Issues of PSOs and cross-subsidy for Gourock-Dunoon

This Note is mostly about the imposition of PSOs and the role of cross-subsidy on the Gourock-Dunoon ferry market, but it also leads to wider issues of the role of bundling of  profitable services and/or routes) with unprofitable activities and the possibility of exclusivity to prevent cherry picking on such routes.    

First, could a PSO or PSOs be imposed on Gourock-Dunoon? Until December 2003 the answer seemed to be PSOs could not be imposed, since the 1992 Regulation referred to island services for PSOs and subsidy entitlement.  But the 2003 Communication
 from the Commission recognised that estuaries or fjords fulfilling certain conditions could be treated as islands for the purposes of the 1992 Maritime Cabotage Regulation 

In order to be eligible to be a public service link on which public service obligations could be imposed, the Commission imposed geographical restrictions. 

Geographical scope of public service links: 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 road option Gourock-Dunoon is 130 Km and if we take the Western ferry route as “distance across” it is 5 km, so it fulfils both conditions. In Brussels, the Clyde Estuary qualifies as an island, at least for the purposes of the 1992 regulation and PSOs may be imposed on it. 
It is worth underlining the fact that the Gourock-Dunoon route qualifies as a public service route.  It is for the relevant (here devolved) authorities to determine the conditions under which operators are permitted to operate here.  
It also underlines the point that no operator has an automatic right to operate on a public service route, they must earn that right by adhering to any legitimate conditions (such as PSOs) that the authorities impose, for example on rates charged for certain categories of users.  
Now that it can be treated as an island route, what kind of PSOs can be imposed on Gouorck-Dunoon?  The 1992 Regulation states: 

'public service obligations' shall mean obligations which the Community shipowner in question, if he were considering his own commercial interest, would not assume or would not assume to the same extent or under the same conditions

And the Regulation 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
.
For the purposes of illustration I will consider two kinds of PSOs, one a cap on vehicle rates and one a cap on passenger rates. 

But first, would Western Ferries “Users Charter” constitute a PSO? The 2003 Cmmunication seems to anticipate this and is quite clear.  
It is for the Member States (including regional and local authorities where appropriate) to determine which routes require public service obligations ….. It is not for shipowners to set public service obligations
So that would seem to exclude Westerns own “Users Charter.” The next question is, if you impose a PSO, do you automatically have to compensate (subsidise) the operators on a route for this? 

The answer is no.  The Scottish Executive’s own research confirms this
. For example, in Greece, frequency PSOs have been imposed on operators without subsidy. .     
If the offered services do not meet the frequency standards set by the state ( e.g. desirable frequency standards have been set for services to/from ports in the capitals of prefectures), the state can impose Public Service Obligations ( PSOs) and increase the frequency (albeit without providing subsidy)
.

And another example is fares PSOs for island freight services in Portugal, again without subsidy.   

Commercial services, similar to current services, had been in operation since before the PSO protection was introduced …The minimum requirements of the PSO are set by the National Council for Ports and Sea Transport …Price restrictions apply to the services. The freight costs should be the same for all islands as a measure of social inclusion …There is no financial support to the operators by the government. Services are run purely on a commercial basis, with no subsidies
.

Together these points add up to a single powerful message.  There should be no question of a single operator being able to exploit a monopoly position on a public service route like Gourock-Dunoon.  One option is for a fares cap (even fares reductions) to be imposed on say, vehicle fares if it was felt that these were to set at too high a level in relation to economic and social objectives, such as regional development.  The Scottish Executive has been devolved the power to do this, it has just not chosen to exercise that power. While there appears to be a prima facie case that fares PSOs could be imposed here through public service contracts (PSCs,), it is not always necessary to do this.  Permissible rates could be set at route level with operators such as Western having to accept these caps.  It makes no difference in EC law as to whether a firm is private or state-owned, pays berthing charges or owns its own facilities. The PSOs are set at the level of the route and under EC law must be non-discriminatory with respect to all EC ship owners, this means all firms are obliged to accept the PSO. 
Western’s annual accounts indicate there would be considerable scope for a PSO cap on vehicles fares below current market rates, and without the need for subsidy. 

If it was wished to consider setting the PSO cap on vehicle fares below that which any operator or potential operator (including Western) could operate profitably, then it would be open to any operator or potential operator to apply for subsidy from the Executive.

It should be pointed out that it was hoped, and still is hoped, that by stimulating genuine competition on the vehicle-carrying side of the route in this market that there would be no need for PSOs and fares caps.  But it is reassuring to know that the option to impose fares caps and reductions still exists, especially if Western became a monopoly operator of vehicle carrying in the market.  
Westerns ability to make monopoly profits here will depend on Executive policy, not any physical monopoly it may have.  While an unregulated private monopoly on this public service route might be tolerated in the short term, it would be highly likely that some administration in the future will regard such a situation on a strategically important public service route as unacceptable, and will impose appropriate PSOs on the route to deal with the monopoly distortions that would otherwise occur.  In that case, it could be ironic that Western may finish up with less discretion and profit if it becomes monopoly provider than would be the case under the present competitive regime, albeit competition of a highly restricted nature heavily tilted in Western’s favour through the frequency restriction on the CalMac service. 

As far as questions of PSOs (and possible subsidy) on foot passengers is concerned, the Deloitte Touche report noted;

 The portion of CalMac's subsidy allocated to the Gourock/Dunoon route is intended to subsidise foot passengers only”
 
Foot passenger traffic often needs financial support through direct subsidy or cross-subsidy because they are low revenue and high cost compared to most other forms of user. In principle, the answer to making issue this non-discriminatory is to (a) justify it against a PSO (b) make such subsidy (most obviously on a per-capita basis) available to all qualifying operators providing adequate services, most obviously the operator on the CalMac route.  Western carries very few foot passengers, bit if it wished to make a case for subsidy, then it would be open to it to apply.  If it is claiming to be a foot passenger provider, subsidy could be made contingent (through the PSO) on adequate shore-based facilities such as heated waiting rooms and toilet facilities for waiting foot passengers.

This leaves the issue of how new vehicle-carrying vessels needed for the CalMac route could be procured after the failed tender. It has been suggested that EU rules mean that public money cannot be used to procure vehicle ferries on Gourock-Dunoon, but this is wrong. It is worth noting that the streakers, built and paid for by public money, were offered for lease by the Executive if an operator wished them for the route. 
 

The Deloiitte Touche report on Gourock-Dunoon co-produced by the Scottish Executive, CalMac and Western Ferries
 showed that two foot passenger-only vessels on the CalMac route would have an estimated annual operating deficit of about £600,000 a year. By contrast, two modern bow and stern roro vessels would have an annual surplus of an approximately equal amount. Updated figures suggest the advantage to the taxpayer in favour of vehicle-carrying would today be even greater.   

 

Even allowing for the higher capital costs of vehicle-carrying vessels, having such vehicle-carrying vessels would considerably help reduce and even eliminate the annual subsidy needed to ferry foot passengers. This is legitimate and indeed to be encouraged under EC rules. 

 

As noted above, the reasons are straightforward.  Foot passengers are low revenue and high cost (especially in crewing levels needed under safety regulations).  Upgrading to a vehicle-carrying vessel adds considerably more to revenues than it does to costs - as Western's own service shows.  That is why the council built the new linkspan for vehicle-carrying vessels.

 

There is no EU rule to stop the Executive building the two new modern roro vessels and then leasing out to an operator at commercial rates, even if it turned out that some subsidy for operations itself was still needed for the passengers until the revived operation was built back up.  The Executive's own report shows that any conceivable level of subsidy for foot passengers would be considerably reduced by vehicle-carrying revenues, and so would be legitimate under EC rules. That is EC Maritime Cabotage and State aid law.
The basic principle that the Commission follows is that if profitable activities can be used to reduce necessary subsidy, then that should be encouraged. That holds whether it is profitable activities helping reduce subsidy necessary for unprofitable activities on a specific route (such as Gourock-Dunoon) or profitable routes in a bundle helping to reduce subsidy necessary on unprofitable routes, as the Scottish Executive’s own research shows in the case of Germany’s plans under EC law.     
The minimum Public Service Obligation (PSO) requirements would be set by the licensing authority …If a lifeline service comes into action, tariff arrangements will be included in the licence agreement … At present there is no lifeline service and the government gives no support to any of the operators …However it would be very likely when a lifeline service is in operation that this service would need subsidy. The government, however, intends to keep subsidy low. It will aim to put lucrative and non-lucrative services in a bundle when tendering or signing a lifeline operator contract. The aim is that these would financially balance each other out, up to a point where subsidy can be reduced to zero
.

The German plans are consistent with the Commission’s decision in the Trasmed case which allows operators to bundle unprofitable lines with unprofitable lines in order to reduce subsidy 

98) The Commission takes note that certain of the lines are not subject to a net annual deficit. Nevertheless, even on these lines the public service contract imposes an additional burden in terms of continuity, frequency and capacity which generates costs and reduces the company's profits. 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.

(99) In this context, even though no exclusive market access rights have been granted to Trasmed, it is useful to refer to the judgment of the Court of Justice of 19 May 1993 in Case C-320/91 ("Corbeau")(27), in which the Court established that the obligation on the part of the undertaking entrusted with [the] task to perform its services in conditions of economic equilibrium presupposes that it will be possible to offset less profitable sectors against the profitable sectors and hence justifies a restriction of competition from individual undertakings where the economically profitable sectors are concerned.

(100) Indeed to authorise individual undertakings to compete with the holder of the exclusive rights in the sectors of their choice corresponding to those rights would make it possible for them to concentrate on the economically profitable operations and to offer more advantageous tariffs than those adopted by the holders of the exclusive rights since, unlike the latter, they are not bound for economic reasons to offset losses in the unprofitable sectors against profits in the more profitable sectors.

In short, The Commission found in the Trasmed case that using profitable lines to cross subsidise on the profitable lines (and reduce overall state subsidy necessary) was consistent with EC law, and further, that an exclusivity provision to protect cherrypicking of profitable lines here would also have been legitimate. The Commission takes a very sensible and logical approach to the question of cross subsidy and exclusivity provisions.

Incidentally, this suggests that the Executive/CalMac attempts to show that all the Calmac routes are loss making in order to justify bundling them all together in one bundle for tendering purposes was completely unnecessary. The crucial thing from the point of view of EC law as the Trasmed case shows is not whether or not a route is profitable, it is whether including the route in the bundle helps reduce overall subsidy.

It also raises questions about the Executive’s position on not going for exclusivity provisions.  I have pointed out elsewhere this threatens to unravel the whole CalMac network.  A senior civil servant said in evidence to the Local Government and Transport Committee of the Scottish Parliament in March 2005 in connection with CalMac services  
We have no powers at present to restrict any operator that wishes to operate any service
.

While this statement might be defended as a civil servant’s flexible use of words, the reality is that the Commission has given the Executive the powers (of exclusivity) to restrict cherrypicking  The Executive have simply chosen not to exercise these powers.  

Indeed it can be further noted (as I have discussed elsewhere) that the Executive does not even intend to impose PSOs on any of the routes in question, this itself raises further issues of legitimacy under EC law once it subsidises these routes  
Conclusion: EC law gives relevant authorities more than adequate powers to deal with issues associated with PSOs and cross-subsidies in the Gourock-Dunoon case in particular, and more widely in the case of the CalMac network. All it takes is for the relevant authority, in this case the Scottish Executive, to use the powers it has under EC law to pursue and protect the public interest.  
Neil Kay December 3rd 2006
� 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 */ 


� Ibid


� 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)


�op cit 


� Research and Advice on Risk Management in Relation to the Subsidy of Ferry Services - Deliverable 1: Factual Summary of EU Member States � HYPERLINK "http://www.scotland.gov.uk/Publications/2005/09/08112309/23133" ��http://www.scotland.gov.uk/Publications/2005/09/08112309/23133�


� � HYPERLINK "http://www.scotland.gov.uk/Publications/2005/09/08112309/23183" ��http://www.scotland.gov.uk/Publications/2005/09/08112309/23183�





� � HYPERLINK "http://www.scotland.gov.uk/Publications/2005/09/08112309/23225" ��http://www.scotland.gov.uk/Publications/2005/09/08112309/23225�





�Final Report: Options for the Ferry Services Between Gourock and Dunoon


 � HYPERLINK "http://www.scotland.gov.uk/library2/doc15/fogd-04.asp" ��http://www.scotland.gov.uk/library2/doc15/fogd-04.asp�





� ibid


� � HYPERLINK "http://www.scotland.gov.uk/Publications/2005/09/08112309/23174" ��http://www.scotland.gov.uk/Publications/2005/09/08112309/23174�





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





� � HYPERLINK "http://www.scottish.parliament.uk/business/committees/lg/or-05/lg05-1002.htm#Col2161" ��http://www.scottish.parliament.uk/business/committees/lg/or-05/lg05-1002.htm#Col2161�








PAGE  
1

