
        

Valentina Licata. 
Office of Rail Regulation 
One Kemble Street 
London 
WC2B 4AN 
 
4th September 2013 
 
 
Dear Valentina 
 
Direct Rail Services (DRS) is pleased to respond to the ORR’s June PR 2013 draft 
determination of Network Rail’s outputs and funding for 2014-19  
 
DRS do not have any issues with this content being published on the ORR website. 
 
Summary 
 
Throughout the PR13 process, in particular the early stages DRS became alarmed 
at the effect that economistic led values, attitudes and proposals relative to track 
access charges put forward from both the ORR and NWR were having on the rail 
freight industry and beyond. 
 
We believe that irreparable damage has been caused to the rail freight sector in the 
short and long term and would hope that the ORR and NWR recognise this and we 
would welcome a review of the periodic review process as the current method is 
clearly outdated and has not kept pace with the technological advances and modern 
day thinking and we would use the definition of ‘transparency’ as an example. 
 
Ultimately we are pleased that the ORR appears to have listened to consulters and 
changed/reduced some of its proposals, in particular the caps on the variable usage 
charge and the freight specific charge however, we do have concerns that the overall 
impact of the track access charges will be damaging to freight which brings 
economic and social benefits to the UK but clearly needs support.  
Whilst we recognise that the ORR acknowledges this through the application of its 
statutory duties we do have concerns that incentivisation ultimately leads to 
increased charges and this sends the wrong signals to all and the reference to the 
Serco track damage equation for CP6 already seems to indicate further increases in 
charges. 
 
We are disappointed in the CP4 under recovery of the nuclear freight only line 
charges and while the CP5 increase is proposed to be ‘phased’ in, this nonetheless 
reflects badly on the rail industry in the eyes of our nuclear customers who have an 
on-going long term nuclear decommissioning program which has to be planned and 
budgeted for and mistakes such as this and or significant short term increases can 
have consequential impact on their budgetary processes. 
 



The Rail Freight Operators Association have commissioned LEK and professor 
David P. Myatt to carry out a study of the network rail schedule 8 payment rate and  
the pass through impact of freight user costs. 
Details of the study and a bibliography of the professor can be found in appendix A 
 
 
 
 
ORR Specific Questions 
 

(a) our proposed approach to the volume incentive in CP5 (as set out in paragraphs 
19.46-19.79 above ), including the approach to setting growth baselines and a 
ceiling and floor on payments;  

Over all agree with volume incentive proposals although would like to better 
understand the relationship between disaggregated route level growth baselines and 
national incentive rates for freight. 

(b) our proposals for certain aspects of the route-level efficiency benefit sharing (REBS) 
mechanism (as set out in paragraphs 19.10-19.22), comprising:  
(i) our proposed approach to setting REBS baselines;  
 
Agree 
 
 
(ii) the method for calculating and reporting REBS in CP5; and  

Agree 

(iii) which parts of Network Rail‟s income and costs should be included in REBS;  
 
Agree 
 

(b) whether the alternative proposal on the capacity charge for freight operators 
proposed by the Rail Freight Operators‟ Association should be adopted as a 
substitute to retaining the existing capacity charge in CP5 (see paragraphs 
16.110-16.116). We also seek views on:  

(i) whether this mechanism should be adopted only for freight operators or whether 
it should also be adopted for passenger open access and/or franchised 
passenger operators; and (ii) what the implications of its adoption for these 
operators would be;  

DRS strongly supports the alternative proposal on the capacity charge for freight 
operators, we believe at this time the RFOA proposal should only be adopted for 
freight operators and that  a similar proposal for other operators would be the 
decision of DFT/ORR and could be consulted as part of PR18. 

 

 



(c) whether, for Network Rail to retain the benefit of an efficient renewals 
underspend, it should need to show that it has successfully implemented a 
package of improvements on asset management and improved its reporting 
systems (see paragraph 12.101 in the financial framework chapter);  

Agree 

 

(e) whether a value based methodology for adjusting for the non-delivery of outputs 
would be appropriate (see paragraph 12.107 in the financial framework chapter);  
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6351750  
 

We would be interested to understand what criteria would be used to assess the ‘value’ of an 
output 
 
 

 
(f) in order to improve transparency and provide better incentives on Network Rail 
without overly complicating the financial framework, we are proposing to remove the 
„internal/Network Rail‟ investment framework and use an amended version of the RAB 
roll forward process to improve the incentives on Network Rail, as discussed in 
paragraphs 12.136-12.147;  

 

On the surface the proposal seems to be more transparent and simpler, ergo cheaper to 
administer? However we feel that this is an issue to be resolved between NWR and 
ORR. 

(g) Network Rail‟s cost of capital for CP5 and in particular the pre-tax cost of capital that 
will be used for investment framework schemes, as discussed in the impact of financial 
framework on financial parameters chapter (chapter 13); and  

(h) our approach to financial monitoring in CP5, as discussed in the monitoring, 
enforcement and reporting chapter (chapter 23).  

 
 
DRS supports any means of improving transparency, efficiencies and of not moving 
goal posts, however as previous question we feel that these issues need to be 
resolved between NWR and ORR.  

 
 

 
 
 
 
 
 
 
 



Yours sincerely 
 
John McGuinness 
Industry Policy Advisor 
Tel: 01228 406632 
 
Mobile: 07880 502383 
E-mail: john.mcguinness@drsl.co.uk 
 
Direct Rail Services Limited 
Kingmoor TMD 
Etterby Road 
Carlisle 
CA3 9NZ 
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On the Pass-through Impact of Freight User Costs

Opinion

by Professor David P. Myatt

September 2013

1. CONTEXT AND SCOPE

1.1. Context. The Office of Rail Regulation (henceforth the ORR) has published proposed

aspects of Network Rail’s regulatory environment. One feature is the payment rate which

compensates rail freight operators for delays caused by Network Rail.

The ORR’s research uses, at least implicitly, the economic analysis of the extent to which

freight user costs (that is, costs incurred by freight users as a consequence of the afore-

mentioned delays) are passed back to freight operators. At the moment, the ORR’s position

is (or at least appears to be) that an appropriate pass-through rate is 50%. That is, for a

delay cost incurred by a freight user, and following the adjustment of price, 50% of that

cost falls on the user, whereas 50% is carried by the operator.

The relevant source material here is Section 3.7 of “Freight Schedule 8 Performance Regime:

Updating the Network Rail Payment Rate and Cancellation Payments.” In particular,

items 3.7.2 and 3.7.5–3.7.7 are most directly relevant.

1.2. Scope. I have been asked to consider the impact on different market participants of

freight user costs. Specifically, I have analysed the consequences of a delay-induced cost

that is incurred by the user of a particular freight operator. This is within the context of

two different (but related) scenarios: (i) firstly, a scenario in which there are no switching

opportunities to other transport modes, but it is easy for freight to switch between different

rail freight operators; and (ii) secondly, a scenario in which it is also easy for freight users

to switch to other transport modes, such as road freight.

Although not specifically requested, I have considered also a third scenario: (iii) a setting

in which users find it easy to switch to other transport modes, but where the delay-induced

cost is incurred by the users of all rail freight operators.
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2. OPINION

2.1. Summary. In all three of the scenarios, described above, the pass-through rate of the

delay-induced cost to the relevant operator (or operators) substantially exceeds 50%.

I have considered the three scenarios described in the scope of this report for the relatively

cautious case when the elasticity of supply is equal to the elasticity of demand.

I have assumed that the freight operators act as competitive price-takers and that there

are four similarly sized competing operators.

For these cases, the pass-through rates are as follows:

Cost Type Relevant Market Scope Rate

(i) Supplier Rail Freight 87.50%

(ii) Supplier Rail and Road Freight 98.75%

(iii) Sector Rail and Road Freight 95.00%

For the avoidance of doubt, scenarios (i) and (ii) concern situations in which the relevant

delay-induced cost affects only a single operator, whereas scenario (iii) is a situation in

which all rail freight operators are affected by the same cost. For scenario (i), buyers are

able to switch easily between rail freight operators, but are unable to switch elsewhere,

whereas in scenarios (ii) and (iii) freight users are also able to switch to road freight.

For completeness, let me interpret the 87.5% pass-through rate reported in the first line

of this table. This says that if a delay affects the users of a single rail freight operator,

then 87.5% of the associated delay cost will be passed through (in the form of a lower price)

to that operator. The users will carry 12.5% of that delay cost. Furthermore, the price

received by other operators will rise by 12.5%. These pass-through rates also measure the

profit impact on the relevant operator. That is,

Profit Impact = Pass-Through Rate× Per-Unit Delay Cost×Operator’s Output.

Note again that these calculations use a conservative specification in which the elasticity

of supply for each operator is equal to the elasticity of demand. The pass-through rates

rise if supply is less elastic. My calculations below report pass-through rates for a range of

elasticities. A key feature is that those rates all significantly exceed 50%.
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In Section 2.2 I mention briefly some issues that arise in oligopolistic markets, before re-

turning in Section 2.3 to discuss the key factors that influence pass-through rates in a

competitive (price-taking) market. Sections 2.4 and 2.5 are more technical: they report ex-

plicit formulae for those rates. Section 2.6 provides a more detailed table for pass-through

rate effects for various scenarios of interest; this extends the table reported above.

2.2. Oligopoly. The calculations reported above assume that rail freight operators act as

price takers. That is, this is a competitive market in the sense that each operator does not

expect to exert a significant influence over the market price.

A further specification to consider is one in which rail freight operators recognise that they

exert some market power. An appropriate model here is one in which operators are thought

of as “Cournot” oligopolists. This is when they compete by non-cooperatively choosing their

outputs, but where they recognise the price implications of output changes.

Although the details are not reported here (they are available upon request) the relevant

pass-through rates are also large (typically larger) in the oligopolistic case. For example, in

the simplest case when freight is supplied by a monopolist the appropriate compensation

rate for delay costs is 100%. Furthermore, if a single operator in an oligopoly is hit by

a delay cost then the operator’s loss typically exceeds 100% of the direct delay cost. This

is because of the strategic disadvantage that an operator suffers; the consequent output

expansion by competitors raises the impact on the cost-hit operator to above 100%. Finally,

in an oligopoly environment the total impact (on all market participants; that is, all users

and all operators) of a delay is greater than direct cost of that delay. That is,

Overall Impact of a Delay > Per-Unit Delay Cost× Affected Operators’ Output.

The right-hand side of this inequality is the direct cost of a delay. In a competitive scenario

(when operators are price-takers) this is also the total impact. However, in an oligopoly the

delay cost induces an overall contraction of industry output. In an oligopoly the marginal

units of output involve a price (representing the marginal benefit of output) that strictly

exceeds the marginal cost of production. Hence, the induced contraction of industry out-

put is costly. In contrast, when suppliers are “perfectly competitive” (that is, they are

price-takers) price is equal to marginal cost and so any industry contraction (following the

presence of delays) involves a negligible additional cost above the direct impact.
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2.3. Pass-Through in Competitive Markets. The determination of pass-through rates

is closely related to the economic incidence of taxes and other costs. The economic incidence

of a cost is the extent to which a market participant is affected by it; this differs from (and

is independent of) the identity of the participant who directly bears the cost.

In a perfectly competitive market (in which no one player substantially influences prices)

the imposition of a cost on all buyers (on the demand side) has the direct effect of harming

those buyers. However, the consequent reduction in demand pushes down the equilibrium

price. This price reduction partially offsets the cost carried by buyers; hence part of the

impact is passed through to the suppliers in the form of a lower price.

In a classic “textbook” environment the relative impact on the two sides of the market is

determined by the relative size of the elasticities of supply and demand. For example, if

those elasticities are equal then the overall impact of the cost is balanced across the two

sides of the market: 50% is borne by the buyers, and 50% by the sellers. Precisely the same

analysis applies when a cost is imposed on all suppliers in a market.

Crucially, however, this logic applies only if the cost is imposed on all buyers, or upon

all suppliers, in a market. If the cost is borne by only some suppliers (or, equivalently,

by buyers when they purchase from those suppliers) then the incidence effects change in

important ways: the fraction of the cost borne by the affected suppliers grows substantially;

the impact on buyers is lessened substantially; and suppliers who are not directly affected

by the relevant cost enjoy a benefit (rather than suffer a harm) from the cost change.

For the purposes of discussion, suppose that the users of a single rail freight operator are

affected by a delay cost. There are three steps that determine the final impact:

(1) In the very short run, before the freight user is able to adjust behaviour, any delay

cost affecting freight users will be directly paid by those users.

(2) In the medium run, the relevant operator must set a price that is lower than the

price of others’ products. This price reduction exactly equals the relevant delay cost,

and so at this point 100% of the cost is passed to the operator.

(3) With upward sloping supply, the affected operator contracts output. That output

contraction forces prices upward. The price rises push part of the cost increase

back onto users; this also raises the profits enjoyed by other competing operators.
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The third effect depends upon the size of the operator’s output change and the extent to

which that influences the market equilibrium. Importantly, this depends upon the market

share of the affected operator. If an operator represents a small fraction of the relevant

market then only a small fraction of the cost shock is pushed back into the market system.

Hence a relatively small operator carries a large percentage of any operator-specific cost.

Sections 2.4 and 2.5 that follow are more technical in nature: they report the mathematical

formulae for pass-through effects. Numerical illustrations are provided in Section 2.6.

2.4. Basic Formula for Cost-Shock Pass-Through Rates. The fraction of the cost im-

pact which is avoided (that is, passed on to others) by a particular operator (or sector of

operators who are hit with the same sector-specific cost shock) is proportional to that oper-

ator’s market share (or the sector’s share, for a sector-specific shock).

For example, if all operators are hit by the same shock, and if the elasticities of supply

and demand are the same, then the pass through is 50%. If, however, an operator affected

by a cost shock represents only 20% of the relevant market, then only 10% of the cost is

passed on to others, and so the affected operator carries 90% of the effect. In general, the

pass-through rate (to an operator) of the cost is in this setting is mathematically

(?) Pass-Through Rate = 100%− Market Share
2

.

As an illustration, consider scenario (i): a single rail freight operator is hit by an operator-

specific cost shock (perhaps paid by the corresponding user), and buyers may freely switch

to other rail freight operators, but not to roads. Furthermore, suppose that there are four

operators. The market share of the affected operator is 25%, and so the formula (?) gives:

Pass-Through Rate = 100%− 25%

2
= 87.5%.

Other operators gain (and their users lose) from a price rise equal to 12.5% of the cost.

In scenario (iii) all operators are hit with the same delay cost, and users are able to switch

to other transport modes. If rail freight represents 10% of the overall freight market, then

Pass-Through Rate = 100%− 10%

2
= 95%.

An associated price rise (5% of the cost) helps the non-rail operators and harms users.
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2.5. The Effect of Elasticities. The formula (?) applies if the elasticities of supply and

demand are equal. Any reduction in the elasticity of supply increases the pass-through

rate felt by the relevant operator. In the rail freight environment, it might be expected

that supply is relatively inelastic (owing to capacity constraints) compared to both the

elasticity of demand and the elasticity of other (e.g. road-based) freight operators. If this is

so, then the pass-through rate experienced by rail operators would be higher.

Specifically, if all operators share the same elasticity of supply, but that elasticity differs

from the elasticity of demand, then the pass-through-rate formula becomes

(†) Pass-Through Rate = 100%− Market Share× Supply Elasticity
Demand Elasticity + Supply Elasticity

.

This rate becomes greater as supply becomes more inelastic (the elasticity of supply is

lower) which corresponds to a case where outputs react only sluggishly to price changes. It

seems reasonable to think that this may apply in rail freight, which suggest that the pass-

through rates are larger than those reported in the previous scenario-based examples.

Nevertheless, it is possible to compute a “worst case” specification for the lowest possible

pass-through rate. Even if supply is very elastic the pass-through rate must satisfy

Pass-Through Rate ≥ 100%−Market Share.

For scenario (i) the pass-through rate exceeds 75%, and in scenario (iii) it exceeds 90%.

I have yet to discuss the second scenario. In scenario (ii), an operator-specific shock hits

one of four rail freight operators within a 10% slice of the overall freight market. The

relevant market share for an individual rail operator is 2.5%, and so the pass-through rate

must (according to the formula above) exceed 97.5%. Moreover, if supply is less elastic than

demand (as it might be expected to be) then the pass-through rate exceeds 98.25%.

2.6. Numerical Pass-Through Rates. It is helpful to compute numerical pass-through

rates for different cases. The three scenarios that form the scope of this opinion are:

(i) A single operator is hit with a cost shock. The relevant market is for rail freight. I

have been asked to consider the case with four similarly sized operators.

(i) A single operator is hit with a cost shock. The relevant market is for freight gener-

ally, where rail represents 10% of this market. There are four similar rail operators.
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(ii) Here all four rail freight operators are hit with the same shock. However, they

jointly form, as in scenario (ii), 10% of the relevant (larger) freight market.

I also consider here the following four configurations for the elasticity of supply:

• Supply is completely inelastic (symbolically, εS = 0).

• Demand is three times as elastic as supply (εD = 3εS).

• Supply and demand are equally elastic (εD = εS).

• Supply is completely elastic (εS =∞).

Here “εS” and “εD” indicate the elasticities of supply and demand, respectively.

For the three scenarios and four elasticity configurations, the pass-through rates are these.

Cost Type Relevant Market Scope εS = 0 εD = 3εS εD = εS εS =∞

(i) Supplier Rail Freight 100.000% 93.750% 87.500% 75.000%

(ii) Supplier Rail and Road Freight 100.000% 99.375% 98.750% 97.500%

(iii) Sector Rail and Road Freight 100.000% 97.500% 95.000% 90.000%

The clear message emerging from all of these numerical exercises is that pass-through

rates are high for all of the elasticity configurations documented here.

3. BRIEF CONCLUDING REMARKS

I conclude with some brief additional comments.

Firstly, the analysis here considers competitive markets. A move to consider oligopolistic

markets can raise, rather than lower, the pass-through rates that apply to operators.

Secondly, in the settings where the relevant market comprises both road and rail freight,

the elasticities of supply may differ. A reasonable guess is that the elasticity of rail freight

operators is relatively low; this again serves to increase the pass-through rates.

Thirdly, in an oligopoly setting the total impact of a delay cost actually exceeds the value

obtained by multiplying the per-unit delay cost by the volume of affected freight.

DPM. September 3, 2013.
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4. MATHEMATICAL APPENDIX

This appendix is designed exclusively for a technical reader. It documents the formal math-

ematical formulae that lie behind the analysis used in this opinion.

4.1. Cost Shocks in a Perfectly Competitive Market. Consider a market in which all

suppliers are price takers. I write p for the market equilibrium price. The demand function

is D(p). Supply is drawn from N suppliers, where supplier i ∈ {1, . . . , n} is potentially

affected by a cost shock ci. The supply function of i is Si(p, ci).

My objective here is to investigate the impact of a change in the cost shock cj on buyers

and on the profits of both supplier j and other competing suppliers i 6= j. The cost shock

ci is a constant additional marginal cost added to the production cost of supplier i. This is

equivalent to a reduction in the price offered for its product. Mathematically,

∂Si(p, ci)

∂ci
= −∂Si(p, ci)

∂p
.

An equilibrium is obtained by equating supply to demand, so that D(p) =
∑N

i=1Si(p, ci).

To investigate the effect of a change in the cost parameter cj on the market price, this

equilibrium condition can be totally differentiated with respect to cj . This yields:

∂D(p)

∂p

dp

dcj
=
∂Sj(p, cj)

∂cj
+
dp

dcj

∑n

i=1

∂Si(p, ci)

∂p

= −∂Sj(p, cj)
∂p

+
dp

dcj

∑n

i=1

∂Si(p, ci)

∂p

⇒ dp

dcj
=

∂Sj(p,cj)
∂p

−∂D(p)
∂p +

∑n
i=1

∂Si(p,ci)
∂p

.

To move further it is helpful to work in terms of elasticities. I write εD for the elasticity of

demand and εi for the elasticity of supply. Mathematically,

εD = −∂D(p)

∂p

p

D(p)
and εi =

∂Si(p, ci)

∂p

p

Si(p, ci)

⇒ ∂D(p)

∂p
= −εDD(p)

p
and

∂Si(p, ci)

∂p
=
εiSi(p, ci)

p
.

These expressions can be substituted into the the solution for dp/dcj , so that

dp

dcj
=

εjSj(p, ci)

εDD(p) +
∑n

i=1 εiSi(p, ci)
=

εj [Sj(p, cj)/D(p)]

εD +
∑n

i=1 εi[Si(p, ci)/D(p)]
.
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In equilibrium, demandD(p) is equal to the total supply
∑n

i=1 Si(p, ci), and so Sj(p, cj)/D(p)

is the market share of supplier j. Writing αi for the market share of each supplier i,

dp

dcj
=

εjαj

εD +
∑n

i=1 εiαi
.

In fact, the summation in the denominator is equal the overall elasticity of supply in this

market. That is, εS ==
∑n

i=1αiεi. Hence the effect of an increase in the cost shock cj

associated with supplier j on the overall price in the market is

dp

dcj
=

εjαj

εD + εS
.

This represents the degree to which a cost shock affecting j is deflected into the market

price. To obtain the profit impact on supplier j, differentiating j’s profit readily yields

∂[Profit of j]
∂cj

= Sj(p, cj)

(
1− dp

dcj

)
= Sj(p, cj)

(
1− εjαj

εD + εS

)
.

Summarising, and writing in terms of percentages,

Pass through percentage = 100%− εj × (Market Share of j)
εD + εS

.

This underpins formula (†) used in my main opinion.

4.2. Buyer-Paid Costs. The environment of relevance to this opinion is one in which a

buyer incurs an extra cost when purchasing from a particular supplier. This occurs when

a freight user suffers a delay cost of ci when purchasing from operator i.

Given that products are easily substitutable, the direct effect of a shock ci is to shift down-

wards the price receive by supplier i by the amount ci. This is because supplier i must offer

a price exactly ci below the price of products offered by other competitors in order to sell.

This means that p can be interpreted as the price for a perfect product, whereas pi = p− ci

is the price paid to a supplier affected by a delay cost ci. Hence, the cost carried directly by

a buyer is equivalent to a cost paid instead by the supplier. This is in accordance with the

general principle that the ultimate incidence of a cost is independent of the identity of the

trading partner who directly pays that cost.
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5. BIOGRAPHICAL NOTE

David P. Myatt is Professor of Economics at London Business School (LBS). Amongst

other positions he is also: an Associate Member of Nuffield College, University of Oxford;

an Associate Fellow of the Department of Economics, University of Warwick; and a Re-

search Fellow of the Centre for Economic Policy Research. He was educated at the London

School of Economics (LSE), at the Massachusetts Institute of Technology (MIT), and at the

University of Oxford. Prior to moving to LBS he held various academic positions within the

University of Oxford, including Fellowships of St Catherine’s College and Nuffield College.

David’s academic research often uses the tools of game theory (the scientific analysis of

strategic decision-making) applied to various settings in both economics and political sci-

ence. In economics his research includes the study of advertising, marketing, and product

design strategies; in political science, his work includes theories of leadership, strategic

voting, and executive performance. His academic research papers have been published in

the very top academic journals in both economics (including the American Economic Re-

view and the Review of Economic Studies) and political science (including the American

Political Science Review and the American Journal of Political Science). In an editorial

capacity, he previously served the Royal Economic Society as Editor of the Economic Jour-

nal. He is currently Co-Editor of the Quarterly Journal of Political Science and Associate

Editor of the Journal of Economic Theory, and holds other positions on editorial boards and

within leading scientific associations.

At LBS, David’s teaching ranges across the full portfolio of programmes, including the

MBA, EMBA, MiM, and PhD degrees. Within the core Managerial Economics course, he

teaches tools for output choice and pricing in markets where businesses seek to exploit

their market power; within the elective Thinking Strategically he uses the tools of game

theory to analyse strategic decision-making; and within the Business, Government, and

Society course he explores the interaction of businesses with wider societal stakeholders.

David also has experience in both open and custom executive education programmes; he

has served private clients in this capacity, and he is a long-standing contributor to the sixty-

year-old Oxford University Business Economics Programme. In his consulting activities,

David has advised clients on competition policy, auction strategy, business organisation,

and various aspects of the regulatory environment.
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