THE TRANSPORT ECONOMIST
Volume 24, Number 1

Spring 1997

Contents

Pages

I

I

;:1

REPORTS OF MEETINGS

1 -7

Passenger Rail Franchising
Michael Lee, OPRAF
May 1996
The Role of Office of the Rail Regulator
Colin Poole, Office of the Rail Regulator
October 1996
Role of the MMC in Regulating the Bus Industry
Geoffrey Sumner, Monopolies and Mergers Commission
November 1996

8 - 18

THE
TRANSPORT
ECONOMIST

19 - 23

TEG NEWS
Report of AGM, February 1997
Chairman's report for 1996
Treasurer's report and accounts
Committee elected for 1997
Meetings

1997

24
24
for 1996

26
28

volume 24 Number 1
Spring 1997

29

The Journal of the Transport Economists' Group

THE TRANSPORT ECONOMIST

Journal of the Transport Economists' Group
Volume 24 Number 1
Spring 1997

Editor
Laurie Baker, London Borough of Camden

REPORTS OF MEETINGS
CONTENTS
PASSENGER RAIL FRANCHISING
Page

Michael Lee, Assistant Director, OPRAF

REPORTS OF MEETINGS
The Story So Far
Passenger Rail Franchising
Michael Lee, Office of Passenger Rail Franchising
May 1996
The Role of Office of the Rail Regulator
Colin Poole, Offic of the Rail Regulator
October 1996
Role of the MMC in Regulating the Bus Industry
Geoffrey Sumner, Monopolies and Mergers Commission
November 1996

8

19

TEG NEWS
Report of AGM,
Chairman's
Treasurer's
Committee

February 1997
report for 1996
report and accounts for 1996
elected for 1997

Meetings April to June 1997

24

29

Railways Act, November 1993
This act created two new statutory offices, those of Franchising Director and Rail
Regulator, and what has happened since then has flowed from that. The
Railways Act makes no mention of Railtrack, though it followed from the act as
part of the Government's overall privatisation strategy.
Before privatisation, most train operating companies (now known as TOCs) did
not make money. The franchising structure is a means of giving an entree to
industry while giving the nation a service.
The Rail Regulator has two principal roles, regulating Railtrack which is a
monopoly, and defining ground rules for competition and co-operation between
independent train operators (passenger and freight). The role of the Franchising
Director is to specify the services he wants to be provided and for which he will
(if necessary) provide a subsidy. Fares are also regulated by the Franchising
Director.
1994
Michael Lee joined OPRAF in February 1994. He was the seventeenth person
on the payroll and twelve others had been there only a month. The first task was
to restructure the industry making sure the contractual position was correct and
defming trading relationships.
He described the task as fascinating,
mindboggling and complex.
BR has been split into 25 TOes and about 70 other businesses. This has made
lawyers rich, but there have also been benefits for the industry. One reason the
process took a long time was because of the need to defme what different parts
expected of each other, whereas under BR such things could be skated over.As
an example, when should you pay to improve train performance? There are now
contracts between Railtrack and the train operators which cause incentive
payments to flow whenever trains are delayed. So Railtrack has to ask "where
should we put our investment so that we will be remunerated for providing a
good service?" So in 1994, OPRAF was working with others in the industry to
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set up the different companies and their trading relationships: Railtrack,
ROSeOS, IMUs (Infrastructure Maintenance Units), TOCs, AToe.

1995
Franchise sales began in 1995, involving marketing, invitations to tender, and
deftnition of the tendering process. No-one had "sold" an operating company
before and so, to make it attractive, OPRAF had to market them. This is difficult
when the business is seen as loss-making!
This involved "verification", a painful and frustrating process in which lawyers
crawled over papers and which was intended to make sure that a document
telling people about a service was true and substantiated.
As the year progressed and tendering got closer, the speaker described how the
process became increasingly addictive. The process for bidders was more than
six months in duration. As the bidders found out more, so they became
increasingly enthusiastic about running the trains.
By the end of 1995, three Franchising Agreements had been signed. Two of
these franchises (Great Western and South West Trains) commenced private
sector operation the following February, but the third (LTS) fell through when
ticketing irregularities were discovered at a very late stage.
1996
Private operation begins with a number of consequences: new marketing
initiatives; job losses on South West Trains; and Walkmans and mobile phones
banned from some carriages of Great Western trains.
Regulation of Fares
To fOl1llulate his approach to regulation of fares, Roger Salmon (the ftrst
Franchising Director (FD) who stepped down in October 1996) was bound by
the 1993 Railways Act and the more detailed Objectives, Instructions and
Guidance (DIG) given to him by the Secretary of State.
After much consideration OPRAF decided that it would only regulate to the
extent necessary. Over-regulation would be unattractive and increase the need
for money from the taxpayer. It would also generally freeze things as BR left
them, leaving little scope for innovation.
The concept of "market power" emerged. Where was rail so dominant that there
was no effective market mechanism to control fares? The monopoly situation for
London commuters was clear cut, so the FD had to do something.

Also the idea of "market irrelevance" emerged. For instance, on the Central
Wales line there are only three or four trains per day and very few passengers.
Revenue is very small compared with costs. Here the operator would try to get
costs down, and might raise fares to drive off the peaks of demand.
But to regulate only in these circumstances,
unacceptable risk:
•
•
•

OPRAF would be taking an

OPRAF might have got it wrong about the nature of each market
the operators might have got it wrong, and passengers would suffer
with franchises lasting seven years or more, market circumstances may
change.

Hence, a safety net of price regulation was introduced across the nation. Since
OPRAF did not want to over-regulate, they chose a specific type of fare to
control. On long distance trips the "Saver" fare was chosen, rather than the
normal business fare, and OPRAF decided not to cap the (Apex) discounted
fare. On short distances, OPRAF chose to cap the standard fare since this
affects consumers who do not use season tickets. For season tickets the
standard weekly season ticket was selected.
In addition, "Tariff Basket" price regulation was introduced in particular areas:
London commuter, Edinburgh, and Cardiff and the Valleys. Elsewhere PTEs
are setting fares. OPRAF chose a "Tariff Basket" approach to give some
flexibility to operators. Capping every fare would build inconsistencies into the
current system. Instead, a weighted average of fares was not allowed to rise
above beyond a fixed amount. A further "secondary cap" was introduced such
that no fare could rise faster than 2 % per annum.
What should the caps be, in order that fares should be reasonable? At this point
the FD had to have a dialogue with Government to determine how much cash
would be available to run franchising. It was decided, given the context that
NSE fares had risen by RPI (Retail Price Index) + 1, 2 or 3 % for several
years, that the cap should be RPI-O% for the first three years, and RPI -1 % for
the next four years.
Two further refinements were introduced into fare regulation: linking fares with
performance, and linking fares with investment. First, caps on "Tariff Baskets"
were tied to service performance; this was not new, having been applied
previously by NSE, but the situation was now formalised into an automatic
relationship between improvement/decline in service performance and fare
changes - a service improvement would permit the operator to increase fares by
more than RPI. Secondly, an extraordinary fare increase would sometimes be
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permitted if it drives investment to improve the quality of the railway. OPRAF
have to take account of what people would be prepared to pay for a better
service.

be issued, and the proposals then submitted to the Secretary of State for
approvaL [The consultation paper, 'Appraisal of Support for Passenger Rail
Services', was issued in November 1996.]

Service Levels

Reconciling Network Benefits and Competition

The OIG told the Franchising Director that his initial minimum service levels for
franchises should be based on the existing BR timetables. However, to have set
them at 100% of current services in every case would have frozen the timetable
and left no room for innovation. This would have been counter to other OIG
requirements to allow services to develop, so some flexibility was allowed.

Network Benefits
Without controls, network benefits, such as through tickets and an enquiry
service, might disappear. There is a tension between conserving all existing
network benefits and giving an operator flexibility. The Association of Train
Operating Companies (ATOC) operate several agreements between operators to
maintain network benefits including, for example, a national telephone enquiry
service and the London Travelcard.

Also BR had set many service levels, particularly on InterCity, at what they
believed to be currently the net revenue maximising leveL As circumstances
change over time that may no longer be the net revenue maximising level and
unless franchise operators were left some flexibility to adjust these services they
would need to price in an "insurance" premium to cover possible future losses.
So, to what extent should services be allowed to fall? The issue of Passenger
Service Requirements (PSR), which specify the minimum levels of service, went
to the courts to decide on whether they had in fact been based on the original
timetable. Michael Lee described the debate as fascinating intellectually, but arid
technically. The eourt of Appeal said "No", and so the Secretary of State had to
express himself differently in a new OIG. This led to enormous concem and
enormous scepticism Because the PSR are below the current service level, they
have attracted criticism, but they do not force services to fall to those levels.

On the issue of through and inter-available fares, how can a ticket be valid across
all operators' trains for a given service (eg London - Edinburgh), tenned by
OPRAF as a "flow". The OPRAF solution is to identify the lead operator for a
flow and allow him to defme what tickets there should be: type and plice. Such
tickets would be valid on all trains for that flow. Another operator can provide
dedicated tickets which are valid only on his services. The lead operator is not
allowed to have a dedicated ticket, since if he were he could set the interavailable prices at unrealistically high levels.
The customer knows that he can ask for an inter-available ticket. Issues of
revenue allocation and settlement, retailing, and national conditions of carriage
have had to be resolved.

In the course of bidding for franchises, bidders are encouraged by OPRAF to
offer some commitment to extra services. The bidder has to form a view on how
far above the minimum he is prepared to contract to. On the Gatwick Express,
for example, the franchisee has committed to provide services above the existing
leveL This is an effective means of driving up service levels.

John eartledge asked ifOPRAF force someone to be the lead operator. Michael
Lee replied that an independent tribunal meets if the operators cannot agree who
is to be the lead operator.

Once franchising is out of the way, the FD will have time (and will need) to
decide how he will allocate subsidy across the network in future. The PSR can
be changed at any time by the FD with subsidy levels being adjusted so that the
operator is no better off and no worse off. To do this, OPRAF will have to
develop criteria. Questions previously avoided will have to be faced. How do
you decide that spending money on Thameslink 2000 is better than on
altematives? Michael Lee said that OPRAF will have to be courageous and
imaginative as these criteria will not be simple to establish. At the time of the
talk, the timetable for setting the criteria was unceltain. Following discussions
then being held with Chris Nash of Leeds University, a consultation paper would

At the time of the talk, there were five franchises, with two operators about to
start in ten days. In tenns of value for money, in year 1, total subsidy to BR was
£360m for these selvices? Administered profit of £80m was returned to the
Government. Private operators estimate they will need £330m subsidy, but this
is projected to fall year by year. The speaker said it is difficult to extrapolate this
over the whole network.

Taking Stock

The earlier that fj-anchisees make investment in some facilities, the sooner they
can receive benefits via the fare box. The Dew Midland Main Line franchise has
a commitment to develop a new Parkway station.
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Michael Lee acknowledged that the railway had not yet got all things rig11tbut
there were already some tangible benefits.
Discussion
Peter White thanked the speaker for his comprehensive overview. Roger
Mackett (UCL) opened the discussion by asking how the FD ensures that
operators deliver. Michael Lee said that OPRAF were developing programmes
for monitoring. In extreme cases OPRAF can terminate a contract, but there may
be intermediate means, eg fmancial penalties, or the equivalent of court
injunctions. Some aspects are being monitored 100%: which trains are run (with
Railtrack), and "Tariff Baskets"- Also there are 'mystery shoppers', and Rail
User eonsultative eomrnittees (RUees) who report to OPRAF.
In response to Peter White, who raised the issue of claiming net subsidy
payments, given a rule change a few years ago to make franchising attractive,
Michael Lee said that all operators believe that they can improve marketing, and
maybe improve efficiency.

Roland Niblett (eolin Buchanan And Partners) introduced the issue of job losses
and the likely occurrence of strikes. What provision is there in the contracts for
the effects on the bottom line? The risk is borne by the TOC, unless it is a
Railtrack strike. But TOCs are not anticipating them. They think they can work
with the labour force and unions.
Martin Higginson (eonfederation of Passenger Transport) spoke of the
difficulties of preserving network benefits when services will be run by 25
different companies. It is not just a question of through ticketing; eg missed
connections will be a difficult issue. Michael Lee responded that OPRAF had
defmed a set of principles together with the Rail Regulator. They regard network
benefits as a passenger good. Where they are significant, and without overconstraint, OPRAF want to preserve them On ticketing, the ticket office must
be impartial, though this will be difficult to police. On connections, there are two
ways of safeguarding the ability to make connecting journeys, eg where a branch
line meets a mainline service. This is now written into the contracts, and the
responsibility lies with the local operator. Every franchise operator has an
obligation to work with other operators. OPRAF will talk to ATOe to fmd a
way of ensuring cooperation.
Martin Higginson then said, planning the timetable is one thing, but planning for
late running is more difficult. In the past, BR have been benign, providing taxi
fares etc, but it must be doubtful if that will still be there. Michael Lee said there
are national conditions of carriage. If a train is delayed by more than an hour,
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then compensation is payable. If you cannot get to your destination, then all
operators must do all they can, or put you up overnight. So BR's benign
approach will be preserved.
John eartledge thought this might not apply to season ticket holders, and went on
to comment that fares are to be held constant in real tenns for tlu'ee years and
then forced to reduce in real tenns for a period of four years. But a Green Paper
says that LT's fares are to be driven up. How can this be reconciled? Michael
Lee said this had been the subject of several meetings. Travelcards for zones 1,
2,3 and 4 are generally sold to LT customers but to relatively few BR customers.
For zones 5 and 6, the pattern flips over as the result of geography. So in theory
it is possible to deliver greater than RPI fare rises on zones 1 to 4, while less than
RPI for zones 5 and 6. This provides one feasible solution, but the parties
themselves will have to resolve it.
John Cartledge then asked, if OPRAF were capping weekly season tickets, then
for inner London travellers this will be the Trave1card price. Michael Lee
agreed, but in due course there may be rail specific tickets [or operator specific
tickets].
Nigel Harris of The Railway eonsultancy asked the speaker to comment on the
balance between social benefits, the criteria for ftxing subsidy in the future, and
the level of PSR being low in the off peak periods. Michael Lee said the
question was right to focus on the off peaks, but reminded the audience of the
obligation on OPRAF not to over-regulate. On suburban routes, PSR is typically
two trains per hour (tph). OPRAF think that BR run more than 2tph when it
helps the bottom line. It is quite cheap to run an extra service in the off peak If
OPRAF were to freeze 4tph they would over-constrain, but they have the
opportunity to rewrite the PSR if this view changes.

Report by Ian Gilliver, WS Atkins Planning Consultants
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THE ROLE OF OFFICE OF THE RAIL REGULATOR

Colin Poole, Office of the Rail Regulator
The 1996/97 session got off to a good start when an overflowing meeting was
treated to a talk by eolin Poole on The Role of the Office of the Rail Regulator
(ORR). It has been characteristic of the Group's meetings on the various aspects
of rail privatisation, that, without exception, there have been above average
attendances - persisting evidence of a hopefully not too despairing but continuing
fascination with rail transport!
eolin Poole is the Manager, Freight Licensing & Regulation at the ORR, and has
been with that office since September 1994. Before this he was mainly
employed at the Department of Transport as an economist, where his duties
included rail investment scrutiny, freight facility grants and urban transport
policy. An interesting and no doubt instructive break in his time as a Civil
Servant was on secondment to the British Rail Board as the Chief Executive's
Economic Adviser for eighteen months in 1990/91.
eolin started by referring to the Rail Regulator, John Swift, as the 'invisible
regulator' - invisible that is in comparison with the other utility regulators who
seem to be always in the news. He wished to remove some of the obscurity
which seemed to cloud the activities of the Rail Regulator's office, but hastened
to say that the business of rail regulation was still in an early stage of
development and its success in delivering benefits was still to be tested.
Government's

Objectives

and Structure

of the Industry

He considered it advantageous to start with the governments' objectives in
setting-up the Rail Regulator and his office, describe briefly the restructured rail
industry within which and in juxtaposition to which the Regulator had to work,
before describing the regulator's functions and duties. It was then appropriate to
deal with the activities of ORR during the ftrst phase of the restructuring of the
industry. Some attention to the approach adopted by the Regulator towards his
duties would then be helpful, concluding with Phase 2 of the programme: making
the new structures work.
The key to the Governments' objectives was the completion of the programme of
utility privatisation. Private investment and encouragement of private enterprise
in the transport industry were to provide the impetus to a more successful rail
industry, and this could only be achieved by privatisation. The belief that the
nationalised railway industry was one of the last bastions of effective trade
unionism may also have been a motive for the kind of change proposed.

The second of the Governments' objectives was to increase competition within
the industry. There had been much criticism ofthe apparent lack of competition
between various patts of some of the other privatised utilities. Hence, the
disaggregation of the railway industry proceeded much further than that
experienced in the other utilities. There were to be twenty five train operating
companies (TOes) to provide passenger services and several freight companies representing direct contact with the customer, and as many again of supply and
engineering companies of various disciplines, including thirteen infrastructure
maintenance & renewal companies and the three rolling stock companies. These
latter were a bit behind the scenes so far as the general public were concerned,
but were intended to introduce some element of competition in the supply of
services to the train operating companies and to Railtrack.
Lastly, the
government wanted to ensure that the present network of passenger services
would be retained, reflecting continuing social objectives for the railway. To
provide the fmancial under-pinning for this it was necessary to continue
subsidizing the railway industry by over £1 billion a year.
The structure of the railway industry resulting from the above objectives is
characterised by a vertical separation of the various activities carried-out on the
railway, that is, a vertical separation between train service operation, provision of
rolling stock and provision of infrastructure. Passenger services were divided
between twenty-five TOes (train operating companies), which roughly followed
the existing division into sectors and sub-division into profit centres developed
by BR during the 1980s. A Passenger Service Requirement (PSR) for each
TOC, concemed with service extent and intensity, was to be determined by
Office of Passenger Rail Franchising, which franchises the TOes to private
operators. Most light maintenance depots (for rolling stock) and stations are
leased by the TOes from Railtrack, although the operation of these facilities is
the responsibility of the appropriate TOe.
The privatisation of Railtrack was unexpectedly early in the privatisation
programme. The original intention was to sell Railtrack after the completion of
the franchising process (in the words of the then Secretary of State for Transport:
"probably not until the tum of the century"). In the event the sale took place
before most of the TOes came-up for franchising. This meant that the process of
drawing-up contracts between train operations and infrastructure providers had to
be speeded-up and in place before the TOCs were franchised.
Only passenger services were franchised. The other parts of BR were, or are in
the process of, being sold to the private sector. The second of the vertical
separations (provision of rolling stock) is represented by the three Rolling Stock
eompanies (ROSeOs) and a number of heavy maintenance units, complementing
the light maintenance facility in the hands of the TOCs. The third vertical
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separation (provision of infrastructure) is represented by thirteen infrastructure
maintenance and renewal companies and a number of technical units for design
and development in the various engineering functions essential to a modem
railway.

current or prospective, of engineering companies not formerly part of BR. For
example TOes could lease rolling stock directly from the manufacturers in the
future and Railtrack can employ private companies on track maintenance, as did
BR before it.

The structure outlined above is a valid description of the passenger business, but
freight has a rather different structure. The freight business was intended to be
divided into six parts (three trainload freight, Freightliner, Railfreight Distribution
and parcels & mails). Each was to own its own traction and light maintenance
facilities. Wagons are to be provided by the operator, the customer or specialist
leasing companies. Relations with Railtrack for access to the track system is to
be similar to that for passenger services except there is far more freedom of
negotiation of track access charges in the case of freight. In the event the three
trainload freight businesses were sold, together with the parcels & mail business,
to a consortium led by Wisconsin eentraL Freightliner has been sold to an
management buy-out team and Railfreight Distribution is in process of being
sold.

The Regulatory Framework

The vertical separation system followed in the restructuring of the railway has
not affected or diminished the interdependence which exists, and has always
existed, between the various activities and functions which make-up the service
of railways. If anything, the form which privatisation has taken has thrown a
spotlight on this characteristic of railways, because, to reflect this
interdependence, a system of contracts between the various parts of the industry
has had to be devised - the key access contracts requiring regulatory approvaL
The system of contracts can be viewed as a series of three 'circles' concentric
with the passenger TOCs. The innermost 'circle' is concemed with the contracts
between the Toes themselves, for the provision of services for which they, as
individuals have no facility, but which other TOCs have. Thus a TOe may
contract with another TOe for the provision of light maintenance facilities, train
crew and station facilities. The next 'circle' covers the contracts between the
TOCs on the one hand, and Railtrack and the ROSeOs on the other, for the
provision of track access, station leases (or facilities in the case of a handful of
major stations still operated by Railtrack) and rolling stock leases. The next
'circle' is to do with the contacts between Railtrack and the ROSeOs on the one
hand and the various engineering companies for rolling stock (heavy)
maintenance and infrastructure maintenance & renewal formed from the
engineering departments of the former British RaiL The fmal 'circle' is made-up
of the technical and design units, for mechanical, electrical and civil engineering,
again largely fOlmed from the former BR technical departments, which have
contractual relationships with the maintenance & renewal companies in the
adjacent 'circle'. The system is further complicated by the presence, either

Having set the background of a restructured privatised rail industry with
continuing government involvement and a completely new company structure,
the speaker could now move onto the regulatory framework, itself.
First, it was necessary to point out that the government still has an important role
to play in the regulation of the industry. For example, the government is the
continuing provider of subsidy to passenger franchise operators. Also, the
government provides freight grants, ftrst brought in under the 1974 Act and now
extended to cover track access charges. The social cost-benefit criteria used to
assess these grants have also recently been revised to attach a higher value to the
environmental benefits of a reduction in lorry miles. The government will
inevitably have a continuing role to playas the formulator of national transport
policy.
Secondly, the Franchising Director has significant powers in determining the
'core service' framework demanded of prospective and actual franchisees.
Control of fares come within his ambit. And the distribution of the level of
subsidy between the TOes is in his hands. The future economic success of a
particular Toe is therefore very much in the hands of the Franchising Director,
as well as those of the Rail Regulator.
It is also important to recognise the regulatory role of the Health & Safety
Executive (the successor to the Inspecting Officer of Railways) as safety
regulations obviously have a significant impact upon the economics of the
industry.
Finally, there is the Rail Regulator himself, who, in addition to his detailed
regulatory powers and specific duties, to which we shall turn in a moment, had
the perhaps more nebulous responsibility to facilitate the transition of the rail
industry into the private sector.
Functions and Duties of the Rail Regulator
eolin then proceeded to draw a distinction between the functions and duties of
the Rail Regulator. The most obvious of the functions aTe approving access
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agreements (principally between Railtrack and train operators, both passenger &
freight) and issuing (and monitoring) licences to operate to the various
undertakings managing railway assets. Perhaps not so well known is that the
Regulator has concurrent jurisdiction with the Director General of Fair Trading
(DGFT) on competition issues. Also, the Regulator is obliged to keep a public
register of licences and access agreements, keep the industry under review (the
second annual report - which forms part of that process - was issued earlier this
year), and formally approve proposed closures of passenger services - a duty
formerly undertaken by the Department of Transport.

indexation over time) is in place, the Regulator must be aware of the need to
protect the interests of other freight users. eertain basic rules have been
established by the Regulator to this end, in particular to ensure that traffic which
can afford to pay its avoidable track costs (i.e. those costs which would be not
incurred by Railtrack if the traffic did not pass) is not priced-off the network, and
the calculation of the 'standalone' cost referred to earlier. The objective is to
avoid distortion of competition as far as possible. The structure and level of the
access charges should reflect no more than their value to those seeking access
while enabling Railtrack to recover total freight specific costs (i.e. those incurred
solely through the presence of freight traffic) plus any expected contribution to
common costs shared with passenger traffic.

The statutory duties of the Rail Regulator, as stated in section 4 of the Railways
Act, 1993, are broadly an attempt to formally set-out those considerations which
the Rail Regulator should bear in mind in striking a public interest balance
between the taxpayer, rail transport users, and the various undertakings now
comprising the rail industry. One side of the 'balancing act' is represented by the
duties to protect the interest of the users; promote the use and development of the
network; and promote competition, economy and efficiency. The other side is
represented by the enabling of service providers to plan with a reasonable degree
of assurance; and not making it unduly difficult for Railtrack to fmance its
activities. This reviewer is not sure on which side of the 'balancing act' the other
two duties mentioned by Colin Poole should fall: i.e taking account of the
Franchising Director's fmancial position; and taking account of guidance from the
Secretary of State.
Rail access charges
One of the most important functions of the Rail Regulator is the regulation of
infrastructure access charges. When the original charges were first devised the
Regulator consulted with interested parties on their structure and levels and,
resulting from this, specified certain alterations to the way in which they were to
be calculated, particularly for freight and, in the case of passenger access
charges, a formula for their steady reduction in future years. In the case of
freight, the 'standalone' charge was devised, which was a maximum charge and
intended to reflect the cost of only those facilities actually required if the freight
traffic under notice was the sole user of the line. Mechanisms were put in place
to advise the TOes as to how their own initiatives could make consequent
adjustments to their access rights and charges.
Because of his own responsibilities in the Rail Regulators Office the speaker
explained the actual criteria for approval of freight access charges in some detail.
The freight service to be provided in the future is, by nature, far more flexible
than that for passenger. It is to be expected that there will be new entrants to the
freight business. Although a framework for negotiating access charges (and any

Access agreements between owner and user are required for the track system,
stations and light maintenance depots. The resulting contracts must be approved
by the Regulator. The parties can agree the terms before the approval of the
Regulator is sought, but there is provision in section 17 of the 1993 Railways Act
for the user to ask the Rail Regulator to direct the owner (e.g. Railtrack) to
provide access. No cases of this 'forced' access have yet arisen. The agreements
will include a wide range of provisions, including processes for obtaining train
slots in the working timetable and emergency arrangements. The issues with
which the Regulator is particularly concerned include the consumption of limited
capacity as a consequence of the rights held by the user of the facility, and its
effects upon other users and prospective users; the level of charges raised for
access; provisions relating to the performance level expected by the user of a
facility; and payments for poor performance by either party to a contract. Many
access agreements had required modification by the Regulator to avoid 'unfair'
effects on other users, such as 'locking-up' capacity (which would constrain
access by other users). The Regulator had put in place arrangements to enable
freight operators to start-up new flows without entering into a fresh access
agreement. The speaker said that the timetable of the privatisation process had
allowed the Regulator some time to influence the nature of access contracts. The
complexity of the contracts so far negotiated had mostly arisen from the
preferences of the parties themselves.
During this initial phase of the regulation of a privatised railway, the Regulator
has concluded, apparently, perhaps, contrary to the intention of fostering
competition in the railway industry, that it would be appropriate to moderate
passenger service competition, or at least the deleterious effects which unfettered
competition might have on the maintenance of a network of services. Principally,
this involved emphasising the universality of service provision and the prevention
of 'cherry picking', i.e. the concentration of effort and service provision on the
more profitable routes to the disadvantage of the less profitable. Moreover,
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although each TOC has to negotiate a fresh agreement with Railtrack when
franchised - an agreement which sets-out the broad terms under which access to
the route network is to be granted, the resulting agreement is subject to
regulatory approval which involved consultation with other TOes, and in many
cases has led to the modification of the proposed access rights, because it was
judged to disadvantage the position of other TOes. The detailed allocation of
train-paths is made subsequently by Railtrack and must clearly be compatible
with the terms of the approved access agreement. But the whole issue must be
put into perspective with the recognition that there already exists a great deal of
competition with other modes of transport, and even a significant amount
between franchisees in certain parts of the network. There is, effectively,
exclusivity of service provision to the current TOC for the services it is
franchised to provide, for the next four years. Extra services will be allowed,
however, where none exist now. The so-called Stage 2 objectives in this matter
will include a formal recognition of the existing level of competition, encourage
competitive new entry if existing competition is limited, and a re-nomination, by
the TOes, of flows protected from competition. New direct and non-competing
services will continue to be encouraged. It is intended to review the whole
situation in 2001.

availability of decisions in a public register, and reviews of decisions by the
courts), openness in decision-making, including extensive consultation, clarity
and predictability of policy and decisions. For his own part the Regulator has
also endeavoured to help the industry to reach solutions which are in the public
interest.

Licences
The speaker then passed onto the provision of licences. To obtain a licence to
operate from the Regulator the licensee from 'Day l' was obliged to maintain
insurance against third party liability; participate in claims allocation and
handling arrangements as approved by the Regulator; participate in the British
Transport Police agreement; participate in arrangements, again as approved by
the Regulator, for through ticketing, telephone enquiry bureaux, revenue
settlements and conditions of carriage; and, fmally, the franchisee must show that
it has satisfactory arrangements for handling complaints. All these conditions
must be met before the party concerned can obtain a licence to operate. After six
months of operation the licensee is obliged to present formal statements on
environmental policy and disabled people's protection. Other conditions required
by the Regulator of the licensee include compliance with Railway Group
standards, and provision of information to the Regulator on changes of controL
There are also provisions relating to any exclusionary activity the licensee may
be engaging in vis-a-vis other operators, both existing and prospective. The
ultimate sanctions for breach oflicence are revocation of the licence, or fmes
Conclusion
The Regulators general approach to these problems of regulation, licensing and
overview of the industry has included the principles of accountability (through

eolin Poole concluded his address by referring to the ultimate question: of how
will the Regulator judge his effectiveness in making the new structures of the rail
industry work. He thought the criteria for judging whether the new structures
would be seen to work was in terms of whether his expectations of the industry,
and the public's expectations of him, had been met. The Regulator had various
expectations of the various parts into which the rail industry was now divided,
the overlay to which was the recognition of interdependence and the need for
partnership between these parts. From Railtrack, the Regulator expected
adequate investment in the maintenance of the rail infrastructure and to be
proactive in additions to it; the safe operation of that infrastructure; and the
facilitating new train services over it. The Regulator expected the TOCs to work
together, particularly to facilitate the provision of interconnected and
complementary services in the most general sense. His expectation of the freight
business was mainly in the area of promoting additional rail freight services and
operators.
He believed that the public expect 'openness' from the Rail Regulator. What now
needed to be done, in addition to the detailed day-to~day working of the system
as described, was a constant review of progress in dealing with the industries'
problems, a pro~active approach to those problems and hence the better securing
of the public interest.
Discussion
During the discussion and question session which followed eolin Poole
answered a wide range of questions and commented on aspects of the Regulator's
work which still concemed members of his audience. These questions and
comments were principally concemed with: (1) the arrangements for reviewing,
and if necessary enhancing, the regulatory framework of the industry, particularly
to reinforce the (recognised) interdependence of the various parts of the industry;
(2) the Regulator's powers to obtain the information required to effectively
regulate the industry; (3) the position of the freight industry within the regulatory
framework; and (4) the arrangements for introducing and paying for minor
enhancements to the infrastructure.
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For the ftrst question, Steve Bennett, late of Railtrack, said that the policy on
freight grants had not been spelled-out enough and there still appeared to be an
element of government meanness in the arrangements. There was, in fact, some
risk attached to Railtrack in respect of the freight contribution, or lack of
contribution, to the ftxed cost element. In his reply the speaker said that
government could make grants to freight operators towards infrastructure
investment (including new terminals) and track access charges. But a recent
National Audit Office study had shown that the budget for these grants was not
being fully spent., and that applications were taking a long time to process, thus
putting-off applicants. The Regulator has no locus in the amount of money
available, or the allocation criteria There is a value for money test, and ftrm
assurances about traffic levels must be obtained before infrastructure grants can
be given This is very much a 'chicken & egg' situation with speculative new
terminals. It is doubtful if the Regulator can help.

clearly the Regulator would want to keep the arrangement under review to ensure
that cornmerciaUy worthwhile investment was facilitated.

Peter Gordon of ehiltem Railways was concemed about the charges which
Railtrack raises for new facilities. Was the return on capital being sought too
high? He gave examples of the charges being raised by Railtrack for new
facilities. The speaker, in his reply, pointed out that the charges for a new
facility could include compensation to other operators for any disruption to their
services when the new facility is being installed. He drew the attention of the
audience to the Regulator's document on 'enhancement investment'. The TOCs
have a contractual mechanism for requesting and requiring enhancements to
infrastructure. Peter Gordon further asked about facilities in joint use where
there was competition between participating train operators. Were there any
guidelines about how to deal with such situations? The speaker said that the
'enhancement investment' document covered this issue; but, broadly speaking,
each case would be dealt with on its own merits.
Dick Dunmore of eoopers Lybrand pointed out that many of the 'arrangements'
between train operators and with Railtrack were settled locally, and this
approach still applies in many situations. Are there any arrangements for
ensuring that these are still what was originally intended and in conformity with
national standards? The answer to this one was that the Rail Regulator approves
but does not enforce contracts. It is up to train operators to ensure that the terms
of their contracts are being met.
Steve Bennett said that before privatisation there were successful arrangements
in place for justifying and obtaining enhancements to infrastructure facilities for
individual train operators. In response the speaker indicated that the new
contractual framework for such investment still enables this to happen, but

Peter White asked if there was any obligation on the Regulator to produce a
further review of access charges, bearing in mind that there was to be a
continuous reduction in the level of passenger charges over the next five years.
The speaker said that the arrangements for passenger charges would be reviewed
in 2000, while for freight, the current criteria would be kept under review.
There followed a number of questions and comments upon the ability of the
Regulator to obtain information on the behaviour of the industry. David Van
Rest, (ehairman, Shinski Tours) asked if there was dependence upon the TOCs
and Railtrack for information, the reply to which was that the Regulator can ask
for any information under the terms of the licence to operate. But Steve Bennett
suggested that there was a great temptation and facility for operators to
'get-round' such requests if it was in their interest to do so. He also added that
there had been difficulties in agreeing the performance regime to be adhered to
by the various operators.
Dick Dunmore further asked if there was provision for review of freight access
agreements similar to that provided for TOes when their contracts expire. The
speaker explained that freight contracts tended to be of variable length, reflecting
the more variable nature of the market, than passenger agreements, which
generally related to the length of the franchise period. The Regulator would have
to approve 'replacement' freight contracts when they were put forward.
For the fmal question Don Box (ex BRB) asked the speaker to make some
comment on how he saw the Regulator, to date, managing to reflect the corporate
interest of the industry, in the various powers available to regulate each part of
the industry separately.
He drew attention to the fact that even before
privatisation, but after the sectors of the business had their own 'bottom lines', it
was proving difficult to ensure that the corporate interest of the industry as a
whole was being maintained, and, at times, there had to be much intervention
from above to reconcile the objectives and interests of various parts of the
business. eolin, in his reply, said he thought it too early to judge the efficacy of
the Regulator in this area. He suggested that the two areas where there was a
signiftcant lack of regulation was with the ROSeOs and the disposal and
management of property. He thought that the Labour Party would be keen to
extend regulatory control to these aspects if they won the forthcoming election,
although it was not evident that there were deleterious effects from the absence
of this controL
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This concluded the session and our chairman, Peter White, rounded the
proceedings off by commenting on the wide ranging review of the Regulators'
duties presented by eolin Poole and the equally wide-ranging and penetrating
questions he found himself faced with. He thought we had been well-served
tonight and asked the audience to show their appreciation in the usual way,
which was duly performed.
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ROLE OF MMC IN REGULATING

THE BUS INDUSTRY

Geoffrey Sumner, Monopolies and Mergers Commission

In introducing his talk, Geoffrey Sumner began by looking at the general work of
competition authorities and the methodology for analysing competition before
discussing the bus industry in more detail.

Report by Don Box
The Competition

Authorities

The competition policy in the UK is made and carried out by a "troika" of the
Department of Trade and Industry (DTI), the Office of Fair Trading (OFT) and
the Monopolies and Merger Commission (MMe). The DTI sets out basic policy
with the OFT looking at effects on the economy. The MMe undertakes in-depth
investigations which are reported. The European Union also plays a role in
competition policy where this affects cross-border trade. In terms of the bus
industry the EU have decided that this is a national matter and therefore this
aspect was not taken any further in the talk.
The main legislative basis is:
(i)

the Fair Trading Act 1973 which set up two provisions:
Monopoly (a firm has to have at least 25% of market share to fall
within the scope of the Act) which allows a full examination of
company operations to be studied and
Merger where the analysis has to concentrate on the merger - the
majority of studies.
Since 1984 the emphasis has been on
competition.

(ii)

the eompetition Act 1980 focuses on anti-competitive practices and fills in
the gaps left by the FTA

The MMC's fmdings are the basis for action by the DTI - the law states that the
MMe must look into whether a merger is against the public interest.
Deliberations ofthe MMC are not published but a report stating the evidence and
what the MMe thinks is published. The DTI announces follow up action only
with a press statement. A wide range of remedies are available: the MMe is
rather cautious in recommending prohibition of a merger, fmding behavioural
remedies to be enough in some cases. In other cases mergers are found to be not
against the public interest.
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Methodology for Analysing Competition

(i)

Routes (which can form part of networks)

There is a degree of commonality between the approaches of competJtlOn
authorities in different parts of the world. This is not swprising since neoclassical economics of the theory of the fIrm, largely based on classical microeconomics, is employed almost everywhere. The original framework for analysis
was known as "structure/conduct/performance", an approach leading to the
concepts of abuse of market power and excessive profitability.

(ii)

Networks: these do not fit easily into the standard theory of the firm
since they consist of coherent sets of differentiated products (the routes).

(iii)

Unit costs form an inverted U curve - at the small scale costs are low,
increasing with size because of more management and the complexity of
networks, then as scale increases further unit costs fall with economies
of size.

(iv)

Elasticities of demand

In the last thirty years, there have been at least three main developments:
(i)

eontestability - relevant to the bus industry - where all that matters is
ability to enter and exit the market.

(ii)

The ehicago School - which suggests that what companies do is focused
on the welfare of conswners and that they act in an efficient way to this
end.

(iii)

The Austrian School - which says that the neo-classical model is wrongly
focused on static competition, instead asking about the dynamics in the
long term because rivals overcome barriers.

Looking at the bus industry from a competition point of view:
(i)

Defining the market in both product and geographical terms has no
straightforward answer. It is not like a product market and one cannot
look simply at individual routes. The pattern of settlement needs to be
looked at, to consider the best way to approach the geographical market
definition.

(ii)

Classifying bus operators needs to consider the r61e of different bus
operators - at the bottom end are very small (low cost) companies with
up to about ten buses. Municipal operators are regarded as a special case
as they tend to be satisfied with low margins.

(iii)

Identifying barriers to entry•
absence of technical barriers - cost barrier at large scale, otherwise
very low cost of entry,
ambiguity of cost factors,
•
significance of "reputation" - possibly deterrence by predatory
•
methods.

The main focus ofthe analysis is on:
(i)

the defInition of the market,

(ii)

company strategies, and

(iii)

barriers to entry, divided between
technical (eg patents)
cost factors (eg economies of scale)
strategic (eg games played that make it difficult for others to enter).

Kev Issues and Dilemmas of MMC

Economics and Competition Analysis as applied to the Bus Industry

These fall into three groups:

Mr Sumner began this part of his talk by outlining the basic economics of bus
operation. These consist offour main parts:

(i)

Do the subsidiaries of one large bus company compete with subsidiaries
of another when the networks are contiguous? There are a few signs of
competition of this kind (as discussed, for example, in the MMe report
about Northeast England) although there is no systemic answer. Only
where operating areas are smaller is there likely to be competition; large
areas are not easy to attack from the outside.
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(ij)

(iii)
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Do small companies really matter for maintaining (a) competltion, (b)
efficiency and (c) quality of service?
Early on it was hoped that small
companies would maintain competition by forcing prices down and
maintaining a more passenger-friendly
network.
It seems that the
pressures from small companies have not been as effective as hoped.
Is it possible to distinguish between effective potential
easy-life, non-competitive

competition

and an

approach?

then consumers are best served (Consumers Association agree with this tenet) no one has yet shown that the market does not work fairly welL
Peter White asked if MMC ever do market research? The speaker replied that a
lot of consumer research is done in certain areas - if it was monopoly case then
nine months could be spent which would allow time for market research. Most
cases are about mergers when the study has to be completed within three months.
Unfortunately,
MMe receive few comments by passengers to put into their
reports.

Conclusions
In concluding Mr Sumner raised two broader questions:
(i)

Is there enough evidence to evaluate the benefits of the competitive system
and the franchising approach (as in London)? Problems of assessing the
past record of operators on fares, quality of service and route development
and then comparing it with the likely counterfactuaL

(ii)

What are the merits of integrated transport planning, at least for
conurbations, and what are the implications for bus services? People are
now beginning to ask challenging questions as the election approaches.
MMC have not heard a coherent case assessing whether London is a
preferable modeL eompetition is seen by some as inefficient - Scottish
local authority association
is advocating a partnership
approach (eg
Glasgow eity and Strathclyde PTA with FirstBus).

Discussion
John Hibbs, Emeritus Professor at University of Central England, opened the
discussion by commenting that there had been very little cornment on the
economies of scope - when advantages come to an end, when networks combine
and dis-economies

set in.

John eartledge
of the London Regional Passengers eommittee,
stated that
comment in the MMe report on Maidstone and District had suggested that
existing arrangements given to OFTIMMC were a very clumsy mechanism to
deal with the bus industry; therefore would an OFBUS provide better results?
He also was sorry that MMe talks very little with the end user. On the question
on OFBUS, the speaker replied that the 1980 eompetition Act was invented to
cope with the problems of small ftrms and enabled rapid more action against
certain practices.
The general principle was that if the market works correctly

Stephen Bennett (independent consultant) thought that there was a good case for
combining OFT and MMe offices into one for the transport industry.
The
speaker asked, rhetorically, what is it that you want a regulator to do -take over
from traffic commissioners - if there is not much competition then there could be
a place for a regulator. However, many people would prefer the London model
than an OFBUS - MMC is sympathetic to the various quality aspects of bus
services but this did not mean regulation was preferable.
Matthew Bradley
of the University of eentral England thought competition
could increase the total market; the problem is that industry does not believe in
the vision of the White Paper. Is the MMe battling against agreements being
reached behind the scenes?
This was answered in terms of "what is the nature
of competition"; accepting agreements would crystallize the market structure and
take us back to a regulated position.
Aileen Hammond (independent consultant) asked if the implication of published
timetables
in the theory of competition
led to new entrants eroding the
framework of established operators? Geoffrey Sumner responded by saying that
the bottom line test is "how is the passenger affected?" Quality of service does
not get treated in same depth as fares and routes, the lack of information being a
detriment - it is a problem of weighing price, frequency, quality of bus, consumer
information, etc.
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Thanks are due to all speakers, and members of the committee for their efforts
during the year, especially Don Box as Membership Secretary and Treasurer.
While I understand that all current members of committee are willing to stand
again, new members will be most welcome.

REPORT OF ANNUAL GENERAL MEETING, FEBRUARY 1997
The Annual General Meeting of Transport Economists' Group was held at the
University of Westminster on 19 February 1997. The meeting accepted the
reports from the Chairman and Treasurer for 1996 (reproduced below). Joanna
Hase was thanked for her work behind the scenes in setting-up the Journal for
the printers and other assistance throughout the year. The Committee elected
to serve in 1997 is also given below. The meeting discussed the issue raised
in the Chairman's report (see below) and decided that from October 1997 TEG
Meetings would be held on the fourth Wednesday of the month. [Note meetings
up to and including June will continue to be on the third Wednesday.]

Chairman's report for 1996
The past year has seen another successful series of meetings in London, and
continued publication of our journal The Transport Economist.
Meetings were held on the following subjects:
February 1996
March 1996
April 1995
May 1996
June 1996
October 1996
November 1996
December 1996
January 1997

Freight Transport: Environmental impact of supply chain
redesign. James Cooper, eranfield University
The London Congestion Charging Study. Clive Gilliam, The
MVA Consultancy
The National Cycle Network. Jayne Heggett, SUSTRANS
Passenger Rail Franchising. Michael Lee, OPRAF
The Role of Secondary Airports. Nigel Dennis, University of
Westminster
The Role of Office of the Rail Regulator. Colin Poole, ORR
The MMC and Regulating the Bus Industry. Geoffrey
Sumner, Monopolies and Mergers Commission
LT Smartcard ticketing project. Roger Torode, London
Transport
Transport to the Millennium Exhibition in Greenwich.
Malcolm Buchanan, Colin Buchanan & Partners

Particularly strong interest was evident in the two meetings on rail privatisation,
given their highly topical nature.

The essay competition was held in conjunction with "Transportation Planning
Systems" and the prize was awarded to Graham Read of Leeds eity Council at
our May meeting.
For many years our monthly meetings have been on the third Wednesday of
each month. However, this conflicts with the regular meetings of the Railway
Study Association and the Society of Business Economists which are often of
interest to out members. I therefore wish to discuss alternatives at this meeting.
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report and Accounts for 1996

Income and Expenditure

L
I am able to report another successful financial outcome to the past year's
activities. There was no seminar in 1996 so the surplus is due entirely to the
'core' activities. The surplus of £485 represents 18% of income and is thus a
major improvement on the corresponding 1995 result for 'core' activities
(8.1 %).
2.
The breakdown of expenditure between the main items of administration,
publications and meetings, compared with the two previous years, is:
1996
Administration
Publications
Meetings

1995

£

£

1994
£

757
658
735

756
989
686

728
927
701

'Other' in the record of expenditure is the Group's share in connection with the
essay competition run in conjunction with, and mainly paid for by,
Transportation Planning Systems.
3.
Publications were considerably cheaper this year, principally because the
absence of the need to report on a seminar reduced the size (and therefore the
expense) of some issues. Also, we managed to save on postage by fortuitous
combination of despatches of journals, meeting notices, etc. We do not
anticipate being so fortunate this coming year. 'Publications' includes printing
and distribution of the journal, production of the Members List distributed to
members at the end of the year and the Meetings Programme. Some continued
increase in the cost of meetings is likely in 1997.
4.
In view of the less favourable movement in costs expected this coming
year I have recornmended, and the Committee have accepted, that the
subscription rate be increased to £17 for 1997.
5.
At 31 December there were 166 members listed for 1996 which is an
increase of one over the corresponding figure for 1995. There were 14 cases
of lapsed membership in 1996 but, in the light of past experience, one or two
of these will return. Recruitment is still buoyant as there are already four new
members for 1997.
Don Box
Treasurer & Membership Secretary
February 1997

Account for 1996
£

£

33
2592
66
2

2693

Income
Subscriptions:

1995
1996

Interest
Other
Expenditure
Administration
Publications
Meetings:

Secretary
Other

720
37

Room hire
Entertainment & expenses
Insurance

495
117
123

Corporation tax
Other

757
658

735
15
43
2208

Excess of income over expenditure for the year

485

Balance Sheet
£
Accumulated funds at 31 12.95
Plus surplus for 1995
Creditors
Represented by:
Deposit Account
Current Account

2630
485

2160
1597

£
3115
642
3757

3757

Report of the Auditor
To members of the Transport Economists' Group:
I have examined the books and records of the Transport Economists' Group and
have received explanations from your Treasurer as necessary. In my opinion
the Balance Sheet gives a true and fair view of affairs as at 31 December 1996,
and Income and Expenditure Account properly reflects the excess of income
over expenditure for the year then ended.
J C Bentley F.C.C.A.

24 Phillimore Road
Emmer Green, Reading
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Committee elected for 1997

MEETINGS

CHAIRMAN
Peter White, Professor, Transport Studies Group, University of Westminster,
35 Marylebone Road, London NW1 5LS
Tel: 0171-911 5000 x3104 (Fax: 0171-911 5057)

Meetings are held at 5.30 for 6pm at the University of Westminster (usually in
room 205) which is at 35 Marylebone Road, London NW1 5LS. The building
is on the south side of Marylebone Road, close to Baker Street Underground
Station.

VICE CHAIRMAN AND SEeRETARY
Peter Collins, Head of Policy and Planning, London Transport Planning,
55 Broadway, London SWlH OBD
Tel: 0171-9183368 (Fax: 0171-918 3395)

16 April

The Future of Rail Freight
Julie elarke, Director, Railfreight Distribution

21 May

Modelling National Vehicle Emissions in Road and Rail Sectors
John Dodgson, National Economic Research Association

18 June

to be arranged

TREASURER AND MEMBERSHIP SECRETARY
Don Box, 73 Silverdale Road, Earley, Reading RG6 7NF
Tel: 0118-9264064
PUBLICATIONS EDITOR
Laurie Baker, Principal Transport Planner, Environment Department, London
Borough of Camden, Town Hall Extension, Argyle Street, London we1H 8EQ
Tel: 0171-8605962 (New Fax No.: 0171-314 1930)
PROGRAMME ORGANISER
Konrad Aspinall, W.S. Atkins Planning Consultants, Woodcote Grove, Ashley
Road, Epsom, Surrey KT18 5BW
Tel: 01372-726140 (Fax: 01372 740055)
PUBLICITY OFFICER
Martin
Lawrence,
Oscar Faber TPA, Marlborough
Marlborough Road, St Albans, Hertfordshire ALl 3UT
Tel: 0181-7845830

House,

Upper

eOMMITTEE MEMBER
Roland Niblett, Colin Buchanan & Partners, 59 Queen's Gardens, London W2
3AF
Tel: 0171-258 3799

PROGRAMME

APRIL TO JUNE 1997

