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The Gourock-Dunoon Ferries

“The Clyde crossing is also an important issue. It illustrates exactly where public service and private enterprise mix--or do not mix, as the case may be. Let me take the Secretary of State back to what happened when privatisation of the Gourock-Dunoon route was considered. An inquiry was set up because the then Secretary of State was under considerable pressure to help those who operated Western Ferries. It is nonsense to have made Caledonian MacBrayne cut its crossings from Gourock and Dunoon from two to one an hour, with the result that one expensive ferry is tied up for substantial parts of the day to make it more profitable for the private operator…. Caledonian MacBrayne was made to restrict its services simply to give the private sector operator a chance. That is not fair competition. It was rigged from the start to help the private operator. There was a negative public subsidy to keep a public asset tied up at a pier rather than providing the necessary service.” 
Alastair Darling MP, House of Commons debate, Hansard  
The opinion of the Rt. Hon. Alastair Darling, Secretary of State for Trade and Industry is clearly not to be dismissed lightly.  However it is perhaps unfair to retrieve the opinion of the Minister when it was made in 1988 in a House of Commons debate when he was still an opposition MP.       
What is perhaps surprising is that the technical description of the Gourock-Dunoon route given by Mr Darling in 1988, is still a fair refection of the situation that survives in 2007.  Which suggests the obvious conclusion that if the (now) Secretary of State for Trade and Industry’s opinions about resulting distortions of competition were accurate in 1988, they could be argued to be still accurate today. 
It is presumed that those reading this note are familiar with the nature of, and the background to, the issues surrounding the Gourock-Dunoon ferries.  If not, analysis and history is provided in the paper I co-authored with Captain Sandy Ferguson and Mr Ronnie Smith CA
.

I will deal with a series of questions that may be raised in this context. In doing so I will try to work up from basic principles to show how a workable and desirable solution in terms of the economic, legal, technical and political issues here can be fashioned.   
Can subsidised ferry transport be provided on the Gourock-Dunoon Market? 

The answer to the above question is yes but there are some conditions or constraints imposed by the EC that have to be satisfied.

The first condition is that the route can be treated as a public service route under the 1992 Maritime Cabotage Regulation.  In that respect, it fulfils the geographical conditions set out in the 2003 Communication from the Commission:  

According to the wording of Article 4(1) of the Regulation, public service links have to serve routes to, from and between islands. Long estuaries or fjords which lead to a detour of about 100 km by road may be treated as islands for the purposes of this section as they may cause a similar problem by isolating conurbations from each other. The ratio between the distance around the estuary and the distance across should be around 10 or greater
.

The Gourock-Dunoon ferry route fulfils these conditions in relation to the alternative road route Gourock to Dunoon. The next condition or constraint is; what mechanisms can be used to subsidise any service or services on the route?

That mechanism has been made abundantly clear in different contexts, but most recently in answer to a Written Question by Alyn Smith MEP (see Extract 1 in the Appendix).  M Barrot for the Commission replied:

If the competent authority chooses a public service contract, awarded in the present case after a public tender, this contract can foresee a subsidy compensating for the cost of such services. If this subsidy complies with the four criteria laid down by the Court of Justice in its judgment in the case of Altmark Trans GmbH, then this subsidy would not constitute state aid.

The first Altmark criterion states;

First, the recipient undertaking must actually have public service obligations to discharge, and the obligations must be clearly defined.      

See Extract 3 in the Appendix for a full list of the Altmark conditions.   

It should be noted at this point that the Executive’s position has been recently been represented as being that, while they are looking at providing a subsidised service Gourock-Dunoon, they do not intend to impose public service obligations (PSOs) on the route. It should recognised that this may have been due to some misinterpretation or misunderstanding of the role of PSOs in this context. I for one would be prepared to acknowledge that (without necessarily endorsing any particular public service contracts (PSCs) of the type envisaged by the Executive) that these contracts are capable of delivering specified PSOs. But it is difficult or impossible to acknowledge that PSCs can deliver PSOs if the Executive persists in taking the position that they will not impose PSOs. 

To get to the point of seeing PSCs as a delivery mechanism for PSOs, the Executive has to reiterate the central role of PSOs in providing subsidised ferry services under the 1992 Martitiem Cabotage Regulation and State aid law, indeed this is no more than it did during the duration of the first Scottish Parliament 1999-2003.  If that much can be agreed, we can move on to looking at possible solution to the problem of the Gourock-Dunoon ferries.  If that cannot be agreed, then there is little point in proceeding further at this point. 

Assuming the need for clearly defined PSOs are agreed, the next question is what constitutes a PSO? The Executive notes;

A Public Service Obligation (PSO) (is) any obligation imposed upon a carrier to ensure the provision of a service satisfying fixed standards of continuity, regularity, capacity and pricing, which standards the carrier would not assume if it was solely considering economic interest.

This helps us deal with a common source of confusion in this context; neither the possibility nor existence of a commercial service on a route is a barrier to imposing PSOs and in turn subsidised services. For example, most if not all islands presently served by lifeline ferry services in Scotland could probably still be serviced with some form of commercial unsubsidized service if the subsidised service was withdrawn.  However, that service might be extremely infrequent and priced at levels which were judged socially and/or economically unacceptable or undesirable.  That is why PSOs are imposed and subsidies granted.   

The answer from the Commission in Appendix Extract 1 also confirms what is already known, the relevant sectoral relations (here the 1992 Maritime Cabotage Regulation) must be satisfied in that context, and that Regulation (Appendix Extract 3) states: 

In imposing public service obligations, Member States shall be limited to requirements concerning ports to be served, regularity, continuity, frequency, capacity to provide the service, rates to be charged and manning of the vessel. 

In the context of the 2003 Communication which enables Gourock-Dunoon to be treated as a public service route for the purposes of the 1992 Regulation, this opens up a range of options for consideration for public policy purposes. We shall deal with that below. Before we do so, we briefly deal with one issue where public policy issues were raised, the Users Charter meetings and correspondence between the Executive and Western Ferries in 2004 and 2005. 

The Users Charter meetings and correspondence
The Users Charter meetings and correspondence between the Executive and Western Ferries in 2004 and 2005
 discussed issues relating to rates to be charged and service levels by Western on the Gourock-Dunoon route, the idea and initiative for these talks appear to have been promoted by Western. This would appear to reflect the kinds of issues which would come under PSO specification on this public service route. The Commission is quire clear on this issue in its 2003 Communication
.

According to the conditions laid down by the Regulation, Member States may impose public service obligations in order to "ensure the adequacy" of regular maritime transport services to a given island (or in relation to an estuary), where Community shipowners, if they were considering their own commercial interest, would not provide services of an adequate level or under the same conditions. 

It adds 

It is not for shipowners to set public service obligations.

Which not only suggests that these meetings were redundant since Gourock-Dunoon can be treated as a public service route, it also suggests they should never have been held at all.

Public Service Options for Gourock-Dunoon 

Returning to the issue of what PSOs could be imposed on the Gourock-Dunoon route, the sensible thing would be to start with the default which has been implied for some years, a PSO for the carriage of foot passengers between ports at Gourock and Dunoon.  
One issue which needs to be dealt with for these purposes is that, while the 1992 Regulation enables PSOs to be imposed, not just on rates and regularity of service, but also on “ports to be served”, whether the terminals at Dunoon and Gourock town centres can be treated as different ports from the Western terminals for these purposes. 

It would seem reasonable to do just that. First, the public facility terminals connect the two town centres, unlike the Western faculty which leaves foot passengers with a long walk to the respective centres, secondly they connect with the rail terminal at Gourock and the central bus connections at Dunoon, and finally the two sets of terminals at Dunoon and Gourock are already defined as distinctive ports by dint of funding arrangements.   

if a port has received the benefit of public money, it is deemed to be a "common user" pier, open to any vessel as long as it pays the relevant charges…Accordingly, while Western Ferries retains exclusive access to its piers because it is privately owned and financed, CalMac must allow access to all vessels on the Gourock Pier and Argyll & Bute Council must allow similar access on the Dunoon Pier.

So the respective sets at terminals at Gourock and Dunoon town centres and the Western terminals at Hunters Quay and McInroys Point are already treated as four distinctive and separate ports for the purposes of EC and UK law, and as we have discussed, the ports at the respective town centres may be treated as distinctive facilities anyway from the Western terminals in terms of the potential social and economic (and, increasingly, environmental) benefits they can deliver for foot passenger provision and integrated public transport facilities.

That means that a PSO or PSOs could be framed in terms of carriage of foot passengers between the ports at Gourock and Dunoon town centres for specified (maximum) prices and for a specified (minimum) frequency.       
While it is not expressed as a PSO, that was the roughly the form of Option C in the Scottish Executive Deloitte Touche Report
 (hence DT report) on the Gourock-Dunoon ferry services with Option C taking the form of a two-ferry half-hourly foot passenger-only service between Gourock and Dunoon town centres
  

It is clear from the figures in the DT Report that such a service would require PSO since no operator would be prepared to run such a service at current fares and at such a frequency of their own commercial volition.  The service would require a significant subsidy and the reasons are not difficult to identify.  First, the foot passenger service would have to be significantly longer than the corresponding Western (vehicle-oriented) short-crossing for the passengers to connect directly with the town centres and bus and rail connections.  Second, over and above that longer crossing, mile for transport mile, foot passengers are expensive in terms of operating costs because of necessary provision of facilities and especially manning levels (determined by the MCA, the safety regulator partly as a reflection of certified passenger numbers).  Third, foot passengers are a minor source of revenue for ferry operations of the nature of the Gourock-Dunoon market. 

So while a frequent low cost service for foot passengers might be deemed as helping fulfill certain social, economic, and environmental objectives appropriate to a PSO, it would need to be subsidised with help of an appropriately designed PSO.  
However, a PSO may be delivered in different ways.  The DT report also produced an Option B/1 on the basis of calculations by CalMac
.  That option also was based on a two-ferry half-hourly service between Gourock and Dunoon town centres, just as was Option C.  It could deliver all the benefits that a PSO for foot passengers and Option C could deliver but at much lower net cost. The difference was that this time the PSO was delivered though two modern bow-and-stern loading vehicle-carrying ferries.         
Comparison of the operating surplus/deficit figures shows the vehicle carrying service to be about £1.2mill a year cheaper than the corresponding foot passenger-only option.  The DT report was published in 2000 and used cost and revenue based on 1997 figures, so the present value of that difference would be even greater today in real terms. It was true that advantage was partly offset by the higher capital/leasing costs involved in a larger vehicle-carrying vessel, but even when these charges were taken into account, the DT report found the vehicle-carrying option could deliver the foot passenger PSO considerably more cheaply than could the foot-passenger only option.  Hence the comment in the DT report which noted this option would result in “considerable saving to the public purse”.   
Just as the reasons for the need for a PSO and possible subsidy for foot passenger services here are clear, so are the reasons for the remarkable efficiency (and net cost / subsidy advantages) of a vehicle carrying option.  If you wish to deliver a PSO service for foot passengers here, you are already committed to a high cost base for the reasons discussed above, whichever technical option you use to deliver that PSO.   If you decide to deliver it using a foot passenger-only option, you have the worst of all worlds, with that high cost base and low revenues.

But if you decide to upgrade the service to vehicle-carrying as well, you will begin to access the high-revenue generating segment of the market without a comparable increase in costs. While vehicles may be lucrative revenue generators they have only basic needs compared to passengers – essentially a flat open deck will do.  That is why the vehicle carrying option is the more efficient option for delivering a foot passenger PSO Gourock-Dunoon. 

Clearly the figures presented by by CalMac in the DT report could be updated, and it worth noting that Western Ferries, perhaps understandably, objected to some costings produced in the Report.  But none of this affects the simple economics of a ferry market on a route like Gourock-Dunoon. Foot passengers are low revenue and high cost, and adding a vehicle carrying facility on a route like Gourock-Dunoon will cut the costs to the public purse considerably. While some of the costings given by Calmac on Option B/1 may have to be refined, modified and updated, and could affect the cost comparisons on the margins, the cost advantages of the vehicle carrying option over foot passengers only are so transparent and significant both in principle and practice that there is no reason to modify what would be expected to flow in policy terms from a consideration of the simple economics of ferry alternatives.  A vehicle carrying option here delivering a foot passenger PSO would save millions in public subsidy compared to a foot passenger-only option.           
Implications of a vehicle-carrying option to deliver a foot passenger PSO

If we accept that a robust case can be made that a vehicle-carrying option can deliver a foot passenger PSO of the sort described in the DT report, would this be permitted under EC rules?  This would entail non-subsidised and non-PSO commercial vehicle-carrying activities effectively cross-subsidising (reducing the deficit) on foot passenger provision. 

There are three relevant points that can be made here.

First, the Commission recognizes that adding certain non-PSO commercial activities to maritime services, may be a legitimate way of reducing the necessary compensation (subsidy) for PSO activity.  For example, in the 2001 Trasmed case it was pointed out
  
(98) The Commission takes note that certain of the lines are not subject to a net annual deficit…. Even if these lines cannot be described as subject to PSOs, they serve to alleviate the total financial burden of Trasmed, and thus the amount of State resources needed for compensation 
Second, the Commission recognises that it is legitimate to justify certain PSO related activities and options by reference to expert advice and analysis of the type contained in the DT Report.  See in this context the discussion in the Trasmed case (ibid) and also the Hurtigruten case
.  

Third, consistent with EC law generally in the area of State aid, the third Altmark condition (see Appendix Extract 3) states: 

the compensation cannot exceed what is necessary to cover all or part of the costs incurred in the discharge of public service obligations, taking into account the relevant receipts and a reasonable profit for discharging those obligations 

To put this together, if the Executive had to choose between funding an Option B/1 and an Option C type service to support a foot passenger PSO of the type discussed above, it could justify this by recourse to expert analysis of the type embodied in the DT report as representing the least compensation required to carry out the PSO, with the non-PSO activities helping to reduce the compensation (subsidy) required for the PSO activities.  

Or to put it another way, if the Executive could choose between an Option B/1 and an Option C in this context, but chose instead to support the Option C in full knowledge that an Option B/1 would require less compensation from public funds, it could be alleged to be breaching EC State aid law by not facilitating the adoption of the option requiring the least subsidy to satisfy the PSO.

For both these reason, if the Executive wished to impose a PSO or PSOs for carriage of foot passengers between the ports at Gourock and Dunoon town centres for specified (maximum) prices and for a specified half-hourly frequency, then on the evidence available (based both on simple economics and expert estimates) this must for a bow-and-stern loading vehicle-carrying service.

How could a vehicle-carrying option to deliver a foot passenger PSO be implemented for Gourock-Dunoon?

Once it is accepted that a vehicle-carrying option would be the most efficient method of delivering a foot passenger PSO (and possible subsidy), the next question is how could such an option be implemented by the Executive? 

One way would be to simply offer a tender and see if there were any interested parties willing to run such a PSO. However, this depends on qualified operators either (a) willing to take the commercial risk of building two vessels for a tender limited by EC guidelines to six years, or (b) having access to two second-hand ferries which comply with EC safety standards and are suitable for the route and the market, again for a six year tender. 

. 

Both these solutions would face difficulties. Operators are unlikely to take the commercial risk of building assets with a normal expected life of two decades or more and risk losing their business at the end of the six year tender. As for the second hand market, this is at best a thin market, since even if there were suitable vessels they would likely to already have a useful function elsewhere and owners might be reluctant to lose that for the benefit of a time-limited contract, or the vessels may well be past their sell-by date.   

These problems, combined with the fact that vessels on the CalMac network generally (including Gourock-Dunoon) are traditionally custom-built for the economic and technical demands they face on the CalMac routes, explain why the Executive adopted a third option to tendering the CalMac network, with the funding and ownership (in a VesCo) of the vessels being kept separate from the operation of the routes (by an OpsCo). 

For these reasons, it is argued that, compared to the first two delivery options discussed here, the most appropriate and efficient method of delivering the vehicle-carrying option to deliver a foot passenger PSO here would be to adopt the same solution as adopted for the main CalMac network tender, with the funding of two new bow-and-stern loading vessels for Gourock-Dunoon being provided by the Executive; VesCo having the ownership of the vessels; and the vessels being leased at commercial rates on a six-year PSC. The PSC would incorporate PSOs for foot passenger provision along the lines discussed above (with provision for compensation/subsidy for these purposes), and the contract would be awarded on the basis of least compensation required for the fulfillment of the PSO.        
As a further point here, it should be noted we are using the Option B/1 in the DT report as an indicative case. Similar arguments that we have produced would apply to most PSO variants that could reasonably be considered here.  For example, the market on the route has been estimated to be increasing at about 4% a year, Option B/1 in DT was designed for a market that was much smaller than it is now, implying that a three vessel 20-minute frequency service and PSO should be considered, if not now, some time soon.

Further, the Norwegian examples may again be useful, there they commonly have PSOs for ferries to run at least half-hourly for 18 hours, then at least hourly overnight.  Bridge links across strategic estuary crossings tend not to close down overnight, it could argued the same should hold for corresponding ferry services            
Would Western Ferries complain under EC law about Executive subsidy for the status quo or a B/1-type option? 

It has been suggested that Executive support for any vehicle-carrying service on the Gourock-Dunoon route would invite a complaint to the European Commission by Western Ferries.  Indeed, even the greatly restricted service that CalMac presently operates has been the subject of legal threats by Western Ferries. 

While Western was trying to persuade the Executive of an arrangement which would give it a monopoly of vehicle-carrying operations Gourock-Dunoon, it was simultaneously threatening legal action over the status quo. Mr George Lyon MSP confirmed (March 2005); 
“In a recent letter to me, Western Ferries made it quite clear that they are seriously considering making a complaint to the European Commission about having to compete against subsidised competition and asking them to rule it an illegal state aid thereby forcing Caledonian MacBrayne off the route"
.

More recently, Western Ferries has threatened to complain
 to Audit Scotland about the recent tendering process in November 2006. Also they have similarly threatened to complain
 about CalMac’s pricing practices in December 2006

This is clearly a company does not hesitate to voice its grievances and threaten legal action if it feels its interests are threatened. Its threat in 2005 to take action against subsidised competition might be expected to generalise, and not just be limited to the status quo but also apply to any public support for a vehicle-carrying option to deliver a foot passenger PSO on the Gourock-Dunoon route.       

However, there is no significant risk of Western Ferries carrying out a threat to complain to Brussels under EC State aid law, whether over the status quo or the vehicle-carrying option discussed above.
That last statement can be perhaps elaborated and qualified as follows.  

There is no significant risk of Western Ferries carrying out a threat to complain to Brussels under EC State aid law, whether over the status quo or the vehicle-carrying option discussed above, as long as the company is acting in its own best interest and has been in receipt of expert advice in this context.  

The reasons are as follows.  

The opportunity has been open to the company for many years to complain to Brussels if it feels its interests have been damaged by State aid here, but as far as is known they have never done so. This does seem strange, if, as has been argued, their interests have been, and are, damaged by illegal State aid here.  
If Western believes that there has been such unfair competition or State aid, the route they should follow leads to Brussels, not to Audit Scotland which is not really the appropriate body to deal with alleged breaches of competition policy. Indeed, if Audit Scotland receives the threatened complaint of unfair competition from Western, it might be advised to recommend the issue be referred to Brussels.    

 

However, government measures in this market since the early-Eighties, may be regarded as having the effect, whether indirect and unintended, of helping protect and boost Western Ferries market.  Western may be seen to have benefited from (a) government restrictions of frequency of CalMac vehicle carrying services in the market to just one-an-hour (b) failure by the government to allow CalMac to invest in the modern low costs vessels they asked for in the 2000 DT Report and needed to be able to compete on equal terms with Western and (c) the economic and technical barriers to third party entry in this market posed by the presence of the restricted competitor CalMac.  All this might be argued to help justify the comments by Mr Alastair Darling MP at the start of this Note
Western's considerable profits and the level of subsidy to CalMac would be argued to be a consequence of government intervention and protection in this market and the lack of a level playing field.  Western's profits are widely believed to be significantly higher than could be expected for a ferry company facing competition under normal trading conditions.  Indeed, it is widely reported to be one of the most profitable companies for a firm of its size in Scotland
      
 

The position in EC law, confirmed by Commission decision and European Court judgments, is that if the Commission were to investigate accusations of State aid in a market, they would look not just at who might have benefited directly from any government intervention, but third parties who had indirectly benefited from such intervention. There does not need to be any monetary transfers from the government to the indirect beneficiaries for the Commission to establish there has been illegal State aid to these third parties. Indeed, there need not be any monetary transfer at all from the government to any party for a measure to constitute illegal State aid. The Commission focuses on the effects of government intervention as far as possible distortion of competition in a market under EC law is concerned.  

 

The Commission would normally calculate the illegal state aid to those indirect beneficiaries as gains that may have accrued to them over the period in question, over and above that which could have been expected in normal trading conditions in the absence of the government measure or measures.  If a particular measure by the state confers an indirect advantage, one way of measuring the economic advantage is by the greater demand for shares in the indirect beneficiary companies compared to what could have been expected in the absence of the measure.  Clearly, there may be measurement and assessment issues, but comparators and standards exist to help make such comparisons, and the important point here is that the Commission has confirmed both the principle and practice of how such indirect State aid can be identified.
   
 

The real losers in the Gourock-Dunoon market are the users, the taxpayers, the dependent communities and any third party operator who might argue that they have not been able to enter and compete on a level playing field in this market due to government intervention. Indeed, the losers from the government measures here might also be argued to include CalMac, since, while it could be argued that they have had the "benefit" of substantial subsidy, it is a strange benefit that weakened the company's competitive position and was not sought by it, CalMac wanted instead to move towards eliminating subsidy on the route by deploying its preferred option B/1 as set out in the Deloitte Touche report.  
 
The only clear beneficiary from government intervention in this market is Western Ferries.  
And of course, if on investigation the Commission was to see matters in this light as well, it would pose serious problems for Western Ferries 

 

The points noted above may help explain why, even though Western has threatened to complain to the competition authorities in Brussels, there is no evidence they have ever done so
. These considerations may also be felt likely to have a bearing on the likelihood and/or the wisdom of Western Ferries complaining to Brussels about illegal State aid and unfair competition in this market, whether now or at any point in the future.  Irrespective of what might be voiced here, this would particularly apply to the option being outlined here, both because it would be defensible under EC Maritime Cabotage and State aid laws, and because a complaint to Brussels by Western Ferries would almost certainly lead to scrutiny of the role of Western as indirect beneficiary in this market.  
There are a number of Commission / European Court cases which confirm the principle of State aid to indirect beneficiaries in cases as varied as aid to Irish hospitals and Mediterranean tour operators
.  

On the other hand, while the option being outlined here could be argued as insulated from threat of realistic challenge under EC Maritime Cabotage and State aid laws, the same may not be the case if a robust vehicle-carrying option is not promoted here since many local businesses have already argued that their businesses have been adversely affected by the status quo, and have argued that they would be even more adversely affected if the town centre to town centre service was reduced to foot passenger only.  

Fast passenger option 
The idea of a fast passenger-only service on the Clyde connecting to Dunoon has been floated (perhaps the wrong word) for years. Norway is a favourite comparator for those that argue for fast passenger ferries here. While the idea is superficially attractive, for the most part those who promote the idea either do not appreciate the economics involved, or tend to ignore it. 

There are two variants of this option that I know of that have been mooted.  The first would run up the Clyde from ports such as Rothesay and Dunoon to Glasgow centre and the second would involve a dedicated Gourock to Dunoon only fast passenger service
However there seem to be three elements that fast passenger ferries tend to have that would impact on their relevance here. 

First, they tend to need to draw from high population levels. The Norwegian Bergen-Stavanger fast ferry runs between two cities with a combined population that is nearly as much as the entire Highlands and Islands region.  Second, they are gas guzzlers and significantly more expensive than even Option C in the DT Report. Studies have suggested that Norwegian fast ferries generally carry a 50% fare premium over standard ferries and even then they tend to have 60 to 80% of their operating costs covered by government subsidy
.  Third, they tend to need barriers to road and rail alternatives. Fjord geography makes other transport links difficult or impossible down the Norwegian coast.  Imagine having the populations of Aberdeen and Dundee separated by a fjord coast line, and you have the Bergen-Stavanger fast-ferry service.  But public transport connections already exist most of the way up the Clyde. Once the fast ferry docks at Gourock on its way up the Clyde, it becomes slow (30 knots or so), infrequent, expensive and with less station options compared to road and rail options.  Even if passengers got the fast ferry from Rothesay or Dunoon, many/most would find it to their advantage to get out and catch the train or bus from that point.    

As far as the option for a dedicated Gourock-Dunoon only fast passenger service is concerned, there is no demonstrated public need or desire for a fast passenger service on the route as opposed to the alternative of a conventional vehicle-carrying service, and the additional cost and subsidy would be substantial. This point was emphatically reinforced by the public response to the suggestion of a fast passenger service when the possibility was raised at the meeting on the issue of the ferries at the Queens Hall Dunoon in December 2006, the meeting attended by several hundred members of the public. There is little to be gained in spending millions on a fast passenger service to shave a few minutes off a passenger's ferry journey if that journey is a small part of a longer journey that may then include spending the time saved having to wait for a bus to go to shopping at Tescos, or much longer sitting in a train to Glasgow Central.  The Gourock-Dunoon ferries are not just for users going back and forward between Dunoon and Gourock, any more than the Forth Bridges are just for users going back and forward between North Queensferry and South Queensferry.
Further, any government measure or support for a passenger-only service on the Calmac route, whether conventional or fast service, as opposed to any conventional vehicle-carrying service, could be argued by interested parties to constitute State aid.  The DT report shows that a combined, modern bow-and-stern loading service could operate with significantly less subsidy than a passenger-only service and the indirect beneficaries in State aid terms could again be argued by interested parties to be Western Ferries, since any government measure facilitating and supporting the creation of any highly subsidised passenger-only service, whether conventional or fast, would have the indirect effect of creating a lucrative Western vehicle-carrying monopoly in this market. That argument would likely be combined with the absence of any clear and demonstrable social or economic need for a fast passenger only service.   
The bottom line is that fast ferries are expensive and tend only to be adopted where there is a high volume of passengers, a lack of transport alternatives, passengers willing to pay a high price premium and/or a government willing to heavily subsidise their operation.  These conditions do not (or in the case of willingness to subsidise, should not) hold here.
PSOs on vehicle-carrying?
Since the Gourock-Dunoon market can be treated as a an island service which can be made subject to PSOs for social reasons and/or economic development under EC legislation, the Executive also has the power to set PSOs and caps on vehicle charges (e.g. prices charged for cars) on the route, applicable to all vehicle-carrying ferry services.
As long as the prospect of competition can be felt to keep fares to reasonable levels in this market, it could be argued there should be no need for PSOs of this nature.  But if Western became monopoly operator of vehicle-carrying ferry services, clearly there would be the danger of market failure in this context (if it has not happened already due to the market distortions discussed above). At that point there would be a strong case for a PSO on vehicle charges to protect and promote economic development. 

Indeed there is a case that such a PSO could direct reductions of fares from their present levels in this context.  There would be little chance of State aid issues being raised here if the measure was applied equally on all operators (even if this meant just Western in practice) and also because there would be no need for subsidy.  Not all PSOs need subsidy.  The published figures show that Western’s charges could be reduced significant before they would need subsidy to carry out a PSO.
In short, the monopoly that Western seeks may not be to their ultimate advantage, even if they obtained it.      

 
Final words  

This Note has argued that the publicly expressed desire of the communities and businesses dependent on these ferry services for the retention (and expansion) of a vehicle-carrying service is consistent with a solution that would be both compliant with EC law and politically feasible.

Economics is about alternatives and the proposal here is argued to provide clearer advantages and lower risks assessed in economic, legal and political grounds than any of the other alternatives that have been put forward in this context. 

While there will clearly be inevitable difficulties in developing the ideas in this Note (as with any parallel proposal), I would be willing to work with any or all interested parties who wish to pursue the protection and development of these vital transport links.       

 Appendix
The following sets out three extracts of relevance to the question of how subsidy should be awarded to lifeline ferry services if it is not to be regarded as State aid  

Extract (1) Question from Alyn Smith MEP and answer from the Commission 
WRITTEN QUESTION E-3818/06 by Alyn Smith (Verts/ALE) to the Commission
Subject: Tendering for Clyde and Hebrides ferry services
On 14 September 2005, and after initially voting against them on 8 December 2004, the Scottish Parliament decided to accept proposals from the Scottish Executive to put the provision of Clyde and Hebrides ferry services out to tender in order, the Executive claimed, to bring the provision of subsidies to such services in line with the requirements of EU law, in particular regulations on maritime cabotage and State aid.

In a written answer (Scottish Parliament, 13 June 2006) the Scottish Executive stated that for certain ferry services, including the Clyde and Hebrides network, the major part of which is to be tendered as a single bundle, 'the Executive is tendering on the basis of Public Services Contracts (PSCs) .... Public Service Obligations (PSOs) would not provide the certainty and security of service nor deliver on the Executive's key policy objectives. Consequently there is no need to consider, nor do we intend to consider, issues arising in relation to PSOs'. 

In the light of this statement, can the Commission indicate whether the Scottish Executive will still be able to subsidise these ferry services under Regulation (EEC) No 3577/92
 and EC State aid law, and will the Commission insist that a PSO or PSOs will still be required?

E-3818/06EN Answer given by Mr Barrot on behalf of the Commission (10.1.2007)
It is for Member States (or their competent local authorities) to define public services and to choose the appropriate legal instruments to ensure the provision of such services, provided that the definition of such services and the design of such instruments comply with EC law. In particular, such services shall respond to a need not already satisfied spontaneously by the market, and such instruments shall be transparent, non discriminatory, and comply with the state aid provisions of the EC Treaty and with the relevant sectoral legislation (in this case, in particular, the regulation on maritime cabotage and its interpreting communication). The Commission, therefore, does not insist on the use of one or another specific instrument (PSC or PSO) but will check that any measure taken complies with EC law.

If the competent authority chooses a public service contract, awarded in the present case after a public tender, this contract can foresee a subsidy compensating for the cost of such services. If this subsidy complies with the four criteria laid down by the Court of Justice in its judgment in the case of Altmark Trans GmbH, then this subsidy would not constitute state aid. If this is not the case, this subsidy could be considered by the Commission to constitute compatible state aid if it complies with the applicable legislation and principles, as recalled in particular in the Commission Decision 2005/842/EC of 28 November 2005
 or in the Community Framework for state aid in the form of public service compensation
. In any case, the subsidy would have to be limited to the compensation of the public service costs, transparent and based on a clear pre-existing definition of the services. 

Extract 2: The Maritime Cabotage Regulation  1992: Council Regulation (EEC) No 3577/92 of 7 December 1992 applying the principle of freedom to provide sevices to maritime transport within Member States (maritime cabotage)
Article 4 

1. A Member State may conclude public service contracts with or impose public service obligations as a condition for the provision of cabotage services, on shipping companies participating in regular services to, from and between islands. 

Whenever a Member State concludes public service contracts or imposes public service obligations, it shall do so on a non-discriminatory basis in respect of all Community shipowners. 

2. In imposing public service obligations, Member States shall be limited to requirements concerning ports to be served, regularity, continuity, frequency, capacity to provide the service, rates to be charged and manning of the vessel. 

Where applicable, any compensation for public service obligations must be available to all Community shipowners. 

3. Existing public service contracts may remain in force up to the expiry date of the relevant contract. 
Extract 3: The four criteria laid down by the Court of Justice in its judgment in the case of Altmark Trans GmbH,  

87. It follows from those judgments that, where a State measure must be regarded as compensation for the services provided by the recipient undertakings in order to discharge public service obligations, so that those undertakings do not enjoy a real financial advantage and the measure thus does not have the effect of putting them in a more favourable competitive position than the undertakings competing with them, such a measure is not caught by Article 92(1) of the Treaty. 

88. However, for such compensation to escape classification as State aid in a particular case, a number of conditions must be satisfied. 

89. First, the recipient undertaking must actually have public service obligations to discharge, and the obligations must be clearly defined. In the main proceedings, the national court will therefore have to examine whether the public service obligations which were imposed on Altmark Trans are clear from the national legislation and/or the licences at issue in the main proceedings. 

90. Second, the parameters on the basis of which the compensation is calculated must be established in advance in an objective and transparent manner, to avoid it conferring an economic advantage which may favour the recipient undertaking over competing undertakings. 

91. Payment by a Member State of compensation for the loss incurred by an undertaking without the parameters of such compensation having been established beforehand, where it turns out after the event that the operation of certain services in connection with the discharge of public service obligations was not economically viable, therefore constitutes a financial measure which falls within the concept of State aid within the meaning of Article 92(1) of the Treaty. 

92. Third, the compensation cannot exceed what is necessary to cover all or part of the costs incurred in the discharge of public service obligations, taking into account the relevant receipts and a reasonable profit for discharging those obligations. Compliance with such a condition is essential to ensure that the recipient undertaking is not given any advantage which distorts or threatens to distort competition by strengthening that undertaking's competitive position. 

93. Fourth, where the undertaking which is to discharge public service obligations, in a specific case, is not chosen pursuant to a public procurement procedure which would allow for the selection of the tenderer capable of providing those services at the least cost to the community, the level of compensation needed must be determined on the basis of an analysis of the costs which a typical undertaking, well run and adequately provided with means of transport so as to be able to meet the necessary public service requirements, would have incurred in discharging those obligations, taking into account the relevant receipts and a reasonable profit for discharging the obligations. 

94. It follows from the above considerations that, where public subsidies granted to undertakings expressly required to discharge public service obligations in order to compensate for the costs incurred in discharging those obligations comply with the conditions set out in paragraphs 89 to 93 above, such subsidies do not fall within Article 92(1) of the Treaty. Conversely, a State measure which does not comply with one or more of those conditions must be regarded as State aid within the meaning of that provision. 

� The Economics of the Gourock-Dunoon Ferries http://www.brocher.com/Ferries/CalMac%20the%20Deloitte%20Touche%20report%20modifications%20October%202004.pdf


 


� Communication from the Commission to the European Parliament, the Council, the European Economic and Social Committee and the Committee of the Regions on the interpretation of Council Regulation (EEC) No 3577/92 applying the principle of freedom to provide services to maritime transport within Member States (maritime cabotage) /* COM/2003/0595 final */ para 5.1








� http://www.scotland.gov.uk/news/2001/01/se0118.asp





� http://www.scotland.gov.uk/Resource/Doc/70242/0022768.pdf 


� Op cit para 5.2


� http://www.scotland.gov.uk/library2/doc15/fogd-05.asp


� http://www.scotland.gov.uk/library2/doc15/fogd-00.asp


� http://www.scotland.gov.uk/library2/doc15/fogd-14.asp


� http://www.scotland.gov.uk/library2/doc15/fogd-13.asp





� http://europa.eu.int/eur-lex/lex/LexUriServ/LexUriServ.do?uri=CELEX:32001D0156:EN:NOT#top


� See http://www.eftasurv.int/fieldsofwork/fieldstateaid/stateaidregistry/sadecinor04/sa214.DOC Even though the Hurtigruten case involved A Norwegian company and Norway is not a member of the EC, it complies with the same restrictions and obligations imposed by the relevant maritime cabotage and State aid rules as EC countries by dint of its membership of the EEA and through the monitoring of the EFTA Suveillance authority. 


�  Dunoon Observer  4th March 2005 http://www.dunoon-observer.co.uk/archive/arcmar200504.html 


� http://news.bbc.co.uk/1/hi/scotland/glasgow_and_west/6146334.stm 


� http://news.bbc.co.uk/1/hi/scotland/glasgow_and_west/6202149.stm


� From the Dunoon Observer 10th February 2006: “As we went to press the Herald’s business section ran an article on Western Ferries, estimating the £3.3m payout to former managing director Ken Cadenhead for his 22 percent shareholding as equating to a company value of £15m - and the payout was in 2005 - when the company’s shares fell by 40 percent and the company’s profits fell from £1.7m to £1.2m. http://www.dunoon-observer.co.uk/archive/arcfeb200610.html














� See http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:31998D0476:EN:NOT


� There are also some minor points regarding the award of a recent £398,000 grant to Western Ferries by AIE. The award (together some previous awards by AIE to the company in previous years, is quite legitimate in itself.  But the DT report referred to above notes 'If a port has received the benefit of public money, it is deemed to be a "common user" pier, open to any vessel ... Western Ferries retains exclusive access to its piers because it is privately owned and financed'. This is reinforced by the EC State aid guidelines in this context which generally require free and equal access to the infrastructure for the benefit of all operators concerned.  See http://eur-lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!JO_RefPub&lg=en&serie_jo=C&an_jo=2004&pg_jo=3&nu_jo=13  Whether or not this is likely to become an issue is difficult to say in the  absence of any other company expressing interest in using these facilities. 


� For a case detailing how such state aid to indirect beneficiaries can be calculated, and what action should be taken with respect to such aid if it is established, see, 


http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:31998D0476:EN:NOT The Commission decision in this particular case was subsequently supported by the European Court.  


� Series of technical reports in the Andersonian Library (Strathclyde University)


� OJ L 364, 12.12.1992, p. 7





� 2005/842/EC: Commission Decision of 28 November 2005 on the application of Article 86(2) of the EC Treaty to State aid in the form of public service compensation granted to certain undertakings entrusted with the operation of services of general economic interest, OJ L (2005) 312  See http://eur-lex.europa.eu/LexUriServ/site/en/oj/2005/l_312/l_31220051129en00670073.pdf


� OJ C (2005) 297  see http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52005XC1129(01):EN:NOT








� http://eur-lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!CELEXnumdoc&numdoc=62000J0280&lg=EN
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