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1 Purpose and Scope of this Document

1.1 Origins of the Document

This document is the Reform Options Report within the Project ‘Advancing Urban Transport Reform in the Europe and Central Asia Region (ECA Region).  

This Project is sponsored by the Irish Government and administered by the World Bank within a cluster of actions designed to assist reform within the Urban Passenger Transport (UPT) sector in the ECA Region. 

This Report is the first of four reports to be prepared by CIE Consult which will review the ECA urban passenger transport sector, and which could form the basis of guidance to city officials and transport practitioners. The set of four reports is 

a) Reform Options Report : Considers and compares models for the organisation of the urban passenger transport with applicability to the ECA Region. Includes international experience and case studies.

b) Administrative Structures Report : Analyses the functions, authority issues, organisational structure options, reporting and oversight relationships within the models for UPT.

c) Administrative Procedures Report : Provides an in-depth examination of possible procedures required to administer the reformed structures under the different models for UPT. Provides details on how to administer competitively bid contracts. 

d) Transport Services Contract Report : Considers contracts for the provision of transport services, taking into account international and local best practice. 

A supporting document which contains 8 Case Studies complements the set of four reports. These Case Studies have been selected to provide practical working knowledge of organisational form and reform in cities that are relevant to the challenges facing the Cities of the ECA Region. The selected cities are Adelaide, Bishkek, Copenhagen, Gothenburg, Helsinki, Leeds, London, and Oslo.

1.2 Reform of UPT in the ECA Region 

The World Bank has prepared a comprehensive strategy for addressing urban transport  matters in the Europe and Central Asia (ECA) region.
  This strategy articulates a broad set of principles that will help countries in addressing their urban transport policy agendas and investment priorities, and also serves as a basis for guiding the Bank in providing assistance to these countries.  The strategy has five pillars including: (a) preferred policies, (b) institution building, (c) investment options, (d) knowledge-related activities, and (e) partnerships and linkages.  

The current urban passenger transport crisis within many ECA countries is given prominent attention within the urban transport strategy.  For a number of reasons, urban passenger transport services have declined in recent years and governments are financially hard pressed to address this problem. While the urban transport strategy document is useful, it is necessarily a general document and cannot delve into the specific steps needed to implement appropriate urban transport policies and investments.  To address this limitation Bank and ECA region policy makers agree that a top priority should be the development of more precise “how-to-do-it guidance” in addressing the current urban passenger transport malaise.

The primary objective of this assignment is to review Urban Transport reform options  for World Bank sponsored urban passenger transport reform programs in the Europe and Central Asia (ECA) Region with a focus on advancing practical implementation of that portion of the Bank’s ECA Urban Transport Strategy.  
While the objective is to review best practices in urban passenger transport reform throughout the ECA region, it is recognized that this assignment cannot possibly lead to conclusions based on a “one-size-fits-all” approach, nor can it take into account all of the nuances and varying laws and regulations among all of the ECA countries.  For this reason a case study review approach using the extensive documentation and experience gained to date in Russia will be used as the foundation of this investigation.
   

The ultimate high-level goal of this investigation will be the achievement of safe, socially responsible and sustainable Urban Passenger Transport in the selected European and Central Asian (ECA) cities that elect to participate in future World Bank sponsored programs of urban passenger transport reform.  This assignment is meant to provide guidance to Bank operations and is meant for Bank’s  due diligence purposes and not for beneficiary use.

1.3 Structure of this Report 

This report is structured with three main sections, relevant to different audiences : 

a) An Executive Summary (10 pages) which presents the main messages to all forms of reader, especially the decision-taker who might not be a transport specialist

b) The technical document (c. 40 pages) on the Reform Options which is intended for the transport specialist. It will set out the concepts, identify characteristics, discuss the various merits, and assess the issues that may confront the proponents and implementers of reforms.

c) An annex (4 pages) which provides a commentary on the draft EU regulation on passenger transport (COM 2002 (107) Final) which could provide a useful model framework for the ECA Region.

2 Executive Summary

2.1 Context of Reform 

There is a strong international trend for reform in the organisation of passenger transport. This is motivated by many factors. Within developed countries, there had been a tendency towards inefficiency and lack of motivation for change and innovation in the services. In Europe, the requirements for a competitive and open market for the provision of services is a key driver for change. 

By contrast, in countries in transition and in developing countries, the public sector has often lacked either the capability or the financial resources to meet the mobility needs of the citizens. They often face serious crises in passenger transport and they need radically different solutions which are both effective and affordable.

Reform aims for better efficiency, better value-for-money, and better quality. It provides the structure and the motivation for both planners and providers of passenger transport to improve cost and performance. It achieves this by introducing competition, and by making all aspects of the process transparent and subject to market forces. 

Chapter 3 of this report introduces the international trends, while Chapter 4 explains the difference between “making improvements” – which in reality is looking for efficiencies within the old structure – and “reform”, which makes fundamental change to the framework in order to achieve the policy objectives.

The scope of reform includes some or all of  : 

a) Restructuring of the Institutional Frameworks, including new governance arrangements

b) Clear separation of the planning and operational functions

c) Opening of the markets to allow new entrants to offer services

d) Procurement of supported services through market processes

e) Corporatisation of formerly public-sector operating entities – i.e. transformation into entities that are structured as companies with associated corporate, governance and accounting principles

f) Privatisation, joint-ventures and other means of modifying the ownership base of parastatal operators

g) Making public assets available to both public and private sector bidders 

h) Mobilising private investment for public infrastructure and services

i) Restructuring the financing mechanisms and incentives within the sector

j) Altering the basis for tariffs and concessionary fares (levels, compensation arrangements)

2.2 Case Study of the Russian Federation

The Russian Federation is examined as a Case Study for the ECA Region. It identifies that following the change from the command to the market economy, finances for both the operations and the capital requirements were severely impacted, such that fleets were not renewed, maintenance costs rose while quality deteriorated, and the tariff setting and exemptions system totally eroded the revenue base of the operators. Many municipalities are now unable to support the fiscal requirements, leading to serious deterioration of the Urban Passenger Transport supply and quality. 

Some cities within the Federation have altered the basis for the organisation and financing of the Urban Passenger Transport. However, these have often been limited or even constrained by the Federal obligations, lack of knowledge on options and implementation skills, lack of coherent proven direction, and financing limitations. The private sector is emerging in some of the cities of the Russian Federation. Typically, this currently functions as supplementary services to the traditional services operated by the public sector, and is often operated by smaller vehicles which are more suited to the financing and maintenance constraints of the private operators. 

The Urban Passenger Transport sector currently faces some key challenges : 

a) How to best organise the urban passenger transport

b) How to mobilise the private sector to offer and provide urban passenger transport services

c) How to establish fiscal frameworks which will lead to sustainable urban transport services

d) What to do with the current public sector traditional transport operators

e) How to balance the need for fiscal control with the need for citizen mobility, both for economy-vital functions such as travel to work, and socially-vital functions such as travel to school and societal participation

f) How to avoid an escalation in car ownership and dependency, which would ultimately have heavy fiscal, environmental and energy impacts

A study of 84 cities has been undertaken by Russian experts within Transinvest which has examined the possible means of mobilising private sector finance. It has concluded that there is no prospect of a return to the past with Federal ownership and massive subsidies. Operating efficiency should be stimulated by competition between autonomous or private operators requiring financial viability through revenue earned and specific compensation for very focussed concessionary fares and exemptions.

There is a very substantial opportunity now for the Russian Federation to examine the frameworks, practices, market structures, procurement processes, fiscal instruments, ownership structures, degree of private sector participation and allocation of initiative from a wide range of countries, including but not limited to the European countries. By assessing these experiences and aligning them with the Russian conditions, the potential exists to provide the needed options and guidance to the cities of the Russian Federation.

The cities of the Russian Federation will need to develop and implement their policies at the local level, but realistically they can only do this safely if they have good quality guidance. 

2.3 Market Frameworks for Urban Passenger Transport

A general classification of the forms of market framework is presented and discussed in Chapter 5 of this report. It identifies that there are four generalised categories, shown in the order of increasing freedom for the market :

1) Administered Supply : A public sector entity, in which the authority for the transport services are vested, plans and directly operates the services (e.g. Vienna, most CIS)

2) Regulated Competition : The transport authority retains the initiative, and allocates the right to operate and any associated financing through an evaluation of available interested operators (e.g. Copenhagen, Helsinki, London, Adelaide) 

3) Light-touch regulation : The transport authority considers applications from operators (of any form of ownership) and grants licences or other permissions, based on relevant criteria (e.g. Finnish regional cities)

4) Deregulated Market : An open market is established in which operators can choose what services to provide, as best suits their core objectives (e.g. UK outside London)

At present, most of the Cities of the Russian Federation and many cities throughout the ECA Region are of the ‘Administered Supply’ type, where most of the network is operated by the public companies. However, this is often in a degraded state with both permitted and illegal operations in parallel.

2.4 Competition for Urban Passenger Transport services

Normally, the key element of reform is the introduction of competition. This can take two forms : 

“On the Road” competition, also called “Competition in the Market”

“Regulated” competition, also called “Competition for the Market”

“On-the-road” competition allows operators to compete directly with each other for customers, with or without restrictions. This is the closest that public transport comes to a totally open market. In practice, while open competition exists in the coach and private hire markets, it is rare in the urban sector in developed countries except for the UK outside London. Even where the market is deregulated, there are often restrictions imposed in the public interest. 

“Regulated” or “off-the-road” competition is the strongest emerging trend, and allows operators to bid for the contract or franchise for specified operating services. The winning bidder usually enters a contract and is given protected or exclusive rights for the service provision. Chapters 5 and 6 of this report focus on Regulated Competition, since this is the most relevant for the ECA Region.

Regulated competition has the greatest complexity from the perspective of the authorities, of organisational frameworks, and of the legal/regulatory frameworks. Despite the increased workload for the authority, the benefits arise in being able to influence (to a greater or lesser degree) the type, quantity and degree of integration of the transport services. At the same time, stability in the provision of the services, and wasteful or destructive competition can be avoided. This requires the authority to take the lead in specifying the service attributes (although this can be at the highest level, and leaving the detail to the operator), establishing and implementing a mechanism for inviting potential operators and selecting among them, establishing and controlling the basis on which the services are provided, and intervening over time as required.

A wide variety of instruments are available to select the preferred operator. As authorities are increasingly required to have transparency in the allocation of both operating rights and public finances, an increasing number of cities are using some form of open competitive process with clear requirements and evaluation procedures. This can be broadly classed as competitive tendering.

Competitive tendering is a broad cluster of mechanisms used to obtain services through the open market, while maintaining a desired level of control over key attributes of the service. In the specific case of the urban bus market, it allows the transport authority to use the market mechanisms to choose among potential operators across a range of factors including price, quality, quantity, degree of innovation and capability of the operator.

For urban transport services, the authority will determine the degree of control it wishes to exercise. This can include some or all of the attributes such as :

· The basic network structure

· Detailed route design

· Detailed timetable design

· Fare structure and ticket types

· Price levels for basic fares and for specific fare products

· Vehicle types and capacity

· Vehicle characteristics (emissions, safety, accessibility)

· Operational characteristics

· Service quality

· Degree of integration

· Customer support services (ticketing, information)

· Freedom for innovation or adaptation by the operator

· Inclusion of societal or other goals

Obviously, the more attributes specified by the authority, the less freedom remains for the operator, and this influences the nature of the bidding process and the allocation of risk. It also requires an increasing level of input and expertise on the part of the authority (although some of this can be bought in through consultant firms or secondments). Hence, competitive tendering can range from procuring a single operator to design and operate the services for the entire area (effectively handing over most of the initiative) through to all attributes being specified in detail (effectively sub-contracting production tasks). The range very much reflects the objectives of the authorities, and the culture in the host environment.

Chapter 6 and the Case Studies (in a separate document) provide practical examples of competitive tendering in selected differing environments, and with differing policy objectives. 

This complexity in tasks, coupled with the need to take on new roles and allocations of initiative, functions and responsibility, create the need for a comprehensive model of the functions of a transport authority. The Administrative Structures and Administrative Procedures Reports provide guidance on these issues. 

2.5 Options for Organisation of Urban Passenger Transport

In developing solutions to the organisation of a city’s Urban Public Transport (UPT) it is important that the structures reflect the city’s objectives for public transport.  Key objectives for any city are likely to be:

· Efficiency and effectiveness – resources need to be used efficiently to maximise potential services and benefits to the city and the services need to be designed to meet effectively the city’s transport needs

· Meeting a city’s wider societal needs for mobility – a city’s objectives are likely to include providing basic mobility for all citizens, and this may require particular service provision, service quality, fares levels, structures and concessions, and co-ordination and integration with the city’s wider policies and plans

· Affordability – It will be critical to ensure that transport solutions can be afforded within a city’s budgets and medium term plans, and that fares charged are affordable by the key user groups of the services

These objectives are examined in more detail in Chapter 7 of this report.  Individual Cities will need to consider whether there are further objectives that need to be taken into account for their particular circumstances.  A further general objective sought by all cities is:

· Safety and environmental– a fundamental requirement will be safe operation, and this should be assured through independent regulatory agencies

This is considered separately since in most respects safety and environmental issues can in principle be tackled in any organisational approach. 

In considering what UPT organisation is appropriate in any city there a number of further factors and issues that will influence the decision.  Key amongst these are:

1. Current Market Structure.  To what extent are there sustainable operating companies in both the public and private sector?  Does the city face an effective monopoly service operator, and are alternative operators likely to come into being?

2. Market Capability.  Are there operators with the knowledge and capability to organise major routes and undertake service planning to meet a city’s transport needs?  Would operators be able to access funds for investment and expansion and participate in and enter into medium term service contracts?

3. Financial Probity.  Are measures in place (or able to be introduced) to prevent financial irregularities and which could facilitate revenue sharing and responsibilities as appropriate?

4. Market Stability.  Is the city able to offer long-term stability and offer existing and potential operators certainty over regulatory and financial frameworks into the medium term?  This will be essential if operators are to make long-term commitments, particularly to operating contracts which are deficit funded by the city.

It would be surprising if all of these issues were initially satisfactory in all cities.  The extent to which these affect choice of organisation is discussed in Chapter 7, together with the potential implications for establishing transitional organisational structures while the market develops and becomes capable of sustaining a city’s preferred option.

2.6 Organisation Options

In detailed terms, there are almost limitless organisational options, ranging from direct government management and operation to complete privatisation.  However, for this discussion three broad generic structures have been considered, together with key options and variations.  These organisational models are:

Administered Public Supply – The primary ownership and control rests with the city, with decisions on policy, services and delivery of the operation retained.  Consequently, aside from basic safety and vehicle regulation, there is little need for regulation.  In some instances as discussed below the operation itself is ‘corporatised’ to make a separation from the city’s policy-making.  The private sector is only involved as determined by the public sector operator and is generally not a supplier of services themselves.

The Free Market Model – Ownership, control and operation is entirely within the private sector in the most extreme examples of this model.  On-street competition between operators and companies is allowed and indeed encouraged.  The full innovation and expertise of the private sector is engaged, but there is very limited if any scope for the city to influence outcomes.  Regulation is limited to safety, environmental and as appropriate a city or government’s monopoly and competition regulations.

The Regulated Market Model – The city sets out its requirements from the market and encourages operators to compete for the right to provide services in line with these requirements.  These operators may be exclusively in the private sector or a mix of public and private sector operators (competition is generally not solely between public sector operators).  Operators granted rights to operate by the city will normally have assurances that they will be protected from external competition ‘on-the-road’.  (as discussed in section 2.4 above).

Chapter 7 examines in detail the generic models for organisation of UPT, identifying for each the strengths and potential weaknesses.  A key issue in consideration of the Free Market or Regulated Competition models is the existence of competition and an active private sector.  Aside from privatisation of public sector operations, one of the key ways in which a more competitive market can be fostered is through progressive offers to participate in competitions for tender.

In reaching decisions on organisation of their UPT, cities need to identify their own particular objectives for UPT and have a clear understanding of the existing market structure and the likely or potential changes to it.

For the Administered Public Supply approach to be effective it  requires  elements of competitive tendering, which are likely to need to be an on-going potential choice for all operations.  Even with this, there remain significant risks of conflict between policy and ownership of the operating activities.

The Free Market model places significant risks to the achievement of a city’s transport and societal objectives, although measures can be taken to limit (but not eliminate) this impact.  These measures are likely to include some elements of competitive tendering.

The Regulated Competition approach balances public sector control of policy and service planning decisions with the active involvement of the private sector.  While there is some loss of direct influence, this is likely to be more than compensated by the increased effectiveness and efficiency provided due to the competitive processes.

In all approaches, however, the city’s objectives are likely to require some element of competitive tendering.  With Administered Public Supply this will create the pressure to raise general performance by tendering parts of the network.  In the Free Market approach this will be to fill the gaps left by the private sector.  However in the Regulated Competition approach the entire market is likely to be subject to competitive tender.

2.7 Practical Organisational Models for UPT

Chapter 7 also consider potential practical implementation of two  generalised models (a) and (b) and one transitional phase (c) which have the most relevance to the cities of the ECA Region, and which allow the participation of the private sector: 

a) Light Touch and minimum regulation – development of the Free Market model

b) Citywide competitive tendering - Regulated Competition
c) Partial network in the public sector, but some services contracted to the private sector – Administered Public Supply
For each of the two models and for the transitional phase s, implementation aspects and variants are discussed, along with some practical aspects and examples. Note that (c) is actually presented as a transitional phase to Model  (b), citywide competitive tendering.   The transitional phase is not proposed as a natural end-state.

It is important to note that each of these approaches has strengths as well as potential weaknesses. More importantly, there are circumstances where they are suited, and others where the conditions are unsuited to them. Much of the discussion in Chapters 7 through 10 is directed to understanding better their characteristics and potential limitations, and hence which is likely to work best for specific circumstances. 

2.7.1 When can Administered Public Supply be considered as ‘Reform’ ?

The so called transitional phase – part of the network remaining in the public network with some services contracted out – is intended  as a transition phase to citywide competitive tendering. It is recognised that sometimes there will not be the proper conditions for citywide competitive tendering. Then, it could be that the partial public network remains the situation for an indefinite period. Nonetheless, this should always be viewed as a transitional model, where the conditions for greater market access are regularly reviewed. 

Here, we need to make a clear distinction between reform and protectionist behaviour. There is a danger that Cities could formalise some existing private sector operations or allocate to them the least favourable sector, and then protect the public-sector operator who keeps the big bus part of the network under the old conditions. Equally, there is a risk that actions are taken to control the private sector and prevent their fair growth. Such actions are clearly protectionist and deliberately designed to keep private operators out and to avoid the incumbent from having to face competitive pressures. 

Using the Administered Public Supply as an option cannot be considered as “reform” unless the following conditions are met :

· Restructure the Municipality as a Procurer of transport services through contracts

· Reform the relationship with the incumbent public sector operator so that there is a formal basis between two distinct parties

· Place the incumbent public sector entity at ‘arms-length’ by corporatising it and establishing a form of governance that is not part of the line-command of the Municipality

· All services are provided under formal contract with explicit definition of services,  performance, payments, and corrective mechanisms

· All money flows are through the contract, and block subsidy is terminated

· Non-market contracts must be for a defined time period (we suggest 3 years) and should have inbuilt mechanisms which force efficiency improvements

· A competitive, open market is created for all other services. 

· At least two significant core routes should be offered on a competitive basis (even if won by the incumbent) to test the market and to get the incumbent to participate in and understand the process

· There must be clear and valid reasons for the portion of the network which is not open to market

· A periodic formal review must be carried out on the portion of the network to be protected. This should be carried out about a year before the end of the contract, and should take into account factors such as the service performance, changes to the potential competition base, performance on the competitively procured services

2.8 Applicability of the Models to ECA Region 

Chapter 8 considers three issues which are relevant to the applicability of the models to the ECA Region. The relative balance and the factors are likely to vary from one country to another, but they should at least be taken into account before committing to a specific direction for reform. These are : 

· Country specific factors

· The participation of the private sector

· End-state and transition issues

It is good to set targets for the longer term objectives, but it may be pragmatic to take a phased approach. Reaching an attainable target allows a period of consolidation, and then a further transition when the conditions are suitable. Failure at an over-ambitious target has serious consequences for all stakeholders, and may undermine political and investor confidence for further efforts. 

2.8.1 Country Specific Factors

Cities who wish to implement reform need to consider which specific factors apply in their area, and whether they would frustrate competitive tendering. If there is a significant risk, then it may be safer to transition to an intermediate scenario which achieves at least some of the efficiency or quality gains, and then move to citywide tendering in some years when the conditions permit. However, the long-term goal should be made clear, so that all stakeholders factor it into their business strategies. Relevant factors include : 

· The existence of an empowered, competent transport authority who can act as a Client for transport services

· The existence of adequate legislation to allow and support the competitive tendering process

· Legislation, support mechanisms, agencies to prevent anti-competitive behaviour by either public sector operators or by private entities

· The probity of the transport authority and the decision-taking and selection processes

· The existence of adequate and stable funding channels for multi-year contracts

· Existence – or at least the potential for – a pool of competent, willing competitors

· Availability of finance and other resources at reasonable cost

· Political will to overcome entrenched vested interests, especially the incumbent public sector operator – including strong union opposition, and heavy costs of scaling down or unbundling the entity (e.g. deficient pension funds, redundancy costs)

2.8.2 Engaging the Private Sector

Successful competitive processes require a healthy private sector willing to compete, and constraints on any public sector agencies from unfair practices and cross-subsidisation. In countries where competitive tendering has been successfully introduced (see Chapter 6 and the Case Studies) there has been a sufficient supply of private operators of good quality, with adequate financial and operational resources, and willing to compete within the framework established by the authority.

Attempting to define the nature of the Private Sector in the ECA Region is beyond the scope of this report, since it is so diverse and covers so many territories. Nonetheless, it can be seen that the private sector is able to participate in many forms, although rarely in the same way as in EU countries or in the southern hemisphere. This is, in part, due to lack of access to capital, lack of stability in the sector, and to problems caused by the institutional framework. 

In countries such as Uzbekistan, we see the emergence of associations of owner-drivers who can form ‘brigades’ to act as a virtual unit and take on the responsibility normally associated with conventional companies. In Kyrgyzstan, private operator companies have emerged in Bishkek to win routes under both the allocation and the tendering system; while in Osh private companies have invested in imported second-hand large buses to operate conventional services. 

However, not all efforts at involving the private sector are successful. For example, in Sofia the City offered bus routes to international tender in two separate rounds. In the first round, only 5 of the 16 bus routes on offer received even the minimum number of three bids, and the second round fared no better. The municipal transport company won most of the routes, and the remainder of the routes were won by small, mostly inexperienced, local operators.  

Taking the Russian Federation as a case study example, there is an active participation of the private sector in many cities. However, it generally is not of the form that typically proves successful in countries that currently have competitive procurement processes. This provides a clear warning that there may be a misalignment, and that either the operators or the conventional means of procurement will need radical change.

While there is extraordinary diversity in the private sector in the Russian Federation, the following observations are made :

· Private operators mostly operate on a commercial basis – they do not carry concessionary passengers or accept season tickets, and have higher tariffs than the ‘social work’ services. 

· As a result, they are profitable, and this attracts new entrants who can access a vehicle 

· The vast majority of the private sector vehicles belong to individual owners of one or a few vehicles. These are either owner-drivers or owners who rent a few vehicles to people who drive for them

· The vast majority of private sector vehicles are midi (e.g. PAZ) or minibus (e.g. Gazelle) since these are affordable, easily self-maintained, don’t require advanced facilities, are easy to drive, and can be parked in residential areas

· Initially, these vehicles were readily available surplus from companies with works transportation (e.g. factories, mines, farms) but more recently they are new purchases as cities have demanded better quality vehicles

· Operator associations are generally representative rather than having the operational capability to take on route contracts and organise the individual operators as a unit

· There are few big buses operated by the private sector, except for a small number of cities such as Rostov-on-Don and Voronezh where the conditions have allowed it

· Big buses are mostly second-hand imports which have reached end-of-life in countries such as Germany, and can be purchased cheaply with a potential working life of 3-5 years. However, the recent huge increase in duties on imported vehicles has seriously damaged the viability of such imports, and hence the overall business case.

· A small number of significant private sector companies exist in cities such as Rostov-on-Don and Voronezh, but otherwise private companies are very small in scale

· The taxation basis is typically different for the private sector since mostly they qualify as small enterprises (different tax code). Even for larger entities, they can structure themselves into units to avail of the small company tax conditions

It is difficult to assess at present whether the large participation in the market is an oversupply by amateurs who have wrongly perceived the opportunity to make a fortune; or whether it is an entrepreneurial base that just needs to be re-aligned and restructured to create the platform for real competitive forces. In all probability both tendencies exist, and as the market reform is introduced there will be a major shake-out in the sector with the amateurs disappearing and the professionals prospering.

2.8.3 Obstacles to implementation : Example of the Russian Federation UPT
The Russian Federation is again used as a Case Study to illustrate obstacles faced in the ECA Region. Apart from the usual obstacles faced by all entrepreneurs, the following specific structural problems face the private operators in the Russian Federation :

a) There is currently a lack of a formal institutional framework and market structure to allow either  entry to the commercial market, or participation in the revenue-supported sector

b) Cities currently believe that they can only enter into contracts for a maximum of one year, on the grounds that they have only annual and not multi-year budgets. This seriously undermines confidence for either the entrepreneur to invest money in assets, or for financial institutions to lend money. As a result, operators typically lease vehicles which is a very expensive finance route. 

c) In any case, the sector is seriously under-funded, and there is currently no framework which forces the cities to put in place financial and cash-flow stability. Even for short term arrangements, it is not uncommon for payments to be several months late. This is disastrous for small private companies

d) The anti-monopoly commission has considered that any arrangement where a city contracts out part of the network is anti-competitive. The logic is that it excludes other entrepreneurs from entering that portion of the market. They have initiated actions against cities that have attempted to organise services under contracts. Naturally, this utterly undermines both city and operator confidence in the processes.  A new balance is needed which allows Cities to organise the transport supply, while complying with the spirit of competition law.

e) Access to finance at reasonable rates and without the need for unreasonable collateral

f) Access to maintenance and higher-order service facilities

g) Training and business skill development

These are not insurmountable problems, and indeed many actions are currently being taken by the Ministry of Transport of the Russian Federation to overcome them and create the conditions for implementation of reform.  This illustrates the need to tackle structural issues at the Federal or National level where necessary. 

2.9 Managing and Sustaining the Processes

The processes for implementing the reform models are dealt with in detail in the Administrative Structures and Administrative Procedures Reports. Chapters 9 and 10 of this report identify some key practical issues that the Decision-Takers need to consider in both selecting and designing the reform process for an individual City or location. 

Examination of the Case Studies, plus many others, have indicated that there are five main tasks that have to be assured for successful competitive procurement of passenger transport services, regardless of the degree of specification of the services. These are : 

· Ensuring proper conditions for competition, and taking stimulatory action if necessary

· Clear specification of the service requirements and other objectives, based on a realistic assessment of what can be afforded

· Careful design of the competition, and especially of the selection criteria

· Management of the contracted services over the contract life, including monitoring and intervention mechanisms

· Preparation for renewals in good time, and refining the process if necessary

In very many locations, competitive tendering has produced very real achievements in terms of efficiency and cost gains. However, the process is only sustainable if good quality services can be procured at reasonable cost indefinitely. A further (and not trivial) consideration is whether the transport authority can continue to drive the process with sufficient skill and resolve. Chapter 10 of this report discusses a number of potentially destructive aspects which must be carefully watched by City officials, and may require intervention : 

· Tendencies to monopolist behaviour

· Tendencies to commercially unsound behaviour

· Inherently low profit margins

· Maintaining the competence and motivation of the transport authority

· Tendencies to ever-increasing or unaffordable specifications 

These barriers can be managed and overcome, provided that they are recognised, taken seriously, and acted upon effectively – the purpose of this section of the report is to draw attention to them so that Cities are properly prepared. Examining best practice around the world provides a wide range of case studies on how to develop the competitive market, and how to avoid being ‘captured’ by it.

3 Changing Nature of Urban Passenger Transport Markets 

This section considers urban bus services in the broadest international context. In recent years, there has been a strong interest to understand the institutional relationships, organisational structures and the dynamics of the sector (1, 2, 3, 4). This is a prerequisite to initiatives which will change institutional frameworks, access to the market, and the allocation of primary roles and responsibilities. 

In the context of the fundamental law, urban public transport (including bus services) can be classified as being fundamentally either a public command or a function of the market (1, 3).

3.1 The Public Command Approach

In the case of the public command approach, the legal basis is that it is provided on "command" of the relevant authority as a core service to the citizen. In such cases, the public transport service is typically one of many services under the control of the municipality and supported as necessary from the public purse. Usually the operations are carried out by public sector entities, although they may be contracted out. The main point is that only the authority has the legal right to determine or to change the offered services. It may require changes to the fundamental law to give rights of initiative to operators.

For many decades, this has been the case throughout the Comecon Region, and is still the case in the Russian Federation. However, in countries of Central and East Europe and within the CIS, there are cases of change to a Market Approach.

3.2 The Market Function Approach

In the case of the market approach, public transport is considered within the law as an activity that is naturally provided by entities interested in engaging in trade and carrying risk in the pursuit of profit. In some cases the market functions well, there is profit to be made, and the primary interest is the regulation of the market in the public interest. 

In other cases, the market has ceased to function well (for example, due to the services becoming unprofitable) and the public authority has intervened through mechanisms such as planning, direct operation, support financing, and co-ordination in order to meet urban and societal objectives. 

However, despite the intervention being a "temporary" corrective measure, it is not unusual for the public sector to entrench the situation, and behave in many ways as though they were in the public service scenario, even using the regulatory mechanisms to exclude market initiatives. To overcome these distortions, changes to the fundamental law are not required, but policy reform, institutional and regulatory framework changes, and explicit market-oriented actions will be needed. 

3.3 Trends in the market

Most noticeably in the past decade, there has been a very clear international trend towards an open market for the provision of urban public transport. Changes have included :

a) Restructuring of the Institutional Frameworks to allow different basis and forms for the organisation of the passenger transport, and new relationships among the entities

b) Clear separation of the planning and operational functions

c) Opening of the markets to allow new entrants to offer services

d) Procurement of supported services through market processes

e) Corporatisation of formerly public-sector operating entities – i.e. transformation into entities that are structured as companies with associated corporate, governance and accounting principles

f) Privatisation, joint-ventures and other means of modifying the ownership base of parastatal operators

g) Making public assets available to both public and private sector bidders 

h) Mobilising private investment for public infrastructure and services

There are four dominant motivations driving this trend :

1) Countries in transition (e.g. Republics of the former Soviet Union), with fiscal crises (e.g. South-East Asian countries), or the poorest countries (e.g. Sub-Saharan Africa) have been unable or unwilling to avoid a collapse of conventional public transport, and the private sector has become the de facto primary supplier. In some cases the regulatory framework adapts to the reality, in others it is effectively unregulated or self-regulated. (5, 9)

2) The Market Economy has been in the ascendancy, and many nations have taken a clear policy to open up markets, to reduce direct operations by the public sector, to privatise public assets, and to seek value for money through market processes. (5)

3) The European Union (EU) requires a full opening of the market for services. While the precise requirements are under negotiation, many EU Member States and Accession States (States in the process of becoming Members) are already adapting their frameworks and processes in this direction. (3, 6, 7, 8). An outline of the EU Regulation is provided in Case Study H.

4) International lending agencies, especially the World Bank and the IMF, have strongly promoted the Reform and Market Economy agendas. In many cases, reform of the public transport market has been made a condition of loans for transport investment projects.

3.4 Case Study of the Russian Federation

The Russian Federation is used here to illustrate the changes and the challenges facing countries within the ECA which have been in transition from the “Command” to the “Market” economy. 

3.4.1 Urban Passenger Transport in the Soviet era

During the Soviet era, Urban Passenger Transport functioned within the command economy. In most cases the networks and services were planned in an integrated way with the urban and land-use planning. Housing, industry, services and other land-use functions were clearly delineated, and the transport services were planned to link and serve these functions. Norms were established for the choice of modes to use (metro, tram, trolleybus, bus), for the levels of service, and for the technical specifications of the vehicles to be used.

Urban Passenger Transport was provided by the public sector, with the finances being provided from the public purse. As a fundamental public service, the tariffs were designed to be affordable and during this period 15 categories of person were given Union-level exemptions from paying fares. Tariffs were set according to Federal norms. The organisation of the transport services was established along functional lines with various service and resource input norms. Standard vehicles were supplied from throughout the Comecon region, with normalised vehicle life and replacement regimes. 

3.4.2 The Current Situation and Response

While this system served the urban areas and the citizens well in its time, it was highly vulnerable to the change from the command to the market economy, and the termination of the Soviet Union. Finances for both the operations and the capital requirements were severely impacted, such that fleets were not renewed, maintenance costs rose while quality deteriorated, and the tariff setting and exemptions system totally eroded the revenue base of the operators. Municipalities were unable to support the fiscal requirements, leading to serious deterioration of the Urban Passenger Transport supply and quality. 

Three separate elements have mitigated the deterioration of the Urban Passenger Transport, but these are insufficient without a coherent, comprehensive and extensive response throughout the Federation : 

1) Some cities within the Federation have altered the basis for the organisation and financing of the Urban Passenger Transport. However, these have often been limited or even constrained by the Federal obligations, lack of knowledge on options and implementation skills, lack of coherent proven direction, and financing limitations.

2) The private sector is emerging in some of the cities of the Russian Federation. Typically, this currently functions as supplementary services to the traditional services operated by the public sector, and is often operated by smaller vehicles which are more suited to the financing and maintenance constraints of the private operators. However, some cities such as Cherepovets have had supplementary private operations established since the mid-1990’s, while Rostov-on-Don now has private companies with more than 100 buses, and in Voronezh  87% of the bus service volume is provided by private operators (source : data provided to Ministry of Transport of Russian Federation by Voronezh City, June 2003).

3) The World Bank extended a loan to the Russian Federation over the period 1996-2002, under which vehicles were refurbished and replaced in 14 cities of the Federation. A condition of the loan was that the cities were required to take actions to improve the sustainability of the urban transport services. This has improved the fiscal and service conditions, although it has not fully achieved the necessary level of sustainability. In parallel to the World Bank action, an EU TACIS action (“Institutional Reform in the Public Transport System of Medium Sized Cities”)provided assistance to the same cities in the ‘soft’ areas including network planning, operational and business dimensions.

It is now clearly understood that the institutional, planning, supply, market and financing frameworks of the Soviet era are gone, and will not return in the foreseeable future. The Cities of the Russian Federation require new solutions for the first decade of the 21st Century which meet the transportation needs, are aligned with the changes in the economy and society, and which can harness the potential of the various transport resources. 

3.4.3 The Emerging Challenge

The Urban Passenger Transport sector currently faces some key challenges : 

a) How to best organise the urban passenger transport

b) How to mobilise the private sector to offer and provide urban passenger transport services

c) How to establish fiscal frameworks which will lead to sustainable urban transport services

d) What to do with the current public sector traditional transport operators

e) How to balance the need for fiscal control with the need for citizen mobility, both for economy-vital functions such as travel to work, and socially-vital functions such as travel to school and societal participation

f) How to avoid an escalation in car ownership and dependency, which would ultimately have heavy fiscal, environmental and energy impacts

The cities of the Russian Federation will need to develop and implement their policies at the local level, but realistically they can only do this safely if they have good quality guidance. 

A study of 84 cities has been undertaken by Russian experts within Transinvest which has examined the possible means of mobilising private sector finance. It has concluded that there is no prospect of a return to the past with Federal ownership and massive subsidies. Operating efficiency should be stimulated by competition between autonomous or private operators requiring financial viability through revenue earned and specific compensation for very focussed concessionary fares and exemptions. (source : “Urban Public Transport Status and Reform Initiatives in the Russian Federation, Ministry of Transport of Russian Federation, Moscow, 2002).
As a result of the study the Federation Ministry of Transport has established an Urban Passenger Transport Reform Centre to further develop and disseminate reform. The objectives of the centre are (a) to support further development of the reform study (b) to accelerate the dissemination of information across the Russian Federation in a manner which will reach the largest number of people who could use this knowledge, and (c) to support local officials that wish to implement the proposed reforms, especially the introduction of competitively provided services, in their cities.  

For more than a decade, municipalities and transport authorities throughout Europe have faced the challenges of reforming the urban passenger transport, albeit from a better financial basis and with better possibilities for mobilising private sector finance. Very substantial reform has now been achieved, especially in countries such as Sweden, Norway, Finland, Denmark, UK and Poland. EU regulations regarding procurement of service are expected to be implemented within the next 2-3 years. 

There is a very substantial opportunity now for the Russian Federation to examine the frameworks, practices, market structures, procurement processes, fiscal instruments, ownership structures, degree of private sector participation and allocation of initiative from a wide range of countries, including but not limited to the European countries. By assessing these experiences and aligning them with the Russian conditions, the potential exists to provide the needed options and guidance to the cities of the Russian Federation.

4 Reform vs. Improvements

In this section, we briefly consider the concept of ‘Reform’, which implies deep and radical change of the current system, and contrast to ‘Improvements’ which leave the underlying framework unchanged.

4.1 Typical ‘improvements’

Many cities seek to implement ‘Improvements’ when they are faced with a financial or service quality challenge in the urban transport. These are adjustments to the current transport offer or organisation, but leave the underlying framework unchanged. 

Typical improvements include : 

· Adjustment to the tariff level or ticket types e.g. raising the tariff to generate revenue  

· Changes to the volume of service e.g. either increases to satisfy public demand, or reductions to solve a budget problem

· Changes to the fleet or infrastructure renewal strategy, either to improve quality or to save money by deferring capital expenditure

· New customer facing services e.g. ticketing, information, facilities at stops

· Customer-care programs including driver training, vehicle interior quality

· Better information systems, better internal management

· Better financial controls, revenue protection, programs to stop theft/fraud

· Formal appraisal mechanisms for projects, network changes, lines

· Changes to the maintenance practices for better efficiency and/or availability of vehicles

· Increased funding to the sector for targeted objectives

These are among the tools available to the passenger transport authority of a City (whatever form this may take, see the Administrative Structures Report for detailed discussion) to improve the quality, output or efficiency of the urban passenger transport. They allow the authority or operator to adjust the current supply and to align it better with the strategic objectives and the needs of the stakeholders. 

4.2 Limitations of improvements

When the underlying framework is appropriate, then improvements are an adequate mechanism to achieve the best possible quality, efficiency and alignment with customer needs. 

However, sometimes improvements are not enough. When there are structural deficiencies, either the available improvements become insufficient to solve the problems, or the framework prevents the improvements from being made or from yielding their intended benefits. 

Examples of where the scope for solving problems by improvements are insufficient are : 

a) Where the existing operators are unwilling or unable to either reduce costs or increase quality to levels which are achievable by others

b) Where willing potential operators who can provide services at better quality or cost are blocked from participation in the market

c) Where changes to the network, services, customer interfaces etc. are systematically and consistently blocked by stakeholders who act as ‘gatekeepers’ for their vested interests

d) Where there is poor motivation for innovation and adaptation of the service among the existing decision-takers

e) Where the funding framework is structurally deficient and is either undermining the viability of the sector or forcing sub-optimal investment or allocation decisions

f) Where the current sources of capital are insufficient, but other available sources of capital are restricted or prevented from participation

In these types of situation, adjustments to the current situation will never be able to overcome the structural deficiency.

4.3 Scope of Reform

‘Reform’ implies a fundamental change to one or more elements of the underlying framework for the organisation or provision of the urban passenger transport services. These are targeted changes, usually with a political dimension, that should alter the relationship among the actors and/or the dynamic of the sector. If they are properly designed, they will allow a radical change which will lead to a new equilibrium, and achieve much better performance in key measures such as quality, mobility, customer satisfaction, efficiency, costs, etc.

The scope of reform should include most or all of  : 

a) Restructuring of the Institutional Frameworks, including new governance arrangements

b) Clear separation of the planning and operational functions

c) Opening of the markets to allow new entrants to offer services

d) Procurement of supported services through market processes

e) Corporatisation of formerly public-sector operating entities – i.e. transformation into entities that are structured as companies with associated corporate, governance and accounting principles

f) Privatisation, joint-ventures and other means of modifying the ownership base of parastatal operators

g) Making public assets available to both public and private sector bidders 

h) Mobilising private investment for public infrastructure and services

i) Restructuring the financing mechanisms and incentives within the sector

j) Altering the basis for tariffs and concessionary fares (levels, compensation arrangements)

The options for reform are presented in the chapter 7 of this report. Examples of how these work in practice are given in the international experience in Chapters 5 and 6, and in the Case Studies.

5 Classification of Markets and Competition

This section introduces a general classification of market types, and the different ways in which operators can compete in the market. 

5.1 Market Classification

A market classification can be developed to span the range from absolute public service to absolute free market. The Department for International Development of the UK (4) defines a "spectrum" of nine types of regulatory/market environments :

· Public monopoly

· Management contracting

· Gross cost service contracting

· Net cost service contracting

· Franchising

· Concessions

· Quantity licencing

· Quality licencing

· Open market

It is also possible that different regimes can exist in the same location for different modes (e.g. long-term franchises or public monopoly for rail-based mode, with more competitive market for bus/paratransit). Also, there may be an unofficial or unregulated market for paratransit in parallel to the formal network (even where this is contrary to transport policy). 

While this classification is very useful, it should be recognised that it actually combines the three concepts of :

a) regulation of the market

b) market type

c) access to the market and means of procurement

Taking these trends into account, it is possible to extract from the Department for International Development  “spectrum” a simpler classification of regulatory and market framework, within which the nine market environments and their variants (referred to above) can be positioned. Four generalised models can be identified. Of these, we will examine models 2 (controlled competition) and 3 (light-touch regulation) in Chapter 7, as well as a hybrid of 1 and 2 where the core market is not open, but some services are procured.  We also comment on potential hybrid options either as transitions or as end-states.

1) Administered Supply : A public sector entity, in which the authority for the transport services are vested, plans and directly operates the services (e.g. Vienna, most CIS)

2) Regulated Competition : The transport authority retains the initiative, and allocates the right to operate and any associated financing through an evaluation of available interested operators (e.g. Copenhagen, Helsinki, Adelaide) 

3) Light-touch regulation : The transport authority considers applications from operators (of any form of ownership) and grants licences or other permissions, based on relevant criteria (e.g. Finnish regional cities)

4) Deregulated Market : An open market is established in which operators can choose what services to provide, as best suits their core objectives (e.g. UK outside London)

5.2 On-the-road Competition

“On-the-road” competition (also called “competition on the market”) allows operators to compete directly with each other for customers, with or without restrictions. This is the closest that public transport comes to a totally open market. In practice, while open competition exists in the coach and private hire markets, it is rare in the urban sector in developed countries. Even where the market is deregulated, there are often restrictions imposed in the public interest. The following are examples of direct competition in urban areas : 

1) Scheduled bus services in the UK outside of London operate in a deregulated environment since 1986. Operators are free to enter/exit the market through a registration process (no route licence needs to be granted) subject to having an operator’s licence. This has led to a totally open market with direct competition based on service volume, pricing and quality. Operating costs and subsidies were dramatically reduced, although there was a general reduction in the passenger market. 

After a period of competition among established and new players of different size and ability, the market has settled (10, 11). A period of consolidation has occurred in which six large companies dominate the entire UK market, each generally does not try to compete in the others’ recognised operating areas and there are few direct competitive battles. For example, in the City of Leeds, the dominant operator has 80% of the market. In the City of Newcastle-upon-Tyne, the three main operators have broadly the same territory and market share as their pre-deregulation predecessor companies, and there is a clear understanding of each other’s “territory”. Nonetheless, the subsidy levels and unit costs have remained significantly lower, although labour-cost inflation is now starting erode some of the gains.
Until now, the Transport Authorities (and their Passenger Transport Executives – PTEs) have only been allowed to intervene in the market by providing financial support for routes (or unprofitable  times on routes) which are considered necessary but not offered commercially by the market. This means that the instruments of network development and integration have not been available to the PTEs, and many commentators argue that the market has failed to collectively provide a quality service. In October 2001, the UK Government granted powers to local authorities to specify quality standards for local bus services and to take remedial action to contract out bus services that have failed to deliver (12). It remains to be seen to what extent the PTEs will avail of these powers, and whether this means the end of the totally deregulated era in the British bus market.

2) Various South American cities have opened up their urban bus markets, either within the framework of economic liberalisation, or due to the collapse of the public sector entities. In Santiago, Chile, the provision of urban bus services was progressively deregulated in terms of supply and fares between 1979 and 1983, with the public bus company being shut down in 1980. The bus fleet doubled, although this was in the form of microbuses (32-seaters) and ‘taxi-bus’ (21-seater). Fares converged towards a flat fare at significantly higher levels than the previous microbus level. Patronage dropped, although the network became more diverse. Operators were typically very small enterprises which formed route associations, with very little competition against each other either on price, although there was substantial effort on the street to capture passengers (13). Thus, the deregulated market settled relatively quickly and did not exhibit a sustained dynamic innovative or competitive force to the benefit of the consumer. By the late-1990’s, the market in Santiago was re-regulated, although it still remains fully in the domain of the private sector.

3) The most widespread form of on-street competition is illegal transport activities. While these are rare in Europe, North America, and the most developed Asian cities, they are widespread in African, South American and Central and South-East Asian cities, as well as in many Russian cities. This form of operation usually occurs where there is a combination of weak regulatory control, a substantial informal economy, and weakness of the public sector operator (5). It may occur with the tacit approval of the transport authorities, or in conflict with the enforcement authorities. Brazilian cities provide a particularly interesting set of references, ranging from cities such as Recife and Curitiba which use the police powers to ban these forms of paratransit, through cities such as Brasilia and Rio de Janeiro which try to contain and direct the scope of such operators (14).  

5.3 Off-the-road Competition

Chapter 6 of this paper will focus on the third type of market environment, “off-the-road” or “controlled” competition (also called “competition for the market”), since it is the strongest emerging trend, and the one with the greatest complexity from the perspective of the authorities, of organisational frameworks, and of the legal/regulatory frameworks. 

Despite the increased workload for the authority, the benefits arise in being able to influence (to a greater or lesser degree) the type, quantity and degree of integration of the transport services. At the same time, stability in the provision of the services, and wasteful or destructive competition can be avoided. This requires the authority to take the lead in specifying the service attributes (although this can be at the highest level, and leaving the detail to the operator), establishing and implementing a mechanism for inviting potential operators and selecting among them, establishing and controlling the basis on which the services are provided, and intervening over time as required.

A wide variety of instruments are available to select the preferred operator. As authorities are increasingly required to have transparency in the allocation of both operating rights and public finances, an increasing number of cities are using some form of open competitive process with clear requirements and evaluation procedures. This can be broadly classed as competitive tendering.

This complexity in tasks, coupled with the need to take on new roles and allocations of initiative, functions and responsibility, create the need for a comprehensive model of the functions of a transport authority. The Administrative Structures and Administrative Procedures Reports provide guidance on these issues.

6 International Experience with Competitive Tendering

This section introduces the concepts of competitive tendering. Note that it is not a regulatory or market type in its own right. Instead, it is primarily a procurement method that can be used regardless of the framework type – even in the public monopoly case.

Competitive tendering is a broad cluster of mechanisms used to obtain services through the open market, while maintaining a desired level of control over key attributes of the service. In the specific case of the urban bus market, it allows the transport authority to use the market mechanisms to choose among potential operators across a range of factors including price, quality, quantity, degree of innovation and capability of the operator.

For urban transport services, the authority will determine the degree of control it wishes to exercise. This can include some or all of the attributes such as :

· The basic network structure

· Detailed route design

· Detailed timetable design

· Fare structure and ticket types

· Price levels for basic fares and for specific fare products

· Vehicle types and capacity

· Vehicle characteristics (emissions, safety, accessibility)

· Operational characteristics

· Service quality

· Degree of integration

· Customer support services (ticketing, information)

· Freedom for innovation or adaptation by the operator

· Inclusion of societal or other goals

Obviously, the more attributes specified by the authority, the less freedom remains for the operator, and this influences the nature of the bidding process and the allocation of risk. It also requires an increasing level of input and expertise on the part of the authority (although some of this can be bought in through consultant firms or secondments). Hence, competitive tendering can range from procuring a single operator to design and operate the services for the entire area (effectively handing over most of the initiative) through to all attributes being specified in detail (effectively sub-contracting production tasks). The range very much reflects the objectives of the authorities, and the culture in the host environment.

This section gives six examples of competitive tendering and other forms of procured services in action. It is intended to show a range of purposes, and thus of application and results. These are presented in order of increasing “hands-on” involvement of the transport authority.  The examples are French cities, South Africa, Adelaide, Helsinki, London, and Oslo. 

In each case, the discussion relates only to the conventional scheduled bus services, although in the French cities, Helsinki, Oslo and London cases, LRT/trams form part of the total transport offer. The basis of concessions and means of procurement are different for LRT/trams compared to buses. Practice for commuter rail, metro, LRT and paratransit is usually quite different, even if it still involves another form of competitive tendering. 

Currently, the only example in Europe of urban rail being sourced under competitive tender or other procurement mechanism is Copenhagen. Commuter and mainline rail services are operated by private concessions in the UK, but this mechanism has not yet offered stability. LRT has been successfully procured through market processes, either as variants of Design-Build-Operate, or for the operations on infrastructure which remains in public ownership. Concession life is typically 15 years or more.

6.1 Example of Single Contract for all Urban Transport : French Cities

In France, the public transport is provided absolutely under the public service approach – i.e. the municipality has the absolute right and obligation regarding the public transport. However, outside of Paris and Marseille, the practice has been to secure the services of a single operating company to provide all of the bus services. The allocation of network design varies from city to city, but the decisions on pricing are invariably retained by the municipality. (15)

Until 1993, the selection of operator and renewal of the concession was very much a matter for the municipality, and there was little transparency in the process. Since 1993 the “Sapin” law (which covers procurement of a wide range of public services) requires an open process, a clear definition of the concession term, and a formal renewal process. 

The competition process is typically two-stage, with the first being a qualification phase, and the second being a detailed bidding and negotiation phase. At present, three large firms (VIA Transport, CGEA and Transdev) dominate the French market, collectively controlling 70% of the urban networks. Only in the case of Perpignan has a foreign operator succeeded in winning the concession. The upside of the process is stability and assurance of integration. The downside is a very high barrier to entry, and near-certain ruin for a losing incumbent that does not have a wide range of other cities in its portfolio. It is unclear whether there is any  real competition among the big three for what they consider to be their ‘core’ territories. 

6.2 Example of Area Contracts : Adelaide, Australia

Adelaide is a city of about 1 million people in South Australia. In 1995-6, the first phase of competitive tendering was introduced. This was based on area contracts covering some 43% of the bus patronage. The Passenger Transport Board continued to define the network and tariffs, and invited bidders to submit detailed tenders, with the key determinant being price subject to quality criteria. An incentive mechanism was included to stimulate patronage growth. Two of the five area contracts were awarded to a private company (SERCO) which was a new entrant to the market, the other three being won by the incumbent public operator (TransAdelaide). 

While the 1995-6 tendering process reduced prices, it neither achieved the hoped-for innovation in services nor great enthusiasm from the private sector. The process was substantially revised and the entire network was tendered out simultaneously on an area basis in 1999, with services to start in early-2000. The revisions were well received by the operators, and a strong bidding process ensued. A key difference was that the process was considered a “call for proposals” to signal that the operators would be given a greater degree of initiative. (16).

On this occasion, all of the areas were awarded to private operators, with four different operators being successful (SERCO, Torrens Transit, ATE and Transitplus). The incumbent public operator did not win any areas, and hence has had to wind up its bus business with substantial layoffs and severance payments at public expense. Many staff have transferred to the winning bidders, but there are clearly human costs in the process. 

The bids were quite cost competitive, so that substantial savings can be expected on an annual basis. In the first year, there has not been the anticipated degree of innovation by the new operators. However, the operators began to propose changes during 2001, and the Passenger Transport Board (PTB) has been more willing to allow the operators the freedom to proceed. This has been very much a learning experience for both sides. A meeting between the Consultant and the PTB in October 2001 indicated that they were pleased with the results so far.

6.3 Example of route tendering with Social Objectives : South Africa

Among the many transitions which have taken place in South Africa since the end of apartheid has been a restructuring of the regulatory basis for the bus market. Already in 1985 the introduction of 16-seater minibus taxis had been permitted. This resulted in enormous mode shifts between the bus, rail and taxi operators, with the taxi operators gaining some 50-60% of the market (17). Having lost the off-peak loads in particular, the conventional bus services were hard-hit financially and incurred escalating subsidies. The government curbed the subsidy increases, but operators in turn reduced their investment to a bare minimum such that the fleet aged severely and both service quantity and quantity deteriorated.

In 1996 the regulatory process was overhauled. Whereas previously there had been regulated competition with lifetime licences, from 1996 all services requiring public subsidy must be placed out to competitive tendering and the contract period is now five years. Competition on the routes and the networks is thus precluded. Open competition with the taxi industry, however, remains intact. In the case of South Africa, the design of the network is now typically contracted out to specialists, and specifications are generated which form the basis of the tender process. 

In a manner very different from Adelaide and the European cities below, the South African process went beyond a simple competitive tender. The potential problems with transition were recognised, and thus a set of interim contracts were established to prepare for open competition. Procedures were put in place to manage the potential shedding of staff from losing incumbents, and incumbents were allowed a 10% right of first refusal, whereby if the incumbent’s bid price was within 10% of the competition winner, they could offer to stay on at the lower price. This is, of course, allowed only for the first time around. A further interesting feature is the provision for a minimum of 10% of the volume of service to be sub-contracted to small enterprises, being a means of inclusion of the sector which was disadvantaged under the previous regime. In practice, this minimum figure is well exceeded since it provides the winning bidder with a source of cheaper operations.

The South African tendering system has actually resulted in increased subsidy requirements. This apparently strange result reflects the chronic need to re-capitalise the sector, as well as rising fuel costs (exacerbated by weakness of the South African Rand to the US Dollar) and higher interest rates. However, this only tells part of the story, since there has been a very dramatic reduction in the labour cost as jobs are shed, and senior staff have either been replaced by new staff at much lower rates or have had to accept substantial wage cuts. Much of this is achieved by either subcontracting to low wage small enterprises, or threatening job losses by doing so.

The South African experience shows that competitive tendering can include some very complex societal issues as well as just the production of bus miles, and at the same time can result in very substantial changes in the cost structure and can have heavy human impacts.

6.4 Example of route contracts : Helsinki, Finland

Helsinki Municipality forms part of a broader metropolitan area of four authorities which co-ordinate land-use planning and transportation. Nonetheless, Helsinki City plans and procures services for its own area of coverage through Helsinki City Transport (HKL). HKL carries out the detailed design of the network through to route and timetable design, specifies the vehicle type and characteristics (but not the vehicle itself), sets the operating and quality parameters, and organises the collective customer-facing services (ticketing, information). 

HKL procures the bus transport services through a competitive tendering process. This process has a very high degree of transparency. Detailed tender documentation is prepared which provides the service specifications, vehicle and quality requirements, elaborates the tender preparation procedure and format in which to submit the bid, explains the evaluation process and selection criteria, and shows the sample contract which the winner will be required to sign. Thus, unlike the French and Adelaide models, the operator is closer to being simply a producer of service at the command of the client. However, in practice HKL maintains a close dialogue with the operators and it could thus be considered more of a partnership. 

The tendering process places a high emphasis on getting a quality product at a reasonable market price, rather than to drive the price down to the lowest possible. Thus, quality is strongly specified in the evaluation process, in the contract, and in the monitoring and corrective procedures. The selection procedure allows 14% of the marks for a basket of quality factors, and 86% for price. However, after the initial rounds when prices reduced by about 15% compared to previous costs, there has not been a major cost differentiation across bidders. Thus, as the variation in price becomes quite small, the 14% of the marks for the quality factors can become more significant.

HKL typically holds one round of tenders per year, in which the routes are bundled into lots of varying sizes. This means that smaller operators can realistically bid for some of the services, while clusters of routes that could benefit from economies of scale can be bundled together. This allows bidders to work to their strengths. As of 2001, five operators provide services under contract to HKL. Two public sector operators provide about 62% of the services, while three private companies provide the remaining 38%. The high percentage of services retained by the public sector in a truly competitive market partly reflects the emphasis on output rather than just minimum price, and partly reflects the obligations a winning bidder has towards any displaced staff of the incumbent. The process to date has been stable and satisfactory, and this was confirmed during a meeting between the Consultant and HKL in June 2001.

6.5 Example of route contracts : London, UK

The bus regulatory framework in London differs from the rest of the UK which has a deregulated market. In London, there is still a very strong regulation, with Transport for London (TfL, formerly  London Transport) having complete authority for the public transport. However, it is still required that the market mechanisms are used to the full. Thus, Transport for London Buses (LTB) specifies and manages the competitive tendering process. TfL specifies the services to be provided, as well as all aspects of the operations and support services. The operator has virtually no freedom with regard to the product, but has complete freedom in terms of the means of production (subject to compliance with national labour and other laws) provided that there is a sufficient quality assurance framework.

When tendering was introduced in 1987, the original London Bus divisions were in the public sector, and retained much of the network, leading to some concerns about the fairness of the process and whether cross-subsidisation was being used to frustrate the true competitive process. By the early 1990’s, London Buses had been sub-divided into separate corporate entities which were transferred fully to the private sector. Thus almost (see below) all bus services in London are now provided by the private sector in true competition with each other. Contracts are “gross cost” – in other words, the contractor is paid for the output irrespective of the actual patronage, and all revenue accrues to LTB (18, 19).

The tendering process itself is transparent and is almost completely focussed on best-price for a highly specified product, subject to output quality and reliability (18, 19). Total costs for bus services in London were reduced by almost 30% in the period 1986-1999, and costs per service kilometre reduced by 46%. However, over recent years costs have started to escalate due principally to increasing labour costs in London (and costs in the deregulated areas outside London are also increasing).  Total patronage in London has increased over the period (10), and continues to grow rapidly. This is at least partly due to economic growth in the London region, coupled with a growing policy preference towards public transport. Nonetheless, it is an issue of much debate both in and outside the UK whether this growth would have been achieved in a deregulated or free market-led regime (18, 19).

While the London process is stable and has resulted in good services at a reasonable public cost, there has been a consolidation within the industry which is reducing the level of potential competition in the coming years. The 6 main operating groups currently control almost 90% of the market, and in some parts of London a dominant operator has emerged. TfL is aware that it faces a threat of reduced competition, and will need to be creative in order to be able to continue with competitive prices and quality.   One consequence is that TfL have once more started to directly operate bus services to provide a comparator and operator of last resort if the private sector does not offer acceptable bids.

6.6 Example of negotiated contracts : Oslo, Norway

Oslo is Norway’s capital city with a population of about 450,000, being a port city with bus and tram operations. The public transport is operated by the Municipality-owned company Oslo Sporveier.
Tendering is extensively used within local public transport in Scandinavia. About 80 percent of publicly served routes in Sweden and Denmark are open to tenders. Norway is an exception as the proportion of tendered services is only about 2.5 percent. Nevertheless, there are no signs suggesting that public transport operations in Norway are less cost-efficient than those in the other Scandinavian countries, and the level of subsidies is much lower. During the last ten years, subsidies have been reduced by 42 percent and in a number of towns, public transport receives no subsidy at all (20).

In Norway, it is not the tender as such, but the threat imposed by tendering, which is the main reason for this development. As from 1991, efficiency agreements have dominated the contract form in Norway. In these contracts, specific cost cutting or subsidy reductions have been agreed as a condition for the routes not to be tendered. An examination of the effects of these efficiency agreements reveals that the public transport companies have achieved a cost reduction of between 1.5 and 4.5 percent annually, but that even companies which did not have specific agreements also experienced considerable increases in efficiency in the period.

One of the cities which has experienced the most comprehensive restructuring during recent years is Oslo, where subsidies have been reduced in parallel to an increase both in productivity and the number of passengers. From 1999, a new performance contract form has been introduced with a stronger focus on productivity and increased numbers of passengers. This is the first stage towards a new type of subsidy contract developed by the Institute of Transport Economics commissioned by AS Oslo Sporveier – Oslo Public Transport (the municipal public transport authority). 

The long-term objective is a performance contract where all subsidies depend on the level of performance. The quality-dependent subsidy contracts imply that the market initiative including responsibility for long-term planning and product development will become the responsibility of the public transport companies, while stringent terms will be imposed by the authorities in respect of conditions and goal achievement. The fact that the data from both the customer satisfaction surveys and the travel guarantee are obtainable for a considerable period provides a solid basis for an evaluation of the baseline situation.

7 Options for Urban Public Transport Organisation

This section describes the broad options for the organisation of Urban Public Transport.  The advantages and disadvantages of each approach are highlighted, together with potential measures that can minimise any disadvantages and the circumstances in which particular alternatives might be appropriate.  Some examples of practical implementation of these generic models are then outlined to illustrate how they might apply in cities in the ECA region.

7.1 Objectives

In developing solutions to the organisation of a city’s Urban Public Transport (UPT) it is important that the structures reflect the city’s objectives for public transport.  Key objectives for any city are likely to be:

· Efficiency and effectiveness – resources need to be used efficiently to maximise potential services and benefits to the city and the services need to be designed to meet effectively the city’s transport needs

· Meeting a city’s wider societal needs for mobility – a city’s objectives are likely to include providing basic mobility for all citizens, and this may require particular service provision, service quality, fares levels, structures and concessions, and co-ordination and integration with the city’s wider policies and plans

· Affordability – It will be critical to ensure that transport solutions can be afforded within a city’s budgets and medium term plans, and that fares charged are affordable by the key user groups of the services

These objectives are examined in looking at organisational options below.  Each city will need to consider whether there are further objectives that need to be taken into account for their particular circumstances.  A further general objective sought by all cities is:

· Safety and environmental– a fundamental requirement will be safe operation, and this should be assured through independent regulatory agencies

This is considered separately below since in most respects safety and environmental issues can in principle be tackled in any organisational approach. 

7.2 Issues

In considering what UPT organisation is appropriate in any city there a number of further factors and issues that will influence the decision.  Key amongst these are:

1) Current Market Structure.  To what extent are there sustainable operating companies in both the public and private sector?  Does the city face an effective monopoly service operator, and are alternative operators likely to come into being?

2) Market Capability.  Are there operators with the knowledge and capability to organise major routes and undertake service planning to meet a city’s transport needs?  Would operators be able to access funds for investment and expansion and participate in and enter into medium term service contracts?

3) Financial Probity.  Are measures in place (or able to be introduced) to prevent financial irregularities and which could facilitate revenue sharing and responsibilities as appropriate?

4) Market Stability.  Is the city able to offer long-term stability and offer existing and potential operators certainty over regulatory and financial frameworks into the medium term?  This will be essential if operators are to make long-term commitments, particularly to operating contracts which are deficit funded by the city.

It would be surprising if all of these issues were initially satisfactory in all cities.  The extent to which these affect choice of organisation is set out below, together with the potential implications for establishing transitional organisational structures while the market develops and becomes capable of sustaining a city’s preferred option.

7.3 Organisation Options

In detailed terms, there are almost limitless organisational options, ranging from direct government management and operation to complete privatisation.  However, for this discussion three broad generic structures have been considered, together with key options and variations.  These organisational models are:

Administered Public Supply – The primary ownership and control rests with the city, with decisions on policy, services and delivery of the operation retained.  Consequently, aside from basic safety and vehicle regulation, there is little need for regulation.  In some instances as discussed below the operation itself is ‘corporatised’ to make a separation from the city’s policy-making.  The private sector is only involved as determined by the public sector operator and is generally not a supplier of services themselves.

The Free Market Model – Ownership, control and operation is entirely within the private sector in the most extreme examples of this model.  On-street competition between operators and companies is allowed and indeed encouraged.  The full innovation and expertise of the private sector is engaged, but there is very limited if any scope for the city to influence outcomes.  Regulation is limited to safety, environmental and as appropriate a city or government’s monopoly and competition regulations.

The Regulated Market Model – The city sets out its requirements from the market and encourages operators to compete for the right to provide services in line with these requirements.  These operators may be exclusively in the private sector or a mix of public and private sector operators (competition is generally not solely between public sector operators).  Operators granted rights to operate by the city will normally have assurances that they will be protected from external competition ‘on-the-road’.  The outcome combines the city retaining strategic or detailed planning and regulation with full participation in operations by the private sector.  Compared to the free market model of competition “in the market”, this is often described as competition “for the market”.

The table below outlines key characteristics of each of these organisational models for UPT, and the particular requirements for the public sector.

	
	UPT Model

	Elements of the UPT System
	Administrative
	Regulated Market
	Free Market

	Special UPT Administration Body
	Required
	Required
	Possible

	Legislation Required
	General
	Detailed
	General

	Transport Planning by public sector
	Required
	Required, although some may be devolved
	Practically not required

	Route Planning by public sector
	Required
	Required, although some may be devolved
	Not required

	Scheduling by public sector
	Required
	Not generally required
	Not required

	Public sector UPT Dispatching System 
	Required
	Possible but not usually appropriate, monitoring required
	Not required

	Access to the Market
	By Administrative Decision
	Through Bidding or Negotiation
	Free

	Competition
	Absent
	Competition for the Market
	Competition in the Market

	Contracting
	Possible
	Required in various forms and in detail
	Not required

	Involving Mechanisms of Market Self-organization
	Not required
	Required
	Required

	Assessing the Quality of Service
	Required
	Required
	Not required

	Feed-back with Passengers
	Required
	Required
	Not required

	Fare Regulation
	Strict
	Framework or strict
	Not required

	Carrying Exempts
	Full
	Full or with restrictions. 
	Not available or with full compensation

	Subsidies and Grants
	Required
	Required with restrictions
	Not available

	Subsidies for Capital Assets Acquisition
	Required
	Possible but not required
	Not available

	Investment Subsidies (credit interest and lease payments)
	Not required
	Possible but not required
	Not available

	Budget Credits
	Not required
	Possible but not required
	Not required

	Commercial Investments
	Not required
	Required
	Required

	Commercial Credits
	Not required
	Required
	Required


Source: Adapted from Transinvest. Status and Progress of Urban transport Reforms in the Russian Federation. Task 5 The possible service arrangements and regulatory options that might be applied in Russian cities.

Table 1 Characteristics of UPT Models.

As is discussed below, each of these models has its own advantages, which may make it appropriate in certain circumstances.  Indeed many cities have chosen different solutions for different parts of their public transport networks.  In London, for example, bus and tram services are competitively tendered, operation of the metro (Underground) network remains wholly within the public sector, and taxi and inter-urban coach services are deregulated subject to quality and safety regulation.  In addition, some of the solutions to address concerns with particular models of organisation create ‘hybrid’ solutions.  

In many cities there has been a progressive movement from high levels of public sector involvement in service operations to little if any involvement as credible private sector operators have become established.  In planning change of this kind, the need for transitional arrangements – which may continue for many years – must be carefully considered to match changing market conditions and capability of both the public and private sectors.

The following sections consider each of the generic options.

7.4 Administered Public Supply

Until relatively recently this was the dominant means of UPT organisation across Europe and elsewhere.  In part this reflected past municipal innovation and investment recognising the citywide benefits of UPT, and in part it reflected past failures of the private sector, both in effective co-ordination and financially and the consequent need for public sector intervention.   Generally, if UPT operations are not currently in the public sector it will be difficult to move to a fully public operation.

The key advantage lies in the city’s direct policy control over services, fares and concessions.  Many cities have now found that this can largely be achieved through the regulated market, but there remains potential ability for greater flexibility with direct service control (rather than having to alter or await renewal of contracts).

Further advantages are:

· Effective processes for co-ordination and integration due to direct control of all services

· Stability and avoidance of transition 
The disadvantages of direct service operation are, however, substantial.  Principal amongst these are:

· High costs and inefficiencies due to lack of competitive pressures

· Poor quality and ineffective service provision due to lack of effective pressures to raise standards

· Lack of innovation and inflexibility – despite direct control, processes often act as a barrier to change since there are no competitive alternatives, and it can often build resistance to any change

· Lack of access to private sector funds – restricting the ability to develop services and invest

· Perverse incentives – often scale, high expenditure and high investment can become objectives in their own right because of the prestige it gives to management

This is a substantial set of difficulties with the administered public supply model undermining key objectives for the city – efficiency and effectiveness, and potentially affordability .  However it is possible to take actions that reduce or remove these concerns.  The two key aspects of change relate to the introduction or threat or competition and the requirement for authorities to have regular and preferably organisationally independent review of services and planning of services.

The public sector operation can be ‘corporatised’ to separate it from the city’s policy making.  This will routinely involve setting of targets and measures of performance, with direct management accountability for these targets.  However for the operating division as a whole to take these pressures seriously there must be some penalty for failure.  The most credible is that services will be put out to competition if targets are not achieved.  Alongside this, it will be helpful to re-structure the public sector operations into a number of independent operating divisions, which provide comparative performance and can compete for tenders if this step is taken.

Indeed the most effective means of asserting the city’s willingness to take the step of competitive tendering is to actually tender a proportion of the services.  This must be a credible process in the eyes of both the private and public sector.  For the private sector to participate there must be a long-term prospect of financially viable operation.  Equally if the tendered operations are untypical of most operations then the public sector is unlikely to regard it as a significant threat.  In practice this may result in a long-term transition to the Regulated Market model unless the public sector performance is raised to at least that of the private sector.

An alternative to tendering is to require the public sector to sub-contract (by competitive tender) a proportion of its services to the private sector, providing both a price and quality comparator.  Again there must be a clear recognition that if costs and performance of the public sector do not match those of the subcontractors then an increasing share of services will be sub-contracted.

Creation of a service planning and policy team independent of the operating division can help address the risk of lack of innovation and flexibility potentially inherent in the Administered Public Supply model.  In principle this can help remove perverse incentives and raise innovation (perhaps with a requirement to review comprehensively and publicly report on services over a pre-determined timescale – three yearly for example), but the common ultimate control of the planning and operations of UPT can nonetheless frustrate the intention of raising innovation and service effectiveness.

The conclusion is that there are inherent weaknesses in the Administered Supply model, that measures can be taken to reduce these concerns, but   meaningful elements of competitive tendering will be needed to provide the necessary impetus to ensure high levels of performance from the public sector operator.  Without that level of performance the consequence will be increasing levels of competitive tendering.

The Administered Public Supply model should be seen as   a transitional phase given the suggested role of tendering to provide a performance comparator and the potential that high levels of performance by the private sector will result in pressure for increased private sector participation.  It could be the case  that in the short term  alternative operators will not be available and for that the public sector operator will need to be restructured and prepared prior to large-scale competitive tendering, which makes gradual introduction of competition necessary .

7.5 Free Market Model

The free market model effectively can transfer all policy, service and financing to the private sector.  The key advantage is that this harnesses to the maximum innovation and enterprise of the private sector.  It also minimises the administrative burden on the city.  However against this there are a number of potential risks and difficulties:

· Loss of influence to achieve social goals, including fares and concessions

· Difficulties in securing necessary but loss-making services

· Lack of co-ordination

· Likely over-supply on profitable routes at expense of wider benefits

In addition, there is a clear potential that a single dominant private sector operator will emerge.  This inevitably undermines the key benefit of private sector enterprise and replaces it with a risk of the monopoly position resulting in high fares, low quality and lack of investment.  Experience worldwide with fully deregulated UPT markets suggests emergence of effective monopolies is a high risk.  This risk is increased where there are barriers to entry such as shortage of premises or private sector ownership of passenger facilities such as bus stations.

Measures that can be taken to reduce these risks include measures of regulation and anti-monopoly controls.  For example failure to operate services or provide reasonable reliability could result in loss of operating rights.  Similarly anti-monopoly regulations can be used but inevitably this can only be effective if there are alternative operators.  For the Free Market model to be an option, this highlights the requirement that there is, or there is a reasonably certain prospect of, a competitive market for the operation of UPT services 

Additional services that the city regards as necessary but are not provided by the private sector could be competitively tendered by the city to maximise the effectiveness and limit cost of these additional services.  This is the framework established in the United Kingdom outside London.  However, while it provides a measure of protection to social and mobility objectives, it is only a very partial solution to the lack of proper co-ordination.

Further constraints or regulation can be placed upon the private sector operator.  For example, it is common to place requirements on operators to accept concessions, but this is only reasonable if operators are compensated for the revenue loss and costs.  Equally high safety or environmental standards can be required, but these need to be commensurate with expectations of other road users and equally applied to all operators.

If social objectives were likely to be met and an adequate citywide service likely to be financially viable then the free market model could be appropriate.  The general finding, however, is that high levels of co-ordination between services and with wider social policies would not be met and significant services will require subsidy and not be provided commercially by the private sector.  Alongside the risk of an emerging monopoly this suggests great caution is needed before adopting a Free Market model solution to UPT.

7.6 Regulated Competition

A common response to the high costs, poor access to investment funds and lack of innovation of public sector operations has been the introduction of Regulated Competition. The public sector retains control of policy and at least high-level service planning decisions, while operations are competitively tendered – either to the private sector or both public and private sector operators.

The units of service tendered can be entire area networks, individual routes or potentially parts of routes.  In general, the aim is to transfer service control to the operator and consequently the unit is normally at least the complete route.  Similar issues arise as regard the division of planning responsibility between the city and the operator.  Detailed route planning can be undertaken by the authority or more responsibility can be given to the operator, ultimately to develop their part of the network within general planning guidance from the authority.  A further issue is where the revenue/demand risk lies.  There are examples of the risk being taken by the authority, the operator or both.  All of these issues will need to be determined in the context of the market existing in a particular city.  In a mature market greater responsibility may be taken by operators, while in an emerging market reducing the risk to the operator is likely to encourage new entrants, as is smaller tendering packages.

Whatever decisions are taken on these issues, however, the key advantages of Regulated Competition are:

· The city retains control over policy and network planning decisions

· Co-ordination of services and wider social objectives is assured (including concessions or improved environmental performance)

· Private sector involvement will maximise efficiency and give access to investment funds

· Private sector innovation can be harnessed 

· Public sector conflicts between planning innovation and operator ownership can be removed

· The tendering process helps ensure affordability issues are addressed before financial commitments are made

The key disadvantages are:

· The risk that innovation is not introduced into public sector planning

· The administrative costs of operating the tendering processes and monitoring services

· The reduction in short-term flexibility for an authority due to its contract obligations with operators

· Longer-term emergence of monopoly suppliers

In practice the requirement to review services prior to tendering will bring a discipline to service planning and encourage new thinking.  A further solution to the concern could be to introduce an element of competition into service planning.

Clearly the tendering and contract management processes have a cost, but these will often be replicated in other organisation models by monitoring or management processes.  The advantages in reduced operating cost and increased quality are in any case likely to substantially outweigh any management costs.

As with the Free Market model, the Regulated Competition option requires the existence of a competitive operators’ market.  However, the tendering processes can be managed to encourage entry, packages of work (from large to small) adapted to ensure the full range of operators can participate, and the structure of risk (revenue risk in particular) allocated to encourage new entry.

Critical to success will be ensuring new entrants believe the competition is fair.  This requires a clear separation of the planning and tendering roles from any remaining public sector operations.  Indeed a key decision will be the structure and ownership of any public sector operations.  Re-structuring and, potentially, privatisation may assist in preparing the market for competitive tendering.

A significant risk that appears to be emerging in mature tendering environments is the gradual establishment of effective monopoly private sector operators.  Action by the authority to encourage new entrants is one measure to counter this, but a further step may need to be the continued presence of a fall-back public sector operations.  Much as for Administered Public Supply the involvement of the private sector promotes efficiency and effectiveness, it may be that with Regulated Competition a continued public sector operation may in the longer term be necessary to achieve the same objectives.  However it is vital that such a role is clearly specified and that where the public sector is involved in competition that it does so on an even footing with other operators.

7.7 Overview of generic models

This section has examined the generic models for organisation of UPT.  A key issue in consideration of the Free Market or Regulated Competition models is the existence of competition and an active private sector.  Aside from privatisation of public sector operations, one of the key ways in which a more competitive market can be fostered is through progressive offers to participate in competitions for tender.

In reaching decisions on organisation of their UPT, cities need to identify their own particular objectives for UPT and have a clear understanding of the existing market structure and the likely or potential changes to it.

For the Administered Public Supply approach to be effective it is likely to require some elements of competitive tendering, which are likely to need to be an on-going potential choice for all operations.  Even with this, there remain significant risks of conflict between policy and ownership of the operating activities.

The Free Market model places significant risks to the achievement of a city’s transport and societal objectives, although measures can be taken to limit (but not eliminate) this impact.  These measures are likely to include some elements of competitive tendering.

The Regulated Competition approach balances public sector control of policy and service planning decisions with the active involvement of the private sector.  While there is some loss of direct influence, this is likely to be more than compensated by the increased effectiveness and efficiency provided due to the competitive processes.

In all approaches, however, the city’s objectives are likely to require some element of competitive tendering.  With Administered Public Supply this will create the pressure to raise general performance by tendering parts of the network.  In the Free Market approach this will be to fill the gaps left by the private sector.  However in the Regulated Competition approach the entire market is likely to be subject to competitive tender.

7.8 Practical Organisational Models for UPT

In this section we consider potential practical implementation of the three generalised models which have the most relevance to the cities of the ECA Region, and which allow the participation of the private sector: 

a) Light Touch and minimum regulation – development of the Free Market model

b) Citywide competitive tendering - Regulated Competition
c) Partial network in the public sector, but some services contract to the private sector – Administered Public Supply
We have not considered here the model of a negotiated contract with the public sector entity which is designed to drive efficiency improvements and quality through a series of targets and incentives, normally coupled with a program for the restructuring and realignment of the entity and its business processes.

7.9 Light touch and minimum regulation

‘Light touch regulation’ covers a cluster of largely free market options where the final authority lies with the transport authority, but the primary initiative lies with the operators. 

The ‘spectrum’ ranges from active co-ordination by the authority of the market initiatives, through to a ‘hands-off’ approach where the authority only concerns itself with basic quality or safety.

This can include the following variants, which have increasing involvement by the authority:

a) The Transport Authority sets minimum standards for access to the market, normally in the domain of safety and quality. Any operator who meets these criteria is free to enter and operate in the market as they see fit, and may compete directly with other operators. In this scenario, there is no protection for the incumbent operator, except that he cannot be undercut by an unfit competitor. This is basically Quality Licensing, and is more usually associated with the taxi sector. It is also very similar to Deregulation, except that some Quality requirements may be set.  

The extreme of this has been bus deregulation in the United Kingdom outside London, where quality issues are limited to basic safety and delivery of planned services.  The concerns over lack of quality, co-ordination and instability have however lead to additional powers for local authorities to introduce statutory quality partnerships or quality contracts where the authority takes greater responsibility for services and can specify quality requirements.

b) The Transport Authority issues operating permits based on proposals from operators, with a presumption that the permit will be granted. The Authority can only deny the proposal in exceptional cases, and must justify it. In this scenario, there is only a minimum level of protection, if any, for the incumbent operator.

c) The Transport Authority issues operating permits based on proposals from operators, providing that they add value to the network. The authority evaluates each proposal to see whether it is extractive (i.e. does it capture more business from existing services than it generates) before deciding whether to approve it. The authority may impose some conditions or restrictions. Although the regime is permissive, the authority plays an active role in co-ordinating the initiatives of the market, and of shaping the network. It provides a moderate level of protection to the incumbent operator. A further variant is that the permit may be time-limited or may require minimum performance parameters.

A positive example is the inter-urban bus sector in Latvia where an operator may propose either new routes or added services on existing routes. A proposal will be accepted as long as it is not obviously extractive, and it is possible to have multiple operators on the same route. This encourages operators to develop new routes, and to seek out opportunities in the market. At the same time it guards against good operators being undermined, or existing operators failing to develop a route where there are unsatisfied customer needs.

A negative example is the bus sector (both urban and inter-urban) in Ireland in the period 1960 through 1990 where a permissive framework was used by the authorities to deny private operators access to the market in order to protect the public-sector operators. Where there was any overlap with a public sector operator’s route, regardless of how low the service level, the argument of potential extraction was used to deny the private operator’s application. By contrast, public sector operators were excused the formalities of having to apply for a licence.

The concerns outlined above for free market models remain in all of these examples, with loss of control and co-ordination, potential market dominance and reductions in innovation, quality and higher fares and costs.

7.10 Citywide competitive tendering

‘Citywide competitive tendering’ as outlined above is the process of making all of the city’s transport services (or of one mode) subject to the market for price and performance.  This has four main means of variation: 

a) Specifying the network: The Transport Authority typically determines the network, routes and service offer parameters. However, in some cases the Authority either allows the bidder to propose variations (and judges these through the marking system), or may actually transfer the planning function to the operator subject to some high-level parameters.

b) Specifying the service features: The Transport Authority will often specify precisely the service features such as vehicle type and age, quality, comfort, or tariffs. Again, the Authority may allow the bidder to propose variations and offer different marks for higher quality.  

c) The unit of tender: Tenders can be at the level of the total network, areas of the network, specific service clusters (e.g. paratransit, night buses), individual routes/lines, or even trips. 

d) The payment basis: The key variants here are whether a contract is ‘gross-cost’ or ‘net-cost’. In gross-cost contracting, the revenue belongs to the authority, and the operator is paid for the production of the service. In net-cost contracting, the operator keeps the revenue and then bids for the additional amount needed to generate an acceptable profit. The authority carries the revenue risk in gross-cost contracting; the operator carries it in net-cost contracting. Further variants are possible with incentives (usually financial or contract extension) for quality or performance, and for revenue-sharing agreements between the authority and operator where there is significant business growth.

Regardless of the variants used, the most significant features of competitive tendering are: 

· The authority will develop Client – Supplier relationship for the provision of the public transport services
· The authority will need to be able to specify requirements and manage services, independently of the operator(s)

· There will be a clear separation of the planning/procurement role and any transport operating units – this may require corporatisation of any continuing public sector operating unit to ensure fair competition

· The authority will need capabilities for monitoring and managing the services under contract, and form new relationships

· The specific allocation of roles will reflect the optimal organisational model of public transport organisation selected for the City

· Explicit funding mechanisms will need to be developed, these need to be stable

· Regulations may need to be developed to underpin the organisation of the transport, the regulation of the services, and the funding mechanisms

Chapter 6 and the Case Studies provide some examples of Competitive Tendering in practice.

As already identified, critical to the success of competitive tendering is the existence of a competitive supplier market of a scale able to bid for the work tendered.  This constraint will often require a possibly lengthy transition with incremental tendering of the network.  If this is done it is essential that on-going non-tendered operations are prevented from subsidising tenders.

7.11 Public sector partial network, limited contracting

This model covers a range of hybrid arrangements spanning the public sector model and the citywide competitive tendering model. They also range from ones where there is a formal tendering process, and ones where the contract is concluded on a negotiated or closed basis. 

We must take into account that sometimes this model will be chosen as a means of initially and progressively engaging the private sector, or as a transition to wider opening of the market. In other cases, it will occur due to the growing inability of the public sector to meet the demand – it could be an inability to finance expansion, or it could be the process of gradual collapse of the public operator. Therefore, we must consider that sometimes the authority will be in full control of the process, in other cases it may be a response to try to find some organised solution to a chaotic or wild situation. 

Nonetheless, this should always be viewed as a transitional model, where the conditions for greater open market access are regularly reviewed.

The main variants for the services are: 

a) The conventional services network remains in the public sector, untouched. The Authority or the public operator contracts out additional or special services, including suburban routes, schools or works services, night buses, paratransit etc. (e.g. Dublin, Florence) 

b) The core network remains in the public sector. New routes and some existing routes are made available to private operators as a means of organising their participation in the market. This facilitates individual owner-operators who can participate among many on a route, or small bus companies who can take on the operation of a small route and gain experience in urban scheduled operations. (e.g. Yaroslavl).  It will be vital to protect new operators from predatory competition from existing operators.

c) For both (a) and (b) the authority may seek efficiency and quality improvements in the public sector operator. This could be done through a negotiated contract which sets clear targets along key indicators and may also use incentive mechanisms.  This is preferably with negotiated contracts at a route level to enable any future competition to have a clear basis, to establish comparator prices, and potentially identify high cost services that should be tendered.  It is important to benchmark costs and efficiency levels to ensure best value, and not to simply reinforce previous cost and deficit levels. The authority can use the threat of opening some or all of the remainder of the market to competitive tendering, since it will have already started to engage the private sector, and will have a good idea of the market-led unit costs of transport services, the quality that can be secured, and areas of under-performance in the public sector operator. This approach has been very effective in Norway where the subsidy levels to the existing public sector operators have been substantially reduced using the threat of competition. In London prior to the introduction of citywide competitive tendering, substantial cost and quality improvements were achieved in the then-public sector operators with a gradual introduction of tendering. The same experience has occurred in Adelaide and Helsinki as soon as the first part of the network was tendered out.

d) Parts of the core network remain in the public sector, especially the tram and trolleybus services, and some of the key bus routes. However, many other routes are made available to the private sector as their level of participation increases. This is a genuine transitional phase as the balance of public and private sector changes. (e.g. Rostov-on-Don, Voronezh).

There are also three main variants on how the operators are procured : 

e) Negotiated contracts are made with preferred operators for the operation of a route or a set or services. This can be either at the initiative of the authority (to find lower cost operator) or of the operator (to gain access to the market/work).

f) Operators, especially individual owner-drivers, who apply for a permit are allocated a ‘slot’ on a nominated route, and an agreement of greater or lesser complexity is signed with them. This is typical in many cities of the Russian Federation (e.g. Yaroslavl)

g) Competitive tendering is used to select among available competent operators, following which a contract is signed with the winner. 

Once there are operators capable of working in a competitive environment, competitive tendering is likely to provide the most effective way to achieve the authority’s policy and service requirements, particularly to maximise co-ordination, control costs and raise quality.

7.11.1 Avoiding Protectionist Behaviour

Here, we need to make a clear distinction between reform and protectionist behaviour . There is a danger that Cities could formalise some existing private sector operations or allocate to them the least favourable sector, and then protect the public-sector operator who keeps the big bus part of the network under the old conditions. It is also possible that while an appearance of reform is made, lengthy contracts are signed with the public sector operator, with the intention of preventing any competition for that market for many years. There is a risk that actions are taken to control the private sector and prevent their fair growth. Such actions are clearly protectionist and deliberately designed to keep private operators out and to avoid the incumbent from having to face competitive pressures. 

This model can not be considered as “reform” unless the following conditions exist :

· Restructure the Municipality as a Procurer of transport services through contracts

· Reform the relationship with the incumbent public sector operator so that there is a formal commercial basis between two distinct parties

· Place the incumbent public sector entity at ‘arms-length’ by corporatising it and establishing a form of governance that is not part of the line-command of the Municipality

· All services are provided under formal contract with explicit definition of services,  performance, payments, and corrective mechanisms

· All money flows are through the contract, and block subsidy is terminated

· Non-market contracts must be for a defined time period (we suggest 3 years) and should have inbuilt mechanisms which force efficiency improvements

· A competitive, open market is created for all other services. 

· At least two significant core routes should be offered on a competitive basis (even if won by the incumbent) to test the market and to get the incumbent to participate in and understand the process

· There must be clear and valid reasons for the portion of the network which is not open to market

· A periodic formal review must be carried out on the portion of the network to be protected. This should be carried out about a year before the end of the contract, and should take into account factors such as the service performance, changes to the potential competition base, performance on the competitively procured services

Applicability of the Models to ECA Region 

This section considers three issues which are relevant to the applicability of the models to the ECA Region. The relative balance and the factors are likely to vary from one country to another, but they should at least be taken into account before committing to a specific direction for reform. These are : 

· Country specific factors

· The participation of the private sector

· End-state and transition issues

It is good to aim high, but in this business reaching an attainable target allows a period of consolidation, and then a further transition if desired. Failure at an over-ambitious target has serious consequences for all stakeholders, and may fatally undermine further efforts. 

We do not recommend a lack of ambition – actually, what we recommend is to deeply consider whether the long goal can be achieved safely in a single move. If the conditions are not yet right, then an intermediate stable phase may be a better target.

7.12 Relevant country/region-specific factors in the ECA Region 

We have recommended that the citywide competitive tendering is the best approach, since it requires all operators to compete against each other on the basis of the qualities considered most important by the transport authority (price, volume, quality, vehicles, etc.).

However, a competitive tendering system requires an institutional and legal framework, the conditions for fair competition, a pool of willing competitors, as well as stability in the financing arrangements. Sometimes the conditions are not yet right for this. 

We identify here some relevant factors. Cities who wish to implement reform need to consider whether these factors apply in their area, and if so, whether they would frustrate competitive tendering. If there is a high risk, then it may be safer to transition to an alternative approach which achieves at least some of the efficiency or quality gains, and then move to citywide tendering in some years when the conditions permit. However, the long-term goal should be made clear, so that all stakeholders factor it into their business strategies.

Relevant factors include : 

· The existence of an empowered, competent transport authority who can act as a Client for transport services

· The existence of adequate legislation to allow and support the competitive tendering process

· Legislation, support mechanisms, agencies to prevent anti-competitive behaviour by either public sector operators or by private entities

· The probity of the transport authority and the decision-taking and selection processes

· The existence of adequate and stable funding channels for multi-year contracts

· Existence – or at least the potential for – a pool of competent, willing competitors

· Availability of finance and other resources at reasonable cost

· Political will to overcome entrenched vested interests, especially the incumbent public sector operator – including strong union opposition, and heavy costs of scaling down or unbundling the entity (e.g. deficient pension funds, redundancy costs)

7.13 Engaging the Private Sector

Successful competitive processes require a healthy private sector willing to compete, and constraints on any public sector agencies from unfair practices and cross-subsidisation. 

In countries where competitive tendering has been successfully introduced (see Chapter 6 and the Case Studies) there has been a sufficient supply of private operators of good quality, with adequate financial and operational resources, and willing to compete within the framework established by the authority.

7.13.1 The Private Sector in the ECA Region

Attempting to define the nature of the Private Sector in the ECA Region is beyond the scope of this report, since it is so diverse and covers so many territories. Nonetheless, it can be seen that the private sector is able to participate in many forms, although rarely in the same way as in EU countries or in the southern hemisphere. This is, in part, due to lack of access to capital, lack of stability in the sector, and to problems caused by the institutional framework. 

In countries such as Uzbekistan, we see the emergence of associations of owner-drivers who can form ‘brigades’ to act as a virtual unit and take on the responsibility normally associated with conventional companies. In Kyrgyzstan, private operator companies have emerged in Bishkek to win routes under both the allocation and the tendering system; while in Osh private companies have invested in imported second-hand large buses to operate conventional services. 

In Poland, there has been a small involvement of international operators who foresee opportunities as the larger cities gradually adopt tendering – e.g. Connex has purchased the 30-bus municipal operation in the town of Tchew near Gdańsk. The City of Gdańsk has now committed to tendering all of the bus services by 2008. 

However, not all efforts at involving the private sector are successful. For example, in Sofia the City offered bus routes to international tender in two separate rounds. In the first round, only 5 of the 16 bus routes on offer received even the minimum number of three bids, and the second round fared no better. The municipal transport company won most of the routes, and the remainder of the routes were won by small, mostly inexperienced, local operators.  

7.13.2 Nature of the Private Sector in Russian Federation 

Taking the Russian Federation as a case study example, we can observe that there is an active participation of the private sector in many cities. However, it generally is not of the form that typically proves successful in countries that currently have competitive procurement processes. 

This provides a clear warning that there may be a misalignment, and that either the operators or the conventional means of procurement will need radical change.

While there is extraordinary diversity in the private sector in the Russian Federation, the following observations are made :

· Private operators mostly operate on a commercial basis – they do not carry concessionary passengers or accept season tickets, and have higher tariffs than the ‘social work’ services. 

· As a result, they are profitable, and this attracts new entrants who can access a vehicle 

· The vast majority of the private sector vehicles belong to individual owners of one or a few vehicles. These are either owner-drivers or owners who rent a few vehicles to people who drive for them

· The vast majority of private sector vehicles are midi (e.g. PAZ) or minibus (e.g. Gazelle) since these are affordable, easily self-maintained, don’t require advanced facilities, are easy to drive, and can be parked in residential areas

· Initially, these vehicles were readily available surplus from companies with works transportation (e.g. factories, mines, farms) but more recently they are new purchases as cities have demanded better quality vehicles

· Operator associations are generally representative rather than having the operational capability to take on route contracts and organise the individual operators as a unit. 

· Of the cities visited, there is no evidence yet of operator associations with either the capability or the interest to evolve to corporate form (unlike in cities such as Bukhara and Samarkand where the associations are a significant player and co-ordinator in the transport supply).

· There are few big buses operated by the private sector, except for a small number of cities such as Rostov-on-Don and Voronezh where the conditions have allowed it

· Big buses are mostly second-hand imports which have reached end-of-life in countries such as Germany, and can be purchased cheaply with a potential working life of 3-5 years. However, the recent huge increase in duties on imported vehicles has seriously damaged the viability of such imports, and hence the overall business case.

· A small number of significant private sector companies exist in cities such as Rostov-on-Don and Voronezh, but otherwise private companies are very small in scale

· The taxation basis is typically different for the private sector since mostly they qualify as small enterprises (different tax code). Even for larger entities, they can structure themselves into units to avail of the small company tax conditions

It is difficult to assess at present whether the large participation in the market is an oversupply by amateurs who have wrongly perceived the opportunity to make a fortune; or whether it is an entrepreneurial base that just needs to be re-aligned and restructured to create the platform for real competitive forces. In all probability both tendencies exist, and as the market reform is introduced there will be a major shake-out in the sector with the amateurs disappearing and the professionals prospering.

7.13.3 Means of participation of the private sector in the Russian Federation

Taking into account the diversity of the sector and the local applications, the main organised means of participation in the urban passenger transport can be summarised as :

· Many operators run ‘route taxis’ on busy routes. They have a fixed route, are usually minibuses (e.g. Gazelles) and operate on a full commercial basis. They often do not operate to a timetable, and in some cases they queue until they are full and then depart. This is a sub-optimal way of operating, has many disbenefits for the customer, and can make it virtually impossible for anyone else to board in the first 2-3 km. of the route.

· Some cities (e.g. Yaroslavl) allocate routes, especially suburban routes, to operators of medium and even larger vehicles. The operator is allocated a ‘slot’ on the route, and basically gets a running board and must operate in a conventional way. These are mostly on a commercial basis.

· A number of cities have given routes to small operating companies (e.g. to YarKamp in Yaroslavl) who then operate a conventional service on either a conventional basis, or accepting concessionaries and season tickets on an agreed compensation basis

· Only a few cities (Rostov-on-Don and Voronezh) have allowed a substantial participation of the private sector in the formal supply. In Rostov, a formula has been established to reimburse the concessionary travel (check this !!), while in Voronezh the concessionary fare scheme has been effectively abandoned, and hence almost all of the network is commercial at a low tariff of 3 roubles (June 2003). 

In addition, there are many cases of ‘wild’ competition where the operators either operate without any permission in a predatory manner, or deviate from their permit conditions for opportunistic gain. In some cases, these operators contribute to an inadequate supply. In other cases, they simply extract revenue from the licenced operators.

7.13.4 Obstacles to the participation in the Russian Federation UPT
Apart from the usual obstacles faced by all entrepreneurs, the following specific structural problems face the private operators in the Russian Federation :

a) There is a lack of a formal institutional framework and market structure to allow either  entry to the commercial market, or participation in the revenue-supported sector

b) Cities currently believe that they can only enter into contracts for a maximum of one year, on the grounds that they have only annual and not multi-year budgets. It is unclear whether they are really prohibited by law in this way, but they believe it and behave accordingly. This seriously undermines confidence for either the entrepreneur to invest money in assets, or for financial institutions to lend money. As a result, operators typically lease vehicles which is a very expensive finance route. This is wasteful and extracts profits from the sector for no benefit (except to the lenders).

c) In any case, the sector is seriously under-funded, and there is currently no framework which forces the cities to put in place financial and cash-flow stability. Even for short term arrangements, it is not uncommon for payments to be several months late. This is disastrous for small private companies

d) The anti-monopoly commission has considered that any arrangement where a city contracts out part of the network is anti-competitive. The logic is that it excludes other entrepreneurs from entering that portion of the market. They have initiated actions against cities that have attempted to organise services under contracts. Naturally, this utterly undermines both city and operator confidence in the processes.  A new balance is needed which allows Cities to organise the transport supply, while complying with the spirit of competition law.

e) Access to finance at reasonable rates and without the need for unreasonable collateral

f) Access to maintenance and higher-order service facilities

g) Training and business skill development

Factors in selecting the Optimal Organisational Model 

There are two key contextual dimensions that need to be considered to understand the context of Urban Transport Project in a city, and in particular the restructuring of the organisational framework and the access to the market for services. 

· The Strategic Objectives of the Regional Parliament and or City Council (sometimes as stated policy, sometimes as concealed agendas)

· The Motivations for Change
The organisation, specification and regulation of the public transport must reflect the Strategic Objective that relates to the urban passenger transport. 

This means that while the officials or advisers can offer a range of options and assist the City decision-takers in making and implementing their choices, the main criteria for the selection of the model must be the Strategic Objectives of the City. 

7.14 Strategic Objectives 

Strategic Objectives are a reflection of the policy of the City Council – written and unwritten. These are the domain of the elected representatives, not of the officials or advisers. Officials can advise when asked or mandated, but the policy must be made by the Council. 

The Strategic Objectives will determine what the Council seeks to achieve, and just as importantly, what they will find to be acceptable. Any solution that does not conform with their Objectives will either be rejected, or if accepted and implemented, will lead to outcomes that they neither expected nor desired. 

It is suggested that there are four basic types of Strategic Objective that relates to the urban passenger transport. In practice, all four will be present to varying degrees, and there will be opinion, prioritisation and balance among them – trade-offs and compromises.

· Transport Market Policy

· Financial/Fiscal

· Urban/Mobility  

· Societal

Taking these in turn, the aspects would be : 

Transport Market Policy :

· Concept of public transport as a public service or as a commercial activity

· Free market, liberalisation or controlled market/monopoly

· Privatisation of public assets

· Source of funding for public services, taxation, user-pays principles

Financial/Fiscal

· Subsidy targets, trends in level of financial support

· Fiscal rectitude, fiscal prudence

· Responsibility for investment in public services

· Criteria for use of public capital 

Urban/Mobility

· Influencing Modal Share, Promotion of Public Transport

· Environmental quality, protection

· Freedom of movement/circulation of traffic, journey times

· Integration of transport services

Societal
· Assurance of personal mobility, mobility for persons with special needs

· Quality of service

· Equality, positive actions

· Worker protection

· Affordability of tariffs 

Some or all of these elements will have a preferred approach, and will have relative prioritisation according to the political, economic and social beliefs of the Council. 

7.15 Motivation for Change 

The second dimension is to understand the motivation for change. Normally, change is sought because key decision-takers perceives that there is a problem. The benefits of solving the problem must outweigh the political and financial costs of making change. If there is no perceived problem, there will be insufficient motivation for change (even if it is needed). 

Typically, the driver for change will be one or more of the following, of which ONE will be clearly the leading driver  : 

· An External Stimulus to change e.g. national regulation, court decisions

· Financial Challenges e.g. escalating subsidy needs, fiscal crisis in the Municipality, requirements for capital investment

· Service Quality e.g. deteriorating transport offer, inadequate network, quality of management

· Changing environment e.g. fundamental changes in mobility patterns, new business or technology opportunities

The motivation for change will be one of the following : 

a) Something is wrong and cannot be brought to the desired standard using the existing instruments – this is currently the key motivator in the ECA Region

b) Something could be substantially improved – there may be new business, technology or process opportunities 

c) There may be a desire to innovate, based on alternative offers, concepts or providers

d) There may be a directive 

It is important to properly understand the problem or opportunity, otherwise there is a high probability of trying to fix the wrong problem. This carries serious risk of badly-targeted solutions. 

Managing and Sustaining the Process

This section considers a number of practical issues for the Transport Authority which implements reform. It considers the key tasks that the Authority must undertake to ensure that the process delivers the intended results. It then cautions on barriers to sustainability of the process, issues which the City officials should constantly bear in mind and guard against. 

7.16 Key Tasks of the Transport Authority

Examination of the Case Studies, plus many others, have indicated that there are five main tasks that have to be assured by the transport authority, regardless of the degree of specification of the services. These are : 

1) Stimulating Competition : Without real competitors, there is no real competition, and the authority has little chance of getting either best price or best quality. The means of assuring competition vary greatly from one scenario to another, depending on the health of the bus industry, the prior existence of a private sector, the availability of capital, a pool of willing entrepreneurs, and the skills needed to make effective bids and then to deliver the services. It may be necessary to help develop the market, or to protect part of the market for smaller players or new entrants.

2) Making Clear what you want : This includes knowing and agreeing among the decision takers what is actually wanted in terms of the service, as well as making clear which other objectives (e.g. small operator participation, employee protection) if any are to be included in the selection process.

3) Know what you can afford :  A fundamental part of this phase is being clear about “what you can afford”. The financial realities should be clearly understood and explicitly linked to the volume and quality of service to be specified. Only after a robust budget estimation activity should it then proceed to the intended level of service definition.

4) Getting what you want : The competition must be carefully structured to make sure that the desired outcome is achieved. This will involve defining the service package and quality requirements, putting together the tender documentation, well constructed selection criteria, running the competition well and fairly, and having downstream adjustment mechanisms. There should be feedback at this point to the financial availability
5) Getting what you paid for : Having selected the operator(s) for the job, the agreed task parameters need to be supported by a well structured contract. This in turn needs to be supported by monitoring and corrective mechanisms, and is often further supported by a regime of incentives. 
6) Managing the next time round : When the contract/franchise period ends, the service could be rolled over for a further period if previously agreed, or could be opened again for tenders. This could involve refining the specification. It will be necessary to allow for any uplift in prices, but at the same time to avoid excessive increases due to lack of real competition or significant transition costs. Note that where the transport authority is facing its first re-bid after disengaging from direct operation, it will now face a deficit of knowledge in regard to travel demand and costs (asymmetry of information) and may find it more difficult to negotiate with the operators, especially the incumbent.

It is worth remembering that the recent degree of transition in Eurasian and Southern Hemisphere locations typically far exceeds the gradual adjustments of previous decades. New legislation and regulatory frameworks are put in place, former agencies are removed and new ones formed. In some cases, the public sector operators are dissolved or sold into the private sector. New entrants take very substantial commercial risks, either through the engagement of capital or the mobilisation of resources. Individuals within the process often lose their jobs, and years of experience become redundant. This is typically a non-reversible process. 

7.17 Barriers to sustainability

Competitive tendering has produced very real achievements in terms of efficiency and cost gains. However, the process is only sustainable if good quality services can be procured at reasonable cost indefinitely. A further (and not trivial) consideration is whether the transport authority can continue to drive the process with sufficient skill and resolve. We consider here a number of potentially destructive aspects which must be carefully watched by City officials, and may require intervention.

These barriers can be managed and overcome, provided that they are recognised, taken seriously, and acted upon effectively – the purpose of this section is to draw attention to them. Examining best practice around the world provides a wide range of case studies on how to develop the competitive market, and how to avoid being ‘captured’ by it.

Five factors which may work against sustainability are briefly considered :

1) Tendencies to monopolist behaviour : Monopolistic behaviour leads to loss of competition on price and quality, and reduce the motivation to innovate. Also, it becomes extremely difficult to replace a poorly performing contractor if there are not suitable  available replacements. There is evidence in some cities of reduced competition after the initial phase as potential competitors fade away, lose interest, become disillusioned by the process, or move to other sectors. When there is a long time between tenders, only those still in the industry can really compete, leaving the territory to the incumbents and to foreign conglomerates with business bases elsewhere. In other cases, a small number of entities attain high market share through acquisitions or mergers, and suddenly the competitive base has disappeared. In at least one major European country there is a very strong suspicion that the large groups do not truly compete with each other – either they agree beforehand which of them will take the business, or they compete but subject to a floor price. Sometimes the authorities cause the situation by making the barriers to entry so steep that only the largest of firms can hope to displace the incumbent. The end result will always be upward pressure on prices with little return to the public purpose.

2) Tendencies to commercially unsound behaviour : The competitive market can also be severely disrupted by unsound behaviour by the bidders. Under-pricing (deliberate, underestimating risk, bidding at the margin, calculation errors) to win contracts can only undermine the viability of an operator who has won on this basis. If the operator survives for a while, it has a knock-on effect for all bidders to under-price just to retain their business. The inevitable result is either the collapse of the operator(s) or a long period of instability as the operator pleads for additional funding. During this time, service quality will often deteriorate. Since the market in public transport depends on the provision of a stable, good quality product which meets the needs of the citizen, then damage can be done to the revenue base as well as the industry structure.

3) Inherently low profit margins: Creation of a market which is entirely cost-driven, but which has inherently low rates of return, will have a negative impact on the willingness to invest and to take commercial risk. Entities with the capability to do so will transfer their attention to other sectors with better returns. This will dilute the business skills in the sector. 

4) Competence of the authority:  The transport authority is the driving force behind the whole process. While there is usually a huge support for the initial framework change (political, managerial, funding and expertise) this has the risk of declining once the process is established. The ability to review and enhance processes, to constantly assure and stimulate competition, to negotiate good balanced contracts, to monitor and assure the service quality, to develop the public transport business, and to continually review the services themselves – all of these require expert, well motivated personnel who have clear objectives and the needed political, administrative and fiscal support. It is a challenge to maintain such skills if the procurement process is allowed to reduce to being merely a routine task.

5) Ever-increasing specifications : Another risk which lies with the authorities is the tendency to constantly seek more from the process, without taking into account the cost impacts. This is usually caused by the authority coming under pressure to achieve societal goals through the transport system, but without a clear agreement on actual targets and associated budgets. For example, ever-increasing emission standards not only increases the vehicle purchase cost, but may mean that relatively new vehicles which met previous standards are no longer acceptable, and have no local second-hand market.

7.18 Reflections on Critical Factors emerging from International Experience

It is suggested that the three factors which have most need to be considered in relation to the sustainability of competitive tendering of urban bus services are : 

a) Price on re-bid: How to keep prices within the affordable budget, and to avoid unexpected uplift through either exploitive market behaviour or external factors. In Helsinki, prices have remained reasonably stable, and it is noted that while cost efficiencies were achieved in the initial rounds of tendering, the contracts were not won on the basis of cheap labour. By contrast in the UK and in Sweden (and it is expected to be the case in South Africa) contracts were won on the basis of low price. In Gothenburg and Leeds, for example, there has been very substantial uplift in the re-bid prices, reflecting labour markets with fuller employment and having to offer competitive salaries. Contracting authorities must take into account external factors that will cause uplift regardless of who is the operator, and internal factors which the operator can control and may seek to exploit in the absence of a sufficient competitive incentive.

b) Human and labour issues : Competitive tendering can reduce the cost to the public purse – this has been successfully achieved in Helsinki, Gothenburg, Adelaide and London. But, this in some cases this has been achieved through labour shedding (Adelaide), reduced pay and benefits (London, South Africa) for operatives, diminishing the skill levels within the industry in order to tap into lower-wage opportunities (South Africa), and removing overhead layers which formerly provided expert or other support (South Africa, London, UK outside London). This carries the risk to effectively deskill the industry, creates the risk of a transient labour force, removes the pool of future expertise, and can create serious problems for the losers in the process. The potential impact of these issues has not really been examined in terms of the future health of the industry. The corollary is that low bid prices are only sustainable as long as a low-wage labour pool exists, and an upturn in the economy and job opportunities can force re-bid prices back to pre-tendering levels. On the positive side, in Adelaide the largest private operator (SERCO) has placed a very strong emphasis on  training and customer care, and this is evident when using the services and in the customer satisfaction ratings. In Helsinki, the criteria used to award the contracts does not provide incentives to labour shedding or deskilling. 

c) Network Planning : Network planning is about more than just the lines and timetables. It determines the resources utilised by the services, and hence the cost. It also determines the offer to the potential users, and hence the potential revenue base. As network redesign often happens prior to tendering out, there are substantial risks which need to be fairly allocated. In South Africa and in the demonstration competitive tendering in the Netherlands, external consultants were used to plan the network, and the operators bid against these revised services. It is not yet clear whether the demand, revenue and cost forecasts are robust, and hence whether either the bidder or the authority has accepted a risk which they haven’t adequately priced. There needs to be clear mechanisms to adapt the services either in the early phases or over the contract life. In Adelaide, the responsibility for the network planning has transferred to the operator, and it is a requirement that they regularly review the network. This places a substantial skill need on the operator, but also requires a good working relationship with the authority and both the mechanisms and the willingness to allow operator proposals to be implemented. 
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8 Annex A  : Draft EU Regulation on Passenger Transport

The EU has produced a draft regulation which will regulate the procurement of urban public transport services which require financial support form the public purse. 

When the Regulation is adopted, all EU Member States (including the 10 States joining in 2004) will need to incorporate its provisions into their National Law as part of the process of conforming with EU Regulations and Law. Therefore, any consideration of public transport organisation and practice in European cities must take the EU Regulation into account.  

8.1 Context and Status of the Regulation 

The regulation is currently entitled “Amended proposal for a Regulation of the European Parliament and of the Council on action by Member States concerning public service requirements and the award of public service contracts in passenger transport by rail, road and inland waterway”. It is referenced as COM(2002) 107 final and dated February 2002. (8)

The award of public service contracts for passenger transport services is currently regulated by Regulation 1191/69 as amended by Regulation 1893/91. Relevant also are the Council Directives 92/50/EEC, 93/36/EEC and 93/37/EEC which define the requirements for procuring goods and services by public bodies with public funds.

The substantial version of the regulation issued in September 2000 was considered by the European Parliament in November 2001 when the Parliament requested many amendments to the 2000 draft regulation. The current draft – COM(2002) 107 final – has been prepared by the Commission in response to the Parliament’s decision. It accepts some of the recommendations, includes the spirit of others, and rejects some of the amendment. 

It is now awaited to bring the Draft Regulation back to the European Parliament.  However, the issue of whether to include heavy rail within the Regulation is still unresolved. Certain Member States demand that it is included, others that it is excluded (2-3 Member States on each side) and it seems necessary to resolve this issue before bringing the Regulation back to Parliament for voting. 

8.2 Objectives and Scope of the Regulation

The Commission states its objectives as :

a) To stimulate more efficient and attractive public transport, through use of controlled competition and other measures

b) To promote legal certainty for authorities and operators

It is also intended to create an international market for the provision of public transport services. 

The Commission is aware that many transport operators are now providing urban transport services in more than one Member State, and an increasing number of operators are seeking access to the markets both within their home State and in other Member States. In many countries, the market is closed either through the existence of a publicly owned monopoly operator receiving direct subsidy, or through restricted access to the market for preferred operators. 

This situation is contrary to the European requirements for an open market for goods and services. It can be challenged in the Courts, and currently there are a number of actions being taken, typically at local level. The European Commission from one side wishes to bring conformity to the sector, and from the other is worried that the matter will be increasingly resolved through the Courts, creating a patchwork legal framework based on judgements and precedents rather than on a well structured framework designed for the industry. 

It should be understood clearly that the primary motivation of the Regulation is the proper functioning of the market, not transportation. Having said that, the Commission has then attempted to incorporate good principles for the provision of public transport services, and practical means of working which take into account the diversity of transport authorities, operators, environment, ownership forms, and historical context.

Nonetheless, the Regulation should be viewed from the perspective of Procurement and Transparency principles, not from the transportation planning or social equity principles.

Thus, the philosophy of the Regulation can be summarised as follows : 

a) Urban passenger transport services which receive financial support should be subject to normal procurement regulations

b) There is not sufficient justification to reserve this function and to deny the market to competent bidders

c) The market to supply urban transport services is now international, and so it must be open in a fair way, and without discrimination

It is worth noting that the Commission strongly recommends “Controlled Competition” and the research which it has carried out (especially ISOTOPE project (1)) indicates that this provides a better achievement of objectives than on-the-road competition.

It is also worth noting that the Commission requires a clear separation of the procurement and operating functions for the purpose of transparency. Where these functions remain under the common ownership (such as in a Municipality) then there must be safe mechanisms to ensure that the procurement processes do not favour its own operator. Inevitably, this is only possible where there is a formal separation.

8.3 Key points of the Regulation

The main points of the Regulation can be summarised as follows : 

· An obligation is placed on the Transport Authority to “aim to” secure adequate public transport services

· Transport services supported by public money should be procured by competitive tender

· Financial support must be through contracts for services rendered, not block subsidy

· Processes must be open, fair and non-discriminatory

· Contracts should not exceed 8 years for bus, 15 years for rail and inland waterway

· Procurement according to the Regulation must start within 4 years of the Regulation coming into force, and all applicable services must be so done with 8 years

· There are very strong requirements on transparency

· The Regulation allows full diversity in organisational models, as long as the procurement principles are respected 

It should be noted that privatisation or change of form of ownership is not either an objective or a requirement of the Regulation.

As previously mentioned, it is unlikely that fair and transparent processes can be achieved where the operating company is a budget unit of the unit which carries out the specification and procurement functions. This will inevitably requiring restructuring of such entities so that there is a sufficient degree of separation. But is should be remembered that this is a necessary step to meet the procurement requirement, and it is not the intention of the Commission to require changes in ownership or even the relative share of the market. 

It should also be noted that financial support can continue, as long as it is clearly reasonable payment for the services being provided under the service contract, and that there are opportunities for competent operators to have competitive offers genuinely considered. The Commission will not tolerate abuse of the procedures to provide block subsidies or to otherwise provide high levels of support to public or private entities. 

It should be noted that the Regulation does not make any preference on the level of participation of private operators in the market. All it asks is that the opportunities are there and that the procedures are fair and non-discriminatory. If the public sector retains or wins most of the market share in a fair competition, that is perfectly acceptable.

Finally, it should be noted that the Regulation allows safeguards for the Authority both to ensure quality of service, and to avoid the formation of monopolies. These are not requirements, but rather they are permission to authorities to construct their procurement strategies and selection criteria so that a desirable outcome is achieved. Again, the main point to be observed is that it should not be done unfairly, and should be transparent. 

8.4 Cases where Direct Award is permitted

The Commission allows for certain cases where it is not required to go through a competitive tendering process, and can instead make a direct award for the contract. In general, this is to avoid wasting the time and resource of authorities by holding competitive processes where they are not appropriate. 

The following is a summary of the cases where direct award is permitted : 

· For all modes, where the individual contract value does not exceed €1 million, or the total network value does not exceed €3 million. Note that the Regulation explicitly prohibits breaking up the contracts to avoid having to tender !

· For Light Rail, if direct award would lead to public money or assets being used more efficiently. In this case, it must be justified (and again on renewal) and there should be an opportunity for alternate proposals to be submitted and considered.

· For Metro, if either the size or the unique operating characteristics give the incumbent operator such an advantage that alternates are not really possible

· For heavy rail, if national or international rail standards could not be met in any other way

The Regulation does require that where direct award is used, then :

· It must be justified

· Opportunity must be given for alternate bids

· Value must be reasonable; it cannot be used as a means of giving hidden subsidies
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