UNIVERSITY OF LEEDS

This is a repository copy of Rail privatisation in Britain - lessons for the rail freight industry.

White Rose Research Online URL for this paper:
http://eprints.whiterose.ac.uk/2473/

Conference or Workshop Item:
Fowkes, A.S. and Nash, C.A. (2004) Rail privatisation in Britain - lessons for the rail freight
industry. In: ECMT Round Table 125.

Reuse
See Attached

Takedown
If you consider content in White Rose Research Online to be in breach of UK law, please notify us by
emailing eprints@whiterose.ac.uk including the URL of the record and the reason for the withdrawal request.

eprints@whiterose.ac.uk
https://eprints.whiterose.ac.uk/



mailto:eprints@whiterose.ac.uk
https://eprints.whiterose.ac.uk/

White Rose

university consortium
A ‘ Universities of Leeds, Sheffield & York

White Rose Research Online
http://eprints.whiterose.ac.uk/

TS
i

A

Institute of Transport Studies
University of Leeds

This is an author produced version of a paper presented to the European
Conference of Ministers for Transport Round Table 125. The copyright is held by
the ECMT and this version has been uploaded with their permission.

White Rose Repository URL for this paper:
http://eprints.whiterose.ac.uk/2473/

Published paper

Fowkes, A.S., Nash, C.A. (2004) Rail Privatisation in Britain - lessons for the rail
freight industry - ECMT Round Table 125, European Integration of Rail Freight
Transport

White Rose Consortium ePrints Repository
eprints@whiterose.ac.uk


http://eprints.whiterose.ac.uk/
http://www.its.leeds.ac.uk/

Rail Privatisation in Britain — Le ssons for the Rail Freight Industry

Tony Fowkes and Chris Nash
Institute for Transport Studies, University of Leeds

1. Introduction

Until 1994, the rail industry in Britain — as in most of Europe — was organised in the
form of a single integrated state owneompany providing passenger and freight
services, and the infrastructure on which thay, throughout theoaintry. It is true

that significant reforms di take place in the 1980s, gpdg rail services into a
number of sectors (Inter City, London aB8duth East and regional passenger, and
trainload, distribution and peels for freight) with theiown objectives, management
and accounts (Nash, 1988). Also activities such as hotels and rolling stock
manufacture were hiveaff and privatised.

However, by the early 1990s the government was determined to go further and
privatise the entire rail network. After much debate about options they determined on
a pattern that had come to be seemhasnorm for networkndustries — a regulated
monopoly infrastructure provider withcompetitive operators using it. The
infrastructure was placed ithe hands of a new infragtiture company, Railtrack,
which levied charges to cover its costglavas subsequently ipatised. Operations
were divided into a number of separate canips and also privatised. However, for

a mixture of good and bad reasons they werenilbhg — at least initially — to leave

the question of what passenger services el provided at what charges up to the
market. Thus passenger services werechresed out, with frachise requirements as

to minimum levels of service and regulation of some fares.

In the case of freight sepes, the approach of the gomment had long been that
services should be run on commercial principles, with specific subsidies for flows of
traffic which would otherwise use road antiere this would impose sufficient social
costs that the subsidy was justified. Thigs essentially the apmch carried through

into privatisation. Thus the policy for freight was to implement complete open access
for any licensed train operating company, anddek to create a number of competing
freight operating companies by splitting updaorivatising the formr freight business

of British Rail.

This paper will proceed as follows. Firstethistory of rail freight privatisation in
Britain will be charted, sector by sector. It will be seen that there has been relatively
little entry into the industry, and the reas for that will then be explored. The
particular issues of the price and availabibfytrack access, and of the availability of
government grants will then be discussBdospects for the rafteight business in
Great Britain are then considered. Finallg draw together some lessons which may
be learned for other countries embarkingtio@ privatisation and/or deregulation of

rail freight. An appendix presendetailed estimates of t@s in rail &d road freight

in Great Britain.



2. The privatisation process

Table 1 presents some data on the volunt @ofitability of rail freight in Great
Britain for the year to 3isMarch 1992 (i.e. directly prior to the start of the
privatisation process) which we have groupedrder to aid an understanding of what
happened. The grouping codes and titlesaur own, there being changes over time
to official nomenclature.

Table 1 British Rail freight Data for the year to 31/3/92

Group Title Tonnes Net Tonne- Turnover Profit
km
(million) (million) (£ million) | (£ million)

A Mail and| N.A. N.A. 101.5 -34.7

Parcels
B Less than| 15.2 2421 174.9 -118.7

Trainload
C Trainload 120.6 7115 505.3 +67.5
D Infrastructure N.A. N.A. N.A. N.A.

N.A. = Not available
Source: BRB (1993) annual report and accounts

It will be noted that the data is not coleie, as will be expalined below, and that
profitability varied bygrouping. Two points leap from thable. The first is that a
commercial firm will only take on one dhe loss making groupings if there were
prospects of making it profitable, or if tleewere to be a subsidy in some form or
other. Given the scale of losses in thesl¢han trainload business, the government
would almost certainly have eéhto face up to a large redion in rail freight in this
sector or to provide direcsubsidies. The second that any commercial firm
operating in or entering the rail freight market will seek to move to increase its
operations in grouping C, regardless of tine’s name or history, unless prevented
by controls. Consequently, if the govermmeavere to permit more than one rail
freight operating company, competition woutsHuce prices for trainload traffic and
remove the cross subsidy from that tdher forms of traffic. Transitional
arrangements and the lack of a straswrond hand rolling stock market could
moderate the position for a few years.

In preparation for privatisation, thgovernment ordered a major pruning of
unprofitable freight services,ith the objectives being that all traffic should earn at
least a 5% rate of return on capital eoyald. Nevertheless, some of the businesses
were still in a serious finara position at privatisation.

We will turn now to discuss the traffic groupings in turn.

A. Mail and Parcels



Historically much of this traffic wasaniveyed on passenger train services, so sharing
much of the cost. Parcels might be reedrthy number rather than exact weight, and
major contracts might state volumetricquerements rather than weight. In
consequence the tonnes and tonne-km datetisrery reliable. In 1971 there had
been 13.4 million specially run train milesBy the beginning of the 1990s many
customers, notably the newspapers, had daseail. Some 150 dedicated trains were
run each night, with the Post office having an option to carry mail on around 3000
passenger trains each day. In 1991 the operation was relaunched under the brand
name Rail Express Systems (RES). A newtact with the Post Office saw the end

of the carriage of mail by passenger traimifying the privatisation process. In
December 1995, grouping A was the first part of the BR freight operation to be
privatised, being sold to English Wekland Scottish Railway (EWS), a grouping
headed by the U.S. Wisconsin Centralway but largely owned by banks. EWS
therefore took over the Post Office coetrawhich is due tdast to 2010. EWS
provided new locos in order to be suoé meeting the exacting performance
agreement, and reduce operating costs. SEN#ve claimed that the Post Office
contract is its most priaéble; in 1999 it lifted some00,000 tonnes of traffic.
However, a safety requirement to withdréwe vans used for on-the-move sorting,
together with network perforance deterioration in thevake of the 2000 Hatfield
train derailment, is currently resulting in a cutback in the number of services operated.
Other than the Post Office contract, the attés of RES largely involve the hiring out

of locomotives.

B. Less than trainload

The figures for this group in Table leaactually for what was then known as
Railfreight Distribution. Tks comprised three parts:

B1. Domestic and Maritime Conter operations undertaken under the
Freightliner brand name;

B2. Wagonload traffic

B3.  Non-bulk trainload services, pripaily automotive and edible products.

We will consider these three in turn, folled by a new traffic, B4, Channel Tunnel
intermodal.

B1. Freightliner

The 1963 Report ‘The Reshaping of BfitifRailways’'(BRB,1963) is principally
remembered for the large scale closurggprmme it proposed for passenger services
and lightly used stations, bopassenger and freight. Wever, the report sought to
greatly increase the qutity of freight handled by la The princpal method of
attracting less than trainload traffic to rail was to be the Freightliner network of
container trains. These were to carryo8tfhigh containers in 10 foot, 20 foot, 30
foot and 40 foot lengths between a limitegmber of terminals, between 50 and 100
being envisaged, with roambllection and delivery.

However, this density of network was never reached, and the whole operation became
increasingly uncompetitive for domestic traffis the road freight alternative became
ever cheaper. Neverthelegsowth was initily good, with Freightner becoming the



world’s largest overland container hignl By 1981 Freightliner operated 25
terminals and served 18 privately owned teats, mostly ports. 200 trains were run
each day moving over 800,000 TEU’s p.a. However, the trading profit of £0.1 million
on turnover of £72.1 million was insufficieto fund further expansion. Domestic
traffic was gradually lost, being replaceég maritime boxes which only had to be
collected/delivered at one end of the rail journey, thereby being more cost competitive
with road.

By 1992, little domestic container movemenmegned. The profitability of moving
maritime boxes was hindered by the increadeeight of ISO containers, latterly to 9
foot 6 inches, which either required erpeve route gauge enhancement or special
low wagons having limited payload capacityn order to improve profitability prior

to privatisation, servicesvere recast in 1992 into aessentially hub and spoke
operation of roundly 80 trainger day. It was claimeddhthe business was making a
loss of roughly half of its £70 million p.&urnover (Abbott, 1994). Freightliner were
then operating just nine terminals, andreveerving just fiveprivately owned port
terminals.

It is understood that there wiittle interestin purchasing the company when it was
offered for sale, and privatisation was achieved via a management buyout, which took
control of the operations arassets in 1996. Iorder to induce # management to

take Freightliner, a block £75 million Tragkccess Grant was offered to cover the
charges raised by Railtrack to cover the period up to 2000.

Following privatisation, there was a 23%crease in traffic volume, and a modest
profit was returned. In Mah 1998 Freightliner was awd®d the title ‘European Rail
Operator of the Year. The marketrfanaritime freight movements is, however,
dominated by the state of world trade, r&ctalls in which havebeen reflected in
Freightliner’s carryings. Crucial to the coamy’s future success in this activity was
re-negotiation of th@rack Access Grant in 2000. Iretkvent there was an unsettling
delay, but the matter was resolvesidaa ‘Company Neutral Access Grant’
established, open to any company wishing to move containers, not just Freightliner.
Indeed, after a wary start, EWS has beanpeting for container affic. Conversely,
there being little prospect substantial profit from contaer traffic, Freightliner has
moved aggressively (as we shall saejo the bulk freightbusiness, and the
infrastructure business.

B2. Wagonload traffic

By the 1980s, British Rail had become hBagoncentrated on moving traffic in full
trainloads, and there wemalls for the complete abdonment of the movement of
individual wagonloads as being inevitahigiprofitable in a country where lengths of
haul in excess of 500 kilometres areeraDuring the 1980s BR instead tried to
develop a new high quality wagonload seeyibranded Speedlink, to handle traffic
which could not profitably be moved inlferainloads. By 1984 there were 150 daily
trunk services serving 12 main centres d@dsecondary centreplus a myriad of
feeder services capable of reaching 8Gfings. Harris (1983) claimed that “At
present, taken on its own Speedlink is profitable; this at a time when 40% of road
hauliers have been operating at a losklbwever, the basis for this calculation was
not given, but is believed to have involved Speedlink charging its full cost to other BR



sectors for moving their traffic regardlesswathat the customer paid. Speedlink
moved some 8 million net tonnes of traffic 884, but expansion then stalled, with
some BR commodity sectors preferring to confine all traffic to their own trainload
services. In late1988, Railfreight Disibution (RfD) was formed from the
amalgamation of Freightliner and the chemicals, automotive, industrial minerals,
edible products, general merchandise artdrnational activities, incorporating the
Speedlink wagonload network (Freeman AJld989). Little progress was made in
gaining economies by merging Freightlireerd Speedlink operations, partly due to
their using a slightly different brakingystem. It was soon decided to close
Speedlink, as having no prospects of lmaicy profitable, though some profitable
domestic wagonload movements were catéoen a new network, Connectrail, set
up to handle wagonload traffic moving vithe Channel Tunnel. This residual
wagonload traffic was privatised by sateEWS along with the new Cross-Channel
intermodal services (see B4 below), thbeeng nobody else interested in purchase.
EWS combined the Connectrail nemrk with its own wagonload network
(Enterprise), which had been set up by one of the trainload companies it bought.
EWS were initially bullish about the prospedor its Enterprise wagonload network,
and major traffic gains were made. Howe\Enterprise is still not a large operation,
compared to Speedlink. In 1997 it mowsaime 1.5 million tonnes, and in 1999 some
3.0 million tonnes. In recent times EBAhas sought similar financial support
regarding its wagonload traffics as Frelgtar has received regarding its container
traffic, though the SRA did that on a coamy-neutral basis. Very recently, EWS
have claimed that, at least parts of, théeEmrise network may be under threat as
Freightliner have won a contract for ookethe key commodities (Cement) moved in
Scotland, without which the Scottish ent&sp routes may be unsupportable. The
future for wagonload traffic looks very uncertain.

B3 Non-bulktrainloadservices

These were included in the formation ofilRaight Distributionin 1988, as discussed

in B2 above. In 1993, as RfD Contractn8ees, they carried some 6 million tonnes

of traffic. However, they were partitarly badly affected by the government's
instruction that all railfreighinovements should make a ptaft least equivalent to a

5% return on capital. It was decided to transfer the remaining traffics to the trainload
companies being formed for privatisation, as will be discussed in C below.

For reasons that are not totatliear, though said to be due to its European emphasis,
automotive services were ratad within RfD and privatisd along with B2 and B4.

In the event, European automotive servicage not been as successful as hoped, and
most of the specially biliwagons have lain idle.

B4 Cross-Channel Inter-modal Services

These were introduced with the openingtlid Channel tunnel in 1994, taking over
traffic that was previously handled byekghtliner through Harwich. Substantial
traffic growth was foreseen, partly via émasts predicated on 84% on-time reliability
and frequent service to ange of destinations, includinGermany. In the event,
service quality struggled to get anywherear that which had been assumed, and
German Railways routed traffic through Gammports rather than via the Channel
Tunnel. The situation was not helped togquent strike action (most notably on



SNCF) and the closure of the tunnek feeveral months following a fire on a
Eurotunnel freight shuttleThe diversionary possibilityepresented by the rail ferry
between Dover and Calaischbeen quickly withdrawn.

The business was sold along with residual elements of B2 and B3 (largely
automotive) to EWS in November 1997 after long negotiations, and awaiting EC
approval of the financial arrangements.appeared that there were no other serious
bidders. EWS only agreed to take over themwices if the, rather high, charge for
using the Channel Tunnel was underwritten10 years, i.e. EWS were to pay zero
tolls to use the Tunnel unless it more than tripled the freight it moved through the
tunnel. After 2007 the deal BR made wihrotunnel ends, and a new agreement will
need to be negotiated.

Rail freight through the Channel Tunnel hasarecome close to what was forecast,
and in the last year has collapsed, largely due to the problems of illegal immigrants
boarding trains at Sangatte, leading SNCFegirict operations tonly a fraction even

of the limited amount of traffic on offer.

C Trainload

Table 1 shows that this sector was whesxdhwas profit to be made from railfreight
in Great Britain. However, at the time mfivatisation the government did not wish to
maximise its revenue from the sale bylisg a monopoly to theprivate sector.
Instead they wanted to introduce competitiwithin the rail freight market, which
would clearly result in angxcess profits being competedvay. To this end the
trainload sector of BR was split up intoree regional trainload companies, with a
remit to compete with eadlther, and there was to bpen access to the industry.

BR had made a profit from certain segmenitghe freight market where rail had a
competitive advantage by charging a monopmige as only one train operator was
permitted. The trains themselves wertenfformed of privately owned wagons, and
latterly even privatelyowned locomotives, but crewmwere supplied by BR, who
determined the price for the movememlith competition, the monopoly rents were
very largely competed away.

The three trainload companies began opegatis separate emtis in April 1994,
Initially dubbed North Freight, West Freigabhd South-East Freight, they lost no time
in rebranding themselves as Loadhaukngrail and Mainline, respectively. Locos
were rebranded and many completely refgainand some wagons were dealt with
similarly. Each were allocated a numbefflofvs from Trainload Freight's portfolio,
as well as receiving some of RailfreigBbistribution’s ContractServices, see B4
above. Flows were generally allocatedtb@ company in whose area the traffic
originated, but the reverse was the casePimwer Station coal, for which source of
supply often varied at short notice. Eammpany was free to bid for new traffic in
any area.

Underlying this method of privatisation wampirical evidence dm U.S. railroads
(Caves et al, 1987) that, beyond some ‘mummefficient size’ there were constant
returns to scale. There vege however, thought to be degmomies of scope, a rather
more vague concept. In this case, it waerpreted as suggesting that there were



benefits from a tighter geogphic spread as well as aahar range of activities and
customers. It was therefore felt tlaatocalized focussed open access operator might
well be able to operate fully efficientlyitht only a handful of locos and trainsets.

In the event, there was strong argument froamy within the industry that economies

of scale were lost by having companieschh although strong ia particular region,

would operate long distance flows into m@gs where they had little other traffic.
When the three companies were privatised, the most attractive bid was for all the three
companies from EWS, who merged them aga discussed in the next section.

C1 EWS

As discussed above, having been split ititeee regional companies, BR’s former
Trainload Freight sector was offered fesle. Each company’s management was
obliged to bid for their company and the twbatcompanies. This yielded nine bids.

A tenth bid came from the grouping thmcame known as EWS Railways. American
railroads had been specifically target®dthe British government to bid for freight
companies, and EWS had already acquired RES (see Section A above). They now
checked with the Rail Regulator that they would be allowed to take over all three
trainload companies together. Being givea gneen light they bid for them all as a
job lot and were successfuéking over the three compas in February 1996. The
expense of splitting the companies argbranding was therefore wasted. The
possibilities for competition were greatly reduced, and reduced yet further once EWS
had acquired the European and residd@anestic wagonload traffic described in
section B above.

EWS were quick to re-equipith 280 modern U.S. designed locos and over 2000 new
wagons. Anecdotal evidence suggests that there has been some improvement in
service quality, and traffic growth furthesuggests that the privatisation was
successful. However, profit at EWS wast high, and falls in Wisconsin Central
share price led them to try to sell their share in EWS. Wisconsin Central was taken
over by Canadian National in 2001, but no buyer for EWS has yet been found. In the
meantime, service quality has deteriorated, particularly following the Hatfield
accident, and some contracts have been lost to other operators. The future for EWS is
therefore somewhat uncertaedthough it will have beehelped by the reduction in

track access charges discussesection 3 below.

The trainload traffic included in the dataTable 1 were latterly run by BR as four
commodity subsectors of Trainload Freighte now deal with each in turn.

A small amount of coal traffic in GB moved in wagonloads or containerloads for
domestic or industrial use, but this waseglohing traffic. Latterly it was managed as
part of Trainload Coal. Also included ihis sector was the nuclear traffic discussed
in C2 below and later takeover by BNFL. Of the actuidrainload coal, most was
destined for the electricity supply industrbout half ran less than 50 kms, but was
profitable due to the automated loadimglainloading. The pit closure programme of
the early 1990’s, coupled with the associdtish for gas’ greatly reduced tonnages
carried. Initially, bnne-km fell too, but the longer haubf imported coal from deep
berth ports to inland power stats eventually reversed this, so that substantial growth
in coal traffic materialised. This waadilitated by EWS losing little time in adjusting



its charging rates to competitive levels. s will see in C3 below, National Power,
who had set up an open access operation to caafyto their Drax power station sold

out to EWS in 1998. However, competitionl dirise, in the form of Freightliner who
wanted to diversify into the potentiallydrative bulk freight meet, using brand new
locos and wagons. This competition appears to have stimulated traffic growth in this
area.

The oil and petroleum sector of the metrkhas been declining, partly due to
competition from pipeline and partly due to the consequence of new safety measures.
EWS initially had the market to itself, blatterly Freightliner have bid for contracts

as they have come up and won a few, againg new locos, buhis time hauling the
company’s own wagons.

Metals includes the movement of ore andegtone to blast furnaces, as well as
finished and semi-finished products.GB steel production has faced difficult
conditions, but imports have often been tauled. Where blast furnaces etc. have
been closed, the flows of inputs have bean tio rail, and this is a continuing problem
for rail. EWS concentrated on improving the quality of service for finished and semi-
finished steel, ordering many additibrtalescopic hooded wagons to improve the
service. The figures suggest that this has been successful.

Construction is subject to larger than usual cyclical effects since it relates more to
investment than consumption. Much of thaffic is stone used in road schemes, the
programmes for which have been speedpdr slowed down for political reasons.
Prior to privatisation, most of the majoose flows in the south of the country were
moved by an organisation now known as Mpnridail. They own their own locos,
wagons and maintenance facilities, but useSEMkews. They sausly investigated

the possibility of becoming a fully gdged open access operator, but found it too
difficult. It is presumed thaEWS'’s charging polig has played a pairt this decision.
Freightliner have provided additional competitive pressure, securing most of the
cement traffic.

C2 BNFL

Two companies did take up the challengfeoperating trains to move their own
traffic. One of them was British Nuclekuels Limited (BNFL) which had to move
radio active materials around the country, wsttvere limitations on what could be
moved by road. Most traffic was therefore tagto rail by law, and so BR were able
to charge a profitable rate. BNFL envisdgacreasing traffic levels and decided it
could reduce its costs, and possibly gamimproved service, by forming its own
train operating company, Direct Rail Servi¢BRRS). Some locos that had been sold
by BR for use in constructing the Chanfieinnel came on the market at the right
time and these were purchased and sorfieghished for use. The failure of the
proposed Nightstar sleeper serviceotigh the Channel Tunnel made further locos
available. These provided more thamfficient motive power for all the nuclear
material trains, allowing DRS to bid for (and win some)) general freight work. This
has caused some ill feeling with compestaince BNFL is a nationalised industry.



C3 NationalPower

The other company to use Open Accesmtwe its own traffic was National Power
(NP), a company set up whehe Electricity Generating Industry was privatised,
owning about half of the coairéd power stations NP began withust one loco and
trainset, to supply limestoria connection with Flue GaDesulphurisation at Drax
power station, the biggest BB. It then progressed touy five more locos, and
sufficient wagons, to operate a 45 minute rva service supplying Drax with coal
from local coalfields. The locos werew-build, to a U.S. design used by Mendip
Rail (though operated by BR). Although the @i®n was generally agreed to be
satisfactory, and there was a consideraaleing relative to BR charges, it became
obvious that EWS was prepared to droprtipeice to a competitive level. National
Power then sold out itsperation to EWS in 1998.

D Infrastructure

Historical data on rail moweents of infrastructure nterials, principally track
components and ballast, are not available, being a purelsnahtenatter for the
railway. However, following privatisain, the freight train opating companies are

no longer carrying this infrastructure ffra on their own account, but on behalf of
Railtrack (or its successor)Originally it had been intendeto leave Railtrack in the
public sector, and for it to operate its owfrastructure services. Once it was decided

to privatise Railtrack it seemed sensible to pass the traffic to the three Trainload
Freight companies, together with the assestsd. There were some understandings
regarding future traffics, but Railtrack wesabsequently to be free to give traffic to
other freight train operating compas, or to operate on own account.

As we have seen, EWS took over all threaiffload Freight companies in early 1996.

It therefore took over the infrastructuraffic. There was draught relationship
between EWS and Railtrack, as both warenajor customer of the other! EWS
bought train paths from Railtrack and Raittk bought infrastructe train services
(locos, wagons, crews) from EWS. Possibly fearing a move by Railtrack to diversify
its infrastructure trainuppliers, EWS began a bold plan of updating the engineer’s
wagon stock used (referred to by BR as Depantal) and promisetb use its best
locos on infrastructure work (contrary to the BR practice of using its best locos on
revenue earning traffic). Despite th&WS were subsequently hard hit when
Railtrack diversified its tra suppliers and invested in its own wagons, leaving some
of EWS’s newly purchased wagons to stand idle.

Yet more damaging to EWS was that Raitle’s long term comacts with the new
entrants to the infrastructure marketabled these companies to purchase locos
identical to those EWS had bought. Thesedopbeing sufficient for Railtrack’s peak
requirement within each contract, had sufficient spare availability to allow these
companies to bid against EWS for gehelr@ight work, thereby enabling real
competition in the market place and overcoming the main barriers to entry.

Initially, Freightliner received a contractrfmfrastructure work, thereby diversifying
from container train operation. Twentgcos were dedicated to this work, but
additional locos were ordered, allowirgrther diversification and updating of



Freightliner's loco fleet. Further orde were placed, with the additional locos
totalling 57 at the time of writing. Consequently Freiglett will have at least 77
large freight locos, as agairtee 400 or so operated by EWS.

More recently, a passenger train op@gtcompany, GB Railways, successfully bid
for a Railtrack contract. This funded sewadicated locos, which nevertheless found
time for other work allowing the winning ofantainer train contr that is funding a
further five locos. The effect on EWS tifese two companies entering the freight
market on the back of infrastructure workthst it is having to mothball many of its
own large freight locos. EWS has been extremely reluctant to sell them off due to
fears that they would facilitate furtheompetition. Neveheless, in 2001 it did
(following the intervention of the Rail Realator) sell off many smaller locos and
several of these are returning to operatigstatus in some guise or other. Latest
indications are that GB Railwys’ contracts are now suffently attractive that its
freight arm, GB Railfreight, may be bid fdwy Freightliner. Clearly, it is still too
early to say whether a stable marketll wesult, but indications are that the
privatisation has been successful in this area.

In summary, then, despite having beplaced on the markeas six separate
companies, the privatisation process was completed with these companies being
amalgamated into just two, with a domingeneral freight trai operator (with some

85% of the rail freight market) and a speistatontainer operator. In the years since
privatisation these two operators have insiegly been competing, particularly in the
infrastructure and bulk markets, andemew open access operators have entered the
market, of which two are stiiperating. There is little dotkthat this limited amount

of competition has had aulsstantial impact; the fact that customers can go to
alternative operators when contracts coapefor renewal clearly puts pressure on
existing operators. Yet the extent of competition in practice has been rather limited.
The next section explores the reasons why more competition, particularly from new
open access operators, has not taken place.

3. Barriers to competition

At the time of rail privéisation, the government wasryekeen to encourage new
entry into the rail freight business ame way of improving efficiency and
competitiveness of rail freight by increasing competition. Other commentators (Nash
and Preston, 1992; Brewer, 1996) foresaw considerable barriers that a new operator
would have to overcome. Principal amongst these were:

- Difficulty and cost of recruiting sth with appropriate experience and of
training new staff, including providg train crew with the necessary
experience and route knowledge;

- acquisition of locomotivesnd rolling stock, given # existence of a very
limited second hand and short term leasing market;

- economies of scale, particularly in terofsthe ability to mantain high levels
of asset utilisation whilst maintainingufficient spare vehicles to maintain
reliability, meaning that a new entrambuld incur a cost penalty unless they
entered on a substantial scale;

- the difficulty and price of obtainingo@ropriate paths on the infrastructure.

10



Subsequently, Whiteing and Brewer (1998) réftioe results of inteiews with actual

new entrants (namely National Power and Direct Rail Services). To some extent all
of the above barriers wefeund to exist in practice. @pators had some success in
recruiting staff with appropriate experan from British Rail, but had also had to
undergo costly training exercises themsehagg] Direct Rail Services in particular
found it costly to maintain a wide route knledge (the latter is obviously less of a
problem with a specialist opéi@n operating a very limited sef routes than with a
more general operator). WHil®irect Rail Services ltamade use of second hand
locomotives, National Power found it necessary to buy new. Both suffered somewhat
from small scale in terms of costs, but fowmdry worthwhile as they felt they faced a
monopoly operator who was charging an exeeseiark-up over costs. The cost and
availability of paths was a concern to both.

These problems suggest thfathe European Commissioma member states wish to
promote entry into the rail freight marketethneed to think about ways of improving
the functioning of labour and asset marketshe rail industry An extreme solution
might be to give new entrants rights to use train crew anishgasitock of existing
operators at a regulated price.

An additional cost which proved much more significant than had initially been
anticipated was the cost pfeparing and getting a ‘s case’ accepted, a necessary
condition for obtaining an operators’ licentewas necessary to employ consultants
to do this and it is believed that thestotypically amount to several million pounds
as well as much senior management time. Glehis is a substantial start-up cost for

a small operator.

But as anticipated, it was the price and kmlity of paths on the infrastructure that
proved one of the most contentious issu€le original approach to rail access
charges in Great Britain was determinedtiyy government prior tprivatisation and
set out in Department of Transport (1998)hat this paper proped was that freight
and open access passenger operators shoyla pagotiated chargat least covering
their avoidable costs and kag as large a contribution as possible to fixed and
common costs. Franchisedsganger operators should payaaiable charge equal to
the cost implications of running additionaains, and a fixed charge equal to their
other avoidable costs plus a share akdi costs not covered by freight and open
access operators or other sources of revenue.

The aim of this structure was to reconcile the fact that the majority of infrastructure
costs were found to be common between dpesaand — at least in the short to
medium term — fixed with a belief that efiéncy of the infrastructure provider would

be promoted if all its costs had to be covered from revenue from train operators.
However, this could not be done simgly raising charges above marginal cost
without major distortions to the efficienof use of the infrastructure (para 3.3)

“If Railtrack were to charge all opeoas a proportion of gcamon and fixed costs
through a standard tariff, iwould drive off the railway traffic which was in a
position to pay for its avoidable costs...”

The recommended solution was therefore that:

“The long term health of the railway industwill be best securelfl Railtrack pursues
a policy of market pricing, subject to th&oidance of unfair dcrimination between
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competing operators in the same mark&ll operators should therefore pay the
avoidable costs which can be attributededily to them, and should contribute to
common costs differentially, reftting their ability to pay”.

It became the duty of the Rail Regulator to review all aspects of access agreements,
including infrastructure charges, and &t forward his policy in Office of the Rail
Regulator (1995). Broadly he considered tih&t proposed approath negotiation of
charges, backed up by his powers to inges¢ and prevent alleged discriminatory
charges between operators, was the best approach to the development of rail freight.
Evidence that he was prepared to use thesersow provided by the fact that in at
least one of the cases of new entrantsishenown to have intervened and obliged
Railtrack to lower its charges.

However, the major freight operator, EW8pn found that the necessity to negotiate
separate access charges for each flowraffic was time consuming and led to
uncertainty in the negotiation of new contsadt therefore negotiated with Railtrack a
two-part tariff, somewhat similar to th@sf the passenger franchisees, under which it
paid a large fixed sum plus a lower fixecaohe per gross tonrd@lometre of freight
traffic. The Regulator consullewidely as part of his regw of this agreement, and
found, not surprisingly, that loér operators feared th#tis would put them at a
disadvantage, as for new traflEWS would be able to me down to the variable part
of the charge, whereas Railtrack would estpe charge another operator something
above the variable charge. Moreover, customers were concerned that, for this reason,
they would become more captive to EWS.

In the event, the Regulator accepted that ddvantages to the development of ralil
freight as a whole of the nestructure justifid its introduction, anadonsidered that

his powers to look at all R&ibck’'s charges and to preveafiscriminatory behaviour

on the part of Railtrack, were sufficient to prevent this problem (Office of the Rail
Regulator, 1997a).

The first periodic review of track accessaoyes started with the publication of a
consultation document in December 1997fig@ of the Rail Regulator, 1997b). The
Regulator consideretiat charges should:

- incentivise Railtrack, train operators and funders to maximise the efficient use and
development of the network;

- avoid undue discriminiion between operators;

- appropriately reward Railtrackrfchanges in the level of output;

- meet the government’s overall transport objectives.

Problems with the existing structure of charges were:

- negotiations for freight opators (other than EW3nd open access operators
were complex and time consuming, whihggotiations on variation of access rights
for franchisees were simply not working;

- the charging structure for franchis@@se no incentive for economy in the use
of scarce capacity and ramlequate mechanism for the replacement of existing low
value services by higher value ones. Opesategre not adequately charged even for
wear and tear, and not charged at allcfamgestion and opportunity cost of slots;
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- moreover circumstances had changaghificantly since the charges were
originally set. There had been a rapid growthboth rail traffic and train kilometres,
leading to much greater congestion angureements for investment in new capacity
than had been anticipated, and it was ploéicy of the new government that this
should continue. However incentivesexpand the network were poor;

- the ability of Railtrack to negotiateharges according to the ability of a TOC
to pay, led to extreme secrecy about detnan the part of TOCs to the detriment of
service and investment planning.

During the review, Railtrack provided evidenof substantiallyhigher wear and tear
costs than allowed for in the existing ay@s, and also quantified congestion costs in
fine detail by track section and timerjel (Gibson,2000). It shodlbe noted that the
direct delays caused by an additiondirty for instance due to locomotive failure,
were already charged fdahrough the performance rege (under which operators
compensated Railtrack for delays they cdus@d vice versa); whatas being costed
here was the additional delalgssubsequent trains simpdyie to the train in question
taking up capacity and thus reducing the ability of the system to recover from delays
caused by other factors. Congestion charge the event fell predominantly on
passenger operators, since freight tendsperate away from the passenger peaks in
demand.

Consideration was given to improvingethncentive of Railtrack to expand the
network by also incorporatingpe capital costs of expansion into the variable element
of the access charge on thesisaof a calculatiof long run marginal cost; however,

it was found that this variednormously with the lo¢®n, size and nature of the
additional capacity required, and no fessitvay of including this in the tariff was
found. Instead attention concentrated onngjfiing the congestio cost of adding
additional trains to the network. Argugbthis was sensible, given the long time
periods and indivisibiligs involved in many plans to upgrade capacity.

The recommendations of the Regulator &t ¢éimd of the process were (Office of the
Rail Regulator, 2000; 2001):
- an increase in the variable part oé tthack charges to reflect the full wear
and tear cost and 50% of the quantifieongestion cost. kppears that the
Regulator was concerned that includthg full congestion charge would give
train operators too much incentive to cut services;

- a move to a published tariff for all operators, with franchised operators
continuing to pay on a two part tarithut freight and opemccess operators
paying only the variablelement of the tariff;

- an incentive payment to Railtrack based on increases in traffic in order to
encourage expansion of the network. This was paid for direct by the Strategic
Rail Authority, and hence did not addttee costs of the train operators

The Strategic Rail Authority agreed todbethe infrastructure costs of freight
operation over and above the variable element of the charge, thus halving the
charges paid by existing operators and removing any competitive problems posed
by the previous two-part tariff of EWS.
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Table 2 gives some idea of the proposmal of charges fobulk and other freight,

and how they relate to operating costs and revenues as in 1998. The table also shows
estimates of external costs, namelypailiution, noise and globavarming. Although

these are much smaller for rail than roads itlear that they are typically significant
relative to the marginal indistructure usage costs attuld therefore be included.

Table 2 Infrastructure, operating agxternal costs for Rail freight 1998

Costs Revenue Diff-
Marginal Vehicle Air pollution Noise Climate Total erence
Category infrastructu | operating change
re usage cost Cost -
Revenue

Bulk 1.79 8.60 0.166 0.170 0.131 10j86 1301 -3.15
Other 0.88 9.70 0.166 0.170 0.131 11105 13.61 -P.56
Freight Sector 1.19 9.28 0.166 0.170 0.131 10.94 18.41 2.47

Note: low cost estimates apply to environmental categories only.
Source Sansom et al, 2001

The price of track access was only parthef issue however. The other part of the
issue was the availability of paths and tlepiality. This has been assue in specific
cases, such as the West Coast Main Lipgrading, and also more generally. The
problem is that, whereas passenger isesvare run under reasonably long term
franchises and passenger operators ftaesee reasonably acetely their track
access requirements many years ahead, the isamo¢ true of freight. Freight access
requirements change with little noticendafreight operators are frequently in the
position of effectively having to seek to obtain paths on the ‘spot’ market. Inevitably
this tends to mean that passenger serviceprgaity in the allocation of slots. The
fear was that, in the West Coast Main Loase, there would be dittle capacity left
for freight that the potential growth of rdireight would be impossible. Whether this
makes sense in terms of the relative valutheftwo types of service is questionable.

The issue came to head when EWS soughiegotiate renevaf its track access
agreement. It applied for a contract gudeeing it certain amounts of capacity, and
running for ten years, with the possibility of extension at EWS’s request for up to
fifteen years. Railtrack argued that sumh agreement would become illegal under
Directive 2001/14 (which imposed a normalefiyear maximum on such agreements
except in the case of major investmeniyd @lso that it couldot possibly guarantee
capacity over such a long period. In themtvthe two sides compromised on, and the
Regulator sanctioned, an agreement for five years, with the possibility of extension
for a further five (Office othe Rail Regulator, 2002).

Clearly if EWS succeeded in tying up all th&ths available for freight over key main
lines, this would be a major constraont competition. The government had tried to
guard against this at the time of privatisa by enabling customets negotiate direct
with Railtrack over paths and to secure tighits to the paths they needed regardless
of which operator they used. However, custosngenerally preferred to leave this to
the operator, and the regulator felt obligedsteengthen the ability of customers to
change operator by including ‘use it oséoit’ clauses in access agreements and —
because these would generally only come éftect after a path lganot been used for
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some months — also providing that af customer switched operator the existing
operator would be expected to traershe path to the new operator.

In terms of quality, freightloes appear to have achieved better access to paths than
under the old regime, in which passengawises received clegpriority. For this
reason the Rail Freight Group (a pressui@ugrfor the industry) has been strongly
opposed to any suggestion of integratiorraf track with thepassenger operators,
which would be likely to worsen their pition. But the relationship between freight
operators and Railtrack has rien entirely hapy. Some operatorgported finding
Railtrack arrogant and unhelpful (Merc@Q02), and the American owners of EWS
found the situation in which they did natrdrol their own infrasucture strange and
alarming:

“ The whole Railtrack thing bothers me, as it's a major cost element which under the
worst conditions could be out of control. It could have théitaldo destroy the
competitiveness of any rail operating company.”

(Burkhardt, quoted in Rail magazine, Jan 1996, p28)

The succession of events since then, in wthehHatfield accident led to severe speed
restrictions across the netwoand the resulting increases in costs and compensation
payments led to the bankruptcy of Railtragke too complex to analyse in detail here.
Suffice it to say that these events do not necessarily indicate the inappropriateness of
the separation of infrastructure from opemas, and indeed in a passenger dominated
European network such separation is sthely to work to the interests of freight
operators. What went wrong Riailtrack was very much more the consequence of
how Railtrack managed its business, and of problems in the relationship between
Railtrack and its engineerirgpntractors, than evidenceatlsuch separation cannot be
made to work. What is clear, however tlimt the separation of infrastructure from
operations in Sweden, where the infradite organisation ia public body following
cost-benefit criteria in itsatisions, has been very muckderoblematic than that in
Britain with a fully privately owned rad commercially oriented infrastructure
company.

4. Inter modal competition and the freight grant regime.

A further obvious reason for the limited numlzé new entrants into the rail freight
business is the relatively poor profitability kil freight in Great Britain. As we saw

in Table 1, in 1992, before privatisation, fineight operations of British Rail were in
total heavily in deficit, Bhough trainload freight was opéireg at a profit. Following
privatisation, Table 3 shawa better situation, with all three freight operating
companies moving into profit. But apart from some dense flows of bulk commaodities,
Great Britain is not a particularly attractigkace to operate rail freight services, being
characterised by rather short lengths of hadck of international traffic (the failure

of the Channel Tunnel so far to alteiistiwas discussed above) and an intensely
competitive road haulage business which was fully deregulated as long ago as 1968.
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Table 3: Profitability of the Privatised Raltreight Industry in Great Britain (Em)

EWS Direct Rail MCB Ltd* | TOTAL
Services
Turnover 97 618.1 0.4 96.6 715.1
98 540.6 2.1 124.6 667.3
99 533.7 5.3 128.6 667.6
Operating Costs 97 539.7 0.8 94.4 634.9
98 472.5 2.0 117.3 591.8
99 483.9 5.0 122.6 611.5
Operating Profit 97 78.4 -0.3 2.2 80.9
98 68.1 0.1 7.3 75.5
99 49.8 0.3 6.1 56.2
Other Expenses 97 17.9 0 3.7 21.6
98 11.3 0 4.3 15.6
99 13.2 0.1 5.0 18.3
Pre-tax Profit 97 60.5 -0.3 -1.6 58.6
98 56.8 0.1 3.0 59.9
99 36.6 0.3 1.0 37.9
Profit 97 -1.8 -0.2 -3.6 -5.6
98 48.4 0.1 2.1 51.5
99 32.8 0.2 0.2 33.2

*Parent company of Freightliner
Source: TAS Rail Monitor, 2000.

Prior to privatisation, for many years BritiRRail had been ordedtdo run its freight
businesses on a purely commercial basitout subsidy. This had been interpreted

to mean that freight should at least coite avoidable cost; vas not expected to
contribute to the joint costs of the rail system. To the extent that there were however
joint costs between different flows of freigtnaffic, individual flows would have to

be priced sufficiently above marginal cdbat collectively theycovered that joint

cost.

To the extent that the rail operator is atieractice price discrimination and capture
the benefits to users of atidnal traffic, the need to earn a surplus above marginal
cost may not be a problem in terms @fonomic efficiency. Indeed if perfect
discrimination may be applied then it amly worth maintaining services that can
cover total costs in this way. (Joy, 1971).iSTis more likely to apply for freight
traffic, provided that there is no regulation preventing negotiation to obtain the best
price for each traffic flow, than for pasgger, where naturally such negotiations are
impossible. However, as noted above, ititeoduction of competition within the rail
freight market made such price discrintinba more difficult, since the customer
charged above marginal cost by one operator could go to another.

Moreover, the result that with perfectsdiimination, only sefges that can cover
their avoidable costs from revenue averth retention depends on the competing
modes, in most cases in Britain road tpors being appropriately priced. Given that
at present road haulage isacped for the use of the roasidely throughwo taxes, an
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annual lump sum vehicle excise duty and tag| it is not possibléor road haulage to
be appropriately priced everywhere. Tfieed lump sum bears more heavily on
vehicles engaged in short distance wdhkn long, whilst fuel tax does not vary
adequately with the weight and axle weigiitthe vehicle or with the nature of the
roads on which it runs in terms of the dagiof congestion anthe sensitivity of the
location to pollution and noise.

But a number of studies have suggesteat thad haulage does not even bear on
average the costs that it causes, in semmh wear and tear, environmental and
congestion costs. For instance, comparefithees for road haulage in Table 4 with

those for rail in Table 2 above. Whilst railpaying slightly more than marginal cost,

on average road haulage is paying substiyntess. These figures apply to 1998;

since then taxes on road haulage vehidtlase been substantially reduced as a
reaction to the fuel pricgrotests of the year 2000.
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Table 4: Marginal Cost and Revenumalysis by Type of Vehicle and Time of Day, 1998

Costs Revenues Difference
Categories Infrastructure  [Vehicle Cong- | Mohring |External |Air Noise | Climate |VAT not |Total |Fares Vehicle Fuel Value Total |Costs -
operating cost & |operating | estion| effect |accident [pollution change |paid (PSV) | excise duty| duty | added tax Revenues
depreciation cost (PSV) (PSV) |[costs (PSV) (part) on fuel
duty
Car, peak 0.05 - 13.22 - 0.78 0.18 0.01 0.12 - P44 - - 3.86 0.68 45
Car, off-peak 0.05 - 701 - 0.80 0.18 0.01 0.12 - 8.2 - - 3.86 0.68 45
LDV, peak 0.06 - 13.99 - 0.52 0.76  0.02 0.19 - 155 - - 3.86 0.68 4.5
LDV, off-peak 0.06 - 7.07 - 0.53 0.68 0.02 0.18 - 8.5 - - 386 D.68 4.5
HGV-Rigid, peak 3.82 - 26.00 - 1.40 184 0.06 0.44 - 836 - 225 13.11 229 |17.6
HGV-Rigid, off-peak 3.77 - 1275 - 1.39 1.57 0.06 0.43 - 200 - 225 13.11 229 |17.6
HGV-Artic, peak 7.57 - 3345 - 0.99 142 0.07 0.72 - 442 - 250 14.47 253 | 195
HGV-Artic, off-peak 7.55 - 1981 - 0.99 141 0.08 0.71 - 305 - 250 14.47 253 |[19.5
PSV, peak 5.74 78.73 20.31 -14.43 3.82 3.17 0.09 0.58 13.33 |111.3 76.19 0.61 5.26 092 830 4
PSV, off-peak 4.93 80.10 1231 -14.86 3.69 3.15 0.09 0.55 13.49 |103.5 77.10 0.61 5.26 0.9 83. 19

Source: Sansom et al (2001)
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The government has long giverpdal grants towarsl facilities for freight to move by
rail (or water) in situationsvhere road haulage is npaying enough to cover its
environmental costs. At privatisation these grants were supplemented by a grant
towards the costs of track access chargegngnitially to specific operators arguably
to make them profitable and therefore salealn particular the major recipients of
the initial grants were the operators ohtainer and other inter modal services, where
it was believed that the full track accedsarges would make them unprofitable.
These grants were originally administereygl the Departmentf Transport and its
successor government ministries, but wherewa Strategic Rail Authority was set up
in 2000 to implement government policy @ss both freight and passenger services,
responsibility for rail freight grants wasrded to the SRA. As noted above, the SRA
has since moved towards providing suapport for particulaflows of freight on a
‘company neutral’ basis (SRA, 2002).

Table 5 shows that the total amount of moakgcated as rail freight grants has risen
substantially since privatisation. Whilst thisay have started simply as a way of
offsetting the loss of cross subsidy, as explained above, it has increasingly become
necessary to counter the under chargofgthe road competitor. Although the
government is now moving towards introtlon of a kilometre based charge for
heavy goods vehicles, based on a gps systaioh would ultimately be capable of
differentiating in time and space, it has sodiedged that the changes will be revenue
neutral, so the under charging of road freight is set to continue.

Table 5
Rail freight grants (EM)

1985-6 7
1986-7 6
1987-8 2
1988-9 2
1989-90 1
1990-1 4
1991-2 1
1992-3 2
1993-4 4
1994-5 3
1995-6 4
1996-7 15
1997-8 29
1998-9 29
1999-2000 23
2000-1 36

Source SRA National Rail Trends 2001-2002 no 3 2002
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5 Prospects for rail freight in Great Britain

The figures in the appendix show that théras been a remarkable growth of ralil
freight since privatisation. Ehtotal volume in terms obtne kilometres has returned

to that seen in the 1970s. Moreover, ra8 lgained market sheaisubstantially overall

and for all commodities except petroleum and chemicals. The reasons for this
differential performance have been exp&d above. How long can this impressive
growth continue?

The current target which the governmens Isat the SRA is an 80% growth in rail
freight tonne-km between 2000 and 2010.ststically, total freight tonne-km has
risen slightly more slowly than GDP. Thecepted view is thaB GDP has a trend
growth of about 2.5% p.a., or 28% over tenge Therefore ifail can maintain its
share of freight tonne-km, market growghould account for some 25% out of the
80% target growth for rail freight, leavirgh% to be achieved by transfer from other
modes (principally road). Our expositionr@eavill assume just two modes, road and
rail.

Transport economists model freight mode cban terms of generalised cost, i.e. for
each mode we consider the sum of monetarst and the monetised values of all
other attributes of the movement that difigr mode. The maint@ibutes that have
been considered are journey time and rdltgb For these, rees of conversion to
money have been determined. All otlstributes are handled by adding into the
generalised cost of one of the modes a gttghrepresenting the net monetary effect
of all attributes noindividually valued.

How are the desired monetary valuations\ai? The value of a travel time saving
for a lorry has, in Great Britain, been takerbthe saving in the driver’s time, plus
any savings in vehicle operating cost. Nalssimple direct approach is available,
however, to value reliabilitygr the modal penalty referréd above. Neither is it easy
to find data on sufficient actual casesmbde choice to determine the ‘revealed
preference’ weightings placed on each attebuinstead, recourse has been made to
Stated Preference (SP) methods, where frergitte choice decish makers are faced
with a number of hypothetical sets of al@ines and asked to choose between, rank
or rate them. Often the alternatives wilpresent a choice of modes, and this will be
required in order to estimate the modahgiéy. By choosing the attribute levels
carefully, it can be possible to deduce ntane valuations from the responses, and
also spot respondents who are outlietsownay have misunderstood the task, or
sought to bias the results in some way.

The method just discussed works with groopsespondents all assumed to have the
same attribute monetary valuations. In practice, big differences will result for the
different commodities involved. Even for a particular commodity, the values of
journey time (reduction) anckliability (improvement) will vary with whether the
consignment is going to long-term storepat of a Just-in-Time supply chain, or is
going to a retail outlet. Consequenthe method known as Leeds Adaptive Stated
Preference (LASP) was developed at I0&kds (Fowkes and Tweddle, 1988). The
inclusion of the word *adaptive’ indicatesatithe SP design is nked prior to the
experiment, but continually adjusts in reantto previous responses. Alternatives
that are rated lowly may become cheaper, or quicker, or more reliable. This permits
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the experimental design to present setstefétives that forcehanges in rank order,
providing the raw material for attributenonetary valuationsregardless of the
characteristics of the consignment. PBasses are generally faiently rich that
models can be estimated for individuabpendents, thereby aning the pitfalls
associated with pooling nesndents during the model estitioa. Once the individual
valuations are available, however, it sensible to group similar responses and
average.

Road
Cost

Adjusted Rail
Rail

Bl B2 Distance
Fig 1 Competitivenss of rail and road

The use to which the derived monetary vaaret can be put can be illustrated by Fig
1, which shows simplified cost functions favad and rail plotted against distance.
Such diagrams could be drawn for individual commodities. Road has a relatively
small fixed cost element with respect dstance but has costs rising steeply with
distance. Rail has much higher fixed epsparticularly road collection and/or
delivery is needed, but with sorising less steeply wittistance. Other things being
equal, therefore, road is suitéo shorter transits and rad longer. Distance Bl is
marked on the figure to indicate where the aafstail is equal to the cost of road.
However, we should not expect the two motieshare the traffiequally at distance
B1, since there is service diiya to consider: how longloes the transitake?, how
reliable is it? etc. Since we have unitues for a one hour’s extra transit time, 1%
more arrivals ‘on-time’, and the modal pdgawe can adjust the cost functions for
these effects. For simplicity, we have lgfe road costs as be& but constructed an
‘Adjusted’ rail cost funtion incorporating the moneta value of the difference
between road and rail. We have drawn‘#tgusted rail’ line higher than the original
rail line as it is currently generally the eas Great Britain that service quality is
considered by mode choice decision makeisetavorse for rail than road. The effect
can be seen to push up the Breakeverawitst from B1 to B2. At B2 we would
expect half the traffic to use each mode.

Figure 1 can be used to illuate the likely efficiency obne of the means that the
SRA is using to encourage mode switchitograil. The Freight facilities Grant
provides for a subsidy to be paid if rail is used in cases where road is cheaper but
there are sufficient identified environmental benefits. The grant would reduce the
‘rail’ and ‘adjusted rail’ line, thereby reding the breakeven distance. However, the
grant would only be payable e start off to the left oB1, otherwise rail would be
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cheaper to begin with and tlgeant would not be payableéSince we can imagine that
the battleground for mode shaselocated close to B2, threeans that the grants are
likely to be poorly directed. Similarly, thirack Access Grant has the effect of tilting
the ‘rail’ and ‘adjusted rail’ lines downwas (i.e. becoming less steep but with the
same intercepts), again reducing the kegan distance, but am is only payable
when road is cheaper than rail.

At the beginning of the year 2000, it svaupposed that the U.K. government would
continue with policies that would increase thetaaf road freight relatively to rail. In
particular, the fuel duty escateitwas expected to continteadd to the monetary cost
of rall (tilting the Road line upwards in Fig, as would new diregbad use charges.
Road congestion was expectedcontinue getting worsdaitting road journey times
and reliability, and so bringinthe ‘adjusted rail’ line closeto the ‘rail’ line. The
effect of both of these would have beemdduce B2 in Fig 1. This would mean that,
for each commodity group, the proportion of traffic for which rail was competitive
would increase, with consequent predictedreases in rail traffic. However, during
September 2000 there were widespread fuekpprotests in Gredritain, which led

to changes in government policy. In partar the fuel duty escalator was ended,
vehicle excise duties were greatly reduycéd tonne lorries permitted to operate
unrestrictedly, and the rodlilding programme enhanced.

Consequently, if B2 is to fall significantly, it will be necessary to lower the Rail line
in Fig 1, i.e. directly reduce rail costs,rpeularly in the competitive distance bands.
Funds have been obtained by SRA from govemnirt® enable this. In addition to the
grants and reduced track access chargesioned above, SRA plans to be proactive
in ensuring that adequate infrastructure iplace to handle the &a traffic, including
financing schemes where necessary. Studheertaken for the SRA have shown that
the proposed subsidies should be sufficientachieve the 80% growth target for
tonne-km in 2010 compared to 2000 (SRA, 2002).

6. Lessons for Europe

Britain was one of the fitscountries to implemengand indeed go beyond, current
European Union policy for rail freight. THeuropean Commission sen to open up

rail freight markets to new entrants, asdes separation of infrastructure from
operations, with fair and non discriminatarfyarges for the use of infrastructure and
allocation of paths. Britain not only completely separated infrastructure from
operations and introduced complete open agosgh an independent Regulator to
over see infrastructure charges and the allocatigraths. It also privatised both the
infrastructure company and the freiglperating companies. The experience
described above may have some lessongfitrer for other countries, and indeed for
the Commission, as similar policies proceed elsewhere.

The first lesson which seems to emergéha it can be quitelifficult to introduce
competition into the rail freight market. In the past, the failure of Directives such as
91/440 (which opened access to new entrants throughout the Union for international
inter-modal freight traffic) to achieve much new entry has been ascribed to deliberate
obstruction by the existing railways andsame cases their governments. That such
obstructions existed is clear, but the British experience suggests that there are other
crucial barriers to entry. Chief of thesetle marginal profitability or unprofitability
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of much rail freight trafficalthough the short lengths of haul in Britain may make this
situation worse than in much of Europe.eTiesult in Britain was not just that very

little new entry was attracted, but also thatas difficult to privatise the existing rail
freight operations, and partieuly to do so in a form that created several competing
companies. With the help of the subsidies listed above, the privatised and open access
companies appear to have succeeded in opgratarginally profitaly, but it is clear

that rail freight in Britain h& not excited a lot of intereatnongst potential investors.

A second barrier is the importance of swokts and economies of scale, which means
that competition is likely to come from etigy operators in other sectors, or from
large customers seeking to put pressure on the existing operators than from totally
new entrants. The effect of these is that attempts artificially to create competition by
restructuring companies at privatisation Wélil in the absence of a strong antitrust
policy to prevent reconcentration.

A second lesson is that, without subsidi@syatisation and/oopen access are likely

to lead to the abandonment me loss making traffics. The reason for this is that
privatisation and/or open access will eliminate cross subsidies whereby profitable
traffic supports unprofitable. Private operators have little incentive to cross subsidise,
and cannot do so if new entoy the threat of entry elimates the monopoly profits.

The situation which pertained in Britain foee privatisation, with profits on bulk
traffic supporting loss makingiagonload and inter-modal services, is likely to exist
elsewhere in Europe.

A third lesson is that track aess and charges are crucibhere is a problem if it is
desired to raise from freight operators mtran purely their marginal costs of use of
the infrastructure. The mosiffieient solution to this is kely to be the introduction of
two part tariffs, that enable the operatorattract additional traffic at marginal cost
whilst raising the necessary surplus by piégcrimination across the total traffic it
carries. But it is difficult to do this inway which does not harep competitors. The
solution adopted in Britain now is only tequire freight operators to pay marginal
cost. In typical European conditionsyhere passenger s&®s dominate in
determining the need for infrastructure, this seems a reasonable solution, but it does
require someone else to pay both any joistsof the freight business as a whole and
all joint costs between freight and passenger.

But the infrastructure issue is not merely one of prices. It is also necessary to ensure
that freight gets appropriate access to the infrastructure in competition with passenger
services, and that the tha it has available are not monopolised by means of
‘grandfather rights’ of existing operators. Britain, the means of seeking to achieve

this has been the complete separation of infrastructure from all operators, and the
creation of a strong indepemderegulator. Even so it Baremained a problem area,
because the needs of freight traffic are j[@eslictable than passenger, and there is a
risk that most capacity gets tied up ong term contracts with the passenger sector
leaving little available for freight. Meover, the problems that have surrounded
Railtrack are well known and have hampered the development of rail freight in the
last couple of years. Nevertheless it appears that — on passenger dominated railways -
the separation of infrastructure from operations can be made to work, as in Sweden,
and is likely to benefit frght operators who will otherwasalways be subservient to
passenger.
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There are then a number of probleswgrounding both the privatisation and the
liberalisation of rail freight services. Bdespite these problems overall in the case of
rail freight the experience of Britain musé judged a succesghe increase in rail
mode share seen in the appendix is tm@gnarkable after many years of decline.
Individual success stories include the development of Freightliner from its very weak
state at privatisation andhe re-entry of rail intowagonload services with
development of the ‘Enterprise’ networkhe new operators have invested heavily,
bringing substantial private ciégql into the rail freightbusiness and appear to have
improved quality of service. In this press both privatisation, which has freed the
operation from dependence on government for its strategy and investment, and
competition, which has put pressure on thhegand quality of service offered by the
incumbent operator, have played a p#riappears competition has been important
even though in practice the amount of cetitpon actually within the rail freight
sector has been very limited. It is wakcognised that theealistic threat of
competition can have a major impact, even when competition is actually quite limited
in practice. Despite the problems tlmatve surrounded Railtrack, and some of the
passenger operators, and despite the agediruncertainty about the future of the
major operator, EWS, privatisation of rail freight in Britain is a clear success story,
and one which should encourage other coesti® consider me radical change.

However, the success in Britain has been achieved by the government simply
withdrawing from rail freight and leaving ip to the market, or even by simply
relying on a strong independent regulator teuea that freight opators were treated
fairly by Railtrack in terms of price and when competing with passenger operators for
paths. From an early stage, the governmsbotved itself as willing to use subsidies to
pave the way to privatisation, andeih volume has increased as government
aspirations for rail freight grew, as raiffiastructure costs increased and as taxes on
its chief competitor — road haulage — were reduced. Such subsidies do appear to have
strong justification in the contired failure to charge roaddiage its full social costs.
Whilst more competition may help to get costs down, a major revival of rail freight is
likely — as in Britain — to need eithergthier charges on heavy good=hicles (Britain

had amongst the highest charges in Euroferée¢he year 2000 cyter subsidies to

rail.
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Appendix
Trends in Road and Rail Freight in G.B.
The Tables of Traffic

Tables Al to A4 present some data on road and rail freight in Great Britain since
1975, and with particular detail since 199Ehe tables measure goods moved, i.e. net
tonne-km. Tables Al to A3 are in lmhs, and A4 in percentages. A rough
breakdown of the figures into commodity grouy@s been attempted, but official data

Is patchy for rail and some licence has been exercised.

Data was generally only available in ablgaounded form, and so the percentages in
Table A4 will wobble a littlgpurely due to roundg effects. Sine the mid 1980s the

rail figures relate to financial ratherettcalendar year, but no adjustment has been
made for that. The totals over all commodities agree with official figures except for
1996 and 1997, before and aftehich there were breaks the official rail series.

The figures presented here are as comparable and consistent as we have been able to
make them, and reflect realias we perceive it. Nevertless they merely reflect our

best guess:- if a figure risbgtween two years it does notcessarily mean that traffic
actually rose between those years!

The pre-privatisation data for 1975 to 1995eeflthe substantial fan rail carryings,

the rapid rise in road carryingasnd the consequential fall iail's mode share (of total

road and rail traffic) from 19% in 1975 to 8.5% in 1995. Rail's mode share over ALL
modes would obviously be lowstill, being 6% in 1995.However, difficulties with

the data for water-borne transport make its inclusion problematic and so it is not
further considered in this par (it is mostly coastal shipping associated with the oil
industry).

Since 1995 rail traffic has risen by some 50#tile road traffic has only risen by
some 4%, thereby increasing rail’s sharelio6%. Unfortunately, at the time of
privatisation, collection of statistics wasitt worst. It is the very years we would
wish to use as our base (1995, 1996 and 1997whdiave least faith in the data for.
However the SRA official series accepts the 13.3 bn tonne-km we have for total rail
traffic in 1995 (and the figes we show for # totals in 1998 t®001) and so we
propose to take 1995 as ouejprivatisation base year.

Looking at the individual commaodities, Table ARarly shows the effect of the steel
workers strike in 1980, and Table A1 shows #ffects of the coal miners strike of
1984/5, which particularly affected rail caimgs of coal. We considered avoiding
these years as being atypical, but all years will be atypical to some extent, especially
depending on the position in the economic cycle.

Looking at the road plus rail figures in Ala A3, we see thahe Food, Drink and
Agriculture sector doubled itsaffic between 1975 and 2001Coal traffic has been
erratic but, ignoring thel985 strike affected figurescarryings in 2001 were
historically low, though much higher thamy year since privatisation. Petroleum
related traffic was at much the same leéme2001 as in 1975. Given that not only the
1980 steel workers strike butsalthe 1985 coal miners & had an effect on steel
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production, the 2001 figures for taé sector traffic is histazally low. Construction
traffic is affected more than most ®conomic conditions which may explain its
buoyant traffic levels in rece years. Chemical and féser traffic showed an
increase up to 1990, with some signs afuaion recently. The ‘other’ category has
more than doubled in size. This is predominantly road traffic and besides ‘general
merchandise’ (whatever that is) the datdl imclude any cases where the commodity
of a lorry load was unknowmyr where there was more than one commaodity carried.
Since a third of traffic now falls in thither category, we would join with those
recommending that some effort be madefitm out what this ‘other’ traffic is.
Overall traffic has risen at 1.7% p.a. otke 26 years, rather below the growth in
GDP.

Turning to Table Al, we see that coalakvays the largest grouping, and usually
represents a third of total rail traffic. @ltoal grouping is natll coal, including some
other traffic for the energy sector of taeonomy. The 1995 figure for just coal alone
is thought to be 3b net tonne-km, as ogabs$o 3.6b shown in Table Al for the
grouping as a whole. The figures in Table Ak the official fyures. Petroleum,
Metals and Construction were all imparta These four groupsere handled as
separate subsectors by the Trainload Freigttos®f BR prior to privatisation. The
remaining groupings were run by the RailftdigDistribution sector. Most of the
‘other’ category was Freightler Container traffic (for which the commodity is not
recorded), so that in 1999dtghtliner had almost as much traffic as the coal group.

The increase in rail traffic after privatisatioan be seen to be fairly widespread over
commodities, except that Petroleum and Chemibalve lost traffic gradually. It is
also noticeable that the ‘other’ categoryshghrunk in 2000. This is known to be
partly due to a fall in Domestic Immodal carryings, whit is the name now
(somewhat confusingly) given to what ugedoe Freightliner international maritime
traffic. This fell from 3.9 bn tonne-km 1999, to 3.8 in 2000, and to 3.5 in 2001,
thought to be due to the downturn in wottdde. The Infrastructure traffic shown
from 1998 is mostly the movement of lzelt and track for ralaying, and the
removal of spent ballast andptaced track. Data is not @lable for earlier years as
this was a purely internal matter for BR. These figures are not included in the totals.
The extent that road maintenance matsrimovements are included in the road
figures is unclear.

Turning to Table A4 we see how rail hasei@ relative to road. The Food, Drink and
Agriculture figures should be regardedusmseliable but, on face value, show a decline
reversed after privatisation, which is probabbrrect. Coal traffic was lost to road
during the 1985 coal minedrike, during which many railway workers refused to
move what coal was available for movemeRail was slow to re-establish its market
share; and had not done so by the time ofgpigation, though the taindicatethat it
now has. This has been helped by the increased distances over which coal is how
moved, which favour rail over road. Pe&oi movements have been lost from rail
to road because of the size of rail faig@b required for, saya weekly trainload
delivery making rail increasingly uneconomior low quantity customers. New
safety regulations have strengthened thed and pipelines have undermined the
economics of rail facilities at large refinesi Metals traffic sa rail lose market
share prior to privatisation, but more thagain it since. Rail had a healthy share of
construction traffic up to 1990, but has foutl@® competition more difficult since.
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Chemical and Fertilizer traffic has sufferée@m more stringensafety regulations.

The ending of the Speedlink wagonload service in 1991 made many movements
uneconomic, since trainload movements wloidve required moref the expensive
specialised wagons, as well as greater stdiagkties, which could be a threat to the
local populace. Rail's share of the ‘oth&maffic dipped sharpl after Freightliner
closed much of its domestic network in 1989, but grew again immediately after
Freightliner was privatised.

The growth in rail net tonne kilometres regattn Table Al is rather greater than that
forecast in NERA/MVA/STM/ITS (1997) ira report for the Rail Regulator. That
report had forecast a base case of 14l net tonne km in 2005 if no changes
were made to BR policy and there wereadllitional help from the government. With
key industry improvements, this figurese to 17.21b tonne-km (in 2005), a figure
already comfortably exceeded (althoughcolirse falls between now and 2005 are
possible). With greater access to grantsréok, and the use of taxes or charges to
increase road costs, a figure of 20.5@bne km was thought pob# in 2005. Actual
outturn therefore supports theew that the effect of privsation has been to greatly
increase traffic, achieving (or betterintpe top end of whawvas thought possible in
1997.
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Table A1
Billion Net Tonne-km by Rail

YEAR A B C OTHER TOTAL INF
1975 0.7 7.3 2.5 3.0 3.1 11 3.2 20.9

1980 0.5 6.5 2.3 1.7 2.8 0.9 3.1 17.6

1985 0.6 4.1 2.0 2.0 2.8 0.7 3.1 15.3

1990 0.5 5.0 2.1 2.2 3.5 0.6 2.1 16.0

1995 0.5 3.6 1.8 2.1 2.5 0.5 2.3 13.3

1996 0.5 3.8 1.7 2.4 2.2 0.6 2.4 13.6

1997 0.7 4.4 1.8 2.6 2.4 0.5 2.5 14.9

1998 11 4.5 1.8 2.7 2.8 0.5 3.9 17.3 0.8
1999 1.1 4.8 1.7 2.8 2.7 0.4 4.7 18.2 0.8
2000 1.1 4.8 1.6 2.7 3.2 0.4 4.3 18.1 0.9
2001 1.2 6.2 1.4 3.1 3.7 0.4 3.7 19.7 1.2

YEAR: for recent years, Hlastatistics refer to an April to March year

Tmoow>®

Food, Drink, Agriculture

Coal class traffic (principally but not wholly coal)

Oil and Petroleum
Metals
Constructioretc.
Chemicals

OTHER: Mainly Freightliner Intermodal (betwe&h and 90%) plus automotive and odds and ends

INF: Railway infrastructure No dapaior to 1998. Not included in TOTAL.

Source: Transport Statistics Great Britain, Railtrack\dek Management Statements, SRA National Rail Trends




Table A2 Road Billion Tonne-km

YEAR A B C OTHER TOTAL
1975 23.8 2.3 4.5 8.4 19.2 6.8 23.9 89.0
1980 25.9 2.6 4.3 6.5 17.9 6.7 25.9 89.7
1985 29.1 4.2 4.3 7.3 18.7 7.9 27.5 99.1
1990 37.0 4.2 4.9 8.4 23.9 9.7 42.6 130.6
1995 42.6 2.7 5.7 9.3 24.2 8.9 50.2 143.7
1996 45.2 2.5 6.1 8.5 23.1 9.2 52.0 146.8
1997 46.4 2.7 5.8 9.6 24.7 9.5 50.9 149.6
1998 48.6 2.0 5.2 8.8 24.0 9.1 54.2 151.9
1999 47.9 2.2 5.0 8.1 23.3 8.8 53.9 149.2
2000 50.6 1.5 6.4 8.0 23.0 8.0 52.9 150.5
2001 47.6 2.1 5.8 6.9 24.7 8.4 53.9 149.4
YEAR: calendar years

Tmoow>®

OTHER: Manufactures, Misttaneous and Mixed loads.
Source: Transport Statistics Great Britain

Food, Drink, Agriculture
Coal

Oil and Petroleum
Metals

Constructioretc.
Chemicals
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Table A3 Road plus Rail Billion Tonne-km

YEAR A B C F OTHER TOTAL
1975 24.5 9.6 7.0 114 22.3 7.9 27.1 109.9
1980 26.4 9.1 6.6 8.2 20.7 7.6 29.0 107.3
1985 29.7 8.3 6.3 9.3 21.5 8.6 30.6 114.4
1990 37.5 9.2 7.0 10.6 27.4 10.3 44.7 146.6
1995 43.1 6.3 7.5 11.4 26.7 9.4 52.5 157.0
1996 45.7 6.3 7.8 10.9 25.3 9.8 54.4 160.4
1997 47.1 7.1 7.6 12.2 27.1 10.0 53.4 164.5
1998 49.7 6.5 7.0 11.5 26.8 9.6 58.1 169.2
1999 49.0 7.0 6.7 10.9 26.0 9.2 58.6 167.4
2000 51.7 6.3 8.0 10.7 26.2 8.4 57.2 168.6
2001 48.8 8.3 7.2 10.0 28.4 8.8 57.6 169.1

Key and source: as for Tables Al and A2
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Table A4 Rail % of Roaglus Rail total tonne-km

YEAR A B C F OTHER TOTAL
1975 2.9 76.0 35.7 26.3 13.9 13.9 11.8 19.0
1980 1.9 71.4 34.8 20.7 13.5 11.8 10.7 16.4
1985 2.0 49.4 31.7 21.5 13.0 8.1 10.1 13.4

1990 1.3 54.3 30.0 20.8 12.8 5.8 4.7 10.9
1995 1.2 57.1 24.0 18.4 9.4 5.3 4.4 8.5
1996 11 60.3 21.8 22.0 8.7 6.1 4.4 8.5
1997 15 62.0 23.7 21.3 8.9 5.0 4.7 9.1
1998 2.2 69.2 25.7 23.5 10.4 5.2 6.7 10.2
1999 2.2 68.6 25.4 25.7 10.4 4.3 8.0 10.9
2000 2.1 76.2 20.0 25.2 12.2 4.8 7.5 10.7
2001 2.5 4.7 19.4 31.0 10.9 4.5 6.4 11.6

Key and source: as for Tables Al and A2
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