U037

R

House of Commons

Transport Committee

Passenger Rail
Franchising

Fourteenth Report
of Session 2005-06

HC 1354






U037

%

%

House of Commons

Transport Committee

Passenger Ralil

Franchising

Fourteenth Report

of Session 2005-06

Report, together with formal minutes, oral and

written evidence

Ordered by The House of Commons

to be printed 25 October 2006

HC 1354

Published on 5 November 2006

by authority of the House of Commons
London: The Stationery Office Limited
£0.00



The Transport Committee

The Transport Committee is appointed by the House of Commons to examine
the expenditure, administration, and policy of the Department for Transport and
its associated public bodies.

Current membership

Mrs Gwyneth Dunwoody MP (Labour, Crewe) (Chairman)

Mr David Clelland MP (Labour, Tyne Bridge)

Mr Jeffrey M. Donaldson MP (Democratic Unionist, Lagan Valley)
Clive Efford MP (Labour, Eltham)

Mrs Louise Ellman MP (Labour/Co-operative, Liverpool Riverside)
Mr Robert Goodwill MP (Conservative, Scarborough & Whitby)
Mr John Leech MP (Liberal Democrat, Manchester, Withington)
Mr Eric Martlew MP (Labour, Carlisle)

Mr Lee Scott MP (Conservative, Ilford North)

Mr Graham Stringer MP (Labour, Manchester Blackley)

Mr David Wilshire MP (Conservative, Spelthorne)

Powers

The Committee is one of the departmental select committees, the powers of
which are set out in House of Commons Standing Orders, principally in SO No
152. These are available on the Internet via www.parliament.uk.

Publications

The Reports and evidence of the Committee are published by The Stationery
Office by Order of the House. All publications of the Committee (including press
notices) are on the Internet at www.parliament.uk/transcom. A list of Reports of
the Committee in the present Parliament is at the back of this volume.

Committee staff

The current staff of the Committee are Tom Healey (Clerk), Annette Toft (Second
Clerk), Clare Maltby (Committee Specialist), Louise Butcher (Inquiry Manager),
Tony Catinella (Committee Assistant), Ronnie Jefferson (Secretary), Henry Ayi-
Hyde (Senior Office Clerk) and Laura Kibby (Media Officer).

Contacts

All correspondence should be addressed to the Clerk of the Transport
Committee, House of Commons, 7 Millbank, London SW1P 3JA. The telephone
number for general enquiries is 020 7219 6263; the Committee’s email address is
transcom@parliament.uk



Contents

Report
1 Introduction

2 The objectives of passenger rail franchising
Model or muddle?
Risk

3 The process of awarding passenger rail franchises
The franchising cycle
Specification of franchises
Pre-specification consultation
Procurement — the bidding process
The criteria for bid selection
The cost of bidding for franchises
The role of the competition authorities
Barriers to new market entrants

4 The management of the passenger rail franchising system
Level of detail in franchise agreements
Franchise length
Franchise numbers, sizes and types
Controlling operator costs

5 Vertical integration

6 Open access
Benefit to passengers
The effect of open access on network strategy and coordination
Effect on franchises

7 Conclusion

List of Recommendations
The objectives of passenger rail franchising
The process of awarding passenger rail franchises
The management of the passenger rail franchising system
Vertical integration
Open Access

Annex: Current franchise operators

Page

[¢)]

12
12
12
13
17
18
22
24
26

28
28
31
34
35

37

40
41
42
43

45

47
47
47
49
50
50

52






1 Introduction

1. It is now thirteen years since the Railways Act 1993 started the process of breaking up
and privatising British Rail, replacing it with one company owning and managing the
infrastructure,' an open-access system for freight services and a series of 25 passenger
franchises let to private companies for a specified period of time. It has been thirteen years
of almost continuous change.? The Hatfield crash in 2000 resulted in a period of crisis and
upheaval culminating in the demise of Railtrack. Subsequently, the Strategic Rail Authority
was abolished, with the strategic planning, franchise letting and monitoring functions
brought back under the Department for Transport. We are now seeing the new
‘triumvirate’ framework with the Department for Transport (DfT), the Office of Rail
Regulation (ORR) and Network Rail, bed in. The third generation of franchises are now
being let, with the number being reduced to nineteen.’

2. The Railways have seen a high level of passenger growth in recent years and passenger
numbers are expected to continue rising.* It is widely acknowledged that parts of the
network are running close to capacity, and yet with more than £5.5 billion in subsidies for
the railways, of which more than £1 billion will be for passenger rail services alone, direct
public subsidies are forecast to reach their highest level ever in the financial year 2006-07.

3. It is clear that the context and framework for the franchising system have changed very
significantly in recent years, but the nature of franchises themselves has also changed since
our predecessors last looked at passenger rail franchising in 2001-02. With a new thirty-
year strategy for the railways, another White Paper for rail and a five-year purchasing
strategy (known as the High Level Output Statement (HLOS)), due to be published in the
summer of 2007, we decided to examine the functioning of passenger rail franchises. The
inquiry addressed the following high-level questions:

a) What should be the purpose of passenger rail franchising? Is the current system
achieving that purpose?

b) How well does the process for awarding franchises work?
c) Are franchise contracts the right size, type and length?
d) Do we need more competition and vertical integration?

4. The Committee is grateful to all the organisations and individuals who gave written and
oral evidence to this inquiry. Written submissions are listed on page 56 and the names of
witnesses who gave oral evidence are listed on page 55. We would also like to thank our

1 Ownership of the infrastructure (i.e. track, signalling, bridges and most stations) was transferred to Railtrack on 1
April 1994. Railtrack was floated on the stock exchange on 1 May 1996. Railtrack Plc went into administration in
2001, and its assets were sold to the new ‘not for dividend’ organisation, Network Rail, in 2002.

Q 301 [Ms Bonar, Chartered Institute of Logistics and Transport]
Ev 142 [Department for Transport]

Department for Transport Annual Report 2006, para 5.6

u A W N

Department for Transport Annual Report 2006, Figure 5d; see also Table 2 on page 21



specialist adviser, Professor John Preston, of the Transportation Research Group at the
University of Southampton.



2 The objectives of passenger rail
franchising

5. The railway system in Britain was created by entrepreneurs in a climate of often cut-
throat competition. Incoherence, inefficiency and a failure to innovate created pressures
which eventually led to the nationalisation of the railways through the Transport Act 1947.
But over time, British Rail also came to be criticised for a failure to deliver an effective,
innovative and value-for-money railway system.® These criticisms culminated in the
Railways Act 1993 which started the process of re-privatisation. The original objective of
rail privatisation and the creation of franchises was to re-introduce competition and
thereby, it was hoped, increase efficiency and innovation, enhance responsiveness to the
needs of passengers and freight customers, lever private investment in to the railways, and
reduce the level of public subsidy.” These objectives have not changed substantively since
privatisation although the Government has acknowledged that, unlike some other
privatised utilities, the railways are a public service which will always depend on substantial
public subsidy.® The Government reiterated to the Committee that the current objectives of
the railways in general, and the franchising system in particular, are:

i. toimprove passenger services,” and

ii. to harness private sector commercial judgment and innovation to reduce the net
cost and increase the value for money (VfM) achieved from the Government’s
overall support for passenger rail services.'’

6. Few would disagree with the aim of increasing the value for money achieved from
Government subsidies, and even fewer with the aim of improving passenger services.
Some, however, question whether the current structure of the rail industry, franchising in
particular, is the most appropriate and efficient means with which to achieve those
objectives in the longer term."

7. Privatisation and disaggregation are in natural tension with the requirement for an
effective, sustainable and integrated transport system. Some witnesses argued that the
Government’s objectives need to be re-balanced to emphasise the key role of rail as part of
a “single integrated transport network, which is accessible to everyone, delivering punctual
services at a reasonable price to passengers.”’* Others believed that, in reality, the
Government simply has no consistent and well thought-through objectives for the

6  Pryke, R.\W.S and Dodgson, J.S. The Rail Problem (London, 1975); See also Bonavia, M.R. British Rail: The First 25
Years (Newton Abbot, 1981); Gourvish, T. British Railways: A Business History (Cambridge,1986)

7  See Ev 222 [Professor Richard Knowles]; Richard D. Knowles: “Impacts of privatising Britain’s rail passenger services —
franchising, refranchising, and Ten Year Transport Plan targets”, Environment and Planning, volume 36,
2004;Stephen Glaister, “British Rail Privatisation — Competition destroyed by Politics” Centre for the Study of
Regulated Industries, Occasional Paper 23, November 2004, p 7ff. and p 17 ff

8  Department for Transport, The Future of Rail, White Paper, Cm 6233, July 2004
9 Q 408 [The Parliamentary Under Secretary of State, Derek Twigg MP]

10 Ev 142 [Department for Transport]

11 Ev 208 [Simon Norton]; Ev 39 [Railfuture]; Q 326 [Mr Ford]

12 Ev 59 [Merseytravel]



franchising system. Transport consultants Tony Bolden and Reg Harman told us that there
“seems to be no proper and consistent understanding of what franchises should be and
how they should operate, which in turn does not allow for proper planning and
development of the railway system.”* Nigel Harris of the Railway Consultancy echoed this
perception, stating that he was unable to say whether the objectives were being met because
“many of us are not entirely sure what this week’s objectives are.”'* Roger Ford lamented
the wider lack of long term strategic planning, development, and investment on the
railways which, in his view had resulted in parts of the infrastructure now being effectively
preserved in “aspic”.”®

8. GNER highlighted the tension between the interests of the Government and those of
many passengers and local communities when saying that the franchising system “provides
the best value operator for the Government’s specification of a particular route, although
this is not necessarily the same as providing the best value for the passenger or the railway
which passengers and local communities would necessarily desire.”®

Model or muddle?

9. The Government cites the growth in rail patronage as a partial indicator of the success of
the post-privatisation rail system in achieving the objectives set for it."” Several of our
witnesses were sceptical about passenger growth being used as an indication of system
performance. The Railway Consultancy said that it would be invalid to claim that there is a
“simple correlation between rail industry structure or franchise type with traffic growth.”'®
John Segal of the MVA Consultancy told the Committee that “one of the key reasons
demand increased was that fares were held down. Had fares been held down under British
Rail then some of the demand growth would have happened without [franchising].””® Mr
Ford added that the decline in patronage in the early 1990s, before privatisation, had been
the result largely of macro-economic factors, such as recession and high unemployment.*

10. Professor Knowles evaluated the delivery of the original objectives of rail franchising
from the time of privatisation, and concluded that the franchise model had failed to fulfil
them. He too saw passenger growth as only partly the result of privatisation and,
identifying the central contradictions behind the franchising model, questioned the basic
rationale for rail passenger franchising:

“Is it realistic to expect competition for franchises in a basically loss-making industry
to lever in substantial private sector investment and deliver extensive consumer
benefits? Rail privatization will struggle to meet its investment, passenger-growth,
and subsidy-reduction targets in a regime with extensive regulation of fares and little

13 Ev 212 [Tony Bolden & Reg Harman]

14 Q167 [Dr Nigel Harris, The Railway Consultancy]
15 Q293 [Mr Ford]

16 Ev 7 [GNER]

17 Ev 142 [Department for Transport]

18 Ev 93 [Railway Consultancy]

19 Q168 [Mr Segal, MVA]

20 Q273 [Mr Ford]



‘on track’ competition permitted. Rail passenger services also face intensive
intermodal competition with cars, air services, and intercity coaches.”"

One independent passenger organisation, the Railfuture Passenger Committee summed it
all up: “we are frankly not convinced that franchising is the only - or indeed the best — way
of running the passenger railway.”*

11. We agree wholeheartedly with the general objectives of improving passenger
services and maximising the value for money achieved from Government subsidies. But
we do not believe that the current system of passenger rail franchising can achieve those
aims in the long term.

12. Our inquiry exposed fundamental tensions at the very heart of the Government’s
model. The Government has embraced the notion that private enterprise is best at
delivering high-quality, innovative services such as the passenger railways, and yet it does
not trust companies to deliver these services without highly detailed and specific
contractual requirements which reduce the scope for innovation. It supports competition,
and yet appears to see open access operators as a threat to stability. It wants risk to be
transferred from the public to the private sector, and yet risk cannot be transferred in
anything other than name because, as everyone knows, no Government could afford to let
the railways go bust. The Government hails the growth in passenger patronage, and yet it
does not provide the long-term strategy and investment to increase capacity on the
network. It wants coordination and yet continues to operate a system of fragmentation.
Finally, the Government wants the private sector to invest, take risks and innovate, and yet
it prioritises price above all of these. There is scant evidence that the current model
balances and optimises the benefits from conflicting priorities. It looks more like a muddle
that provides little more than a complex, costly and mediocre means of maintaining the
status quo.

13. The Government has announced its intention to publish a long-term vision for the
railways in the summer of 2007. This initiative is welcome, though long overdue.” The
strategy will look at long-term infrastructure requirements in the rail industry, but to have
any real value, it should also contain a root and branch review of the way in which services
are provided to passengers. The long-term strategy is an opportunity for the Government
to provide real vision and direction for the development of the railways, backed by
investment. This opportunity should not be missed through a failure to address the most
fundamental questions of structure and long-term direction. The Government’s long-term
vision for passenger rail services should be set out as an integrated part of its vision for the
railways. This vision should in turn, be fully integrated into an overarching long-term
transport strategy.

14. It is clear that after more than a decade of upheaval and flux, the railways need stability
and continuity to consolidate and take stock. It might be argued that this is not the right

21  Richard D. Knowles: Impacts of privatising Britain’s rail passenger services — franchising, refranchising, and Ten Year
Transport Plan targets published in Environment and Planning, volume 36, 2004

22 Ev 39 [Railfuture]

23 This strategy is due to coincide with the High Level Output Statement (HLOS) which sets out a five-year purchasing
strategy for the network.



moment to commence a major reorganisation of the way in which passenger rail services
are being procured and managed. However, the fact that the Government constantly has to
tinker with the system in order to overcome the consequences of fundamental system
failures, means that such stability is not likely to emerge without further fundamental
change.

15. The objectives of the passenger rail franchising system are a self-contradictory
muddle, providing no coherent framework or vision for the development of passenger
services for future generations. The result is a system that is worth less, and costs more,
than the sum of its parts. It is high time that the Government established a consistent
and achievable set of objectives and a system capable of achieving them whilst
providing good services and value for money to passengers and taxpayers.

16. The key objective of our railways for the next few decades must be to increase
capacity, and facilitate growth in patronage through improvements in services to
passengers. The only way to achieve this in the long term is to drop the dogmatic
pursuit of competition where competition is not possible, and to make honest and
tough choices about what the private and public sectors can and should do in future.
We expect the Government’s forthcoming long-term strategy for the railways to tackle
these fundamental issues head on. It must contain a structure and a strategy capable of
securing quality passenger rail services to meet demand over the next half a century.

Risk

17. The transfer of risk from the public to the private sector is a key objective in the
privatisation of public services. However, a number of witnesses argued that with regard to
passenger rail services, the transfer of risk to the private sector has been quite limited.?* The
reason for the lack of risk transfer is primarily because, at the end of the day, no
Government can afford to let part of the railway system collapse. As a result, the
Government and the taxpayer pay for a large part of the risk in the system. Mr Segal of the
MVA consultancy told the Committee that:

“Some risk is borne by the operators but it is a relatively small amount. They have
£10 million to £20 million invested in this. If it is making £400 million turnover, that
is a hugely small investment and they can walk away from it if necessary. They lose
some credibility but they can walk away. The government would have to make sure
the train services run and it can refranchise and relet it. The big risk is, if there is a
downturn in the economy, almost all the train operating companies will find great
difficulty on their revenue line and that means the government will end up bailing it
out. As the saying goes, if you owe the bank five pounds you are in trouble; if you
owe the bank five million, the bank is in trouble. In this case, the government is in
trouble because if it has to relet all the franchises at once it is going to get lower bids
for them. That is an unavoidable risk. The economy is the government’s risk.”*

24 Ev 93 [The Railway Consultancy]
25 Q203 [Mr Segal, MVA]









1

been hinted, whereby a franchise operator that runs multiple franchises will lose all its
franchises where it fails to fulfil its obligations in one of these, the Department could be left
with a very large financial and management problem.* The concentration in the market
also means that, in such situations, it might be difficult for the Government to find bidders
able and willing to take on a whole series of franchises removed from a failing incumbent
at an acceptable price.

25. The transfer of risk to the private sector was a core objective of privatisation. But in
the current system only a very limited proportion of risks are, in reality, borne by
franchise operators. There are also significant inconsistencies about what risks are
borne by operators, and which by the Government. The relative lack of risk transfer
calls into question the fundamental assumptions and objectives of the franchising
system. If risk is not transferred, there is little point in involving the private sector in
the running of the railways.

40 Modern Railways, July 2006, page 3
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3 The process of awarding passenger rail
franchises

The franchising cycle

26. Table 1 below summarises the key stages in the franchising cycle.* In this chapter we
consider the evidence put to us with regard to the specification and procurement stages of
the re-franchising process.

Table 1 Franchise lifecycle

Stage Content

Specification Specification of what Government wishes to buy; consideration given to
VM and affordability; consultation with key interested parties;

Procurement Competition to elicit the most competitive bid from prospective Train
Operating Companies (TOCs)

Mobilisation Period between the announcement of an award to the commencement
of new the franchise by the selected bidder

Operations / Service TOC operates the franchise for a defined period; DfT monitors relevant
delivery commitments to ensure benefits are realised and assesses operational
and financial risks

Franchise close During the final 12 months of the franchise contract the Government
exerts stronger contractual control

Source: adapted from Ev 142 Department for Transport

Specification of franchises

27. Our evidence indicated that rail policy in general needs to be better integrated with
wider Government policies as well as wider transport and regional development strategies,
such as the Sustainable Communities Plan from 2003.*> In the case of the Sustainable
Communities strategy, no developments in rail infrastructure are planned to match a high
level of housing growth in parts of the Southeast. The absence of infrastructure
developments in turn limits what can be achieved through franchise specifications.*

28. The consultant Jim Steer highlighted that, before its abolition, the SRA had created an
industry planning framework which has yet to be fully implemented. This framework was
intended to ensure full coordination between high level strategy for the industry,
assessments of local and regional needs, and the constraints of a stretched network. As
illustrated in Figure 1, a sequential process would lead from a strategic plan through
Regional Planning Assessments (RPAs) and the Route Utilisation Strategy (RUS) to

41 A more detailed outline with reference to the standard Office of Government (OGC) framework is published by the
Department in the Rail Franchise Replacement Process Manual, Annex A, page 15. Available at:
http://www.dft.gov.uk

42 Office of the Deputy Prime Minister, Sustainable communities: building for the future, February 2003

43 Ev 212 [Tony Bolden & Reg Harman]; see also Ev 33 [Association of Transport Coordinating Officers (ATCO)]; Ev 191
[Transport 2000]
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franchise specifications, with adjustments to previous stages along the way.* One franchise
operator, GNER, also emphasised the vital importance of always having the RUS in place
so that there is full clarity regarding capacity and access on a route before the consultation
on franchise specification. The Department’s Regional Planning Assessments for a route
should also be consulted upon and published before the franchise specification process.*

Figure 1: SRA industry planning framework

Source: adapted from Ev 195, Jim Steer

29. The Government has recently indicated that, in line with the 2004 White Paper,* it is
seeking to engender greater coordination of the long-term planning for the network.*” This
coordination incorporates the elements of the SRA model as illustrated in Figure 1.
Crucially, the Government does not commit itself to a linear sequential approach. Notably,
the High Level Output Specification (HLOS) will not necessarily precede the RPA and
RUS.* We welcome the fact that the Department for Transport is taking steps to better
integrate the franchising process with long term strategic plans, Regional Planning
Assessments (RPA) and Route Utilisation Strategies (RUS). This is a move in the right
direction. We are, however, concerned that the Government has failed to embrace the
notion of RPAs, RUS and franchise specifications flowing from a wider strategic plan
rather than the other way round. This approach is likely to result in perpetuation of the
status quo rather than development based on a strategic vision for what is required and
desirable for the future.

Pre-specification consultation

30. The full process of re-letting a franchise takes about two years.*” It involves three
distinct phases, the specification, procurement, and mobilisation stages, as set out in Table
1 above. At the specification stage, the Department for Transport determines what services
should be procured. Through an iterative process, the Department draws on available
Route Utilisation Strategies (RUS), as well as forecasts of future demand. The industry is

44  Ev 195 [Jim Steer]
45 Ev 7 [GNER]. See also Ev 5 [First Group], and Ev 195 [Jim Steer]
46 Department for Transport, White Paper: The Future of Rail, July 2004

47 Department for Transport, The new system for the role of English PTEs in the rail franchising process, 21 July 2006,
paras 2.1-2.9

48  |bid. Para 2.2; Ev 205 [North West Group of Labour MPs] noted that in the case of the North West, where operators
are now bidding for three new franchises, even though neither the regional RUS nor the RPA had been completed.

49 Department for Transport :Rail Franchise Replacement Manual: Overview, July 2006, para 3.0; See:
http://www.dft.gov.uk

50 Following the Railways Act 2005, Network Rail took over responsibility for the development of Route Utilisation
Strategies across the network. As explained by the Office of Rail Regulation (ORR), “a RUS takes a strategic look at
the rail network and its usage and capability in relation to current and future demand. Where shortfalls in capacity
are identified, the RUS will identify options for addressing them. These options may involve timetabling changes or
investment. A RUS therefore seeks to balance capacity, passenger and freight demand, operational performance,
infrastructure maintenance, and costs, to address the requirements of funders and stakeholders.” See:
http://www.rail-reg.gov.uk
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consulted throughout this process, particularly Network Rail, which provides timetabling
assistance during the development of the service specification.”® The initial service
specification is then put out for consultation, at which point Passenger Transport
Executives (PTEs) and organisations representing passengers are invited to comment on
the initial specification.” When comments made during the consultation process have
been considered, and integrated into the service specification, the Department issues an
invitation to tender.”

Consultation with the industry

31. The Association of Train Operating Companies (ATOC) stressed the importance of
consultation with Train Operating Companies (TOCs) throughout the service specification
process, because TOCs are in daily contact with customers and are inevitably closer to the
market than those specifying the franchise.”* ATOC was content that in recent franchise
rounds, the Department had taken account of responses from TOCs.”® Govia also valued
the informal consultation with the DfT, but told us that operators often chose not to
participate in the formal consultation process because they wanted to preserve competitive
confidentiality around their ideas for franchise delivery.*

Consultation with passengers

32. Organisations representing passengers were not, on the whole, impressed by the DfT’s
efforts to consult passengers.” Transport 2000 pointed out that there is no statutory
obligation for the Department to consult widely among passengers and other interested
parties about the design of franchised services. In their view, consultation was far too
restrictive, and sometimes failed to take on board concerns expressed by passengers,
environmental groups as well as local authorities.”®

33. A number of witnesses acknowledged that the willingness to consult with passengers
and take account of their views had increased significantly since the Department for
Transport had taken over the franchising process from the SRA, though they believed that
there is ample room for further improvements.” Passenger Focus, the South Hampshire
Rail Users Group and the Railfuture Northeast all believed that this improvement was
beginning to feed through into actual service specifications, reporting that significant
changes had been made either as a result of their involvement or of general public

51 Ev 142 [Department for Transport]

52 Ibid.

53 Ev 109 [Chartered Institute of Logistics and Transport]

54 Ev1[ATOC]

55 Ibid.

56 Ev 9 [Govial

57 See Ev 208 [Simon Norton]; Ev 42 [Railfuture Northeast]; Q107 [Mr Pout, Railfuture]; Ev 191 [Transport 2000]
58 Ev 191 [Transport 2000]

59 Ev 36 [Passenger Focus]; Ev 42 [Railfuture Northeast]
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pressure.®® Passenger Focus was currently carrying out research on passenger priorities for
the three franchises to be let in 2007.%!

34. We are pleased to learn that, since the demise of the SRA, there has been some
improvement in the willingness to consult with passengers about franchise specifications.
Given that improvements in passenger services is one of the Government’s key objectives
for the franchising process, passenger views and aspirations surely have to be at the heart of
the franchising process. A broad-based consultation with passengers should be a
statutory requirement, and we recommend that the Government include such
provisions in its next railways bill.

Consultation with regional and local authorities

35. The Department for Transport incorporates the views of local authorities, PTEs and
Transport for London (TfL) into franchise specifications through the formal consultation
stage. At this stage, TfL and PTEs can also exercise their right to buy additional services
(increments) or propose savings (decrements).®*

36. Many of our witnesses emphasised the importance of consultation with local and
regional authorities. ATCO noted that local government transport coordination officers
are able to add significant value at the specification stage because they have local
knowledge about travel patterns and are better placed than outsiders to evaluate local
needs.”” National Express Group also highlighted that the involvement of local and
regional authorities in the specification process enabled them to develop partnerships with
TOC:s at a stage where they could contribute, for example, to plans for the modernisation
and expansion of stations.®*

37. As with passenger consultation, some of our evidence noted improvements in the
willingness to consult with local and regional authorities since the DfT had taken over
responsibility for franchising from the SRA.® ATCO noted that the consultative process is
more professional under the DfT, and that there has been “an openness and willingness to
come out and meet local authorities.”®

38. The Passenger Transport Executive Group (PTEG) pointed out that the franchising
process has to address the inherent tension between national and local objectives. The
letting of the Northern Franchise in 2005 illustrated this tension. In some parts of the
franchise, rail services were overcrowded to the extent that passengers were regularly
unable to board trains, and Local Transport Plans in the area included targets for further
growth of rail patronage. Extra capacity was required to handle existing volumes of

60 Ev 169 [South Hampshire Rail Users Group]; Ev 42 [Railfuture Northeast]; Q 125 [Mr Foxall, Passenger Focus]

61 Ev 36 [Passenger Focus] The three franchises are: the West Midlands, the East Midlands and the Cross Country
franchises. See the Annex to this report.

62 Ev 142 [Department for Transport]

63 Ev 33[ATCO]

64 Ev 13 [National Express]

65 See for example: Ev 33 [ATCO]J; Ev 13 [National Express]
66 Ev33[ATCO]
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passengers, let alone further growth, but the re-franchising agreement did not include any
requirement to increase capacity, let alone funding for investment to expand capacity.*’

The involvement of PTEs and TfL

39. Prior to the Railways Act 2005, PTEs had the right not only to be consulted about the
specification of rail franchises which affected them, but to be co-signatories to such
franchise agreements. This meant that they were able, in effect, to specify service levels and
quality for all their local services.®® The Act removed this provision, and reduced PTE
powers to the same level as previously held by Transport for London (TfL). The White
Paper which preceded the Act indicated the Government’s reasons for reforming the role
of PTEs in relation to rail franchising. It argued that the old system was associated with a
disproportionately high level of expenditure on rail in some conurbations outside London.
This resulted in part from PTEs having a direct say over franchise specifications, but no
financial responsibility for these decisions as the general UK taxpayer footed the bill.*

40. The Department for Transport published guidance on the new role of PTEs in the
franchising process in July 2006. The guidance emphasises that PTEs remain central to the
DfT’s bid to improve coordination of long-term planning for the rail network.”® It
highlights the continued statutory right of PTEs to be consulted about the specification of
rail franchises, as well as at key stages during the franchise cycle, their right to buy extra
services or propose savings to be included in the franchise specification” and to enter into
direct agreement with franchise operators about enhancements to the rail service or
ancillary infrastructure, such as CCTV.” On this background, the Minister did not accept
that PTEs were being marginalised in the franchising process.”

41. PTEG took a very different view, arguing that key specifications were now determined
by the Department on its own, with PTEs only able to add, reduce or remove services
round the fringes. Consultation did not make up for the loss of co-signatory status.”* David
Franks from the National Express Group added that where, before the Act, PTEs had had a
lever to force through service requirements that were vital to them, this was no longer the
case. The balance of power in terms of the specification of franchises in PTE areas had
shifted significantly.”” Transport for London felt hamstrung by the current system for
specification as well as management of franchises.”® It argued that “it is essential that the

67 Ev 65 [PTEG]; see also Ev 33 [ATCO]
68 Q 128 [Mr Sargant, PTEG]
69 Department for Transport, White Paper: The Future of Rail, July 2004, paras 5.6.1-5.6.11

70 Department for Transport, The new system for the role of English PTEs in the rail franchising process, 21 July 2006,
section 2

71 Ibid. paras 4.1-4.3
72 Ibid. para 6.3

73 Q517 [Derek Twigg MP, Parliamentary Under Secretary of State for transport]; See Also Q 521 [Mark Lambirth,
Department for Transport]

74 Q 128 [Mr Sargant, PTEG]
75 Q97 [Mr Franks, National Express Group]

76  Although from November 2006, Transport for London will take over the current Silverlink Metro franchise from the
Department for Transport, and the services will be re-franchised by TfL as the North London Railway in November
2007. See Ev 69 [Transport for London]; See also Department for Transport press release, Mayor to take
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relevant principal transport planning authority [such as TfL] is able to influence outputs
and selection of franchises where these play a key role in the effective provision of multi-
modal transport in densely populated urban areas.””

42. The franchise operator, National Express Group, said that from their point of view,
cooperation with PTEs had been fruitful,” and Mr Cousins for Railfuture pointed out that
PTEs had been a force for good in terms of investment in local infrastructure and staffing
at stations. This was noticeable when crossing the border out of PTE areas into areas that
had not benefited from PTE investment.”

43. The Mayor of London was in the process of seeking extended powers so as to be able to
influence fares and the integration of rail with other transport modes through, for example
the Oyster smartcard system.* The transport consultants Tony Bolden and Reg Harman
went further, arguing that in order to ensure an efficient matching of local and regional rail
services to local needs, responsibility for the franchising of services other than the main
inter-city trunk routes should be transferred to public bodies at regional and city level, for
example PTEs.*! Merseytravel® told us that localised decision-making had enabled them to
deliver new stations and boost regeneration by aligning rail strategy with wider regional
economic, spatial, and transport strategies.”

44. Local and regional needs and priorities should be a central factor in the determination
of rail services. These considerations must not take precedence over a national strategy, but
should be integrated with it. The Government’s role is to ensure that a balance is achieved
between different parts of the network, between urban and rural areas and between
conurbations with and without PTEs. The removal, in the Railways Act 2005, of the
statutory right of PTEs to co-sign franchise agreements was a mistake. We therefore
recommend that the Government consult PTEs in order to determine what adverse
consequences have resulted from it, and take steps to address them. We also
recommend that franchise specifications should take account of regional and inter-
regional economic strategies.

Procurement — the bidding process

45. Once a franchise specification has been completed and published, the Department for
Transport invites expressions of interest from potential bidders for the franchise. The aim
of this pre-qualification process is to ensure that the number of actual bids in the
subsequent round is kept small and the quality of bids high. The intention is for three to

responsibility for silverlink metro services, 14 February 2006; TfL press release, Mayor welcomes Tfl control of first
London passenger rail services, 14 February 2006

77 Ev 69 [Transport for London]

78 Q 88 [Mr Franks, National Express Group]
79 Q 121 [Mr Cousins, Railfuture]

80 Ev 69 [Transport for London]

81 Ev 212 [Tony Bolden & Reg Harman]

82 Merseytravel is “a public body comprising the Merseyside Passenger Transport Authority (MPTA) and the Merseyside
Passenger Transport Executive (MPTE)” with the objective of creating and managing an integrated transport
network for Merseyside. See Ev 59

83 Ev 59 [Merseytravel]
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five bidders to be pre-qualified and submit full bids.** Once expressions of interest have
been submitted, pre-qualification is now based on a scoring system where 70% of points
are awarded for proven track record of service and financial management in relevant areas
of activity, and 25% of the points are awarded for the proposed plans for mobilising and
operating the franchise with the remaining 5% awarded for the approach to bidding.* The
Department stresses that the recent shift of emphasis towards past performance ensures
that only companies who are likely to be able to run a franchise well go forward to the full
bidding stage.* The emphasis upon past performance might potentially pose a problem to
new market entrants, an issue we consider below.

The criteria for bid selection

46. The criteria and weighting of different factors in the evaluation of franchise bids have
changed significantly and frequently since the first round of franchises. The Railway
Consultancy commented that criteria had often been problematic because of a lack of
empirical measurement and inadequate clarity and public accountability about the criteria
used.?” Since the Department for Transport took over the role of franchise selection from
the SRA, efforts have been made to make the process clear and transparent through the
publication of relevant documentation on the Department’s website.*®

47. In the current system, bidders who have passed through the pre-qualification process
are subsequently invited to submit a full bid on the basis of the detailed specification for the
franchise. The Department emphasised that the franchise specification is critical because it
ensures a “level playing field” where bids are directly comparable because they are based
on, and measured against, one set of output and performance requirements. The
Department highlighted that the evaluation is based on an analysis of “the reliability of
operational deliverability and the achievability of the bid revenue”. These factors being
equal, the most competitive bid, providing the best overall deal for the taxpayer, is
selected.”

Innovation

48. Mr Segal of the MV A Consultancy argued that the criteria for selecting bids were weak
because they did not promote innovation. He explained that if a bidder had “some great
brilliant idea which is not quite formally compliant”, it would not be considered in the
evaluation process.” Once a bidder had met the moderately high quality threshold, quality

84 Department for Transport, A guide to the railway franchise procurement process, 31 March 2006, para 5
85 Ev 142 [Department for Transport]

86 The assessment of track record will only go back to 2001, and thus not cover the first generation of contracts let by
OPRAF. See: Department for Transport, A guide to the railway franchise procurement process, 31 March 2006, 2

87 Ev 93 [Railway Consultancy]
88 See http:/www.dft.gov.uk

89 Ev 142 [Department for Transport]
90 Q 225 [Mr Segal, MVA]
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effectively ceased to be a key factor in the choice of bids: “somebody who is one inch above
the threshold is just as likely to get it as somebody who is a foot above the threshold.”!

49. GNER countered this argument by arguing that it is better for new requirements and
innovative ideas to be included in the franchise specification because that would bring “the
combined commercial ingenuity of all bidders to bear on a specified issue” and enable the
Department to select the bidder who can provide the new service at the best value for
money. As an example, the recent South West franchise competition was mentioned,
where bidders were challenged through the specification to make their systems compatible
with Oyster smart-ticketing.”

50. We are concerned by evidence that the franchise bidding process is failing to encourage
bidders to innovate when putting together their bids. Given that franchise contracts are
highly specified, leaving very little room for innovation and development once a franchise
has been awarded, it is particularly worrying that the system also fails to reward innovation
at the bidding stage. Surely, one of the basic objectives of having regular re-franchising
competitions is to ensure that fresh thinking and innovation is brought to bear on the
provision and management of rail passenger services.

51. In more general terms, we were concerned to find that examples of innovation by
franchise operators mostly fell a long way short of real innovation. When we asked train
operators to provide examples of their innovative advances, he heard of only one example
of real innovation. This was a case of timetabling problems being resolved innovatively to
facilitate extra services. Other examples mentioned were revenue protection and wi-fi
internet access on trains.”> Revenue protection, however, is no innovation, and should be
considered as a basic performance requirement, whilst wi-fi hardly revolutionises services
for the majority of passengers. Increasing innovation is one of the stated key objectives in
involving the private sector in running the passenger railways. The Government must
ensure that real innovation contained in franchise bids is rewarded, even where it goes
beyond the strict requirements of the franchise specification.

Cost — subsidies and premiums

52. There was broad agreement among witnesses that cost had risen right to the top of the
Government’s list of priorities when letting franchises.” On subsidised parts of the
network, the emphasis is on reducing subsidies whilst on profitable parts of the network,
the focus is on maximising the premium paid by the franchise operator to the
Government. The Railway Forum emphasised that the shift towards some parts of the
network effectively raising money for the Treasury marked a fundamental shift in the
balance of railway economics away from the traditional model where the Government
consistently pays franchises modest, if declining, subsidies.”” Several franchise operators

91 Qq 211-213 [Mr Segal, MVA]
92 Ev7[GNER]
93 Q5 and Q 30 [Mr Franks, National Express Group]; Q 34 [Mr Metcalf, GNER]

94 See: Ev 5 [First Group]; Ev 13 [National Express Group]; Ev 42 [Railfuture Northeast]; Ev 17 [Railway Forum]; Ev 36
[Passenger Focus]

95 Ev 17 [Railway Forum]
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had noticed the shift in priorities. National Express told us that they were concerned about
“the lowest subsidy or the highest premium line [...] emerging as the dominant reason for
awarding a franchise” emphasising that wider questions of best value, deliverability and
meeting many other policy initiatives that Government is promoting” should be properly
taken into account also.”® Even the rail regulator, the ORR expressed concern, emphasising
the importance of encouraging innovation and responsiveness, emphasising that “franchise
tendering exercises which focus on the level of premium or subsidy to the exclusion of
other desirable qualities may not always achieve this.”’” Passenger Focus was concerned
that the trend towards franchises paying premiums would be to the detriment of
passengers because operators would cut services in order to meet their premium
obligations. Railfuture Northeast summed up the concerns:

“The evidence available from the recently awarded GNER and [Greater Western]
franchises suggests that whatever window dressing may be applied, the evaluation of
franchises is now dominated by direct financial return to the Government. This is
unhelpful not only because the return is so far into the future that some may
consider it illusory but also because it fails to give adequate recognition to the wider
economic needs of communities or to the qualitative benefits of supporting services

needed and offered.”®

53.In 2004-05, the Government made net franchise payments to Train Operating
Companies (TOCs) of £878 million and Passenger Transport Executives (PTEs) of £277
million, a total of £1,155 million in direct subsidies for passenger rail operations (see Table
1). Franchise net payments made up some 30% of total government support to the railways
in 2004-05.

54. Franchise net payments vary significantly among the TOCs. In 2004-05 Virgin
CrossCountry received £118.5 million whereas ONE paid the Government £45 million.'”
They also vary significantly depending on the stage of the franchise contract. In the new
Greater Western franchises, First Group will receive £97.4 million in subsidy during the
first year of the contract, but in year 10 it has to pay £427.7 million."" Variation in
franchise net payments leads to variation in subsidy per passenger kilometre. In 2004-05,
ARRIVA Trains Northern received a subsidy of 16.1 pence per passenger km, whereas
Gatwick Express paid the Government 8.1 pence per passenger km for the opportunity to
operate a profitable route.'”

96 Ev 13 [National Express Group]; see also Ev 5 [First Group]
97 Ev 132 [Office of Rail Regulation]
98 Ev 42 [Railfuture Northeast]

99 Department for Transport: http:/www.dft.gov.uk

100 Strategic Rail Authority Annual Report 2004-05, Appendix 3; HC Deb, 9 May 2006, col 139W lists the premiums and
subsidies payable over the lifetimes of the seven rail franchises awarded over the two years up to May 2006. These
range from a £2.43 billion Government subsidy to the Northern Rail franchise over less than nine years to a £1.36
billion premium payable to the Government for the ICEC franchise over ten years.

101 Department for Transport, Franchise payments year by year, available at: http://www.dft.gov.uk Figures are in 2006-
07 prices. In the Greater Western franchise, the operator receives a declining subsidy in each of the first three years
of the contract, but is expected to pay a steadily increasing premium over the remaining seven years. The Greater
Western franchise will produce a net payment to the Government of nearly £1.47 billion over ten years in 2006-07
prices. Expressed in present value of the nominal payment, the figure is £1.13 billion.

102 Strategic Rail Authority (SRA) Annual Report 2004-05, Appendix 5
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Table 2: Government funding for the railways in £million (actual prices unless otherwise indicated)

2004-05 2005-06 2006-07 2007-08

Outturn Outturn Estimate Estimate
E::ra]cc';ﬁGS:;/emment Support to 378 812 1,075 929
Grants to PTEs 277 267 285 283
Direct Grants to Network Rail 2,058 1,984 2,671 2,620
Channel Tunnel Rail Link 312 1,380 1,181 180
Freight Grants 26 5 0 0
Other 296 134 201 175
Total 3,747 4,582 5,554 4,328
Total adjusted for inflation 3,747 4,440 5,311 4,031

Source: Department for Transport Annual Report 2006, table 5d, page 97

55. Financial support to franchise operators also take forms other than direct subsidy, such
as compensation from Network Rail for infrastructure failure'® or from the Department
for Transport for losses incurred through industrial action.'” Professor Jean Shaoul
highlighted that there is very little transparency about subsidies and compensation for
franchise operators'®

56. The Department for Transport has signalled that the franchise award criteria have been
broadened to take greater account of non-financial aspects.'® Whilst cost in purely
financial terms is central to the evaluation of franchise bids under the current regime, there
is little evidence that less tangible costs and externalities are considered at all.
Environmental criteria are not used, and operators have therefore been free to opt for
increasingly heavy rolling stock. This is problematic not only because it increases
emissions, but also because it increases wear and tear to rail tracks. Mr Ford told us that in
environmental terms, the railways were losing the edge over cars and planes.'””

57. We acknowledge the Government’s commitment to fiscal prudence and value for
money. We are, however, concerned that too much weight is attached to price when it
comes to evaluating franchising bids. Our evidence suggests that the effort to reduce
subsidies and increase premiums is taking precedence over the objectives of improving
passenger services, securing environmental benefits and ensuring adequate development
and investment in services for the future. A re-balancing of the importance of cost
among the criteria for the evaluation of franchise bids is urgently required. We
recommend that the Government develop ways of evaluating cost relative to proposals
for innovation and franchise development over and above the basic franchise
specification. The re-balanced evaluation criteria should also take into account less

103 Jean Shaoul “The cost of operating Britain’s privatised railways”, Manchester University Business School Research
Paper, March 2006, p 5

104 HC Deb, 24 November 2005, col 2226W; HC Deb, 15 May 2003, col 340W
105 Jean Shaoul, op. cit. p 6
106 Ev 142 [Department for Transport]; see also Ev 17 [Railway Forum]

107 Qq 308 and 313 [Mr Ford]
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tangible costs and benefits such as wider environmental and socio-economic factors.
This would serve to reward innovation and development whilst retaining cost as a
criterion.

58. We are concerned that the drive to extract premiums from some parts of the
network will result in further above-inflation fare increases and a deterioration in
customer service, investment and innovation. Where rail franchises are profitable, the
structure of premium payments to the Government should provide incentives for
franchises to invest and be more innovative. We recommend that future contracts
include the possibility to make a proportion of the premium payments from a franchise
available for re-investment directly into that franchise or into infrastructure used by
the train operating company involved. Such reinvestment should be dependent on
clear, specific and innovative investment proposals from the operator with a
demonstrable benefit to passengers and the environment.

The cost of bidding for franchises

59. The cost of running the re-franchising process is significant, both to bidders and the
Government. ATOC estimated that it costs each bidder between £3m and £5m to bid for a
franchise,'® and the Department for Transport also spends substantial sums on the re-
franchising process. In response to Parliamentary Questions, the Department for
Transport revealed that between April 2001 and April 2004, the SRA had incurred total
costs of £40.7 million on franchise replacements and extensions. This figure included the
full costs of tendering and implementation. Between April 2004 and November 2005, £14.4
million had been spent.'” The Department estimated that the annual expenditure for the
DfT would be approximately £11 million in each of the financial years 2005-06 and 2006-
07. The cost to the DfT of each franchise award was estimated to be in the region of £2.5
million. The Department is seeking to reduce its own cost by reducing the use of external
consultants, but this process is expected to take some time. ''® The combined cost of a
franchise award with just three bidders is thus estimated to lie between £11.5 million and
£17.5 million.""

60. Tom Smith from the Govia Group explained that the cost to operators of submitting a
franchise bid was driven by the level of detail required by the Department from each
bidder. Mr Smith noted that when Govia bid for the Integrated Kent Franchise in 2005, its
bid had consisted of 22 lever arch files, all of which had to be submitted to the Department
in six copies.'"* Govia said the requirements were becoming ever more theoretical, and
indicated that there was a risk bidders could win simply on “good exam technique”. Govia
pointed the finger at the involvement of consultants as the driver of the escalating
complexity and cost of the bidding process. It was now common for bidders to pay £2

108 Ev 1 [ATOC]
109 HC Deb, 7 June 2004, col 4W; HC Deb, 22 November 2005, col 1857W
110 Qq 507-510 [Mr Lambirth, Department for Transport]

111 Using the cost estimates from the DfT and ATOC referred to above, the minimum cost in a round with three bidders
and the lowest estimated cost to each TOC would be £2.5m+(3x£3m)=£11.5m. If the higher estimate of costs to each
TOC was used, the calculation would be £2.5m+(3x£5m)=£17.5m

112 Q 50 [Mr Smith, Govia]
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million in consultancy fees in connection with the preparation of a franchise bid.""* Mr
Smith said:

“I do not believe the Department needs a complete encyclopaedia of how to run a
railway in order to evaluate a bid. It certainly needs detailed and robust financial
information and it needs to be able to satisfy itself that a prospective franchisee, a
bidder, has thought about the operational and commercial challenges of the
franchise in question to a sufficiently robust degree to be able to pick up the threads
of running the business and make a success of it and deliver their financial outcomes.
I do not believe they need the volume they are requiring at the moment and
personally I feel it has gone that way because the Department have allowed
themselves to be consultant led, consultant driven, in terms of specification of
requirements” '

61. National Express Group offered a slightly different explanation for the spiralling
complexity and cost of the bidding process, arguing that the Department was driven, at
least in part, by fear of legal action by unsuccessful bidders."* Mott MacDonald, a
consultancy firm also pointed to the risk of litigation as a factor. Mott MacDonald argued
that the high level of complexity was an inevitable consequence of a competitive market
where bids were of a high quality. With little to separate the bids, the process had to enable
the Department to differentiate between relatively small differences in the offers, without
being open to legal challenge.''¢

62. Railfuture Northeast believed that the cost of the re-franchising process is a
fundamental flaw in the system because it diverts resources from the core objective of
running and developing a railway.'"” Although the Department for Transport is looking to
reduce its own costs through a reduction in the use of consultants, it argued that current
re-franchising costs should be seen in the light of the average annual revenue of a franchise
which was around £200 million.""®

63. The process of letting passenger rail franchises to private companies needs to be
thorough and fair, and it must establish a healthy balance between good services to
passengers and best value for money for taxpayers and passengers alike. That said, we are
concerned by the current complexity and costs of the re-franchising process. We fear the
re-franchising process is driven more by consultants and lawyers than by people with
an in-depth understanding of the railways and what is required to run good passenger
services, now and in the future. We urge the Government to revise its re-franchising
procedure to focus clearly on the core requirements, weeding out unnecessary detail.
Costs incurred by bidders will eventually be paid by taxpayers and passengers through
increased fares, and subsidies or decreased premiums. It is therefore in the public
interest to keep the costs of the re-franchising process at the lowest possible level.

113 Ev 9 [Govia]

114 Q 50 [Mr Smith, Govial

115 Ev 13 [National Express Group]

116 Ev 89 [Mott MacDonald]

117 Ev 42 [Railfuture Northeast]

118 Q 511 [Mark Lambirth, Department for Transport]
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64. The Rail Division within the Department for Transport should be staffed so that, on
the whole, it can manage the entire process of re-franchising without outsourcing
significant parts of the work to external consultants. Consultants should be used only
to deal with the occasional special or unusual aspect of a franchise specification and
procurement. We recommend that the Department review its staffing requirements
and establish clear guidelines for the use of consultants. We would expect such
guidelines to be made publicly available with performance against them open to
scrutiny.

The role of the competition authorities

65. Franchise awards are treated as mergers under the Enterprise Act 2002.""* As with other
mergers, bids are referred to the OFT for an evaluation of potential competition issues, and
where concerns are identified, the case is referred to the Competition Commission for an
in-depth investigation. The Commission may impose restrictions or conditions on the bid
if concerns are confirmed by its investigation.'”® A total of five franchise bids, involving
three different companies, have been referred to the Competition Commission since
2002."*! The Commission imposed conditions in only one of these cases.'* Such conditions
could be (partial) divestments, price controls or other forms of regulation.'*

66. The way the Act is applied to rail franchising has changed several times in recent years.
Initially, notification was voluntary, and investigations carried out retrospectively,
sometimes initiated on the basis of complaints. During the 2004-05 period, every single
bid was required to be referred to the OFT at the bidding stage. Referrals to the
Competition Commission were also initiated before the franchise was actually awarded.
This meant that all bidders had to go through the OFT process, and sometimes the
Competition Commission process as well, even though most did not win the franchise. For
each franchise round, three to five bids were reviewed, all but one of them in vain.'**
National Express and First Group both estimated that it costs a bidder in the region of £1
million to take a bid through the full competition process, including a referral to the
Competition Commission. Mr Franks of the National Express Group indicated that this
figure was on the increase.'” To arrive at the total cost for each bid, the costs borne by the
taxpayer would have to be added to this figure.

67. In recognition of the significant, and often redundant cost, of the competition process,
the Competition Commission, the OFT and the Department for Transport have agreed to
change the system so that in future, only the winning bid will be subject to the Competition

119 Ev 135 [Competition Commission]; Ev 204 [Office of Fair Trading]
120 Ibid.

121 Q 369 Mr Banfield, [Competition Commission]; Ev 135 [Competition Commission] lists the franchises and bidders in
question. The three companies are: First Group Plc (two referrals), National Express Group Plc (two referrals), and
Stagecoach Holdings Plc (one referral).

122 Ev 135 [Competition Commission]; In the case of the Scotrail franchise, awarded to First Group plc, the Competition
Commission anticipated a substantial lessening of competition, particularly in the Glasgow area. Controls were
therefore imposed, including for example with reference to fares.

123 Ev 204 [Office of Fair Trading]
124 Ibid.
125 Q 49 [Mr Franks, National Express Group; Mr Furze-Waddock, First Group]
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process.?® The new process was implemented for the first time with the South Western
franchise, awarded to Stagecoach on 22 September 2006.'” These changes will reduce the
cost to the taxpayer as well as the costs of companies who fail in their bids.

68. Despite these recent changes, the OFT expressed concern that the competition process
for rail franchises is less than effective. It argued that competition considerations should be
brought into the process at a significantly earlier stage, and be incorporated into the design
of franchises rather than awaiting analysis until the awards stage. The OFT explained that
this is because “competition factors may conflict with other public policy considerations in
the rail transport sector.” There is no formal integrated mechanism for resolving such
tensions and therefore, “efforts to adopt a joined up’ approach across government are
complicated.”* The late consideration of competition issues also means that the range of
potential remedies available to competition authorities is reduced. Structural remedies such
as divestment may not be feasible at a late stage, making it more likely that price or service
regulations have to be used. Such regulation is costly.'*

69. Mr Franks of National Express Group also told us that where a company was referred
repeatedly to the Competition Commission in different franchising processes, an
enormous amount of time and effort could be saved, were it possible for that company’s
case to be resurrected from previous rounds. At present, the process starts from scratch
with every franchise competition."*® Mr Furze-Waddock from First Group argued that the
competition process needed to recognise that:

“the franchising process already identifies a service level that operators have to sign
up to and there is no varying that without going back to the Department for
Transport, [...] there is a high degree of fares regulation both directly and indirectly,
[...] there is very little substitutability between bus and rail, apart from a very few
exceptions where there are overlaps that could be substitutable, and [it should also be
recognised] once and for all that the car is the big competition, which they singularly
fail to do every time and they just look at the small picture”."*!
70. Although remedial action has been imposed in only one case since 2002, the fact that
three large transport groups each with significant bus or coach divisions currently own, or
have significant stakes in, thirteen passenger rail franchises in England and Wales is an
indication of the importance of having a robust and effective competition process.”** The
apparent difficulty in designing a simple and cost-effective mechanism of competition
scrutiny to safeguard passengers against the abuse of dominant position by such large
players is symptomatic of fundamental problems in the system of rail franchising. The
proposal that companies referred repeatedly to the Competition Commission should not

126 Q 514 [Mr Jones, Department for Transport]; see also Ev 135 [Competition Commission] and Ev 204 [Office of Fair
Trading]

127 Ev 135 [Competition Commission]; Ev 204 [Office of Fair Trading]
128 Ev 204 [Office of Fair Trading]

129 Ibid.

130 Q 50 [Mr Franks, National Express]

131 Q 50 [Mr Furze-Waddock, First Group]

132 The three companies are First Group, National Express Group and Stagecoach Group. The latter has a 49% stake in
Virgin Rail Group.
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need to start afresh every time is unlikely to save much time and effort. This is because the
market circumstances will be different in every franchise, and the company’s position is
also liable to change over time. The Government must consider, in cooperation with the
OFT and the Competition Commission, the suggestion of incorporating competition
considerations into the specification of franchises. It must also monitor the effects of
the new process for referral to competition authorities only once a franchise has been
awarded to ensure that the late referral does not limit the range of remedies available to
the Competition Commission. It is vital that the Commission has the full range of
structural remedies at its disposal to prevent abuses of dominant position by
monopolist operators.

Barriers to new market entrants

71. The UK rail franchising market is relatively concentrated with just three large transport
groups either owning outright or holding more than 48% of shares in the operators of
fourteen passenger rail franchises in the UK."*> The franchising market has also attracted
very few new entrants in recent years.”** Govia noted that most companies bidding for
franchises are now either transport groups that entered the market around the time of
privatisation or overseas rail operators.'” In the competition for three franchises taking
place in the autumn of 2006, eight different companies were pre-qualified to bid,*® and all
but one currently operate rail franchises in the UK."*” Several factors may act as barriers of
entry to the franchise market. Firstly the cost and complexity of bidding for a franchise
may act as another disincentive for potential newcomers.””® Secondly, the relatively new
emphasis upon past performance in the evaluation of bids is clearly a handicap to
companies that have not previously managed rail franchises.'*

72. The ORR emphasised the importance of attracting bids from the “widest possible range
of private sector operators” in order to introduce fresh ideas and working practices to the
sector.”® Mr Segal of the MVA consultancy argued that one partial solution could be to
consider the performance record of new market entrants in other business sectors when
evaluating their franchise bids.'*' The absence of new entrants into the passenger rail
franchising market is a clear indication of unreasonably high barriers to entry. Whilst
we agree with the Government’s policy to include past performance as a criterion for

133 The Annex to this report lists the companies currently managing passenger rail franchises in England and Wales. In
Scotland, the Scotrail Franchise is run by First Group. The three large transport groups are First Group, National
Express Group, and Stagecoach Group. See page 52.

134 Q 142 [Mr Hewitson, Passenger Focus]
135 Ev 9 [Govia]
136 Some were pre-qualified for more than one of the franchises.

137 According to the Department for Transport Stock Market Statement, released 19 September 2006, the companies
pre-qualified to make full bids in the three current re-franchising processes are subsidiaries of the following groups:
Cross Country franchise: Arriva Group, First Group, National Express Group, Virgin Rail Group; East Midlands
franchise: Arriva Group, First Group, National Express Group, Stagecoach Group; West Midlands franchise: Govia,
MTR Corporation of Hong Kong, Serco NedRailways (Joint Venture between Serco and NedRailways).

138 Q 53 [Mr Austin, ATOC]; Q 56 [Mr Metcalf, GNER]; Q 243 [Dr Brown, Halcrow Rail]; Q 355 [Mr Emery, ORR]; Q 363
[Mr Beswick, ORR]

139 Q 233 [Mr Segal, MVA Consultancy]
140 Ev 132 [ORR]
141 Q 233 [Mr Segal, MVA Consultancy]
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new franchise awards, we are deeply concerned that a small number of companies have
come to dominate the franchising market. There is little evidence of the Department
positively encouraging new entrants, and we recommend that steps be taken to bring
new companies into the franchising market. Our recommendation to cut the cost and
complexity of the bidding process would also serve to make the market more attractive to
new entrants.






































































































