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Executive summary

Taxi fares are determined by the Tasmanian Government. The CIE has been asked to
provide advice on the appropriate methodology for setting and changing regulated taxi
fares.

Objectives of fare regulation
We have considered the objectives that should guide taxi fare regulation through
consideration of the Taxi and Luxury Hire Car Industries Act 2008, broader objectives that
underpin regulatory decision-making and the setting of prices in other industries and
jurisdictions and consultation with stakeholders. Based on this, we consider that
objectives should be focused on the interests of consumers and should:
■

aim to set fares that are economically efficient, both in terms of level and structure.
Specifically, the regulated fares should seek to:
– reflect the efficient cost of providing the service;
– protect consumers from the abuse of market power; and
– ensure that there are no cross-subsidies between groups of customers.

■

allow a standard of service, including availability and safety, that consumers are
willing to pay for; and

■

provide incentives for the industry to improve efficiency.

Review of current fare arrangements
Fares are currently increased using a taxi cost index, with no consideration of the level
and structure of fares. Fare changes have occurred irregularly, in response to demands by
industry. These arrangements have a number of weaknesses.
■

There is a lack of clear objectives for fare setting, which have restricted fare setting to
considering changes in fares but not the appropriate level of fares.

■

There is a lack of clear process for setting fares. This has led to pressure on fares to go
up by industry but not down in response to changes in costs, such as fuel prices.

■

Changes in fares have been irregular — sometimes frequent and sometimes
infrequent. This does not provide industry with certainty about the processes around
setting the fares that they will be able to charge.

■

The construction of the cost index has overweighted items that are included, because
it excludes major cost components (labour and plate leases). This has led to a far
higher weight on items such as fuel.

www.TheCIE.com.au
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Options for fare regulation
Options for setting and changing fares
There are three main options for considering the level and change in taxi fares. Of these,
the taxi cost index approach is the main approach used in other jurisdictions, despite its
limitations. The building block approach is used widely in other industries. There may
also be approaches that incorporate the advantages of a building block approach with the
simplicity of the cost index.
We recommend that:
■

Fares are adjusted from the current level using an approach that is a hybrid of the
Cost Index approach and the building blocks approach to transition fares to a more
efficient level over time.
– The licence plate lease cost component should be deflated over time. If more
licence plates are released then this component could be deflated slowly. If fewer
licence plates are released then it would be appropriate to deflate this component
more quickly.
– All other components should be increased using inflators that reflect the change in
the relevant costs.

Options for fare structure
The fare structure can affect the incentives faced by both drivers and passengers. It is
difficult to determine an optimal fare structure with information available to this review,
as the optimal fare structure is likely to depend on the responsiveness of demand at
different times and for different trips.
Industry participants may be better placed than Government to determine the optimal
fare structure. There is merit in considering the extent to which fare components can be
determined by industry participants, subject to an overall constraint on the level of fares.
If fare components are determined by the Government then there may be some
justification for introducing a booking fee. At this stage, it is not clear that this would
improve on the objectives sought from fare regulation.

Implementation of the recommended approach
Fare areas
There appears to be significant differences in the cost structure of the taxi industry across
different taxi areas. This has implications for fare regulation.
■

Significantly different cost structures complicates the construction of a Cost Index,
although this is a relatively minor concern.
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■

More importantly, significant differences in the value of licence plates in different
areas with the same fares has an impact on the extent to which fares can be
transitioned towards an efficient level.

One approach to addressing this issue is to apply different fares in different taxi areas.
■

Differences in the value of licence plates between Hobart, Launceston and Burnie are
large enough to suggest that different fares may be required in each of these areas.

■

The Government could also consider whether fare regulation and restrictions on the
number of licence plates is necessary in smaller taxi areas.

The Government could also address the issue of significant differences in the value of
licence plates between taxi areas through issuing more plates in areas where the licence
plate value is high.

Cost weights for the Index
Preliminary cost weights for the major taxi areas are shown in table 1.
1 Cost weights for taxi areas
Cost shares
Hobart

Launceston

Other

Per cent

Per cent

Per cent

Radio-room costs

6.0

8.1

15.6

Vehicle costs (including fit-out)

4.0

4.6

5.7

Servicing, maintenance and repairs

6.3

6.8

6.8

Insurance

4.0

4.3

4.3

Registration

1.1

1.3

1.7

Operator labour

4.1

4.4

4.4

Cost

Plate leases (not an efficient cost)

11.0

6.1

4.5

Driver labour

50.0

50.0

42.5

Fuel

13.5

14.5

14.5

Total

100.0

100.0

100.0

Source: The CIE.

Inflators
Recommended inflators for each cost item are shown in table 2
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2 Recommended inflators
Cost item

Recommended inflator

Radio-room costs

ABC CPI, Communications, Hobart

Vehicle costs (including fit-out)

ABS CPI, Motor Vehicles, Hobart and Reserve Bank of
Australia small business lending rate

Servicing, maintenance and repairs

ABS CPI, Hobart, Maintenance and repairs

Insurance

ABS CPI, Hobart, Insurance

Registration

Government regulated fees

Operator labour

ABS Wage Price Index, Tasmania

Plate leases (not an efficient cost)

5 per cent deflation each year

Driver labour

ABS Wage Price Index, Tasmania

Fuel

Hobart average fuel price, such as from FuelTrac

Source: The CIE.

Productivity adjustment
We recommend that a productivity adjustment is applied to the cost increase estimated
by the Cost Index. The productivity adjustment:
■

provides a signal to the industry to improve productivity; and

■

passes on some of the benefits of productivity gains to consumers.

We recommend the productivity adjustment be based on an economywide measure of
productivity growth averaged over the past ten years. If this is less than zero, no
productivity adjustment should be applied.
Multifactor productivity is the appropriate productivity measure, using either the gross
output or gross value added measure of output. If the gross output measure is used, the
productivity adjustment should be applied to the whole Cost Index. However, if the gross
value added measure is used, the productivity adjustment should be applied only to the
labour (i.e. driver labour and operator labour) and capital (motor vehicle and fit-out)
components of the Cost Index. Alternatively, gross value-added based productivity
adjustment could be multiplied by the labour and capital share in the Cost Index before it
is applied to the percentage change in costs, as measured by the Cost Index.

Applying the increase to fare components
The approach to applying fare increases to fare components depends on whether the
Governments chooses to continue to regulate each fare component.
■

If the Government continues with the current arrangement, we recommend it uses the
average fare method. Under this approach the determined fare increase is applied to
the ‘average fare’ based on a specified ‘average trip’. It can then adjust each fare
component, such that the fare for the specified average trip is equal to the new average
fare.
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■

If the Government chooses to de-regulate fare components, networks would be free to
choose the balance between fare components, subject to the constraint that the fare on
the specified average trip cannot exceed the specified ‘average fare’.

Process for setting taxi fares
In relation to the process for setting fares, we suggest the following.
■

There should be a major review of taxi fares every 4 years. In the interim, taxi fares
should be adjusted annually in line with the cost index approach.

■

Major changes in costs (greater than a 1 per cent increase or decrease in costs) that are
not captured by the taxi cost index should be passed through to taxi fares on an
annual basis, if approved by the regulator. This would include cost changes reflecting
regulatory change or taxation events.

■

Major reviews should:
– consider changes in licence plates and the extent to which regulated prices
continue to capture rents from scarcity of licences. This should inform the need for
faster or slower deflation of the plate lease component of the cost index;
– update cost weights using consultation with industry;
– consider the extent to which the services provided are meeting the standards
required of consumers and whether fares could be an effective tool to address this
issue; and
– consider issues related to the structure of fares, if these are determined by the
pricing regulator.

■

Major reviews should include two stages of written submissions and a public forum.
They should include an issues paper, draft report and final report.

■

Annual reviews should involve no consultation. A briefing setting out the measured
changes in cost items should accompany the announcement of a change in fares. The
change in fares should be advertised one month prior to it becoming effective to allow
for changes to meters to be made.
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RECOMMENDATIONS
1 The objectives of taxi fare regulations should be considered from a customer
perspective. Positive outcomes from a fare review would include a higher standard
of service for consumers and/or improved affordability.
19
2 Fares should be adjusted from their current level using an approach that is a hybrid
between the Cost Index approach and the building blocks approach.
53
a)

The licence plate lease cost component should be deflated over time.

53

b)

All other components should be increased based on inflators that reflect
changes in the relevant costs.

53

3 The Government could consider de-regulating fare components, subject to a
constraint that the fare for a specified ‘average trip’ does not exceed a regulated
maximum.
53
4 Differences in the value of licence plates between Hobart, Launceston and Burnie
are large enough to suggest that different fares may be required in each of these
areas.
59
5 The Government could also consider whether fare regulation and restrictions on
the number of licence plates is necessary in smaller taxi areas.
59
6 A cost index should include all major cost items. It should separately identify fuel,
insurance, motor vehicle, radio room, labour and plate lease costs. Preliminary
weights are provided in table 8.3.
63
7 Independent publicly available inflators should be used to measure the change in
each cost item
8 Vehicle costs should be inflated by the ABS CPI, Motor Vehicles for Hobart
converted into an annual financing cost using a 6 year period and the Reserve
Bank of Australia small business indicator rate for variable loans.

66

9 Fuel costs should be inflated by the increase in annual average petrol prices for
Hobart.
10 Insurance costs should be inflated by the increase in the ABS CPI, Insurance for
Hobart.
11 Radio room costs should be inflated by the increase in the ABS CPI,
Communications for Hobart.

69

12 Labour costs should be inflated by the increase in the ABS Wage Price Index for
Tasmania (Public and Private).
69
(Continued on next page)
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RECOMMENDATIONS
13 Maintenance and repair costs should be inflated by the increase in the ABS
Consumer Price Index for maintenance and repair, Hobart.

70

14 The deflator applied to plate lease costs should reflect the number of licences being
released — if more licences are released then the deflator could be close to zero, if
less licences are released then the deflator should be larger. A deflator of 5 per cent
per year is recommended if policies that lead to a level of licence release similar to
that currently occurring are in place.
71
15 A productivity adjustment should be applied to the cost increase estimated by the
Cost Index. The productivity adjustment should be based on the average growth
rate of the gross value-added measure multifactor productivity growth in the
market sector over the past ten years. If this is less than zero, we recommend that
no productivity adjustment should be applied. The productivity adjustment should
be multiplied by the labour and capital share in the Cost Index before it is applied
to the percentage change in costs, as measured by the Cost Index.
79
16 Reviews should be initiated by the regulator through regular periodic reviews 88
17 There should be a major review of taxi fares every 4 years. In the interim, taxi
fares should be adjusted annually in line with the cost index approach.
90
18 Major changes in costs (greater than a 1 per cent change in costs) that are not
captured by the taxi cost index should be passed through to taxi fares. This would
include cost changes reflecting regulatory change or taxation events.
92
19 Major reviews should include two stages of written submissions and a public
forum. They should include an issues paper, draft report and final report. Annual
reviews should involve no consultation. A briefing setting out the measured
changes in cost items should accompany the announcement of a change in fares.
The change in fares should be advertised one month prior to it becoming effective
to allow for changes to meters to be made.
94
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1

Background

The Tasmanian taxi industry
The taxi industry involves many players and the relationships between these players can
be complex. In some cases a single organisation (or individual) can take on multiple parts
of the supply chain, while in others it is separated out into distinct components. The
relationship between taxi-industry players is summarised in chart 1.1.
1.1

The taxi industry

Licence plate
holders

May
issue
new
licences

Licence plate
lease payments

Operators

Revenue
sharing

Drivers

Annual
network
fees

Networks

DIER

Booking dispatch

Phone and
internet bookings

Fares

Passengers
Taxi services
Data source: The CIE

Taxi operators are required to hold a licence plate issued by the Department of
Infrastructure Energy and Resources (DIER). There are four different types of licences:
■

a perpetual taxi licence that continues indefinitely;

■

an owner-operator taxi licence that must be operated by the person owning the licence
and hence the owner must be an accredited operator;

■

a wheelchair accessible taxi (WAT) licence; and

■

a temporary taxi licence, which expires after a period of time, cannot be traded and
can only be issued to an accredited operator.

Taxi licences also apply to specific taxi areas, of which there are 24 in Tasmania.
Licence plate holders can either operate a taxi themselves or earn a rate of return on their
asset by leasing the licence plate to a separate operator, depending on the type of licence.
Operators are responsible for various costs associated with operating a taxi, including
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purchasing or leasing the vehicle, vehicle maintenance, insurance and network fees.
Operators can drive the taxi themselves or obtain a bailee driver (or both).
In Tasmania, fare revenue is generally split between the operator and bailee driver based
on an agreed percentage (normally on a 50:50 basis in Hobart, but may vary in other
areas). These arrangements are not regulated.1 Consultation suggests that the share of
revenue returned to taxi drivers can be as low as 40 per cent.
The arrangements for supplying taxi services can vary considerably. In some cases, the
licence plate holder, the operator and the driver may be the same person. In other cases
they may be completely separate.
Passengers can procure a cab from taxi ranks or by hailing them down on the street.
Alternatively, passengers can book a cab over the telephone or the internet with an
authorised taxi network. Networks dispatch phone and internet bookings to all affiliated
taxis and each driver can decide whether to accept the booking.

Taxi fares in Tasmania
The 24 licence areas fit into three different fares bands.
■

Hobart, Launceston, Devonport, Burnie, West Tamar, Ulverstone and Perth

■

King Island and Flinders Island; and

■

Areas not listed

WATs can also charge different fares for passengers that require wheelchair accessibility,
although this is currently being reviewed.
The current taxi fares are set out in table 1.2.
1.2

Current taxi fares
Major areas a

Other

King Island/Flinders Island

$

$

$

3.40

3.40

4.90

Tariff 1 (per km)

1.84

1.81

2.05

Tariff 2 (per km)

2.20

2.17

2.46

36.26

35.31

41.49

Fare component

Flagfall

Waiting time (per hour)

a Hobart, Launceston, Devonport, Burnie, West Tamar, Ulverstone and Perth.
Source: DIER.

1

Department of Infrastructure, Energy and Resources, 2006, Review of the Taxi and Luxury
Hire Car Industries Act 1995, Paper 2 – Taxi Fare Setting Mechanisms and Driver Pay Conditions, p.
53.
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This project
The setting of taxi fares comprises three inter-related components.
1 The methodology used to set the initial level of fares and to change this through time
2 The methodology used to consider changes in the structure of fares, such as the
distance charge versus the flagfall charge
3 The processes to determine fares, such as the frequency of periodic review,
consultation undertaken and triggers for reviews outside of those usually undertaken
The CIE has been asked to provide advice on all three of these areas. This report sets out
our analysis and findings as follows.
■

Chapters 2 to 6 set out the objectives sought from fare regulation, the methodologies
available for setting the level and structure of taxi fares and provides our assessment of
the appropriate methodologies

■

Chapters 7 to 11 set out how the recommended approach should be implemented,
including the areas to which prices should be applied, the construction of a cost index,
inflators for costs, productivity adjustment and application of price change to fares

■

Chapter 12 considers the processes around fare setting

■

Appendices contain technical material

www.TheCIE.com.au
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2

Objectives of taxi fare regulation

The objectives of taxi fare regulation can be broken into general objectives of economic
regulation, principles of price regulation and objectives specific to the Tasmanian taxi
industry.

Principles of effective economic regulation
Many regulatory agencies and governing bodies have developed guidelines to ensure
effective and efficient regulatory decision-making, management and governance. These
provide some context for good regulatory processes and outcomes for taxi fare
regulation.
The OECD Guiding Principles for Regulatory Quality and Performance 2005 suggests
the following criteria are necessary to ensure that regulatory processes and decisions are
relevant and robust, transparent, accountable and forward-looking.
■

Establish clear objectives of regulation and frameworks for implementation. Articulate
regulatory goals, strategies and benefits clearly to the public and foster coherence
across major policy objectives.

■

Assess impacts and review regulation systematically to ensure that they meet their
intended objectives efficiently and effectively in a changing and complex
environment. Aim to minimise the aggregate regulatory burden on those affected,
lessen administrative costs and stimulate economic efficiency.

■

Ensure that regulations, regulatory institutions and regulatory processes are
transparent and non-discriminatory. Ensure broad consultation that is timely and
transparent where stakeholders clearly understand the scope of review.

■

Design economic regulation to stimulate competition and efficiency. Ensure that
regulatory restrictions on competition are limited and proportionate to the public
interests they serve. Periodically review regulations that restrict commercial practices
to ensure the benefits outweigh the costs and that alternative arrangements cannot
equally meet the objectives of the regulation with less effect on competition.

These regulatory principles are broadly consistent with those adopted within the
Australian regulatory framework. For instance, the Council of Australian Governments
agreed to ensure that regulatory processes are consistent with the following principles.
■

A case for action must be established before addressing a problem.

■

A range of feasible policy options must be considered, including self-regulatory,
co-regulatory and non-regulatory approaches, and their benefits and costs assessed.
The option that generates the greatest net economic benefit should be adopted.
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■

In accordance with the Competition Principles Agreement, legislation should not
restrict competition unless it can be demonstrated that:
– the benefits of the restrictions to the community as a whole outweigh the costs, and
– the objectives of the regulation can only be achieved by restricting competition.

■

Effective guidance to relevant stakeholder should be provided in order to ensure that
the policy intent and expected compliance requirements of the regulation are clear.

■

Regulation must remain relevant and effective over time.

■

Key affected stakeholders should be consulted at all stages of the regulatory cycle.

■

Government action must be effective and proportional to the issue being addressed.2

In addition, the framework for economic regulation should also provide a stable and
objective environment, which enables affected stakeholders to anticipate the context for
future decisions and to make informed long-term investment decisions. The UK
Department for Business Innovation and Skills highlights predictability as a key feature
that should be systemised in the regulatory framework. That is, the framework of
economic regulation should allow efficient and necessary investments to receive a
reasonable return, subject to the normal risks inherent in markets.3

Principles of taxi pricing regulation in NSW
The above principles apply to regulation more broadly. There is also guidance as to the
principles applied to the regulation of taxi fares in NSW where this is undertaken by an
independent regulator. IPART, in its most recent review, was required to consider:4
■

the cost of providing the services concerned;

■

the protection of consumers from abuses of monopoly power in terms of prices,
pricing policies and standards of service;

■

the need for greater efficiency in the supply of services so as to reduce costs for the
benefit of consumers and taxpayers;

■

the impact of pricing policies on borrowing and capital requirements and, in
particular, the impact of any need to renew or increase relevant assets;

■

the need to maintain ecologically sustainable development;

■

the social impact of the determination;

2

Council of Australian Governments 2007, Best Practice Regulation: A Guide for Ministerial Councils
and National Standard Setting Bodies, October.

3

This principle is also proposed by the ACCC — the authority with responsibility for regulating
transmission revenue in the National Electricity Market. The ACCC suggests that regulatory
regimes should aim to foster efficient investment and operating practices and to provide for an
equitable allocation between Transmission Network Service Providers and users of expected
efficiency gains. Australian Energy Regulator 2004, Statement of principles for the regulation of
electricity transmission revenues, Background paper, December.

4

IPART, Review of taxi fares in NSW 2012, Final report, Appendix A.
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■

standards of quality, reliability and safety of the services concerned (whether those
standards are specified by legislation, agreement or otherwise) and any suggested or
actual changes to those standards; and

■

the effect of any pricing recommendation on the level of government funding.

Objectives specific to the Tasmanian taxi industry
The Taxi and Luxury Hire Car Industries Act 2008 cites its intent as follows.
The intent of this Act is, in respect of taxi services, to ensure the provision of a safe, demandresponsive, taxi transport system in Tasmania that adequately meets the needs of consumers.

Tasmanian industry and government stakeholders did not hold strong views on the
overarching objectives of setting fares for taxis outside of this. Of those that did offer
views:
■

the Tasmanian Council of Social Services considered that availability and
affordability should be the focus for determining taxi fares; and

■

industry was concerned about industry viability.

We consider that these views fit within the intent of the Act in so far as industry viability
is important only in so far as it ensures that customers receive a service that meets their
needs. (Affordability and availability are clearly reflecting the needs of customers.)
RECOMMENDATION
1 The objectives of taxi fare regulations should be considered from a customer
perspective. Positive outcomes from a fare review would include a higher standard of
service for consumers and/or improved affordability.
In some cases, changes in taxi fares are based on the objective of seeking to increase
returns to drivers, which are typically low. Taxi fares are a blunt instrument to achieve
this objective, particularly when there are substantial returns to owning taxi plates. The
extent to which drivers will benefit from fare changes is not clear, although the stickiness
of the revenue sharing arrangements in Tasmania suggests they may receive some part of
the fare increase (although also facing lower demand for taxis). If the objective is to raise
driver earning then this should be undertaken through alternative regulatory
arrangements rather than prices.

Criteria against which to assess alternative options
The general criteria applied in regulatory decision making and the specific objectives of
the Taxi and Luxury Hire Car Industries Act 2008 suggest a set of criteria against which
alternative options for fare regulation should be judged. These criteria are summarised in
table 2.1. Most consultations suggested that process criteria were most important. In
particular, many stakeholders noted that they valued transparency and consultation,
although this was not universal.

www.TheCIE.com.au
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We have ranked criteria from most to least important in table 2.1. Criteria related to
consumer interests are considered to be of primary importance. The four process criteria
are judged to be equally important.
2.1

Criteria for comparing options for fare regulation

Criteria related to fare levels, changes and structure

Criteria related to processes

Is the level and structure of fares efficient?

Are processes for decision-making transparent?

■

Are the efficient costs of providing services reflected in
fares?

■

Are consumers protected from the abuse of market
power?

■

Are some customer groups cross-subsidising other
customer groups?

Do fares encourage standards of services, such as
availability and safety, that consumers are willing to pay
for?

Do processes allow for open consultation with
stakeholders?

Are fares based on accurate information and does the
fare setting methodology allow for feasibility of
information collection?

Are processes predictable in terms of their timing and
method?

Are there impacts on particular stakeholder groups that
would be unreasonable from changes in fares?

Do processes provide an appropriate balance between
administrative costs and other criteria?

Is there an incentive to increase efficiency of provision of
taxi services?
Do fares allow the industry to provide a service of the
standard sought by consumers?
Are fares set to minimise social impacts, to the extent
possible?
Source: The CIE.
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3

Review of existing arrangements

Existing fare setting arrangements
The process for setting taxi fares currently takes the existing level and structure of fares
and focuses on the change that should be applied to this. The change in fares has been
made using either the CPI or a cost index since 2003. A measure of the change in taxi
fares since March 2003 and the estimated change in taxi costs are shown in chart 3.1.
Fares have increased more quickly than the CPI over this period. Note that not all fare
changes have involved an estimate of the cost model — some interim fare increases have
been allowed based on increases in the CPI.
3.1

Historical taxi fares in Tasmania
150
Fare index

Tasmanian CPI

Cost model

Index (January 2003 = 100)

140
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100
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80
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Mar-04
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Mar-07

Mar-08

Mar-09

Mar-10

Mar-11

Mar-12

Note: The CPI and fare indices are set to 100 in March 2003. The cost index is set to the level of fares in June 2003, reflecting that
the June 2003 fare change was a result of the change in the cost index to January 2003.
Data source: ABS Consumer Price Index, All Groups, Hobart; DIER; CIE analysis.

The timeline of taxi fare changes is shown in chart 3.1. Fares have been changed
frequently in some instances and have had long periods without any change in others
(such as August 2008 to October 2011).
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3.2

Timeline of taxi fare changes
20
18
16
14

Price per trip ($)

22

12
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6

Change in fares

4
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May-00
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May-04

May-06

May-08

May-10

May-12

Note: Fares are for major metropolitan areas based on a 5 kilometre trip with 5 minutes of waiting time.
Data source: DIER; CIE analysis.

The cost index
The cost index developed and used to adjust taxi fares periodically has the components
shown in table 3.3. The taxi cost index does not include components for:
■

labour of operators and drivers, and

■

taxi plate lease costs.

The cost model can therefore be considered more like an operator cost model. This is
likely to reflect the view that the 50/50 revenue sharing arrangement means that driver
costs are directly in proportion to operator costs.
3.3

Taxi cost index components
Fixed costs

Component

Variable costs
Weight 2011 Component

Weight 2011

Per cent
Vehicle lease cost

Per cent

7.58

Fuel

33.72
24.02

Vehicle equipment
4.19

Vehicle maintenance
labour & parts

Vehicle registration

2.10

Tyres - new

Annual licence and
inspection fees

1.68

Radio Fees

10.97

Vehicle insurance

5.40

Workers Comp Insurance

6.08

P/Accid Insurance

1.82

Accreditation costs

0.53

Source: Tasmanian Department of Infrastructure, Energy and Resources.

The inflators applied to each cost item of the cost index are shown in table 3.4.
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3.4

Inflators applied to cost items
Fixed costs

Variable costs

Component

Inflator

Component

Inflator

Vehicle lease cost

ABS Motor Vehicle CPI
sub-index

Fuel

One month of fuel prices
from Australian Institute
of Petroleum

Vehicle equipment

Quotes from suppliers

Vehicle maintenance
labour & parts

ABS CPI Transportation

Vehicle registration

Regulated rate

Tyres - new

Quotes from suppliers

Annual licence and
inspection fees

Regulated rate

Radio Fees

Quotes from suppliers

Vehicle insurance

ABS Insurance services

Workers Comp Insurance

Calculation based on
average fare

P/Accid Insurance

ABS Insurance services

Accreditation costs

ABS CPI

Source: Tasmanian Department of Infrastructure, Energy and Resources.

Problems identified with current arrangements
Current level of fares
The current arrangements have not considered whether the existing level of fares is
appropriate. If fares have been set too high or too low in the past, then this is locked in
through the application of changes to fares based on changes to costs.
When using a cost index it is necessary to periodically reconsider the appropriate level of
fares, as well as how they should be changed. Doing this requires greater clarity on the
objectives of fare regulation than is currently articulated by either the legislation or past
reviews of Tasmanian fares.
One indicator that fare levels are too high, given the number of taxis allowed, is the value
of licence plates. Licence plates have value because the revenue that can be earned from
the operation of a taxi is higher than the efficient costs associated with providing the
service.

Items included in cost index
The existing cost index excludes labour costs and plate lease costs. Because major cost
items are not included in the index, other items receive far higher weights than they
otherwise would. The weight given to fuel is 34 per cent in 2011. This item is far less
important in the cost structure of the industry than this. For example, in Sydney and
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country NSW, fuel made up around 10 per cent of total costs.5 This is important because
fuel prices have risen far more quickly than other prices since 2003. We estimate that
compared to having a weight on fuel of 10 per cent, which is likely to be closer to its
actual cost weight, the overweighting of fuel has led to cost estimates being 4 per cent
higher (chart 3.5).
It can be argued that operator costs should be given a higher weighting in the cost index
than their share of total costs. This is because the 50/50 revenue sharing arrangement
with the driver means that the operators receive only half of the revenue increase
intended to cover any increase in operator costs. However, the 50/50 arrangement is not
regulated. It is not clear why consumers should pay for fare increases that exceed the
overall increase in costs (i.e. consumers should not have to pay for higher earnings for
drivers because fuel costs have increased).
3.5

Impact of overweighting fuel
10
Impact of overweighting fuel

Impact on cost estimates (per cent)
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Mar-12

Note: Measured based on the 2003 weight for fuel (28.9 per cent) less a weight of 10 per cent, multiplied by the difference between
the CPI fuel index and the CPI All Groups index.
Data source: ABS Consumer Price Index, All Groups, Hobart; ABS Consumer Price Index for automotive fuel, Hobart; DIER; CIE analysis.

Inflators applied to cost items
The current cost model applies inflators based on:
■

ABS CPI components

■

quotes from suppliers

■

Government determined fees and charges, and

■

Calculations based on past fare increases.

It is often the case that cost indices use multiple variable sources of data. If an
independent and publicly available source can be found then in general this should be
preferred to a supplier quote.

5

The CIE 2012, Reweighting of the taxi cost index, prepared for the Independent Pricing and
Regulatory Tribunal, pp 9-10.
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The period over which inflators are considered is also not always clear. For instance, it
appears that fuel prices reflect a one month average fuel price. This may lead to the
measure of costs not appropriately reflecting conditions faced by the taxi industry over
the past year.

Consistency of application
The Cost index model has been applied irregularly. This means that there has been no
consistent treatment of the periods over which inflator data is taken. It has also meant
that the spreadsheet model is subject to inaccuracies. For example, inflators have
sometimes been misapplied and input data is not clearly identified.
There may be bias in the timing of when the cost index is used, as this is subject to
industry lobbying. Hence when fuel prices in particular go up then there is likely to be
pressure for an increase in fares based on the cost index — this is seen in the timing of
historical fare increases which generally occur after a rise in fuel prices (chart 3.6). Fare
changes are not reversed when fuel prices subsequently go down.
3.6

Fuel price increases and fare changes
170
Fare index

Index (January 2003 = 100)
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Fuel prices
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Data source: ABS Consumer Price Index for automotive fuel, Hobart,; DIER

Key points
The current arrangements for setting fares have a number of weaknesses.
■

There is a lack of clear objectives for fare setting, which have restricted fare setting to
considering changes in fares but not the appropriate level of fares.

■

There is a lack of clear process for setting fares. This has led to pressure on fares to go
up by industry but not down in response to changes in costs, such as fuel prices.

■

Changes in fares have been irregular — sometimes frequent and sometimes
infrequent. This does not provide industry with certainty about the processes around
setting the fares that they will be able to charge.

■

The construction of the cost index has overweighted items that are included, because
it excludes major cost components (labour and plate leases). This has led to a far
higher weight on items such as fuel.
www.TheCIE.com.au
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4

Options for setting and changing fares

Price regulation of industries/businesses can be undertaken in a number of ways.
■

Cost based regulation, such as:
– building block regulation, which estimates the costs of providing services and
divides this by expected demand to give a price for services to recover costs6;
– cost indices, which inflate prices by the expected change in the cost of providing
services over time.

■

Demand based regulation, which might adjust fares to ensure that users of a service
receive some level of quality of service.7

■

Ad hoc regulation, that might set prices to achieve, for example, equity goals without
a clear basis for prices.

This chapter considers the alternative approaches and their advantages and
disadvantages. Before doing so, it briefly sketches out the key aspects of the taxi industry
that are relevant for considering each approach, such as its revenue and costs.

Taxi revenue and costs
The revenue that a particular taxi earns reflects the level of fares, the number of shifts that
the taxi is on the road for and the number and length of passenger trips made. This
suggests a straightforward link between prices and revenue — higher prices mean higher
revenue. This is only one part of the relationship, however.
Prices also change the amount of trips that passengers demand. At higher prices, fewer
people are willing to use taxis. There is considerable uncertainty around the relationship
between prices and demand. The Victorian Taxi Inquiry recently commissioned the
Hensher Group to conduct some surveys of different customer groups. These suggested
that a 10 per cent increase in taxi fares could lead to around a 10 per cent decrease in
demand for taxis.8 This is probably towards the upper end of the likely impact. It
suggests that for a given price increase and no other changes to the industry, taxi revenue
will go up by less the price increase. For example, a 10 per cent price increase might lead
to a 5 per cent increase in revenue.
Demand for taxis also reflects the quality of service available. Quality attributes could
include customer waiting time, safety and cleanliness. Waiting time is itself likely to

6

Alternative similar forms include regulation of revenues rather than prices, where demand risk
is unable to be borne by suppliers.

7

See for example Douglas, G. 1972, “Price regulation and optimal service standards: the taxicab
industry”, Journal of Transport Economics and Policy, May.

8

Victorian Taxi Industry Inquiry 2012, Customers first, Draft report, p. 440.
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reflect demand for taxis — if there is lower demand then there will be more taxis
available and waiting time will probably be lower, particularly during busy periods.
Demand for taxis, even at constant prices and service standards, is not constant through
time. Demand can change because of population growth or income growth, for example.
Finally, the demand for an individual taxi is impacted by the number of other taxis
available. As with any business, additional competitors can reduce the market for
existing businesses. (There may also be some market expansion because of improved
services, such as reduced waiting times.)
Bringing this together, the revenue a taxi receives is complex. It is likely to increase
through time because of higher demand for taxis. It is likely to fall through time because
of additional taxi licences. It may increase with higher prices, although by far less than
the increase in the price.
The cost of a taxi reflects the unit cost of inputs, such as fuel, maintenance, insurance and
labour and the amount of inputs used. A taxi will require greater inputs when it is being
driven further, because there is higher demand. For example, taxis typically use more fuel
on peak days. For instance, the CIE found that fuel costs for a Friday and Saturday night
in Sydney were more than 40 per cent higher than fuel costs for a weekday shift.9 Taxis
that are driven further also require more maintenance and often higher insurance. Taxis
may work longer shifts when there is work available and hence require more driver time.
Some of the costs of providing taxi services are considered to be fixed, such as the cost of
the vehicle and network fees. Even with the cost of a vehicle, a vehicle that is used less
will tend to last longer and hence its cost can be recovered over a longer period.10
Potentially, a vehicle can also be used as a non-taxi vehicle when not operating as a taxi.
Finally, there is the cost of a plate lease. A taxi plate has a value because of the
government restriction on entry into the industry. The plate lease cost can best be thought
of as the gap between revenue and costs. If revenue goes up and costs stay the same then
the plate lease cost will tend to increase.
The relationships within the taxi industry discussed above are set out in chart 4.1.

9

The CIE 2012, Reweighting the taxi cost index, prepared for the Independent Pricing and
Regulatory Tribunal of NSW, April 2012.

10 Even with a regulated maximum taxi age this is the case, as the vehicle may be sold after it

reaches the maximum age for a taxi vehicle.
www.TheCIE.com.au
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4.1

The taxi industry’s costs and revenues
–

Fares
+

Demand
+

Number of taxis
–

+

INDUSTRY REVENUE

REVENUE PER TAXI
+

PLATE LEASE COST
= REVENUE – COST
+

INDUSTRY COST
+

–

COST PER TAXI
+

Number of taxis in service across shifts

–

–
+

Number of taxis

Note: A + means that the impact of an increase is positive — for example an increase in fares increases industry revenue. A – means
than the impact of an increase is negative.
Source: The CIE.

Building block regulation
Building block regulation is the main form of regulation for large monopoly businesses,
such as water utilities and electricity distributors. Building block regulation seeks to
ensure that providers recover the efficient costs associated with providing services. This is
done through adding up efficient costs and dividing by expected demand to give a price
(chart 4.2). Efficient costs includes capital costs, through allowing a return on capital and
a return of capital (i.e. depreciation).
4.2

Building Block regulation
Return on capital

Forecast demand

Depreciation

REGULATED PRICES

Operating costs

Other costs (tax, working capital)

BUILDING BLOCK REVENUE
Data source: The CIE.
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Building block regulation may allow for a feedback from prices into demand, although
this is not always done. The feedback for many regulated services is low because only a
part of the final retail price is regulated and because demand is not very responsive to
prices.
Building block regulation is preferred for monopoly suppliers because it achieves the
main objective of seeking to ensure that the monopoly does not recover higher revenue
than costs but allows a fair return on capital expenditure.11 It is implementable for
monopoly businesses because a single business can provide information on cost and
demand. It also ensures that monopoly businesses have some incentive for efficiency by
allowing businesses to keep gains from efficiency for the regulatory period, which is
typically three to five years.
We are not aware of any example of building block regulation being applied to set taxi
fares in the manner in which it is applied to monopoly businesses. Nevertheless, the
building block approach does offer one important insight for regulating taxi fares.
■ Price regulation seeks to ensure that only efficient costs are included in prices.
The value of a licence is not an efficient cost and reflects a monopoly rent from
government control over licences. Allowing for licence plate costs in taxi fares is
similar to allowing a monopoly electricity network to recover above efficient costs.

Cost indexing
The main model used for regulating taxi fares in Australia and around the world is cost
indexing. A cost index seeks to measure the change in the costs of providing services over
a particular period and to allow prices to increase to match the change in costs. A cost
index comprises:
■

a set of cost items relevant for the industry

■

a weight attached to each cost item

■

a method to measure the change in costs for each cost item, and

■

(sometimes) a productivity adjustment.

Cost indices are widely used because they avoid the difficult issue of measuring the
appropriate level of taxi fares and instead seek to change fares through time on some
rational basis.

11 It has also often been used to ensure that government does not subsidise prices through general

government revenue by charging less than the efficient costs of providing services.
www.TheCIE.com.au
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4.3

Approaches to regulating taxi fares in other jurisdictions

Jurisdiction

Approach

Plate leases

Driver costs

Productivity

NSW

Cost index

Yes

Yes

Yes

Queensland

Cost index

No

Yes

No

SA

Cost index

No

Yes

No

Victoria a

Cost Index (currently)

Yes

Yes

Yes

WA

Cost index

Yes

Yes

No

ACT

Cost index

Yes

Yes

No

NT

Deregulated prices

New Zealand

Deregulated prices

London

Cost index

NA

Yes

No

a The Victorian Taxi Inquiry Final Report is not yet public but may recommend a move to an alternative approach to setting taxi fares.
Sources: Essential Services Commission 2008, Taxi Fare Review 2007-08 — Final Report, August; PricewaterhouseCoopers 2011,
Update of the 2011 taxi fare increase, prepared for Western Australia Department of Transport, 22 August; ACT Department of
Municipal and Territory Services 2010, ACT Taxi Industry — Review report, November; IPART 2012, Review of taxi fares in NSW — final
report and recommendations, June; Transport for London 2012, Taxi fares and tariffs consultation, October; information provided by
SA and Queensland Departments of Transport.

The conceptual basis behind the use of a cost index to set prices is not clear. One useful
comparison is a competitive market. In a competitive market, a cost increase results in
some combination of higher prices and lower quantity of services (chart 4.4). The chart
shows an initial position for a competitive market at a price of P0 and a quantity
provided of Q0. Following an increase in costs (from P0 to c), the price increases are
shown for two different demand curves. The extent to which price rise will reflect the
change in costs depends on the cost of supplying additional services (the slope of the cost
curve) and the responsiveness of consumers to price changes.
■

Where additional supply can be brought into service for a fairly similar cost to existing
operator costs then the increase in price will be close to the increase in costs.

■

Where consumers are less responsive to price (i.e. the demand curve is steep in
chart 4.4 then the increase in price will be closer to the increase in costs.

The taxi industry has some similarities with a competitive market in periods where the
licence constraint does not have an impact on taxis on the road, such as low demand
shifts, albeit with a regulated price.

www.TheCIE.com.au
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4.4

Increasing costs in a competitive market
Demand (steep)

Increase in costs

Price of taxi services

Demand (flat)
P0+∆C
P1 (steep)
Cost curve

P1 (flat)

P0

Q1
Q1
Q0
(flat)
(steep)
Quantity of taxi services
Source: The CIE.

The discussion above ignores the fact that the taxi industry is characterised by a
constraint on the amount of supply, at least for peak periods, because of the restricted
number of taxi licences. Modelling this market, there is no clear rationale for an increase
in prices when costs increase because prices are already above the level of costs
(chart 4.5). The use of a cost index in this circumstance may lock in prices that are too
high, given the level of taxi plates available.
4.5

Increasing costs in a quantity constrained market
Constraint on
supply

Demand

Price of taxi services

Increase in costs

P0

Cost curve

Q
Quantity of taxi services
Source: The CIE.

The above examples show the impact of an increase in costs. A cost index seeks to
measure the increase in costs but does so imperfectly. In general, it would be expected to
overstate cost increases for the following reasons.
■

A cost index often does not allow for productivity gains. Businesses are typically able
to use their inputs more efficiently through time. This is the reason why average prices
can go up by around 2.5 per cent each year, despite wages increasing by around 3.5
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per cent each year. In taxis, productivity gains could include improvements in
technology to match passengers and taxis, for example.
A cost index does not allow for input substitution. When a price of a particular input
increases substantially, then businesses reduce their use of this input by substituting to
other inputs. For example, as fuel prices increase, people pay more for cars that use
less fuel or convert to cheaper alternative fuels.

■

The consideration of costs in a cost index naturally leads to the question of costs for who?
In a competitive market, the change in price reflects the change in costs for the marginal
unit of supply. Alternatives are the cost increase for an efficient supplier, an average or
typical supplier of some particular specified supplier. In taxis there are many different
business models for providing services. These include:
■

operator-drivers versus fleets

■

wheelchair accessible taxis versus standard taxis

■

different cost structures for different taxi areas

■

single shifted taxis versus multiple shifted taxis, and

■

taxis registered with a network versus not registered with a network.

There is no clear rationale for deciding on which of these business models or all of these
should be used to construct a cost index. Most cost indices assume a particular type of
business operation and ensure that this is maintained through time.
The limitations of the cost index approach have been discussed at length by the Victorian
Taxi Inquiry (box 4.6).

4.6

Victorian Taxi Inquiry findings on fare setting12

The Victorian Taxi Inquiry, in its draft report set out a number of potential
approaches to setting fares. This included consideration of the ESC’s approach, which
the inquiry noted was:
■

a ‘legacy pricing’ model in that the current level of fares was taken as given;

■

involved no restructuring of prices as insufficient information was available to
support any change; and

■

was based on a CPI-X approach in its 2005 review and then an industry specific
index in its 2008 review.

The Inquiry noted that industry-based cost indexing had weaknesses in not
accounting for demand or allowing for input substitution. However, it noted that it
was “not obvious that other approaches would better manage some of these issues”13.
The Inquiry concluded that prices should be reset using an estimate of current costs,
adjusted for the changes expected from the Inquiry’s findings and that a demand
elasticity should be allowed for in further regulation of fares.

12 Victorian Taxi Industry Inquiry, Draft Report, pp. 462-468.
13 Victorian Taxi Industry Inquiry, Draft Report, p. 466.
www.TheCIE.com.au
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Service level targets
Many regulatory decisions consider the standards of services in arriving at prices for
services. For example, the standards of service for electricity networks form an input into
decisions about electricity prices. Service standards are also considered and reported on
in transport pricing decisions in NSW. For these monopoly businesses, prices generally
will accommodate standards but they cannot influence standards — a higher price does
not incentivise a natural monopoly to provide a higher standard of service.
For taxis, prices can influence service standards.
■

Higher prices in off-peak shifts may increase the availability of taxis and potentially
lead to reduced waiting times.

■

Higher prices in peak shifts cannot increase taxi numbers because of licence plate
restrictions. However, higher prices could allocate demand through pricing rather
than queuing, reducing waiting times for those still willing to use taxis at higher
prices.

The service standard-price (availability versus affordability) trade-off at off-peak times is
shown in chart 4.7. A regulator could seek to choose prices to fit a point along this tradeoff, which was preferred by consumers. The ability to influence waiting times through
higher prices is likely to be reduced at some price point because higher prices will not
lead to additional taxis on the road because of licence restrictions.
4.7

Prices versus service standards
3.5

Price per passenger kilometre ($)

With licence restriction
3.0
Affordability versus service trade-off
2.5
2.0
1.5
1.0
0.5
0.0
0

5

10
15
20
Passenger waiting time (average, minutes)

25

30

Source: The CIE.

The disadvantages of a service standard approach are that:
■

information to consider the standards of service that people would prefer is often
unavailable and expensive to gather. (Such information could include willingness to
pay surveys for example.) Different people will have different preferences for
availability versus affordability. Proxies could be used to overcome information gaps,
such as the value that people place on their time, which is measured more frequently
for broader transport policy evaluations;
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■

the standards of service that consumers of taxis are receiving is often not observable.
This is particularly the case in Tasmania where taxis do not have to be part of a
network. However, indicators of service standards are also unreliable in other
jurisdictions where burdensome regulatory arrangements are in place; and

■

the restriction on licence plates restricts the ability of prices to bring in extra supply at
the times when it is most required. Service availability issues in peak periods are far
more easily improved through improving licence availability.

Ad hoc regulation
The above approaches to setting prices reflect some form of systematic consideration of
costs and demand for taxi services. However, alternative approaches could be used to set
prices based on:
■

considerations of affordability or equity; or

■

concerns about industry viability or driver revenue.

These types of ad hoc approaches to setting fares are not considered further here, as they
do not provide a methodology with which to consider fare levels and fare changes, as is
required in the terms of reference for the project.

Key points
There are three main options for considering the level and change in taxi fares. Of these,
the taxi cost index approach is the main approach used in other jurisdictions, despite its
limitations. The building block approach is used widely in other industries. There may
also be approaches that incorporate the advantages of a building block approach with the
simplicity of the cost index.

www.TheCIE.com.au
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5

Options for fare structures

Pricing decisions can involve changes to the structure of taxi fares as well as to its level.
For example, taxi fares in Tasmania involve a flagfall, a distance based fare for peak
periods (6am to 8pm), a distance based fare for off-peak periods and a time based fare
when a vehicle is not travelling or travelling below some particular speed.
Fare structures can better incentivise taxis to provide particular types of trips (such as
short trips) or better encourage demand for taxis. This again reflects cost factors versus
demand factors. A cost-based approach would seek to match fares to the marginal costs
and fixed costs of providing services. A demand-based approach may instead seek to
allocate fixed costs to time or types of journeys for which demand is inelastic or where
there is excess demand. For example, higher fares on Friday and Saturday nights, with
lower fares at other times. This may have no gains in waiting times if there is no scope
for additional taxis to operate in response to the price changes.14
Evidence-based changes to an existing fare structure can require substantial amounts of
information that may not be available from the taxi industry.

Fare components
Reflecting the fact that there are both fixed and variable costs associated with providing
taxi services, taxi fares in Tasmania have three components: 15
■

a flagfall — this is a fixed component of the fare;

■

a kilometre rate — this is based on the distance travelled. The kilometre rate varies
depending on the time and day of the week, resulting in higher fares at night and on
weekends and public holidays. The rationale for separate tariffs appears to be to
compensate drivers for working at less attractive times. Specifically:
– Tariff 1 operates on Mondays to Fridays between the hours of 6:00 am and 8:00
pm.
– Tariff 2 is approximately 20 per cent higher than Tariff 1 and operates during times
not covered by Tariff 1 as well as on public holidays; and

■

a waiting time component — this is a rate based on time. When the taxi’s speed drops
below a threshold, the waiting time component applies, rather than the kilometre rate.

14 In practice, there are likely to be a small number of taxis that are currently not operating in

peak periods. However, there is clearly limited supply flexibility when there are restrictions on
entry due to taxi licences.
15 Department of Infrastructure Energy and Resources, 2005, Review of the Taxi and Luxury Hire

Car Industries Act 1995, Paper 2 — Taxi Fare Setting Mechanisms and Driver Pay and Conditions,
December, p. 18.
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In some States, an additional fee applies to phone and internet bookings. The rationale
for the booking fee is to compensate drivers for the costs involved in picking up the
passenger. However, a booking fee does not apply in Tasmania.

Impacts of alternative fare structures
Changing the relativities between the fixed and variable component of fares will affect
different taxi trips differently. Increasing the fixed component of the fare (the flag fall)
relative to the variable components (the kilometre and waiting time rate) will make
shorter trips relatively more expensive compared to longer trips. Alternatively, increasing
the kilometre and waiting time rates relative to the flag fall would make longer trips
relatively more expensive compared to shorter trips (see box 2.1).

5.1

How do changes in fare structure affect fares for different trips?

Based on the current fare structure, a 2 km trip would cost around $7.10, while a
20 km trip would cost around $40.20 (assuming that in both cases the taxi maintained
a speed above that for the waiting time rate for the entire trip).
If the kilometre rate was left unchanged and the flag fall was increased by 10 per cent,
fares for the above trips would change as follows:
■

The 2 km trip would increase by around 4.8 per cent; and

■

The 20 km trip would increase by around 0.8 per cent.

Alternatively, if the flag fall was left unchanged and the kilometre rate was increased
by 10 per cent, fares for these trips would change as follows:
■

The 2 km trip would increase by around 5.2 per cent; and

■

The 20 km trip would increase by around 9.2 per cent.

This demonstrates that:
■

Increasing the flag fall relative to the kilometre rates has a larger impact on shorter
trips; and

■

Increasing the kilometre rate relative to the flag fall has a larger impact on longer
trips.

Changing the fare structure will therefore have an impact on the incentives faced by
drivers and the choices made by passengers. An imbalance between the fixed and
variable fare components could lead to drivers having a strong preference for particular
trips over others. For example, a very high flag fall and very low kilometre rate would
result in drivers strongly preferring short trips over longer trips. In extreme
circumstances, some drivers may refuse certain trips (under the regulations drivers may
not refuse passenger; however, this is difficult to enforce in practice).
Imbalances in fares also affect the choice made by potential passengers. For example, an
excessively high flag fall could make short trips sufficiently unattractive that passengers
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may use alternative transport options (such as walking), or choose not to travel at all.
This could reduce overall demand for taxi services.

Fare structure in other jurisdictions
The fare structure in Australian jurisdictions is compared in table 5.2. The fare
components in Tasmania are relatively close to those in other jurisdictions and the fare
for an average journey is also similar (chart 5.3).
5.2

Fare structure in Australian jurisdictions
NSW

Vic

Qld

SA

WA

Tas

ACT

NT

Tariff 1

3.40

3.20

2.90

3.50

3.90

3.40

4.70

4.10

Tariff 2

3.40

3.20

4.30

4.90

5.70

3.40

4.70

4.90

Tariff 3

-

-

6.30

4.50

5.70

-

3.50

-

Tariff 4

-

-

-

6.40

-

-

3.50

1.46

T1

2.06

1.62

2.06

1.69

1.59

1.84

1.90

1.79

T2

2.47

1.94

2.06

1.85

1.59

2.20

2.19

-

T3

-

-

2.06

2.19

2.36

-

1.43

-

T4

-

-

-

2.41

-

-

1.64

-

53.33

34.00

45.60

36.50

45.70

36.00

49.50

50.80

2.30

2.00

1.50

-

1.50

-

-

-

ACT

NT

Flag fall ($)

Kilometre rate
($/km)

Waiting time
($/hour)
Waiting time

Booking fee
($)
Booking fee

Note: Current as at 31 December 2011.
Source: Australian Taxi Industry Association.

5.3

Fares by jurisdiction
25
Flagfall

Waiting time

Distance

20

$/trip

15

10

5

0
NSW

Vic

Qld

SA

WA

Tas

Note: Current as at 31 December 2011. Based on a distance of 7 kilometres and 2 minutes waiting time.
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Data source: Australian Taxi Industry Association

Issues for consideration
In adjusting taxi fares, OTTER could also consider varying the fare structure. Key issues
to consider include:
■

whether the current relativities between fare components are appropriate;

■

whether there should be a booking fee; and

■

when Tariff 2 rates should apply and whether they are necessary.

These issues are discussed in detail below.

Relativities between fare components
While there is a clear rationale for fares to includes both fixed and variable components,
there is no clear rationale for the relativities between the fixed and variable components.
In this section we examine economically sensible options for the fare structure based on
the allocation of different types of costs to different fare components (see box 5.4 for a
discussion of the costs involved in providing taxi services).

www.TheCIE.com.au
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5.4

Classifying the costs of providing taxi service

There are fixed, quasi-fixed and variable costs associated with providing taxi services.
Fixed costs
Fixed costs are incurred by providers of taxi services, regardless of the quantity
supplied. The fixed costs associated with providing taxi services includes:
■

the cost of the vehicle and fit-out;

■

licence related costs;

■

insurance costs; and

■

network fees.

While some of these costs are optional (such as some insurance costs and network
fees), they are considered fixed because they do not vary based on the operator’s
decision on the number of hours the vehicle is available for hire, the number of
kilometre driven or the number of passenger trips.
These costs are only fixed in the short run. In the long run, an operator can provide
additional services by operating more vehicles, although there is an overall restriction
on the number of taxis that may operate in a particular taxi area.
Quasi-fixed costs
Quasi fixed costs are also independent of the level of output, but are only incurred if
the quantity produced is greater than zero. The cost of the driver’s labour can be
considered quasi-fixed. During any given period, the taxi may be on or off the road.
When the vehicle is ‘off the road’, no driver labour costs are incurred. However, once
a driver has decided to drive a particular shift, a cost is incurred — the opportunity
cost of the driver’s labour. This cost is independent of the number of fares (although if
there are few fares, the driver may choose to finish the shift early).
Variable costs
Variable costs vary with the quantity of services provided. Variable costs associated
with operating a taxi include:
■

Fuel – the more passenger trips provided, the more fuel will be consumed; and

■

Vehicle maintenance – in general, maintenance costs will be related to the distance
the vehicle travels.

The optimal fare structure would be one where the fare reflects the cost of providing the
service. If the fare structure reflects the cost of providing the service, drivers should be
indifferent between long and short fares and the fares do not distort passengers transport
decisions. It is not necessarily clear that the current fare structure necessarily reflects cost
(see box 5.5 for an example). However, finding an optimal fare structure for taxis is not
straightforward. Various approaches to the fare structure are discussed below.
www.TheCIE.com.au
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5.5

Cost reflectivity of current fare structure

Consider two identical passenger trips of 10 km in length.
■

In Trip A the taxi travels at an even speed of 30 km per hour throughout the entire
trip. The trip would take twenty minutes and under the current fare structure
would cost $21.80 (flag fall of $3.40 plus $1.84 per km).

■

In Trip B the taxi travels at 60 km per hour, but is stationary at traffic lights for a
total of ten minutes. This trip also takes 20 minutes in total, but would cost $27.84
(flag fall of $3.40 plus $1.84 per km plus 60 cents per minute waiting time).

Since both trips were 10 km and took 20 minutes, the cost would be virtually identical
(notwithstanding minor differences in the fuel efficiency of travelling at different
speeds), yet Trip B costs nearly 30 per cent more than Trip A.

Marginal cost pricing
One approach to price regulation is to base the regulated price on the marginal cost of
providing the service. The marginal cost is the additional costs incurred in providing each
additional passenger trip. This approach to pricing is based on economic theory, which
suggests that in competitive markets, the market-determined price reflects the marginal
cost of providing the last unit produced.
Marginal cost pricing is generally not feasible for the taxi industry because the marginal
cost of each additional passenger trip is small, consisting mainly of the additional fuel
and the driver’s time. A fare structure based on the marginal cost would not cover the
fixed cost of putting the taxi on the road and the variable costs incurred while the taxi is
searching for the next fare. In the taxi industry, variable costs are related to the distance
driven and the time the taxi is ‘on the road’, rather than the quantity of the service
produced. Drivers spend a significant proportion of their shift without a passenger and
also incur significant fuel costs that cannot be directly attributed to a particular passenger.
These costs need to be covered by fare revenue.
There are various approaches to allocating the fixed costs and the ‘search costs’ (variable
costs incurred searching for the next fare) across fare components.
Ramsey pricing
In markets where marginal cost pricing is not possible due to high fixed costs or other
reasons, fixed costs must be recovered through a pricing structure that involves a mark-up
over marginal cost on at least some regulated products or price components. Under
Ramsey pricing, the mark-up above marginal cost on each product is inversely related to
the product’s elasticity of demand.16 This pricing structure is efficient because it
minimises the deviation in the quantity demanded, compared with marginal cost pricing.

16 Jamison, M. and Berg, S.V., 2008, Annotated Reading List for a Body of Knowledge on Infrastructure

Regulation, Public Utility Research Centre, University of Florida, p.
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As discussed above, changing the relativity between the flag fall and variable fare
components affects different length trips differently. Recovering the fixed costs through a
mark-up on the flag fall would increase the price of a short trip, relative to a long trip.
Conversely, recovering the fixed costs through a mark-up on the kilometre rate would
increase the price of a short trip, relative to a long trip.
In the context of taxi fares, a Ramsey pricing structure would depend on what segment of
the market is more sensitive to price. If demand for longer trips is more sensitive to price,
a greater proportion of the fixed costs should be recovered through a mark-up on the flag
fall. By contrast, if demand for shorter trips is more sensitive to price, a greater
proportion of the fixed costs should be recovered through the kilometre (or waiting time)
rate.
In practice, there is no information on the price elasticity of demand for different length
trips. Consequently, Ramsey pricing is unlikely to be practical.
Allocating the fixed costs to the flag fall and the variable costs to the variable rate
One approach might be to allocate the fixed costs to the flag fall and the variable costs to
the variable fare components. This approach would be similar to two-part tariffs that
often apply to water and electricity pricing. Under two-part tariffs, the fixed costs relating
to the network infrastructure are recovered through a fixed charge, while the usage
charge reflects the marginal cost of supply.
Under such a fare structure, the fixed costs would effectively be distributed equally across
passengers, regardless of the length of the trip. Passengers travelling greater distances
would incur a proportionately larger share of the variable costs.
This approach to pricing is efficient for electricity and water because it allows the price
(usage charge) to reflect the marginal cost of supply. This is not necessarily the case for
taxis, largely because of the variable costs incurred in finding the next fare. Since drivers
would recover a greater share of their ‘search costs’ from longer fares, drivers are likely to
have a strong preference for long fares over short fares. Similarly, such a fare structure
may discourage passengers from taking longer fares.
This raises the question of whether it is reasonable for passengers that travel greater
distances should incur a disproportionate share of the costs of ‘deadtime’ running.
Furthermore, if the time taken (and fuel used) to find the next fare is unrelated to the
length of the previous trip, drivers are likely to have a clear preference for longer trips
under such a fare structure.
Allocating fixed and search costs to the flag fall
Another alternative is to allocate the fixed costs and the search costs to the flag fall and
the variable costs to the kilometre rate and the waiting time rate. Under such a fare
structure, drivers would be indifferent between long and short fares. Fixed and search
costs would be allocated evenly across passengers, regardless of distance travelled.
However, to set such a fare structure would require reliable information on the average
time it takes a driver to find the next fare. This is likely to vary depending on demand. In
peak periods, drivers may be able to find the next fare almost immediately, while in
www.TheCIE.com.au
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quieter periods it may take much longer. This implies that the optimal fare structure is
will vary depending on the day of the week, as well as time of day. Consequently, trying
to set an optimal fare structure may not be practical.
It is also not necessarily clear that the time taken to find the next fare is necessarily
unrelated to the length of the previous fare. For example, a taxi that takes a passenger
from the city centre to the outer suburbs may have to drive back to the city centre to get
the next fare.
Balance between the kilometre rate and the waiting time rate
Most of the discussion above focuses on the balance between the flag fall and the
kilometre rate. Another issue to consider is the balance between the kilometre rate and
waiting time rate. The distortion highlighted in box 5.5 essentially arises due to the
presence of the waiting time rate. In Trip B, the passenger incurs the additional waiting
time rate on top of the full cost of the distance rate.
Nevertheless, there is some rationale for including a time-based component in the fare.
Even though the cost of a driver’s labour is quasi-fixed (see box 5.4), there are time-based
costs in terms of the opportunity cost of alternative fares foregone (i.e. in providing
longer fares, the driver has less opportunity to find more fares during the shift).
The distortion highlighted above could be minimised by keeping the waiting time to a
minimum.
De-regulating fare components
An alternative approach is for the regulator to set the average fare and let the market
determine the appropriate fare structure.
Under such an approach, the Government would define an average passenger trip
(including kilometres travelled and waiting time) and determine the maximum amount
that may be charged for that trip. Industry participants — which in practice would likely
be networks — would then determine their own pricing structures. Each network would
determine the fare structure that would apply, subject to the constraint that the average
fare could not exceed the maximum amount determined by the Government. While
network membership is not compulsory in Tasmania, most taxis are part of a network.
Those taxis that are not part of a network would need to specify their own fare structure.
Such a system would require networks to notify passengers of their fare structure, such as
on a website and in the vehicle and may require the Government to verify that the fare
structure met the price ceiling allowed. The Government could choose to allow networks
(and operators not part of a network) to change the fare structure either periodically or at
any time.
This is conceptually similar to a weighted average price cap approach that has been
widely applied to regulatory decision in other industries (see box 5.6). Since an increase
in one fare component would require an offsetting decrease in another (to ensure that the
average fare does not exceed the price ceiling), any increase in fares to one segment of the
market (e.g. short trips) would be offset by lower fares for another segment of the market
(e.g. long trips). The main advantage of this approach is that network operators are closer
www.TheCIE.com.au
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to the industry and are therefore better placed to determine the optimal fare structure
because they may better understand costs of providing services and demand for services.
The theory behind the use of a weighted average price cap is set out in Armstrong and
Sappington 2003. 17 A weighted average price cap (or tariff basket) form of regulation is
noted as being welfare improving for consumers and producers in a natural monopoly
setting. It is also noted that: 18
■

there may be strategic behaviour in the use of a weighted average price cap where
weights are based on lagged demand — in practice we consider that this type of
behaviour is likely to have minimal impacts in the taxi industry; and

■

information on demand weights is required for an initial period — if the demand
weights are mis-specified, the regulated entity could potentially increase their revenue
without increasing the quantity of the product supplied. In the context of taxi fares
this relates to the specification of the average fare and the balance between long and
short trips.

The theory behind the use of weighted average price caps has been focused on natural
monopoly regulation. In most taxi areas in Tasmanian, taxi services are not a natural
monopoly and there are multiple suppliers of taxi services. In this case there could be
complex interactions between the pricing policies chosen by different networks that may
influence the effectiveness of a weighted average price cap. For example, if some taxis
were able to effectively target particular segments of the market (e.g. longer trips) and set
their fares accordingly, they may be able to benefit from a fare structure that exploits
passengers. One example is if a taxi operator sets a fare structure with a high distance
rate, such that longer trips are relatively expensive and then deliberately focuses on
providing longer trips (e.g. by servicing Hobart airport). However, in practice it is difficult
for drivers and operators to choose which trips to service, particularly in a market where
a significant share of trips are pre-booked.

17 Armstrong, M. and D. Sappington 2003, Recent developments in the theory of regulation,(in

Handbook of Industrial Organisation), pp 50-51.
18 Armstrong, M. and D. Sappington 2003, Recent developments in the theory of regulation,(in

Handbook of Industrial Organisation), pp 50-55.
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5.6

Use of weighted average price caps in other industries

Weighted average price caps (WAPCs) are used widely in price regulation, both for
natural monopolies and where there is price competition. For example:
■

Monopoly electricity distribution networks are largely regulated through weighted
average price caps. The Australian Energy Regulator, in considering alternative
forms of regulation, focused only on mechanisms where the business could change
their own price structures, noting that directly setting prices did not provide
sufficient flexibility.19 The AER also notes that weighted average price caps
provide the highest incentive for efficient prices of the alternative forms of
regulation that it considered.

■

Standard retail electricity providers in NSW, which potentially face competition
from other retailers, are allowed to choose their own price structure subject to a
weighted average price cap. The NSW regulator notes that “a WAPC provides the
flexibility retailers need to rebalance and restructure their regulated tariffs so as to
achieve cost-reflectivity and promote competition”20

Potential disadvantages with this approach include the following.
■

It may reduce some of the benefits from pricing regulation. One of the claimed
benefits of price regulation is that passengers have certainty over what charges will
apply. This is particularly the case in the rank and hail markets, where the passenger
has little choice over the taxi used. In markets where multiple fare structures applied,
passengers would not have such certainty. This would mainly apply to Hobart, since
this is the only area where there are currently multiple networks. However, it could
also apply in other areas if taxis operate that are not part of a network.

■

The Government would require good information on the average fare, since it may be
possible for networks to exploit an incorrectly specified average fare. The average fare
may differ for different taxi areas.

Booking fees
As discussed above, an additional regulated fee applies to phone and internet bookings in
some other States, including NSW, Victoria, Queensland and Western Australia. The
rationale for the booking fee is to compensate the driver for the costs involved in getting
to the passenger.
There are several distinct, but related questions relevant for the Tasmanian context.
■

Should there be a booking fee?

19 Australian Energy Regulator 2012, Matters relevant to the framework and approach, ACT and NSW

DNSPs 2014-2019: control mechanisms for standard control electricity distribution services in NSW and
the ACT, April, p. 9.
20 IPART 2010, Review of regulated retail charges for electricity 2010-2013, Final report, March, pp 57-

58.
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■

If so, should it be regulated?

■

And what should the fee be?

These questions are discussed in detail below.
Should there be a booking fee?
There is some justification for such a fee, since there are time and fuel costs incurred in
picking the passenger up. Without the booking fee, drivers may be reluctant to pick up
passengers in some areas.
The need for a booking fee ultimately depends on whether passengers unable to obtain a
taxi through phone or internet bookings is a widespread problem. Discussions with
networks suggested this is not a significant problem in Tasmania, although at times
drivers are reluctant to pick up passengers from the outer suburbs.
Unlike the Sydney and Melbourne taxi markets, a large share of all passenger trips are
booked through the network. Since most passenger trips are booked through the network,
the distinction between implementing a booking fee and raising the flag fall is
diminished.
A further consideration is if a booking fee were implemented, it would have to be offset
by reductions in other fare components, such that it did not increase the overall fare level.
Should the booking fee be regulated?
If the Regulator chose to introduce a booking fee in Tasmania, the next question is
whether it should be regulated. One of the key rationales for fare regulation is because
passengers often have little choice in the rank and hail market. Since the booking fee
would only apply to phone and internet booking, there is less justification for setting the
fee through regulation. Passengers would be able to shop around among networks to find
the provider that provides the best combination between price and reliability, as with any
other service.
There are a couple of key issues in considering whether the market could set an efficient
booking fee in Tasmania. First, is the level of competition among networks. We
understand there are four networks that operate in Hobart and less elsewhere in the state.
It is not clear whether this is a sufficient level of competition to ensure a competitive
market.
Second, is whether the industry structure means there is an incentive for networks to find
the efficient price. The driver and operator of the taxi share the costs associated with
picking the passenger up and would also receive the booking fee. It is not clear that the
network would have the information or the incentive to price the booking fee correctly.
Networks charge the operator an annual fee to provide network services. Networks are
therefore competing to sign up as many taxis as possible. Presumably, operators prefer
the networks that provide them with the most work; which is the network that receives
the most bookings. Operators may favour a network that charges a booking fee, because
it potentially allows them to increase their revenue. On the other hand, booking fees may
deter passengers, making the network less attractive to operators. These competing
priorities could provide networks with sufficient incentive to find an efficient booking fee.
www.TheCIE.com.au

45

46

Setting taxi fares in Tasmania

However, it is not clear that in a relatively small market, these market signals would be
strong enough to ensure an efficient booking fee. It therefore may be necessary to
regulate the booking fee.
Alternatively, if the Regulator chose to de-regulate the fare structure, an allowance for
the booking fee could be incorporated into the average fare. This would allow networks
to set their own booking fee, subject to the constraint on the maximum average fare.
What should the regulated booking fee be?
Regulating a booking fee presents a problem for regulators. An efficient booking fee
should cover the cost of picking the passenger up. However, this will vary depending on
the location of the passenger and the taxis. It is therefore not possible to set a booking fee
that is cost reflective in all circumstances.

Differential fares based on time and day
As outlined above, the rationale for the Tariff 2 rates appears to be to compensate drivers
for working at less attractive times. The Review of the Taxi Act suggested that it is
achieving that, although presents no evidence to substantiate this claim.21
Evidence from other States suggests that the relationship between the level of fares and
driver compensation is weak. For example, in NSW the CIE found that earnings per
hour for night drivers (the night shift covers the majority of the period when Tariff 2
applies) exceeded earnings for day drivers on Wednesdays, Thursdays, Fridays and
Saturdays, but not on Sundays, Mondays and Tuesdays.
More generally, the CIE observed that the NSW Taxi Cost Index has notionally
increased driver earnings by 14.5 per cent over the past five years. However, the low level
of driver earnings reported in the survey suggested that this had not necessarily flowed
through to increased driver earnings.
The impact of higher fares on driver earnings could potentially be eroded by a range of
factors, including:
■

Fewer passengers — higher fares could discourage passengers from using taxis
services meaning that each taxi receives less fare revenue;

■

More taxis on the road (particularly in non-peak periods) — consultations suggest that
not all licensed taxis are on the road all of the time. While this will partly reflect taxis
undergoing repairs and maintenance, it may also reflect that there are fewer drivers
willing to work for the lower rewards in non-peak periods. If fares were increased,
additional drivers may be willing to work in non-peak periods, resulting in more taxis
on the road, which would partly offset the additional rewards arising from the higher
fare;

■

Higher payments to operators — in Tasmania, fare revenue is generally split between
drivers and operators on a 50/50 basis. This suggests that only 50 per cent of the
higher fare revenue would go to drivers. Higher fares would also increase the

21 Department of Infrastructure Energy and Resources, 2005, Review of the Taxi and Luxury Hire

Car Industries Act 1995, Paper 2 — Taxi Fare Setting Mechanisms and Driver Pay and Conditions,
December, p. 18.
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attractiveness of driving taxis, relative to other activities. More drivers competing to
drive a fixed number of taxis could potentially mean that operators are able to find a
driver willing to work for a lower share of the fare revenue. While this arrangement
has been historically persistent, there are areas of Tasmania with much lower revenue
shares for drivers. There also appear to be side payments, such as for workers
compensation, that change the 50/50 arrangement.
This suggests that the tariff 2 may not necessarily be increasing driver earnings to any
significant extent, raising the question of whether it is actually needed, particularly at
non-peak times.
When should higher tariffs apply?
The period during which higher tariffs apply is somewhat arbitrary and appears to vary
significantly across States. There may be a case for higher tariffs in peak periods, such as
Friday and Saturday nights.

Stakeholder views
A number of stakeholders commented that the viability of short trips was marginal,
particularly where the driver is required to pick up the passenger from the outer suburbs.
However, networks suggested that passengers not being picked up was not necessarily a
major problem.
In general, stakeholders supported an adjustment to the fare structure to make shorter
fares more viable. Stakeholders noted that this would benefit the industry, but may have
a disproportionate impact on passengers on shorter trips, such as the elderly.
Views on whether this should be addressed through higher flag falls or a booking fee were
mixed. Some stakeholders saw a booking fee as a possible option, while others preferred
to see the issue addressed through higher flag falls instead.
A number of stakeholders also commented on the need to have a Tariff 3 that would
apply on weekends and public holidays. It is reportedly hard to find drivers during these
periods.

Key points
The fare structure can affect the incentives faced by both drivers and passengers.
It is difficult to determine an optimal fare structure, as this is likely to vary depending on
demand. Furthermore, there is not sufficient information to determine an optimal fare
structure.
Industry participants may be better placed than Government to determine the optimal
fare structure. The option of de-regulating fare components, subject to an overall
constraint on the fare level is worthy of further consideration.
Other issues for the Government to consider include:
■

Whether to implement a booking fee; and

■

Whether tariff 2 is necessary and when should it apply.
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6

Assessment of options

In this chapter we assess each of the broad regulatory options for setting and changing
fares and the fare structure against the criteria outlined in chapter 2.

Assessment of options for setting and changing fares
Each broad approach to setting and changing fares has been assessed against the criteria
established in chapter 2 (summarised in table 6.1). In general, a building block approach
is the only approach to fare regulation that addresses the issue of rents embedded in the
fare structure. However, it is unlikely to be feasible due to constraints on the information
available. Furthermore, a sudden transition to fares based on efficient costs could be
disorderly, since it could take some time for various markets to adjust. There may be
changes in service availability in the short term if licence plate values do not adjust
quickly and instead drivers and operators exit the industry.
While the Cost Index approach is the most common form of fare regulation, it does not
necessarily deliver economically efficient fares. Indeed this approach to fare regulation
has allowed rents — reflected in the value of licence plates — to escalate rapidly in some
other States. This is a poor regulatory outcome, as it indicates that fares are moving
further away from the efficient level. This benefits licence plates owners at the expense of
consumers.
6.1

Assessment of options on setting and changing fares
Building blocks

Fares reflect efficient If the fare level was set under
costs
the building block approach,
fares are more likely to
reflect efficient costs.
A fare based on efficient
costs would provide
consumers with protection
from the abuse of market
power.

Encourage
appropriate
standards of service

Fares would be sufficient for
operators to provide a
standard of service required
by the community.

Cost Index

Service level target

Indexing fares off the existing
base using a Cost Index does
not address the issue of
rents embedded in the
current level of fares.
Consequently, fares do not
reflect efficient costs.

This approach is unlikely to
address the issue of rents
embedded in the fare
structure.

Consumers are therefore not
protected from the abuse of
market power.
Fares would be sufficient for
operators to provide a
standard of service required
by the community.

Since this approach would
specifically target the level of
service,
(Continued on next page)
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Based on accurate
information

Building blocks

Cost Index

Service level target

Due to the fragmented
nature of the taxi industry,
there is unlikely to be
sufficient accurate
information available for a
building blocks approach to
work effectively.

It may be difficult to measure It is not clear that there is
the change in some costs
currently sufficient
relevant to the taxi industry. information available to
implement this type of
approach with any level of
accuracy.

Unreasonable
Since licence-plate related
impacts on particular costs are not part of the
stakeholders
efficient cost of providing taxi
services, a fare set under the
building blocks approach
would (at least aim) to
reduce the value of a licence
plate to zero.

In some other States,
increasing fares using a Cost
Index has resulted in an
excessive escalation in the
prices of licence plates.

It is not clear what impact
such a system would have on
fares and therefore on
particular stakeholders.

Incentives to
increase efficiency

Since the fare is based on
efficient costs, this provides
an incentive for the industry
to meet the efficient cost.

A productivity adjustment
would provide drivers and
operators with the incentive
to improve efficiency.

It is not clear

Minimal social
impacts

Social impacts of changing
fares are best dealt with
through separate measures.

Social impacts of changing
fares are best dealt with
through separate measures.

Social impacts of changing
fares are best dealt with
through separate measures.

While this has been of
significant benefit to existing
licence plate owners, it
comes at the expense of
consumers.

Source: The CIE.

We therefore recommend a hybrid model, including elements of both the Cost Index and
the building blocks approach. The approach we recommend varies from the usual Cost
Index approach through its treatment of licence plate-related costs.
As discussed previously, licence plate-related costs reflect economic rent. Rents are
excess profits, over and above a normal (risk adjusted) rate of return on capital. These
rents flow to licence plate owners, who in many cases do not directly participate in the
industry. This means it is possible to have a situation where there are simultaneously
excessive profits, while the service providers (drivers and operators) are having their
profits and earnings squeezed.
There are rents present in some taxi areas in Tasmania (mainly Hobart and Launceston)
because:
■

the number of licence plates is restricted, which prevents new entrants from
competing away the excess profits; and

■

the regulated fares are high enough to allow each taxi to earn excess profits.

If licence plate-related costs are included in a Cost Index like any other input, an increase
in licence plate-related costs would flow through into a fare increase. This creates
circularity in the process, since the excess profits earned are also determined to a large
extent by fares. Furthermore, there is no economic justification for increasing fares even
further on the basis that licence plate owners have been able to extract additional rents
from the industry.
On the contrary, an increase in licence plate lease costs indicates that fares are moving
further away from efficient costs. Fares should therefore be lower, not higher. Our
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recommended approach reflects this by deflating the licence plate component of the Cost
Index. All other components of the Cost Index would continue to be inflated normally.
This approach should provide a counteracting force to prevent fares increases from
allowing the value of licence plates to increase any further. This approach could
potentially also be used to move fares to a level closer to efficient costs over time. This
approach is discussed further in chapter 9.
We also recommend a productivity adjustment should also be applied to the estimated
increase in the Cost Index to provide the industry with an incentive to increase
productivity.

Assessment of options for fare structure
There are essentially 3 approaches to setting the fare structure.
■

Maintaining the current fare structure with any re-balancing based on anecdotal
evidence;

■

Explicitly linking specific costs to specific fare components — approaches considered
include:
– Marginal cost pricing;
– Ramsey pricing; or
– Other cost allocations.

■

De-regulating the fare structure — this would allow industry participants to set their
own fare structure, subject to a constraint based on a specified average fare.

The three broad approaches to determining the fare structure are assessed against the
criteria (table 6.2).
6.2

Assessment of options on setting fare structure

Fares reflect efficient
costs

Status quo (with ad hoc
adjustments based on
anecdotal evidence)

Allocating costs to specific
fare components

De-regulated fare
components

Not clear that current fare
structure reflects efficient
costs.

Difficult to determine an
efficient fare structure as the
efficient fare structure would
vary depending on demand.

Industry participants are
better placed than the
Government to determine the
most efficient fare structure.

No scope for operators to
abuse market power through
the fare structure with fully
regulated fare components.

Fares would continue to be
subject to an overall
constraint, which would
protect customers from the
abuse of market power.

No scope for operators to
abuse market power
through the fare structure
with fully regulated fare
components.

However, if the average fare is
not correctly specified,
industry may be able to
structure fares in a way that
benefits them at the expense
of consumers.
(Continued on next page)
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Encourage
appropriate
standards of service

Status quo (with ad hoc
adjustments based on
anecdotal evidence)

Allocating costs to specific
fare components

De-regulated fare
components

Anecdotal evidence
suggests that some short
trips may not be viable.

This type of approach could
potentially improve the
incentive for taxis to provide
all trips required by
passengers.

Industry is likely to set a fare
structure that ensures that
the cost of providing all
services is adequately
covered.

However, there is no
evidence of passengers in
outer suburbs being unable
to obtain a taxi.
Based on accurate
information

Any change in the fare
structure would be based on
anecdotal evidence from
industry. It is not clear that
this information would
necessarily be accurate and
objective.

Insufficient accurate
information to be able to
allocate specific costs to
specific fare components.

No data required by the
Regulator.

Unreasonable
impacts on particular
stakeholders

The fare structure is likely to
remain similar to the current
fare structure. Future fare
increases are therefore
likely to affect all
passengers equally.

Could change the balance
between the flag fall and the
kilometre rate.

Could change the balance
between the flag fall and the
kilometre rate.

This could potentially affect
certain types of passengers,
more than others.

This could potentially affect
certain types of passengers,
more than others.

Incentives to
increase efficiency

This criterion relates more to
fare level, rather than
structure.

This criterion relates more to
fare level, rather than
structure.

This criterion relates more to
fare level, rather than
structure.

Minimal social
impacts

Social impacts are best
addressed through targeted
measures such as subsidies,
rather than general pricing
levels.

Social impacts are best
addressed through targeted
measures such as subsidies,
rather than general pricing
levels.

Social impacts are best
addressed through targeted
measures such as subsidies,
rather than general pricing
levels.

Source: The CIE.

Attempting to allocate specific costs to a specific fare component is difficult. This is partly
because there is not sufficient information available to be able to estimate an efficient fare
structure. The efficient fare structure may also vary depending on demand.
Consequently, the same fare structure is unlikely to be efficient at all times.
The only alternative within the context of regulated fare components is essentially to
maintain the current fare structure. This means that when fares change, the same
percentage increase is applied to all fare components (subject to rounding constraints).
This should not preclude the possibility for the fare structure to be re-balanced
periodically based on anecdotal evidence from industry. For example, discussions with
industry indicated some support for an increase in the fixed component of the fare (either
the flag fall or the introduction of a booking fee) relative to the variable fare components.
However, there is no evidence that the current fare structure is efficient. Industry
participants are likely to be in a better position than the Government to determine an
optimal fare structure, subject to a constraint on the overall level of the fare. There seems
to be little point in maintaining a highly prescriptive form of regulation, when there is no
basis for it. We recommend the de-regulation option be given serious consideration.
Other issues relating to fare structure to considered include:
■

Inclusion of a booking fee
www.TheCIE.com.au
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■

The need for differential pricing, based on time of day and day of the week.

6.3

Assessment of options on setting fare structure
Booking fee

Differential pricing based on time/day

Fares reflect efficient Recognises there is a cost involved in picking Not clear that differential pricing based on
costs
up passengers that have booked. Arguably,
time/day can be justified on efficiency
rank and hail passengers are
grounds.
cross-subsidising bookings.
However, it would be difficult to set a booking
fee based on efficient costs because this
would vary, depending on the location of the
passenger.
Encourage
appropriate
standards of service

Based on accurate
information

A booking fee would encourage drivers to
pick up passengers in outer suburbs and
therefore reduce the possibility that no driver
accepts the booking. However, there is no
evidence of passengers not being able to get
a taxi.
There is no information available to be able
to determine the appropriate level of a
booking fee.

Unreasonable
The introduction of a booking fee would
impacts on particular increase the cost of booked trips. However,
stakeholders
the introduction of a booking fee would be
accompanied by a reduction in other fare
components.

Higher fares at night encourage more taxis to
be on the road at those times, when drivers
may otherwise be reluctant to work.
This increases the availability of taxis and
reduces waiting times for passengers in
those periods.
There is no information available to be able
to determine

Tariff 2 arguably has an unfair impact on
night and weekend passengers.

The net effect is likely to be an increase in
the fare for most phone booked trips, but a
decrease in the fare for rank and hail
passengers.
Incentives to
increase efficiency

Not relevant.

Not relevant.

Minimal social
impacts

Social impacts are best addressed through
targeted measures such as subsidies, rather
than a general pricing levels.

Social impacts are best addressed through
targeted measures such as subsidies, rather
than a general pricing levels.

Source: The CIE.

There is a sound justification for implementing a booking fee. However, passenger being
unable to obtain a taxi (particularly in outer suburbs) does not appear to be a major
problem in Tasmania, suggesting that implementing a booking fee may be unnecessary.
Furthermore, given the relatively high proportion of taxi trips that are phone booked
(compared to Sydney or Melbourne, for example), increasing the flag fall relative to the
variable fare components would have a similar impact.
The need for Tariff 2 and the period in which it should apply is unclear. However,
removing Tariff 2 would require Tariff 1 to be increased, otherwise this would affect the
overall fare level.
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Key points
RECOMMENDATIONS
2 Fares should be adjusted from their current level using an approach that is a hybrid
between the Cost Index approach and the building blocks approach.
a) The licence plate lease cost component should be deflated over time.
b) All other components should be adjusted based on inflators that reflect changes in
the relevant costs.
3 The Government could consider de-regulating fare components, subject to a
constraint that the fare for a specified ‘average trip’ does not exceed a regulated
maximum. This should be subject to sufficiently accurate information on the weights
to attach to each fare component.
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PART II

Implementation of a cost index
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7

Taxi fare areas

In this chapter, we discuss issues relating to the areas in which taxi fares apply. There are
key differences in the cost structure across different areas and this has important
implications for the implementation of our preferred approach to setting and changing
fares.

Differences across areas
A key issue to emerge from consultations and available data is that there are significant
differences in the way taxis operate and the associated costs across different taxi areas.
Major areas of difference include:
■

The share of fare revenue retained by drivers — this was typically 50 per cent in
Hobart, but as low as 40 per cent in other areas such as Devonport;

■

Differences in the value of licence plates and therefore plate lease costs — the value of
plate leases are significantly higher in Hobart and to a lesser extent Launceston,
compared to smaller cities/towns, such as Burnie (see chart 7.1). The differences
between Hobart and some of the smaller taxi areas are even greater;

■

Differences in the average distance driven by each taxi (see chart 7.1); and

■

Differences in network fees — network fees tend to be higher in smaller cities/towns,
possibly reflecting some economies of scale in providing network services.

7.1

Differences across urban areas

Note: Based on the average licence plate transfers during the 2010-2012 period. No licence plates were transferred in Devonport
during this period.
Data source: Department of Infrastructure, Energy and Resources, The CIE.
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These differences were significant, even among the largest of the 24 taxi areas in
Tasmania (Hobart, Launceston, Devonport, Burnie/Wynyard and Ulverstone). Data on
licence plate transfers in smaller areas suggest that the differences between Hobart and
some of the smaller taxi areas are even more significant.

Implications for fare setting
These differences will be reflected in substantially different cost structures between taxi
areas. Currently there are only three fare areas:
■

Hobart, Launceston, Devonport, Burnie, West Tamar, Ulverstone and Perth;

■

King Island and Flinders Island; and

■

Other areas not listed.

This has important implications for fare regulation because taxi areas with substantially
different cost structure currently have the same fares. This complicates the construction
of a Cost Index. Since each area has a substantially different cost structure, the
appropriate weighting for each item in the Cost Index will be different for different areas.
This is a relatively minor issue given there is also significant variation in the way taxis are
operated and therefore the cost structure within taxis areas, as well as across taxi areas
within the same fare area.
More importantly, these differences across taxi fare areas have important implications for
the level of fares. In particular, differences in the value of licence plates have important
implications for efforts to move the current level of fares towards a level that reflects the
efficient cost of providing the service.
As discussed previously, the value of a licence plate reflects economic rent and is not
therefore part of the efficient cost of providing taxi services. A licence plate is currently
around $140 000 in Hobart, while in other fare areas licence plates are worth far less or
nothing. This indicates there is significantly more scope to reduce fares in Hobart,
compared to other areas. Reducing fares to reduce licence plate-related costs in Hobart
could potentially make the taxi industry unviable in areas where the efficient cost of
providing taxi services is higher.

Revised fare areas
One approach the Tasmanian Government could consider to address this issue may be to
have different fare areas to reflect different cost structures across taxi areas.
This needs to be weighed against the increase in complexity and the administrative
burden associated with an increased number of fare areas. Clearly, having separate fares
and separate Cost Indices for each of the 24 taxi areas would not be practical.
The differential between the value of licence plates in Hobart, Launceston and other
areas is sufficient to suggest that separate fares are required for each of these areas.
For taxi areas with few taxis, the Government could consider whether fare regulation
and any restriction on the number of licence plates is necessary. The recent Inquiry into
the Taxi Industry in Victoria supported removing controls on price setting in country and
www.TheCIE.com.au
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regional areas, so long as barriers to entry were reduced in these areas and an appropriate
price notification system was in place.22 If pricing restrictions were relaxed, the
Regulator could initially have a price monitoring role. As argued by the Victorian
Inquiry, a pre-condition for effective service and fare competition is the ability for
passengers to readily distinguish particular operators’ vehicles. In country areas, taxi
services are mostly pre-booked an operators rely on repeat business.

Licence plate releases
An alternative approach to addressing the differential between the value of licence plates
in the major taxi areas is through releasing additional licence plates in areas where the
value is high. The value of a licence plate is derived from its scarcity. Increasing the
number of licence plates in a particular area would therefore reduce their value.
The release of licence plates is beyond the scope of this study. However, the Government
could consider this issue as part of its current review of licence plate releases.

Key points
There appears to be significant differences in the cost structure of the taxi industry across
different taxi areas. This has implications for fare regulation.
■

Significantly different cost structures complicates the construction of a Cost Index,
although this is a relatively minor concern.

■

More importantly, significant differences in the value of licence plates in different
areas with the same fares has an impact on the extent to which fares can be
transitioned towards an efficient level.

One approach to addressing this issue is to apply different fares in different taxi areas.
RECOMMENDATIONS
4 Differences in the value of licence plates between Hobart, Launceston and Burnie are
large enough to suggest that different fares may be required in each of these areas.
5 The Government could also consider whether fare regulation and restrictions on the
number of licence plates is necessary in smaller taxi areas.

22 Victorian Taxi Industry Inquiry, Customers First: Service, Safety, Choice, Final Report, September

2012, p. 196.
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8

Construction of a cost index

A cost index requires specification of the items to be included in the cost index and the
weights attached to each item. This chapter identifies the main cost items for providing
taxi services, provides preliminary guidance on the weights for each item and
recommends which of these should be separately included in the cost index.

Cost components of providing taxi services
The main cost components of providing taxi services are set out in table 8.1. Plate leases
are a cost facing operators but are not a resource cost, as discussed earlier in the report.
8.1

Costs of providing taxi services

Costs that are (largely) fixed

Variable costs

Radio-room costs

Driver labour

Vehicle costs (including fit-out)

Fuel

Registration

Cleaning

Operator labour

Insurance

Plate leases (not an efficient cost)

Servicing, maintenance and repairs

Source: The CIE.

Weights of each cost item
The focus of this study is a methodology for setting fares rather than to provide accurate
estimates of costs. Nevertheless, as part of consultations with industry we considered it
useful to collect cost information. This information provides a preliminary view of the
costs associated with each cost component of providing taxi fares. This is based on
information provided by industry and our own assumptions. (The detailed assumptions
are set out in Appendix A.)
Cost shares could be verified through surveying taxi operators or through further
information provided in response to the assumptions set out in this paper.
The estimated average costs of providing taxi services in Hobart, Launceston and other
are shown in table 8.2.
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8.2

Costs of major cost items (including GST)

Cost

Cost shares

Cost item

Hobart

Launceston

Other

$/taxi

$/taxi

$/taxi

Radio-room costs

7,200

8,387

11,880

Vehicle costs (including fit-out)

4,806

4,718

4,372

Servicing, maintenance and repairs

7,657

7,034

5,200

Insurance

4,786

4,396

3,250

Registration

1,318

1,318

1,318

Operator labour

4,991

4,585

3,389
3,432

Plate leases (not an efficient cost)

13,328

6,292

Driver labour a

60,356

51,677

32,441

Fuel

16,271

14,947

11,050

Total

120,713

103,353

76,333

a Driver share is 50 per cent in Hobart and Launceston, 45 per cent in Burnie, 40 per cent in Devonport, 40 per cent in Ulverstone.
Other is based on 42.5 per cent. The driver share includes the GST component paid by drivers.
Source: The CIE. See Appendix A for details.

The cost weights based on these costs are set out for the major taxi areas in table 8.3.
8.3

Cost weights for taxi areas

Cost

Cost shares
Hobart

Launceston

Other

Per cent

Per cent

Per cent

Radio-room costs

6.0

8.1

15.6

Vehicle costs (including fit-out)

4.0

4.6

5.7

Servicing, maintenance and repairs

6.3

6.8

6.8

Insurance

4.0

4.3

4.3

Registration

1.1

1.3

1.7

Operator labour

4.1

4.4

4.4

Plate leases (not an efficient cost)

11.0

6.1

4.5

Driver labour

50.0

50.0

42.5

Fuel

13.5

14.5

14.5

Total

100.0

100.0

100.0

a Driver share is 45 per cent in Burnie, 40 per cent in Devonport, 40 per cent in Ulverstone
Source: The CIE.

The above show only major cost items. There are a number of smaller cost items related
to driver training, uniforms, accreditation etc. These are excluded for the purposes of the
cost index although we acknowledge these to be real costs either borne by drivers or
operators. It is not necessary to include these in the cost index as we are focused on cost
weights and these minor items will not materially change the weights.

Items to include in a cost index
It is important that all major costs that the industry bears are included in a cost index so
that the weights of other costs are not distorted. For example, if labour costs are not
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included in the index then this gives a far higher weight to fuel than if labour costs are
included. Where costs are minor they can be excluded from the cost index.
The 50/50 revenue split between operators and drivers that is prevalent across the
industry has been used as a justification for considering only operator costs and excluding
driver costs. By doing this, the impact of any increase or decrease in operator costs is
doubled. It is argued that this enables operators to recover their part of the cost, as they
allocate half of the cost increase (or decrease) to drivers. The 50/50 arrangement is not
regulated. While in practice it may be the case that this arrangement is persistent, it is not
clear why consumers should be paying twice for cost increases (or facing double the
reduction in fares for price decreases). It is the obligation of drivers and operators to
make and change these arrangements to reflect the changes in costs. Instead, all cost
items should be included and inflated by the change in costs. If, at the end of the review
period, the 50/50 arrangement still predominates then weights would be readjusted to
reflect this.
While all major costs should be included, they do not necessarily have to be included
separately. A cost index should include costs separately where these move differently to
general prices in the economy. This means that cost items should be separately included
where they:
■

change on average in a different way to general prices — for example, motor vehicle
prices decreased over the last 20 years compared to general consumer prices, which
have increased. Insurance prices have increased far more quickly than general prices;
and

■

are more volatile than general prices — for example, fuel prices are far more volatile
than other prices.

Chart 8.4 shows the changes in major cost items relevant for taxis and for which is a
measure in the Consumer Price Index, Hobart (CPI). Fuel, insurance and motor vehicles
stand out as being the cost items that are the most different to the All Groups CPI, which
measures price changes for a bundle of products.
8.4

Changes in costs based on Consumer Price Index, Hobart
Motor vehicles

Spare parts (motor vehicles)

Fuel

Maintenance and repair

Insurance

All groups

300
250
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100
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0
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Data source: ABS Consumer Price Index.

The average change in each cost item with an inflator in the Consumer Price Index is
shown in table 8.5, for the past 10 years and the past 20 years. The standard deviation is
show alongside each average.
■

Motor vehicle costs and insurance should be separately included, as these items have
historically averaged different growth rates to the All Groups CPI. Hence it would be
expected that they will move differently in the future.

■

Fuel costs should be separately included because they are far more volatile than other
cost items, with a standard deviation of the annual change of 12.6 per cent over the
past 10 years.

■

Communication costs have increased more slowly than the CPI and may be an
appropriate measure for radio room costs.

■

Labour costs typically increase more quickly than consumer prices and are very
stable. Historically the higher growth has reflected productivity growth. More recently
higher growth has reflected the higher prices for items that Australians produce
relative to the items that we consume.

8.5

Historical movements in price items
Last 10 years

Last 20 years

Average annual
change

Standard deviation of
annual change

Average annual
change

Standard deviation of
annual change

Per cent

Per cent

Per cent

Per cent

Motor vehicles

-1.6

2.2

-0.6

3.8

Spare parts (motor vehicles)

2.5

3.1

1.8

3.1

Fuel

5.4

12.6

4.2

10.7

Maintenance and repair

2.5

0.9

2.3

1.9

Insurance

4.9

2.2

6.1

6.2

Communication

0.6

0.8

0.5

2.6

Wage price index

3.8

0.4

3.5

0.6

All groups

2.7

1.1

2.6

1.6

Note: Where an index is not available for 20 years (such as WPI) the 20 year figure captures the length of the series.
Source: ABS Consumer Price Index Hobart; ABS Wage Price Index Tasmania

Plate lease costs have also increased differently to CPI reflecting the demand for taxi
services and the number of taxi plates made available. This is not an economic cost and
the appropriate inflator for plate leases is discussed further in the next section.
RECOMMENDATION
6 A cost index should include all major cost items. It should separately identify fuel,
insurance, motor vehicle, radio room, labour and plate lease costs. Preliminary
weights are provided in table 8.3.
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Reweighting the cost index
The weights in the cost index will not stay the same through time. The cost index reflects
a constant quantity of inputs.23As the prices of inputs change so do the shares of each
input in total costs.
The method for reweighting as inflators are applied is mechanical. The weight for each
item is multiplied by its inflator. These adjusted weights are then divided by the sum of
the adjusted weights to give a new set of weights. For example:
■

Suppose there were two cost items, fuel and labour, with a weight of 20 per cent and
80 per cent respectively.

■

The price of fuel increased by 25 per cent and labour increased by 10 per cent.

■

Then the adjusted weight for fuel is 20 per cent *1.25 = 25 per cent and the adjusted
weight for labour is 80 per cent * 1.1 = 88 per cent. The sum of the adjusted weights is
113 per cent.

■

The final revised weight for fuel is 25 per cent/113 per cent = 22 per cent. The final
revised weight for labour is 88 per cent/113 per cent = 78 per cent. That is, because
the fuel price has increased relatively more it now makes up a higher share of the cost
index.

Periodically, the cost index should be reweighted by collecting data from industry. This
should be done because the way the industry operates is likely to change through time,
including in response to changes in the price of inputs.

23 Technically, it is a Laspeyres Price Index.
www.TheCIE.com.au
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9

Inflators to apply to cost items

A cost index requires inflators for each cost item that is separately identified. Each
inflator measures the change in the price of a cost item. This chapter considers the
options for inflators.

Industry or independent?
There are two main options for choosing inflators for cost items.
■

Independent publicly available estimates. These include ABS Consumer Price Index
measures, official interest rate data and data collated on fuel prices.

■

Quotes from industry. For example, obtaining a quote from networks on their
network fees each year.

The choice between these options represents a trade-off, with disadvantages of each
option shown in table 9.1. The (major) disadvantage of independent estimates is that the
independent measure may not align to the cost item being measured. For example, the
motor vehicle component of the CPI captures all motor vehicles. The type of motor
vehicles used to provide taxi services could be different to this mix. Further, taxi vehicles
will often be purchased second hand. However, independent estimates are not subject to
gaming by industry.
There are many disadvantages of using quotes from industry, as set out in table 9.1.
Reflecting these issues, we have found these to be far more volatile than independent
estimates, as the specification of the cost item exactly is difficult. For example, an
insurance company will typically charge different insurance premiums depending on how
far the vehicle drives, the history of the operator, the type and age of the vehicle and the
level of insurance cover being provided. In practice, operators adopt many alternative
approaches to the insurance cover they seek and the premiums that they are charged.
9.1

Disadvantages of each approach to inflators

Independent estimates

Quotes from industry

■

■

Quote requires specification of a particular type of
service

■

No guarantee that the quote accurately reflects prices
offered, such as discounts

■

Multiple suppliers for most items, so need to weight
quotes

■

Administratively costly

■

May be gamed, such as networks seeking to lock-in
their price increase

■

May not be adjusted for changes in quality

May not align well to the cost item being measured

Source: The CIE.
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On balance, we consider that independent estimates should be preferred to industry
quotes.
RECOMMENDATION
7 Independent publicly available inflators should be used to measure the change in
each cost item

Inflators for each cost item
Motor vehicle costs
The annualised cost of motor vehicles reflects:
■

the purchase price of motor vehicles;

■

the financing cost of motor vehicles (this is equivalent to a return on capital if
financed by the taxi operator paying in full for the vehicle);

■

the number of years over which costs can be recovered; and

■

the sale value of a vehicle when it is no longer used as a taxi.

At any one time, taxis are providing services that have been purchased over the past 8
years, some with variable interest rate financing and others with fixed interest rate
financing.
The purchase price and sale value of a vehicle can be inflated by using the ABS CPI,
Motor Vehicles. The financing cost can be changed through using Reserve Bank of
Australia data on interest costs for business. These are then applied to the standard
amortisation formula for the two periods.24 The initial purchase cost and resale value
should be those used in the calculation of the initial weight.
RECOMMENDATION
8 Vehicle costs should be inflated by the ABS CPI, Motor Vehicles for Hobart converted
into an annual financing cost using a 6 year period and the Reserve Bank of Australia
small business indicator rate for variable loans.

Fuel costs
The Tasmanian taxi fleet uses LPG and petrol. According to information collected by the
Department of Transport, around 70 per cent of metropolitan taxis were petrol, 25 per
cent were LPG and the remaining 5 per cent were diesel or could use both LPG or petrol.
24 The standard amortisation formula is:
ܫெ = ܥெ −

ሺ1 + ݅ሻ
ܴ
൨∗݅∗
−1

ሺ1 + ݅ሻ
ሺሺ1 + ݅ሻ − 1ሻ

Where ܥெ is the cost of a motor vehicle purchase, R is residual value and I is the interest rate.
www.TheCIE.com.au
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Around Tasmania, petrol prices are very similar and move together (chart 9.2).
9.2

Petrol prices in Tasmanian cities and towns
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Data source: FUELTrac, through the Australian Automobile Association.

LPG prices and petrol prices do not move together as closely as regional petrol prices. In
chart 9.3 we show petrol prices and LPG prices for Hobart. They have generally moved
together, although there are particular spikes in each. The overall correlation is 90 per
cent between the two price indices, on a monthly basis.
LPG prices are not publicly available and if this measure were used would have to be
purchased. Given that LPG prices in general move with petrol prices and that most of the
taxis are petrol we consider that fuel prices should use the published petrol prices for
Hobart.
RECOMMENDATION
9 Fuel costs should be inflated by the increase in annual average petrol prices for
Hobart.
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Petrol and LPG prices in Hobart
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Insurance costs
The ABS CPI measure for insurance covers general insurance, which includes both house
insurance and motor vehicle insurance. (It excludes health insurance and life insurance.)
This is the most closely linked product to taxi insurance services.
RECOMMENDATION
10 Insurance costs should be inflated by the increase in the ABS CPI, Insurance for
Hobart.

Radio room costs
The costs of providing a radio room include costs related to the building, electricity costs
and communications costs. There is the potential for radio room costs to decline
substantially with new technology becoming available for linking taxi passengers with
taxi drivers.25 This may occur either because of reductions in radio room fees or because
fewer taxis choose to be part of networks.26
There is no obvious ABS inflator for radio room costs. Options include using
communications or the all groups CPI. We consider that communications is likely to be
the most appropriate indicator for radio room costs, because it captures broad trends in
communications pricing such as mobile phones. The alternative would be to use the
general CPI. Over the past 10 years the communications component of the CPI (for
25 For example, see www.gocatch.com, www.mtaxi.com.au, www.taxipronto.com.au,

www.ingogo.mobi.
26 Currently, most (>90 per cent) of taxis are linked to a network in Hobart and Launceston. In

other areas consulted, all taxis were linked to a network.
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Hobart) has increased by 0.6 per cent per year on average compared to CPI All Groups
of 2.7 per cent.
RECOMMENDATION
11 Radio room costs should be inflated by the increase in the ABS CPI, Communications
for Hobart.

Labour costs
Labour comprises labour of operators/administration and labour of drivers. The actual
labour component for drivers is determined as a share of revenue. This is currently 50 per
cent in Hobart and Launceston and 40-45 per cent in other taxi areas for which we have
information.
The actual split of costs between drivers and operators appears to have been very durable,
even though there is no regulatory requirement around cost sharing. There is obviously
some scope for change, given that arrangements differ between regions. It also appears
that operators can alter cost shares at the margin through arrangements for who bears
some costs, such as workers compensation.
The current cost index presumes that the cost sharing arrangements will continue and
hence the index only measures operator costs. This effectively says that if there is a 10 per
cent increase in operator costs, a 10 per cent increase in fares is required to cover operator
costs, with drivers also benefitting.
We consider that it is not the role of the regulator to use fares to influence the share of
revenues that goes to drivers, operators and other relevant services providers. These
arrangements are not regulated and it is up to the industry to make whatever adjustments
it considers necessary in response to changes in industry conditions. Whether these
adjustments comprise changes in revenue shares, changes in allocation of costs (such as
allocating part of fuel costs to drivers), shift bonuses (such as a driver receiving $10 + 50
per cent) is up to the industry.
This necessitates that the labour cost component of the cost index should be inflated by
some independent measure. The most widely used measure is the wage price index. Note
that a labour cost measure requires some consideration of productivity adjustment as
discussed in the next chapter.
RECOMMENDATION
12 Labour costs should be inflated by the increase in the ABS Wage Price Index for
Tasmania (Public and Private).

Maintenance and repairs cost
The ABS measures changes in the cost of maintenance and repairs.
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RECOMMENDATION
13 Maintenance and repair costs should be inflated by the increase in the ABS Consumer
Price Index for maintenance and repair, Hobart.

Inflator for plate leases
As discussed in our recommendations of the preferred approach, we consider that the
cost index approach can only be considered appropriate where it does not lock in
monopoly or scarcity rents to the businesses being regulated. In practical terms, this
means that the cost index should either decrease (or not increase) the cost item related to
plate leases in determining the change in fares.
Within this guideline there are a number of possible options, such as the following.
■

Apply an inflator of zero to the plate lease cost component for each year of the
regulatory period. This is the approach used by the NSW regulator, IPART, in its
most recent price determination for taxis.27

■

Apply a deflator of 5 per cent per year to the plate lease cost component for each year
of the regulatory period. This would allow for a progressive realignment of prices to a
level at which the costs recovered from fares reflect only the underlying efficient costs
of providing services.

■

Apply a deflator of 10 per cent per year to the plate least cost component for each year
of the regulatory period. This approach would most rapidly seek to align prices to a
level that reflected the efficient costs of providing services. This is the approach
recommended by one independent expert in NSW.28

■

Measure the change in plate sales and adjust the deflator upwards if sale prices are
increasing or decreasing only slowly. For example, the plate lease component might
be deflated by 5 per cent for the first year of the regulatory period. For the second
period, the change in plate sale prices could be considered. If average sale prices had
increased, a larger reduction could be applied for the next year of the regulatory
period.

Under all of the above options the weight attached to licences would be reconsidered at
the end of the four year regulatory period. If licence lease costs had not declined as much
as allowed for in the indexation applied to this cost then the weight attached to licences
would increase, allowing for further reduction of prices in the next regulatory period. A
decision could also be made to apply a higher deflation to this item if the deflator applied
was unsuccessful in gradually reducing the cost imposed on consumers from lease plate
costs.
The choice of how quickly to deflate the plate lease component cannot be made in
isolation to other government policies. The extent to which plate leases are paid for by
consumers could be reduced through allowing for more taxi licences (which would
provide consumers with benefits through improved taxi availability) or through reducing
27 IPART 2012, Review of taxi fares in NSW, Final report, June.
28 Abelson, P. 2012, Reported in transcript of IPART Taxi Roundtable, 29 February 2012, p.5.

www.TheCIE.com.au

Setting taxi fares in Tasmania

taxi fares (which would provide consumers with benefits from lower prices). There is a
choice about the extent to which these inefficient costs are passed on to consumers in
these different ways. If the government were to make taxi plates more easily available
then there would be less justification to rapidly reduce prices. However, if taxi licence
releases were to be constrained in the future then a more rapid reduction in prices would
be appropriate, to pass benefits on to consumers through lower prices.
The decision on taxi fares may not know the amount of licences that will be releqased
over the four year regulatory period. Hence this decision will have to be made to reflect
an expectation of future licence release numbers and policies.
Current licence release policies have halted the rapid increase in licence plate costs from
2003 to 2008 in Hobart but have not reduced this cost (chart 9.4). If policies that resulted
in this level of release were to continue we would recommend a deflator be applied to the
plate lease component to ensure that consumers are not bearing costs related to
monopoly/scarcity power.
9.4

Licence plate costs by area
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Data source: Tasmanian Department of Transport

RECOMMENDATION
14 The deflator applied to plate lease costs should reflect the number of licences being
released — if more licences are released then the deflator could be close to zero, if
less licences are released then the deflator should be larger. A deflator of 5 per cent
per year is recommended if policies that lead to a level of licence release similar to
that currently occurring are in place.

Timing and averaging of inflators
Information on price changes used in a cost index is lagged. That is, the cost changes
measured are those from a previous period, applied to the next period. Cost changes can
be measured as the average over a year or a change from specific points in time. We

www.TheCIE.com.au

71

72

Setting taxi fares in Tasmania

consider that it is better to use an average over a year to avoid volatility from using single
data points, particularly for items such as fuel.
If a fare review was being conducted for a price change to occur on the 1 July then data
would be available for the previous year to March. The inflator for each item should then
be measured as the percentage change for the average of the year to March relative to a
year earlier. For example, if the fare change was for 1 July 2013 and the data was
quarterly then the inflator would be the average of index numbers for June 2012,
September 2012, December 2012 and March 2013 divided by the average of the index
numbers for June 2011, September 2011, December 2011 and March 2012.
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10 Productivity adjustment

In previous chapters, we suggested that a productivity adjustment should be applied to
the increase in the cost of providing services estimated by the Cost Index. In this chapter,
we discuss this issue in greater detail, including the rationale for such an adjustment, the
magnitude of the adjustment and how it should be applied.

Rationale for a productivity adjustment
Productivity is a measure of output per unit of input (see box 10.1 for a summary of the
different types of productivity). A productivity improvement means that more output can
be produced for a given quantity of inputs, or that fewer inputs are required to produce
the same quantity of outputs (or a combination of the two).

10.1 Productivity measures
Productivity is a measure of output per unit of input. There are various measures of
productivity, with the distinction being the input measure used; outputs are typically
measured as gross value-added of the industry, but also may be measured as gross
output. Types of productivity include:
■

Labour productivity — this is a measure of output per unit of labour input. The
measure of labour input is usually hours worked. In some instances, the labour
input measure is adjusted for the quality of labour. Labour productivity measures
all changes in output that cannot be explained by changes in labour inputs.

■

Capital productivity — this is a measure of output per unit of capital services used
in production. In practice, the input measure is typically an Index measuring
capital services. Capital productivity measures all changes in output that cannot be
explained by change in capital inputs.

■

Multi-factor productivity — this is a measure of productivity that takes into
account both labour and capital inputs. In practice, the input measure is an Index
of combined labour and capital services. Multi-factor productivity measures all
changes in output that cannot be explained by changes in labour and capital
inputs.

■

Total factor productivity — this is the most comprehensive measure of
productivity, which takes into account all inputs into production, including capital,
labour, energy, materials and services. Given the difficulties in obtaining sufficient
data on all of the inputs into production, total factor productivity is rarely
measured.
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A Cost Index is designed to measure a change in the cost of providing taxi services, based
on changes in the price of inputs (including labour, capital and intermediate inputs). A
Cost Index therefore implicitly assumes a fixed quantity of inputs. If the taxi industry
improves its productivity performance — that is, provides the same output with fewer
inputs — the Cost Index will overstate actual cost increases faced by the industry.
Applying a productivity adjustment to the cost increase measured by the Cost Index
helps to simulate the outcomes that would be expected in an unregulated market with
open entry. In such markets, competition forces firms to constantly innovate to find
better, more efficient ways of doing business. This innovation drives productivity growth,
allowing firms to lower the cost of production and reduce prices to try to undercut their
competitors and increase their market share. Firms that do not innovate will lose market
share and will eventually be forced to leave the market. Competition therefore drives
productivity growth which puts downward pressure on prices.
Reflecting these outcomes in unregulated markets, a productivity adjustment:
■

provides a signal to market participants to improve performance; and

■

ensures that some of the benefits of productivity gains are passed onto consumers.

Just as the Cost Index is designed to measure changes in the costs incurred by operators
and drivers, the productivity adjustment is designed to reflect productivity improvements
achievable by this part of the supply chain only. Productivity gains in the production of
inputs should already be reflected in the consumer price measures used to inflate those
components. For example, productivity improvements in the production of motor
vehicles should lead to lower prices, which are reflected in the motor vehicle component
of the CPI used to inflate the Cost Index. It may also be possible for drivers and operators
to use their vehicles more efficiently and provide more taxi trips per vehicle, which
reduces the cost per trip. The productivity adjustment is designed to reflect this more
efficient use of inputs.

Sources of productivity growth in the taxi industry
It should be possible for the taxi industry to improve productivity through:
■

more efficient use of labour and capital — this could be through more passenger shifts
per shift through better technology to link drivers to passengers or more demand,
relative to the supply of taxis; or

■

more efficient use of intermediate inputs — this could include use of more efficient
use of fuel, either through less running without a passenger or use of more fuel
efficient vehicles.

Applying a productivity adjustment in practice
While there is a strong conceptual case for a productivity adjustment, measuring
productivity in the taxi industry is more difficult. Indeed there is unlikely to be sufficient
information to directly measure productivity changes in the Tasmanian taxi industry over
time.
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In the absence of a direct measure of productivity in the Tasmanian taxi industry, it will
be necessary to base the productivity adjustment on broader published productivity
measures. Key issues to consider include:
■

which productivity measure to use, including:
– a sectoral or a broader economywide measure?
– a gross output or gross value-added measure of productivity?
– labour, capital or multifactor productivity?

■

whether to apply it to the most recent year’s productivity growth or whether to
average the growth rate over a longer period?

■

which components of the Index should the productivity adjustment apply?

Productivity measure
The ABS publishes productivity estimates (labour, capital and multifactor productivity)
at the economywide level and an experimental series disaggregated at the broad industry
level (at the ANZSIC 1-digit level). According to the Australia New Zealand Standard
Industry Classifications (ANZSIC), the taxi industry is part of the Transport, Postal &
Warehousing Division. Labour and capital productivity and MFP estimates since
1994/95 is shown in chart 10.2.
10.2 Productivity estimates for the Transport, Postal and Warehousing industry

Data source: Australian Bureau of Statistics, Experimental Estimates of Industry Productivity, Catalogue No.5260.0.55.002.

A broader economywide measure is market sector productivity (chart 10.3). The market
sector includes all ANZSIC Divisions, except for Public administration and safety;
Education and training; Health care and social assistance; and Ownership of dwellings.
We prefer the economywide measure of productivity. Using this broad measure of
productivity to adjust the cost increase measured by the Cost Index implies that the taxi
industry should be making similar productivity gains as the broader economy.
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10.3 Productivity estimates for the market sector

Data source: Australian Bureau of Statistics, Experimental Estimates of Industry Productivity, Catalogue No.5260.0.55.002.

Given the divergence between the three measures of productivity (see chart 10.3), the
choice of labour or capital productivity or MFP has important implications. MFP is
essentially a measure of all increases in output that cannot be explained by increases in
labour or capital inputs. This includes more efficient use of labour and capital and
improvements in the quality of labour (since the labour input measure does not adjust for
quality changes). It also includes more efficient use of intermediate inputs, such as energy
and other materials. In this case a reduction in the use of intermediate inputs for a given
level of (gross) output is reflected as an increase gross value added (since gross value
added is the value of output less intermediate inputs).
Labour productivity tends to grow at a faster pace than MFP (see chart 10.2 and 10.3).
This is because labour productivity reflects the impacts of both capital deepening (more
capital per worker) as well as MFP.
In our view, MFP is the most relevant measure for the taxi industry. It is the most
complete measure of productivity currently available. It is also conceptually most
reflective of the possible sources of productivity gains available to the taxi industry. Since
the main capital item required to provide taxi services is the vehicle itself, the scope for
productivity gains based on capital deepening (i.e. an increase in the number of vehicles
per driver) would appear limited.
The ABS also publishes productivity estimates based on a gross value added measure of
output as well as a gross output measure. Gross output is the total value of all products
produced by in an industry or across the whole economy. Gross value added (GVA)
measures the gross value of output less the value of intermediate inputs. It therefore
represents the value-added by labour and capital.
The input measure used in these estimates also differ. In the GVA measure of
productivity the input measure is a combined index of capital and labour. In the gross
output measure, the input measure is a combined index of capital, labour and
intermediate inputs.
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A comparison between the GVA measure of MFP and the gross output measure of MFP
is shown in chart 10.4.
10.4 Multifactor productivity estimates using different output measures

Data source: Australian Bureau of Statistics, Experimental Estimates of Industry Productivity, Catalogue No.5260.0.55.002.

According to the ABS, when estimating productivity growth rates, the gross output MFP
estimates will be flatter than the value added MFP estimates since the contribution of
intermediate inputs in the gross output measure will reduce the MFP growth estimate.29
Conceptually, either measure can be used so long as the productivity adjustment is
applied to the appropriate Taxi Cost Index cost items (see below).

Period over which productivity adjustment is measured
The productivity adjustment could be based on economywide productivity gains in the
most recent year for which data is available, or averaged over a longer period. MFP
measures are relatively volatile from one year to the next, although the economywide
measure tends to be less volatile than the sector-specific measure (chart 10.5). Given that
the Taxi Cost Indices constructed in other jurisdictions tend to increase by slightly more
than CPI, this volatility would have significant implications for fares.

29 Australian Bureau of Statistics, 2007, Experimental Estimates of Industry Multifactor Productivity,

Australia, Information Paper, Catalogue No. 5260.0.55.001, p. 4.
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10.5 Volatility in MFP growth

Data source: Australian Bureau of Statistics, Experimental Estimates of Industry Productivity, Catalogue No.5260.0.55.002.

One approach to reducing this volatility is to average productivity changes over a longer
period. Chart 4.6 shows average annual productivity growth over various periods.
Averaging productivity growth over a longer period has the advantage of reducing the
volatility of this series, resulting in more stable productivity adjustments from year to
year. However, the disadvantage is that the longer the period, the less it reflects current
productivity trends.
10.6 Growth in market sector MFP

Data source: Australian Bureau of Statistics, Experimental Estimates of Industry Productivity, Catalogue No.5260.0.55.002.

Relatively stable productivity adjustments are considered desirable. The five or ten year
average should therefore be used. However, if average productivity growth over the
chosen period is less than zero, a productivity adjustment should not be applied (i.e. fares
should not be increased further because of productivity declines in the broader economy).

www.TheCIE.com.au

Setting taxi fares in Tasmania

What components of the Cost Index should the productivity adjustment apply?
A final matter for consideration is the issue of what Cost Index components should the
productivity adjustment apply. The productivity adjustment can be applied to the whole
Cost Index (i.e. to the percentage change in the cost of providing taxi services, estimated
by the Cost Index) or just some components (i.e. the relevant inflators).
This depends on the choice of productivity measure. If the gross output measure of MFP
is used, the productivity adjustment should be applied to the whole Cost Index, because
the input measure captures changes in the use of intermediate inputs.
However, the GVA measure of MFP is the ratio of the value added by labour and capital
to labour and capital inputs. The productivity adjustment should therefore be applied
only to the labour (i.e. driver labour and operator labour) and capital (vehicle and fit out)
components of the Cost Index.
This does not imply that the taxi industry should not be able to improve the efficiency
with which it uses intermediate inputs (such as, fuel etc.). Rather, it reflects that this is
already taken into account in the productivity measure used.
If the GVA measure is used, for presentation purposes it may be easier to multiply the
economywide increase in MFP by the labour and capital share of the Cost Index and
then apply that amount to the whole Cost Index as follows:
1 + %∆ܶܫܥ
݂=ቆ
ቇ−1
1 + %∆ܵ × ܲܨܯ,
Where f is the recommended fare increase; %∆TCI is the percentage change in the Taxi
Cost Index; %∆MFP is the average annual percentage change in the gross value-added
measure of multifactor productivity in the market sector over the past ten years; and SL,K
is the labour and capital share of the Taxi Cost Index.

Key points
RECOMMENDATION
15 A productivity adjustment should be applied to the cost increase estimated by the Cost
Index. The productivity adjustment should be based on average economywide
productivity growth over the past ten years. If this is less than zero, we recommend
that no productivity adjustment should be applied.
16 The productivity adjustment should be based on either a gross output or gross
value-added measures of multi-factor productivity. If the gross output measure is
used, the productivity adjustment should be applied to the whole Cost Index. If the
gross value-added measure is used, it should be multiplied by the labour and capital
share in the Cost Index before it is applied to the percentage change in costs, as
measured by the Cost Index.

www.TheCIE.com.au

79

80

Setting taxi fares in Tasmania

11 Application of fare increase to fare components

Once the productivity-adjusted fare increase has been determined, it must then be applied
to the fare components. This chapter discusses various issues relating to how the
determined fare increase should be applied to fares.

Applying the fare increase to fare components
As discussed previously, taxi fares have several components. Applying the determined
fare increase to fare components is not always straightforward, given that changing the
balance between these fare components, will affect the fare for different taxi trips
differently.
The approach to applying the determined fare increase to fare components depends on
whether the Tasmanian Government chooses to continue to regulate each fare
component or to leave this decision to networks (or the operators where they are not part
of a network).

Regulated fare components
If the Government chooses to continue to regulate each individual fare component, these
will obviously need to be determined by the Regulator or DIER, as is currently the case.
Most regulators apply the determined fare increase evenly across fare components.
However, in some circumstances this requires more careful consideration, such as where:
■

the fare structure is changing over time — if anecdotal evidence suggests that the fare
structure is no longer appropriate, it may be necessary to apply fare increases
differently across fare components; or

■

where it is necessary to round fare increases – some fare components (such as the flag
fall and if relevant, the booking fee) must be specified in 5 or 10 cent increments
(depending on the meter). This means there is likely to be some rounding involved for
these fare components. This rounding may have little impact from one year to the
next, but cumulatively the impact can be significant, particularly when a particular
fare component is small, so a large fare increase would be required to reach the next
10 cent increment.

Two approaches to consider in these circumstances include:
■

the average fare approach; and

■

the master fare schedule approach.

These different approaches are discussed below.
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Average fare approach
As discussed previously, when the fare structure changes, it affects different length trip
differently. Where fare increases are not applied evenly across fare components, not
every fare will increase by the same amount. For example, if the flag fall increases by
more than the distance based charge, shorter fares become more expensive relative to
longer fares.
Under the ‘average fare’ approach, the Regulator specifies an ‘average trip’, including
distance and waiting time. The determined fare increase is then applied to the current
fare based on the average trip. The individual fare components can then be adjusted, such
that the fare for the average trip is at the required level.
To demonstrate how this works, we estimate an average trip, based on information
provided by a Hobart operator. The average fare in 2012 is estimated at around $19.10.
Assuming two minutes of waiting time, this implies, the average distance is around
7.9 kms, based on the current fare structure.
Rounding the average trip to 8 kms and 2 minutes of waiting time, the average fare is
currently around $19.33. Assuming the fare increase was determined at 3 per cent, the
new average fare would be $19.91 (table 11.1).
11.1 Average fare

Average fare

Current average fare

New average fare

$

$

19.30

19.91

Note: Based on a 3 per cent increase.
Source: The CIE

The fare components must now be adjusted to ensure that the average fare (based on the
specified average trip) is $19.91. There are virtually unlimited combinations of waiting
time rates, distance rates and flag falls that could deliver an average fare of $19.91.
■

One approach would be to apply the fare increase evenly across components. This
would produce the fare structure shown as ‘Option 1’in table 11.2. Under this option,
fares for all trips will increase by 3 per cent.

■

Alternatively, if it was considered necessary to re-balance the fare structure, such that
the flag fall was increased to (say) $4.00, with this increase offset by a lower distance
rate, the fare structure as ‘Option 2’ in table 11.2. Under this option, fares for shorter
than average trips will increase by more than 3 per cent, while fares for longer than
average trips will increase by less than 3 per cent.

■

This approach could also be applied if there was a change in the fare components,
such as the introduction of a booking fee. The introduction of a booking fee without
an offsetting decrease in some other fare component would represent an overall
increase in the level of fares. To incorporate a booking fee into the fare structure, the
proportion of booked trips would need to be incorporated into the fare structure.
Assuming 50 per cent of trips are phone booked, a possible fare structure that includes
a $1.00 booking fees offset by a lower kilometre rate is shown as ‘Option 3’ in
table 11.2.
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11.2 Options for new fare structure
Current fare
structure

New fare
structure—
Option 1

New fare
structure —
Option 2

New fare
structure —
Option 3

3.40

3.50

4.00

3.50

Flag fall ($)
Distance rate ($ per km)
Waiting time rate ($ per hour)
Booking fee
Total fare ($)

1.84

1.90

1.83

1.83

36.26

37.35

37.35

37.35

-

-

-

1.00a

19.33

19.91

19.91

19.91

a It is assumed that 50 per cent of trips are booked. Consequently, this fee applies to 50 per cent of fares.
Source: The CIE.

Master fare approach
Under a master fare schedule approach, fare components are adjusted by the proposed
fare increase and then rounded, where relevant. Subsequent fare increases are applied to
the unrounded amount.
The only advantage of this approach is in dealing with small fare components that must
be rounded to 5 or 10 cent increments. For example, if a $1.00 booking fee was
introduced that needed to be rounded to a 10 cent increment, it would require a fare
increase of more than 5 per cent to be rounded up to $1.10. Given that a 5 per cent fare
increase is relatively unlikely, the booking fee may never be adjusted, unless a master fare
schedule is used.
On the downside, the master fare schedule approach is not useful in the event of a change
to the fare structure, such as a re-balancing of fare components, or the introduction of a
new fare component.

De-regulated fare components
As discussed previously, there is no particular rationale for the current fare structure.
Consequently, there does not appear to be a strong case for continuing to rigidly regulate
particular fare components.
A de-regulated fare structure could work in a similar way to the average fare approach
outlined above. The Regulator would specify the ‘average trip’ and it would be left up to
networks (or individual operators if they are not part of a network) to set individual fare
components, such that the fare for an average trip does not exceed a specified maximum.
Using the current example outlined above, the current average fare is $19.33, based on an
average trip specified as 8 km, with two minutes of waiting time. Applying a 3 per cent
increase would increase the average fare to $19.91.
Under a de-regulated fare structure, networks (or individual operators not part of a
network) would be free to set fare components, such that the fare for the average trip does
not exceed $19.91.
■

Under one extreme, a network could base the entire average fare on the flag fall.
Under this scenario, the fare for all taxi trips would be $19.90 (rounded).

www.TheCIE.com.au

Setting taxi fares in Tasmania

■

Under the other extreme, a network could base the entire average fare on the
kilometre rate. Under this scenario, passengers would be charged $2.49 per km.

Chart 11.3 compares the fares for different length trips under each of these extreme
scenarios, as well as based on a proportionate increase from the current fare structure (see
Option 2 in table 11.2 above). By construction, fares for an 8 km trip (i.e. the average
trip) are equal under each of those fare structures.
11.3 The impact of different fare structure on trips

Data source: The CIE.

In an environment where fare structures are de-regulated, the fare for a 1 km trip could
range between $2.50 and $19.90. Fares for a 25 km trip could range between $19.90 and
$62.20.
While these large fare differentials would be possible in a de-regulated environment, it is
also unlikely. It is more likely that all networks would choose a fare structure somewhere
between these extremes.

Key points
The approach to applying fare increases to fare components depends on whether the
Governments chooses to continue to regulate each fare component.
■

If the Government continues with the current arrangement, we recommend it uses the
average fare method. Under this approach the determined fare increase is applied to
the ‘average fare’ based on a specified ‘average trip’. It can then adjust each fare
component, such that the fare for the specified average trip is equal to the new average
fare.
If the Government chooses to de-regulate fare components, networks would be free to
choose the balance between fare components, subject to the constraint that the fare on
the specified average trip cannot exceed the specified ‘average fare’.
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12 Processes for setting taxi fares

Determining an appropriate methodology for price regulation of the Tasmanian taxi
industry will need to consider the process for updating pricing decisions. This includes:
■

the appropriate length of the regulatory period;

■

where a multi-year fare determination is adopted, the process for automatic
indexation of prices and potential incorporation of a revenue-adjustment mechanism
in the case of unforeseen exogenous events, such as changes in taxation arrangements
or regulatory requirements for the taxi industry; and

■

the level of consultation sought, including processes for issues papers, public hearings,
draft decisions and final decisions.

The arrangements chosen should reflect the principals of effective economic regulation
discussed in Chapter 2. In particular, the methodology for price regulation should
balance the administrative costs to government and industry and the consequences of
fares not reflecting the best information at the time.

Initiation of review
Consultations indicated that fare reviews are currently initiated by industry, largely due
to concerns over rising costs. (Our analysis has suggested that reviews have generally
occurred after increases in fuel costs.) Industry seeks an adjustment to prices but does not
propose specific price changes.
Other models used for initiating a regulatory review of prices include:
■

the price setting agency undertaking periodic reviews, such as annually; and

■

an industry group submitting a proposal for a specific price increase, either at regular
intervals or on an ad hoc basis.

For monopoly businesses, the latter model is often favoured, because businesses are in
the best position to provide information that can be reviewed by the price setting agency.
For taxis, periodic review initiated by government is typically used because there is no
single organisation that effectively represents the industry (including drivers, operators
and plate owners). This is very much the case in Tasmania.
RECOMMENDATION
17 Reviews should be initiated by the regulator through regular periodic reviews
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Length of regulatory period
Determining the length of an appropriate regulatory period depends on a number of
industry-specific factors. Establishing a reasonably long period creates a predictable
operating environment for industry and increases price certainty for consumers. To the
extent that the industry is relatively stable and cost items can be indexed to transparent
and independent data sources (thereby reducing the potential for forecasting errors), a
longer regulatory period may provide greater clarity, certainty and transparency in the
regulatory process. Further, relatively long regulatory review periods reduce the number
of reviews required and therefore decrease the administrative costs incurred by both
industry and the regulator.
However, a shorter regulatory period may be favoured where this can better balance risks
between regulated businesses and customers. The length of the regulatory period will
affect incentives for the regulated business to seek and achieve efficiency gains.30 Longer
regulatory periods create greater incentives for efficiency given that the regulated business
is able to retain any achieved cost savings until the following review period. However,
longer regulatory periods mean that consumers benefit from efficiency gains subject to an
increased delay.
The length of the regulatory period is not subject to consistent treatment across regulators
or regulated markets. For instance:
■

IPART undertakes reviews and recommends new maximum fares for taxis
annually.31 However, many other industries regulated by IPART are subject to a
multi-year fare review. Typically, the price increase is determined for 3 or 4 years.
– For instance, the regulatory review period for gas and electricity retail prices set by
IPART is currently 3 years. Maximum prices applied to Sydney Water and
CityRail have been determined for a 4-year period. IPART’s draft decision for
rural and regional bus fares recommends a 5-year regulatory period.

■

The Australian Energy Regulator (AER) determines the weighted average price cap
for the use of energy networks for 5-year regulatory period. Prices for all five years of
the regulatory control period are set at one time.

■

The Office of the Tasmanian Economic Regulator has determined water prices for a
period of 3 years and retail electricity prices for a period of 3 years. Prices can change
within the 3 year period subject to the constraints determined by OTTER in its
decision.

For the period used to determine taxi fares a number of factor are relevant.
■

Taxi fares are a smaller component of household expenditure than water and
electricity. Given that there is some level of fixed administration costs related to a
regulatory review, this would suggest a longer review period.

30 This may be limited to the extent that the regulated market is sufficiently competitive and the

cost profile of individual regulated entities is unlikely to influence the decisions of the regulator.
31 However, IPART suggests that a ‘4-year period between major reviews is appropriate,

especially given the nature of the industry and the potential for changes in costs’. These reviews
involve an industry survey and subsequent reweighting of the taxi cost index. Independent
Pricing and Regulatory Tribunal 2012, Review of Taxi Fares in NSW: Maximum fares from July
2012, Final Report and Recommendations, June.
www.TheCIE.com.au

89

90

Setting taxi fares in Tasmania

■

Longer regulatory periods are used in other industries to encourage efficiency. This is
because efficiency improvements are shared with consumers at the end of a regulatory
period. This may reduce the incentives for efficiency of the single monopoly business.
In a fragmented industry such as taxis there is always an incentive for efficiency as the
each business’s efficiency gains make only a small difference to the efficiency of the
entire regulated sector and hence is unlikely to push down future prices in and of
itself.

■

Adjustments for prices for taxis are made in the interim period based on a cost index,
rather than CPI or a pre-determined price path. This means that the price path will
better reflect interim costs than for other industries. This also suggests a longer
regulatory period.

RECOMMENDATION
18 There should be a major review of taxi fares every 4 years. In the interim, taxi fares
should be adjusted annually in line with the cost index approach.

Triggers and pass-throughs
Within the suggested 4 year period, there may be major changes that would suggest that
prices are revisited. Such changes can lead to a:
■

new major review, or

■

pass-through of additional costs into prices, without considering other cost items.

The Australian Energy Regulator has proposed circumstances in which an event should
lead to a reopening of the regulatory process.32 Under these conditions, prices would be
reconsidered where:
■

the regulated entity is materially affected by the event

■

the event was beyond the regulated entity’s control

■

the event was not contemplated at the time the revenue control decision was made

■

the benefits of revoking the control decision outweigh the detriment to the regulated
entity’s customers from revoking the control decision.

There is potential for trigger mechanisms to introduce bias into regulatory decisions,
given that a regulatory process is usually only re-opened at the request of industry. This
can be minimised where the regulator can monitor events and by imposing a materiality
threshold on events. Examples of triggers and materiality thresholds include the
following.
■

The NSW regulator, IPART, reviews taxi fares annually. It also undertakes an
interim (six monthly) review process and makes a new recommendation on maximum
fares to the NSW Government where LPG fuel costs have changed by more than 20
per cent. 33

32 Australian Energy Regulator, Pass-throughs and revenue-cap re-openers: Position Paper, December

2005.
33 IPART, 2012 Review of taxi fares in NSW – Final report, June 2012.
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■

IPART allowed a trigger for a change to retail electricity prices as a result of the
carbon price if the impact is larger than 5% of the energy cost allowance.34 This is
equivalent to around 3.2% of the R component of electricity prices (and a smaller
share of total prices).

■

IPART has allowed for a trigger for a change to retail electricity prices from eligible
regulatory or taxation change events that have an impact of greater than 0.25% of
revenue.35

■

The AER principles for cost pass-through for electricity transmission adopt a
materiality threshold of 1% of revenue.36

■

The recent Victorian independent Taxi Industry Inquiry made several draft
recommendations regarding the fare setting process. The Inquiry found that fares
reviews should be undertaken periodically by the Victorian independent economic
regulator — the Essential Services Commission (ESC) — with the capacity to
undertake interim reviews should certain cost thresholds (for example, LPG price
movements) be reached. The ESC supported these recommendations.37

Potential changes that may lead to a pass through or interim review include:
■

substantial changes in fuel costs — because these would be incorporated into the cost
index with a time lag there may be a need for interim price changes. The NSW pricing
regulator, IPART, considers fuel costs at six month intervals;

■

changes in regulatory arrangements, such as vehicle specifications; and

■

changes in taxation arrangements, such as change in the level of GST. In most
instances, this type of change is known and can be incorporated into earlier pricing
determinations. This would involve a straight forward adjustment to the cost index.

We consider that there are likely to be limited events that would lead to pricing changes
that would not be reflected in the cost index. Such events should be allowed for under a
general pass-through condition. We consider that there is not sufficient need to adjust for
interim changes in fuel costs as fuel costs are accounted for in the taxi cost index. The
administrative costs associated with undertaking 6 monthly reviews are likely to
outweigh the benefits for Tasmania.

34 IPART, Review of regulated retail tariffs and charges for electricity 2010-2013 – final report, March

2010.
35 IPART, Review of regulated retail tariffs and charges for electricity 2010-2013 – final report, March

2010.
36 AER, Statement of principles for the regulation of electricity transmission revenues – position paper on

pass-throughs and revenue-cap reopeners, December 2005.
37 Essential Services Commission 2012, Submission to the Victorian Taxi Industry Inquiry, July.
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RECOMMENDATION
19 Major changes in costs (greater than a 1 per cent change in costs) that are not
captured by the taxi cost index should be passed through to taxi fares. This would
include cost changes reflecting regulatory change or taxation events.

Consultation processes
A timely, proportionate and effective consultation process is a key driver of regulatory
quality. Regulatory decisions should be informed by evidence and take into account the
views of those with an interest to the outcome. The OECD suggests that public
participation in regulatory decision-making improves the quality of government
regulation through a number of means.
Consultation and public participation in regulatory decision-making have been found to
contribute to regulatory quality by (i) bringing into the discussion the expertise, perspectives,
and ideas for alternative actions of those directly affected; (ii) helping regulators to balance
opposing interests; (iii) identifying unintended effects and practical problems; (iv) providing a
quality check on the administration’s assessment of costs and benefits; and (v) identifying
interactions between regulations from various parts of government. Consultation processes can
also enhance voluntary compliance, reducing reliance on enforcement and sanctions.
Consultation can be a cost-effective means of responding to other regulatory principles … such
as identification of the problem, assessment of need for government action, and selection of the
best type of action.38

The pricing regulator for taxi fares in Tasmania will therefore need to establish a
consultation process to engage stakeholders with an interest in taxi fare regulation. This
will contribute to transparency within the regulatory decision-making process and help
the regulator better foresee and understand the impact of regulatory decisions.
The Productivity Commission suggests that consultation requirements should not be
overly prescriptive but sufficiently robust to ensure that consultation informs
consideration of a regulatory proposal and its alternatives. That is, the consultation needs
to be meaningful and genuine — consultation should not be used to justify or ‘sell’ a
pre-determined regulatory outcome.39
Examples of consultation processes in other states are set out below. OTTER undertakes
similar review processes.
The NSW pricing regulator’s processes include the following elements.
■

An issues paper is published that explains the review and the key issues.

■

Interested parties are invited to make written submissions on some or all issues.

■

A public forum is generally held so that interested parties can discuss their views.

■

A draft report is released to which public submissions are sought.

38 OECD 1995, Recommendation of the Council on Improving the Quality of Government

Regulation, March.
39 Productivity Commission 2012, Regulatory Impact Analysis: Benchmarking, Draft Report, August.
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■

All submissions and comments are considered before IPART makes its final
decisions.

The Victorian Essential Services Commission (ESC) suggests that its consultation process
for a pricing review is tailored to reflect the nature of the regulated industry or activity,
any legislative requirements and the implications for stakeholders. However, all
regulatory decisions are preceded by a program of consultation with major stakeholders.
Broadly, the process involves the following.
■

Advertising the review. This may involve:
– advertising in relevant metropolitan and/or regional newspapers;
– directly advising relevant Government Ministers and Members of Parliament;
– writing to regulated businesses, customer groups, industry associations and other
regulatory bodies that may be affected;
– updating members of the standing Customer Consultative Committee;
– alerting stakeholders who register for regular updates via the subscription service
on the ESC website; and
– communicating by postal or electronic mail to all individuals and organisations
who have registered an interest in a particular industry.

■

Releasing an Issues or Consultation Paper. Stakeholders are informed of the terms of
reference, proposed processes, the broad approach and timelines for the ESC’s inquiry
or determination.

■

Call for Submissions. Stakeholders are encouraged to provide written submissions,
outlining the issues to be considered. Submissions are made available on the ESC’s
website (except where they contain commercially sensitive or confidential
information).

■

Public forums held. An extensive round of public meetings in metropolitan, regional
and rural areas are held to hear first-hand the views of customers and licensed
businesses, as well as community and industry groups, local government and State
Members of Parliament. Public forums are generally chaired by a Commissioner or
the Chief Executive Officer, and are usually informal and tailored to encourage
customers to present a range of views. On occasions, a transcript of proceedings or
notes may be prepared to publish on the website. Public forums are generally held
both before and after release of the draft report.

■

Regulatory decision made. The regulatory response is developed first in draft form, and
then as a final document. After the publication of a draft decision or paper, the ESC
seeks to continue consultations with all stakeholders in a transparent manner.

■

All parties are notified of the outcome and the determination is advertised in relevant
publications and Victoria Government Gazette.40

The typical process for an ESC price review is shown in chart 12.1.

40 Essential Services Commission 2009, Charter of Consultation and Regulatory Practice.
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12.1 Essential Services Commission’s consultation process for price reviews

Data source: Essential Services Commission 2009, Charter of Consultation and Regulatory Practice

The process should be proportionate to the issues being addressed. We consider that
there is little value in having annual consultation processes, if our recommendation to
update prices using a cost index is used. Instead, consultation should be focused on the
major periodic reviews.
RECOMMENDATION
20 Major reviews should include two stages of written submissions and a public forum.
They should include an issues paper, draft report and final report. Annual reviews
should involve no consultation. A fact sheet setting out the measured changes in cost
items should accompany the announcement of a change in fares. The change in fares
should be advertised one month prior to it becoming effective to allow for changes to
meters to be made.

Who should set prices?
Taxi fare setting can be undertaken by a government department or by an independent
pricing regulator. In NSW, the independent pricing regulator provides a recommendation
to the government. In most other states the Department of Transport undertakes pricing
regulation.
We consider that it is more important that the processes are transparent and allow for
open consultation than that the review be done by a particular agency. However, the
independent regulator may be better able to ensure that reviews occur in this way,
because this is the common structure used for other pricing reviews. The transparency of
arrangements used by government departments has traditionally been far lower than
those used by independent regulators.

Objectives of major periodic reviews
We consider that a review including consultation and broader consideration of the extent
to which taxi fares are meeting the required objectives is required every four years. These
reviews should:
■

consider changes in licence plates and the extent to which regulated prices continue to
capture rents from scarcity of licences. This should inform the need for faster or
slower deflation of the plate lease component of the cost index;

■

update cost weights using consultation with industry;
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■

consider the extent to which the services provided are meeting the standards required
of consumers and whether fares could be an effective tool to address this issue; and

■

consider issues related to the structure of fares, if these are determined by the pricing
regulator.
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A Assumptions used to construct cost estimates

The cost estimates have been constructed on the basis of information provided by
industry and the Department of Infrastructure, Energy and Resources. This appendix sets
out the basis of cost estimation.

Vehicle information
DIER has undertaken a recent survey of vehicle characteristics. The results are shown in
tables A.1 and A.2.
A.1

Distance in major taxi areas

Number of vehicles in
survey
Share of taxis in survey
Average distance
(kms/year)

Hobart

Launceston

Other a

51

23

32

19%

20%

86%

95 714

87 923

65 000

Toyota

Other
12.5

a Burnie and Devonport.
Source: DIER.

A.2

Characteristics of taxis used in metropolitan areas

Vehicle make
Share of vehicles (per cent)
Vehicle age
Years
Fuel
Share of vehicles (per cent)
Configuration
Share of vehicles (per cent)

Ford
63.5

24.0

Maximum

Average

8

5.1

Petrol

LPG

Other a

70.5

25.4

4.1

4 cylinder
cylinder

6 cylinder

8 cylinder

16.0

83.0

1.0

a Includes those using petrol or LPG.
Source: DIER.

Key cost assumptions
Cost assumptions have been developed through averaging data from a number of
industry sources. Cost assumptions have been specified in $/km where possible so that
they can be applied to different taxi areas and are not reflecting a bias towards higher use
vehicles from taxi fleet operators (table A.3).
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A.3

Cost assumptions

Item

Assumption

Licence lease yield on licence plate value (including GST, per cent) a

8.6

Maintenance costs ($/km, including GST) b

0.08

Insurance cost per km ($, including GST, for comprehensive and workers compensation) c

0.05

Fuel costs ($/km, including GST) d

0.17

Operator labour/administration ($/hour taxi on the road, including GST) e

1.0

MAIB ($/year, including GST) f

1062

Registration ($/year, including GST) g

256

a Based on 3 industry provided annual lease payment estimates for Hobart as a share of average lease sale price for Hobart provided
by DIER. b Based on 6 estimates for Hobart and 2 estimates for other metropolitan areas. From information provided it appears that
maintenance costs are largely variable costs — the costs increase directly in proportion to kilometres driven. c Based on 6 estimates
for Hobart and 1 for other metropolitan. From information provided it appears that insurance costs are largely variable costs — the
costs increase directly in proportion to kilometres driven. d Based on fuel costs per vehicle for 6 Hobart operators and 1 regional
operator. e Based on the upper range of administration costs provided by 6 operators in Hobart to allow for a return on operators time.
f MAIB premiums for taxis from http://www.maib.tas.gov.au/images/pdf/premiumschedule2009_aug12.pdf. g Registration costs
based on example provided for 5-6 cylinder vehicle and total renewal cost less MAIB.
http://www.transport.tas.gov.au/fees/calculation_of_fees_-_class_a_vehicles.
Sources: As noted above.

The cost assumptions in table A.3 are applied to distances and hours as set out in
table A.4 below.
A.4

Taxi use information
Hobart

Launceston

Other

Average distance (kms/year) a

95 714

87 923

65 000

Average hours per week (no.) b

96

88

65

Average licence sale price ($)c

155 333

73 333

40 000

a DIER. b Based on information from 6 operators relating hours to kms in Hobart. Additional information is required on this
assumption for Launceston and other areas assumption . c Based on information provided by DIER, averaged for 2011 and 2012.
There is little information for other areas about licence values as there have been few trades. The figure for other may therefore not be
representative.
Sources: As noted in table.

The operator costs not covered by the above information are network/radio room fees
and vehicle costs.
■

Network fees reflected information provided for 4 Hobart networks and 2 other
networks. No information was provided for Launceston. This figure for Launceston
was estimated as a weighted average of Hobart and Other. The cost allows for all
vehicles to be part of a network.

■

Vehicle costs were based on the information in table A.5 below.

A.5

Vehicle cost assumptions

Item
Vehicle purchase price ($, including GST) a
Fit-out cost ($, including GST) b
Amortisation period (years) c
Residual value for Hobart d

Assumption
15 000
8 000
6
2 000
(Continued on next page)
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Item

Assumption

Impact of each additional kilometre on residual value ($/km) e

0.014

Interest rate (per cent) f

8.65

a Based on industry information, which suggested 2 year old vehicles could be obtained for $13 000 to $14000 and information from
Pickles auctions in Melbourne, which was cited as the main place of purchase for vehicles. This suggested higher prices for Falcons.
Average price from Pickles for 2009 and 2010 cars (including GST) appears slightly higher.
http://www.drive.com.au/picklessunshine?private=0&uc=1&ia=0&m=FORD||&d=13790&nc=0&from=8&sf=. b Based on existing
cost model and information from industry. Some estimates were substantially higher than $6000. This includes a camera. c Based on
average age of 5 years and maximum of 8 years implying cars are purchased at 2 years of age and operator for 6 years. This was
confirmed in industry consultations. d Provided by 1 operator in Hobart. e Based on Glass’s depreciation schedules for Ford Falcon
and adjusted because of very high kms done by taxis. f Based on Reserve Bank of Australia Business Indicator Lending rates for small
business term loan for October 2012. www.rba.gov.au
Sources: As noted above.

Driver costs were measured based on the revenue shares attributable to drivers. These
were 50 per cent for Hobart and Launceston and 42.5 per cent for other. (Other areas
indicated a range of 40 per cent to 45 per cent.) Hence if total costs measured above were
$50 000 then the driver costs would also be $50 000 under a 50/50 revenue sharing
arrangement.

Revenue cross-checks
To test the veracity of the cost information total cost estimates were considered against
other benchmarks (table A.6).
■

The total revenue from a taxi based on 50 per cent of kilometres driven being
occupied kilometres (similar to Sydney) compared to total revenue based on the
estimates of cost. 41 This suggested an average price per km driven of $1.26.42 This is
applied to the total kilometres driven in table A.1 and suggests that total cost estimates
are relatively reliable.43

■

The hourly return to drivers was estimated based on the driver share of revenue being
applied to the operator cost estimates (table A.4). These estimates are similar to those
found in other jurisdictions, such as Sydney.

A.6

Cross-checks on total costs
Hobart

Launceston

Other

Revenue based on cost estimation ($/taxi,
including GST)

120,713

103,353

76,333

Revenue based on distance & price per km
($/taxi, including GST)a

120,787

110,955

82,027

-0.1

-6.9

Difference (per cent)

-6.9
(Continued on next page)

41 The combination of all costs, which includes a rate of return on capital and allowance for

operator labour, would match total revenue in a competitive industry.
42 An estimate provided by industry for a previous financial year was $1.21 to $1.25 per kilometre.
43 Note that revenue and cost should not be used to derive any indication of excess profitability.

Excess profitability will be captured in licence values. Differences between measures reflect
data quality rather than any implications for profitability.
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Hobart

Launceston

Other

Revenue returned to drivers based on cost
estimates ($/taxi/year, including GST) b

60,356

51,677

32,441

Hours per year c

4 991

4 585

3 389

10.8

10.1

8.6

Average hourly driver return ($, excluding
GST)

a $1.26 multiplied by kilometres driven and adjusted to remove GST. b Based on revenue shares indicated by industry.
c Annualisation of hours from table A.4.
Sources: As noted in table.
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