders – ser-
ving as the official/main disseminator of the sector´s tech-
nical and legal facts –, as well as of coordinating decisions 
across firms, vertical separation will do little good to the 
efficiency of railways.

In fact, just the opposite may happen: establishing an 
open access regime with separation of infrastructure and 
transportation services raises operational and transaction 
costs, generating other sources of inefficiency. The main 
reason for that is that vertical separation requires different 
firms to coordinate their decisions in a context of asym-
metric information, conflicting goals, and low entry bar-
riers in the transport services segment. Economic theory 
teaches us that, in this context, moral hazard – for ins-
tance, it is very hard for a third party to determine, ex-
post, each firm´s responsibility in an accident, making it 
attractive to sub invest in maintenance – and adverse selec-
tion will become more prevalent.

Other unwanted outcomes that may emerge from 
vertical separation of railways are cream skimming (in-
dependent transport providers, who do not own tracks, 

dossier

Network Industries Quarterly | vol. 17 | no 3  | 2015

dossier

8

may only be interested in the most lucrative segments and 
products, leaving the rest unserved) and the excessive use 
of rail infrastructure, in a “tragedy-of-commons” situa-
tion. Furthermore, the increase in transaction costs make 
contracts less complete and more prone to judicial dis-
putes, further pressuring administrative and operational 
costs – already up due to the loss of economies of scope3. 
Lastly, if the regulator tries to avoid such contractual pro-
blems through micro-regulation, it will likely increase 
firms´ administrative costs, in addition to reducing their 
flexibility to operate.

It is not surprising, therefore, that most countries have 
adopted a vertically integrated model in the rail freight 
sector. Among the existing systems, American railways are 
the most successful: since the enactment of the Staggers 
Act, which greatly deregulated the sector, while preserving 
its institutional setup, railroads in the United States have 
significantly increased their productivity and lowered acci-
dent rates. At the same time, they have become financially 
sound (Association of American Railroads 2015).

Thus, the 2011 reform of railway regulation not only 
overlooked the evidence from Europe, but also contrasted 
with the general stance regarding the sector’s structure 
worldwide. And this in a country with weak regulatory 
institutions4. Moreover, the new framework was a radical 
departure from the existing model, generally perceived as 
successful although in need of some improvement. The 
new model also lacked a solid legal basis5, making an alrea-
dy unstable business environment even more uncertain. 
Finally, a key flaw in the new model was its dependence 
on Valec´s ability to honor payments for the infrastructure 
capacity it was supposed to buy: this would depend on it 
receiving annual transfers from the Treasury, over decades, 
which unsurprisingly made investors jittery.

The second reform of the Brazilian rail sector and the 
challenges ahead

It was a bad idea to adopt such dramatic regulatory 
changes while also trying to attract investors to bid at new 
greenfield projects. Not by chance, thus, none of the rai-
lway projects listed in the PIL attracted private interest. 
In June 2015, the government announced the new stage 
of the Logistics Investment Program (PIL 2). It expects 
capital outlays of approximately US$ 46 billion, of which 
US$ 20 billion (over 40%) in railroads. In this new stage, 
the government plans to return to the vertically integrated 
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2  See Drew and Nash (2011) and van de Velde et al (2012), for instance.

3  There is evidence that it is less costly for a single firm to provide railway infrastructure and transport services for different products than it is for different 
firms to do that separately (Ivaldi and McCullough 2008, Bitzan 2003, Cantos Sánchez 2001 and Wetzel and Growitsch 2006).

4 Over the past ten years, the Brazilian government has progressively weakened regulatory agencies by diverting some of their responsibilities to other bodies 
and leaving executive positions vacant, for example.

5 Because of the nature of the legal instruments used to establish the new regulation of the rail sector, they didn´t go through the ordinary legislative procedure. 
Instead, the public administration unilaterally designed them (Ribeiro 2015).
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concession model adopted during the privatization of the 
sector.

We see this as a positive change. Yet, we are not op-
timistic that this stage will be any more successful than 
the preceding one for a number of reasons. First, more 
than US$ 9 billion, or a fifth of total funds, correspond to 
the Brazilian part of the Bioceanic Railway, a continental 
railroad that is projected to cross South America through 
Brazil and Peru, linking the Atlantic to the Pacific Ocean. 
The Chinese government has shown great interest in this 
new trade route, and committed to prepare the project and 
possibly implement it, but at this stage it seems inappro-
priate to consider investments in a project that complex 
– involving environmental and diplomatic issues, among 
others – as likely to happen within the PIL 2’s timeframe. 
Indeed, no one has yet done a study to check whether the 
Bioceanic Railway is economically viable.

Second, the other railway undertakings included in the 
PIL 2 are a recast of the projects that were part of the origi-
nal PIL, comprising the construction of four thousand km 
of tracks, as well as investments of US$ 3.7 billion in exis-
ting concessions. It is unclear why investors will be more 
interested in them than before, considering the much less 
favorable current economic environment.

Third, regulatory uncertainty remains high. With a 
rising fiscal deficit6, the government decided to back away 
from the regulatory reform initiated in 2011, but failed 
to state what it planned to do instead7. Yet, from what 
the Brazilian government has (or not) declared since it 
launched the PIL 2, it is reasonable to assume that it has 
abandoned the idea of separating infrastructure and trans-
port operations or implementing an open access regime in 
the rail freight sector. It is clear, thus, that new concessions 
will take place according to a vertically integrated model 
and that Valec’s role in the sector will be again limited to 
procuring civil works. However, the authorities continue 
to advocate in favor of unbundling infrastructure from 
transportation services and of track sharing as a means to 
foster competition.

Fourth, the government’s track record on project struc-
turing in infrastructure is quite poor. Thus, a feature of the 
rail undertakings listed in the PIL 2 that deserves atten-
tion is the government’s plan to outsource project prepa-
ration to private firms, through a mechanism known as 
“expression of interest procedure” (PMI, in Portuguese), 
which resembles the unsolicited proposal scheme also seen 
in other countries8. Unsolicited proposals have become 

quite common in emerging countries, but, in Brazil, the 
recourse to PMIs in infrastructure projects has not shown 
great results. Indeed, few PMI studies have actually led 
to project implementation. Additionally, the evidence 
suggests that such procedure limits competition in pro-
curement, although there are ways to mitigate that risk by 
changing the rules.

The Brazilian government proposed a financial model 
for railway projects under the PIL 2 very similar to that in 
the original program: that is, plenty of subsidized BNDES 
loans. The government expects easy credit to compensate 
for high regulatory risk and to allow for low transport 
tariffs. In other words, not only users, but also taxpayers 
will bear a large part of the cost of railway investment. 
Nevertheless, investors have seriously questioned the ac-
tual availability of those resources, given the current fiscal 
crisis.

Conclusion

In sum, the Brazilian government seems to have given 
up on vertical separation and open access in the rail sector. 
In principle, this is broadly a good thing. However, regu-
latory uncertainty remains high, especially because the 
government has conducted this process with insufficient 
transparency and clarity about its goals. Moreover, impor-
tant issues such as the low speed of trains and the difficulty 
to develop greenfield projects have not been addressed.
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