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Abstract The paper deals with the risks related to providing public passenger transport. The risks are divided into
two groups: cost and revenue risks. The paper describes possibilities of risk allocation among contracting parties when

providing transport services.
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1. Introduction

Under current conditions in terms of general economic
interest, the public passenger transport services cannot be
provided on a commercial basis. Therefore, the mechanisms
arise by which the services in public transport are provided in
order to ensure the access to basic population’s needs such as
work, health, and education particularly in the time of low
demand. At present, the following mechanisms are used: the
award of exclusive rights to public service operators!, and
the grant of financial compensation to public service opera-
tors. The mentioned principles are also incorporated in EU
legislation (Regulation (EC) No 1370/2007 on public pas-
senger transport services by rail and by road), but also in
national legislation of SR (Act No 56/2012 on road transport
and Act No 514/2009 on the transport on railroads). The
problem is the determination of financial compensation
which includes a share of reasonable profit. The reasonable
profit must depend on level of risk-taking. However in
practise, it is determined as a percentage of economically
justified costs. But this method is not correct because the
operator who efficiently manages and achieves lower costs,
also achieves a lower level of reasonable profit in compari-
son with the operator who provides comparable performance
but at higher costs. Therefore, the aim of the paper is to point
out the existence of business risk in public passenger
transport.

! the public service operator is considered to be a person
who performs transportation, operates the means of transport;
in some regulations the term “carrier” is used.

2. The Risk Analysis in Public Passenger
Transport

There are several papers dealing with the risks and their
allocation between operators and authorities (e.g. Stanley
and van de Velde, 2008; Hensher and Stanley, 2003; van de
Velde, Veeneman and Shipholt, 2008) according to which it
is necessary to divide the risks into two groups - cost and
revenue risks.

2.1. Cost Risks

The cost risks are associated with a cost calculation
when contracting in public economic interest. In public
service contract, it is necessary to agree on a price for real-
ized performance which consists of the costs and profits of
public service operator. In the case that the operator assumes
the cost risk; it is necessary to agree on a scope of realized
performance for the contract period and economically justi-
fied costs per unit of the realized performance between
operator and authority. The cost risks can be divided into two
groups (van de Velde, Veeneman and Shipholt, 2008):

e operational cost risks which are related to the difference
of the anticipated costs calculated and the actually observed
costs after performance realization. The reasonable profit
must depend on an allocation of this risk. When the operator
does not assume the risk and after realization of performance
he proves eligibility of costs to authority for the purpose of
compensation, the operator takes no cost risk for the per-
formance realization. In the case that the agreed unit costs in
public service contract are final, the operator assumes the
cost risk and this should be reflected in appropriate level of
reasonable profit.



22 Poliak (et al.): The Risk Analysis in Public Passenger Transport

The operational cost risks can be further divided as fol-
lows:

0 external operational cost risks - the risk that cannot be
influenced by the operator at all (e.g. cost increasing due to
flooded streets in the event of natural disasters). This group
can also include the risk which can be influenced by operator
indirectly or only in a small extent (e.g. changes in energy
prices during the contract period, change of employees’ costs,
etc.)

O internal operational cost risks — the risk that can be in-
fluenced by the operator, e.g. the costs of maintaining the
vehicle fleet (the operator can decide on the maintenance
process in order to avoid failure of vehicle and higher costs)

e investment cost risks are related to the difference of the
anticipated life of the fixed assets of the operator. While
providing public passenger transport it is primarily the
means of transport and infrastructure (e.g. bus and tram stops,
tram tracks, etc.). The reasonable profit must depend on
which party assumes the risk of the difference of actual net
book value of fixed assets at the end of a contract period
compared to anticipated net book value.

2.2. Revenue Risks

The revenue risks are associated with the difference
between expected revenues from operation of public pas-
senger transport and actually achieved revenues at the end of
contract period. These risks may be taken either by authority
or operator and in this regard there must be appropriately set
a profit level of the operator. When the authority assumes the
revenue risk, then a contractual relationship between the
authority and the operator which sets a compensation for
realized performance is based on the following formula:

K=(NJ+PZ).RV-V

where:
K - compensation of the authority for the operator
NJ - costs per unit of realized performance,
PZ — reasonable profit for the operator expressed per

performance unit
RV - the realized performance,
V  —revenues achieved when realizing performance.

When there are agreed final costs per unit in public service
contract, which cannot be changed during a contract period,
the cost risks are fully borne by the operator. The revenue
risks are borne by the authority. This means that if operator’s
revenue is decreasing, the compensation from authority’s
party is increasing.

When the operator assumes the revenue risk, in the con-
tract there is determined in addition to realized performance
also absolute amount of compensation which cannot be
changed during a contract period. The compensation is based
on anticipated costs and revenue while changes in costs and
revenue pose a risk of the operator. A part of the compensa-
tion is a reasonable profit of the operator resulting from cost
and revenue risk of realized performance.

The cost risks are not usually related with interventions of
public authorities (with an exception of changes in tax bur-
den of the operator), and currently they are usually trans-
mitted to operators. In the case of revenue risks, it is possible
to define influence of public authorities on revenue risks; the
risks can be divided into two groups:

e revenue risk associated with a decrease in demand - it is
a risk related to the changes in number of passengers carried
when providing public passenger transport. In the case that
the authority bears the revenue risk, it is necessary to ap-
propriately involve the operator in compliance with required
quality because the amount of the compensation in this case
does not depend on the number of passengers carried (van de
Velde, Veeneman and Shipholt, 2008). In SR this risk is very
significant because the demand for public passenger
transport expressed in passenger-kilometres (pskm) is de-
creasing annually in road and railway transport.

When it comes to the revenue risk associated with a de-
crease in demand, it is necessary to distinguish territories in
which the transport services are operated. The development
of number of passengers carried depends to some extent on
the interventions of public authorities which can indirectly
influence the number of passengers carried through fulfilling
their strategic objectives. The strategic objectives of public
authorities can be divided to (Stanley and van de Velde,
2008):

O economic - maximizing the effectiveness and effi-
ciency of resource use (e.g. limitations of unused connec-
tions, fare increase for less used connections, taxation of
passenger cars as a source of compensation for losses of
public passenger transport, etc.);

0 environmental - minimizing the impact of transporta-
tion in a served area (e.g. limiting access of cars at defined
time intervals in a serviced territory);

0 social - ensuring possibility of mobility for all people,
particularly for vulnerable groups of passengers (lower fares
for students, pensioners, etc.);

0 public - planning transport policy and other policies in a
region (e.g. deployment of schools raises a demand for
carriage, etc.).

e revenue risk associated with a change of passenger
structure - it is the risk of revenue change because of a
change of passenger structure. For example, when the se-
lected groups of passengers (students, pensioners) travel
with special fares, an increase in number of those passengers
while keeping the total number of passengers causes a de-
crease in total revenue for providing transport services. The
good solution is setting an appropriate pricing policy of
transport services. However, it is important to monitor the
impact of price changes on the demand, which varies con-
siderably for particular groups of passengers (Gnap,
Kone¢ny and Poliak, 2006). In the Slovak Republic, the
discounted fares known as saver tickets (half price of a full
fare ticket) are for young people aged 6 to 15 and students to
26, and fares known as "other fares"? are for: senior citizens

2 Decree of Office of Rail Regulation No 654/2005 lays
down the scope of price regulation for railway transport and
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over 70 (€ 0.20 per every 50 km, severely disabled people
(half fare travel), parents travelling to visit their physically or
mentally disabled, chronically ill children nourished in
special facilities in Slovakia (half fare travel). The public
passenger transport fare is regulated by public authorities
that decide which specific groups of passengers will be
entitled to reduced fares; and, therefore, the revenue risk
associated with the change in passenger structure can be
classified as the risks associated with interventions by public
authorities.

3. The Risk Allocation between the
Contracting Parties

There are several possibilities how to allocate the risk
which are based on general forms of contractual relationship
between authority and operator (van de Velde, Veeneman
and Shipholt, 2008):

First of all, operator bears no risk - cost and revenue risk is
borne by authority that pays the economically justified costs
to operator. Those costs are accounted in the end of period.
This means that the risk from difference between anticipated
and actual costs is borne by authority which bears also the
risk from difference between anticipated and actual revenue.
In this case, the level of reasonable profit of operator should
relate only to numb capital during providing transport ser-
vices because he bears no risk. The reasonable profit, in this
case, must include, in addition to the numb capital, also a
reward for assuming the cost risk.

Secondly, operator bears cost risk- the operator bears the
risk from difference between anticipated and actual costs in
the end of period and the authority bears the risk from dif-
ference between anticipated and actual revenue.

Thirdly, operator bears cost and revenue risk- in this case
the operator bears the risk from difference between antici-
pated and actual costs/revenue, which are identified in the
end of contract period. The authority pays only compensa-
tion which is agreed before realized performance to operator.
This means that the authority bears no risk.

The analysis of the risk allocation between operator and
authority in selected regions of Great Britain, Norway,
Sweden, Finland, Denmark, Netherlands, Italy, USA, Aus-
tralia, and New Zealand shows that in practise all the men-
tioned ways of the risk allocation can be found (Hensher
and Wallis, 2005). For example, the risk can be also divided
between contracting parties in a certain share regardless of
whether there is cost or revenue risk. This can be realized in
several ways: either by full allocation of complete risk to one
of the parties (risk of entire difference between anticipated
and actual costs/revenue is allocated to one of the parties) or
sharing risk by contracting parties (a specific share of risk
from difference between anticipated and actual

price quotations of self-governing regions which determine
the maximum prices for national regular bus transport when
the distance from origin to final bus stop exceeds 100 km
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costs/revenue, is assigned to one of the parties, e.g. each
party bears the cost risk of 50%). Finally, it can be the
sharing of risk between the parties, taking into account
specified constraints; this represents risk-sharing propor-
tionally up to a certain limit (e.g. the operator bears revenue
risk up to limit of 500 000 € and the risk over this limit is
shared between contracting parties in the same proportion —
50%).

When contracting in public interest, the authority must
decide on how to allocate the risks between contracting
parties (van de Velde, Veeneman and Schipholt, 2008;
Wallis, Bray and Webster, 2010). The risk can have a nega-
tive impact on the result of concluding contracts and, there-
fore, the authority should consider several facts such as:
increasing risk increases surcharge to reasonable profit; the
high level of risk borne by operator can cause a risk of op-
erator's insolvency; and the higher risk, the lower number of
candidates are interested in realization of transport services.

4. Conclusions

The reasonable profit for services which are provided in
public interest must be based on the risk assumed by operator.
There is a methodology, not only in SR but also in other
countries, on the basis of which the reasonable profit is
determined as percentage mark-up on costs. But in this case,
the operator is not motivated to save up the costs and it is also
contrary to the policy of the European Union. Until now in
area of public passenger transport, there has not been de-
veloped any procedure for reasonable profit determination
which would depend on the risk assumed by operator despite
the fact that some authors define the risk existing in
providing transport services in the form of cost and revenue
risk. The goal of this paper was to process a risk analysis on
the side of costs and revenue in the conditions of Slovakia
and propose possible risk allocation between authority and
operator with pointing to possible consequences of the
allocation. The analysis was realised based on the works
published abroad. The main contribution of the article is the
processing of procedure for calculating the level of reason-
able profit according to risk which is assumed by operator
and the way of quantifying the risk. The procedure can be
applied in practice in any European Union Member State
because it is in line with current EU regulations.
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