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Summary

In 2005, the Department for Transport (the Department) took over responsibility for
passenger rail franchising from the Strategic Rail Authority. By the time of our hearing it
had re-let eight franchises, half of the 16 franchises currently in operation across the
country. All eight franchises were re-let within the planned timescales after a good level of
competition. The Department changed the train operator on six out of the eight franchises.

The Department specifies the minimum levels and quality of passenger services and agrees
annual levels of subsidy or premium which it will pay to, or receive from, each train
operator for franchise terms of typically 7-10 years. The Department invites views on the
service specifications from relevant local bodies. These local bodies may elect to pay for
options that need additional subsidy.

Increasing demand, high existing utilisation of the network and a shortage of rolling stock
meant it was not possible for the Department to incorporate sufficient additional capacity
to deal with crowding when re-letting the franchises. It has since announced plans to add a
total of 1,300 additional rail carriages to operator fleets across all 16 franchises. This will
stabilise, but not significantly reduce, the crowding that many rail passengers currently
experience. Train operators have made commitments to improve service quality, but may
be able to withdraw passenger benefits that had originally been offered alongside franchise
agreements, such as we have seen with the removal of a full restaurant car service on one
service. In January 2008, average unregulated fare increases ranged from 4.3% to 7%. In
January 2009, the average of unregulated fares was 7%, with some as high as 20%. Special
low fare offers are available, often through the internet, but those without access to a
computer may need help to identify and book these fares.

Following the competitions, the Department projected that taxpayer support for the eight
franchises would reduce and, in five cases, turn into payments from the train operators. If
the projections are realised, a direct subsidy of £811 million to train operators in 2006-07
would be replaced by a £326 million receipt from train operators in 2011-12. The
Department also provides support in the form of grants to Network Rail. If these grants
were to stay at the 2005-06 level, these passenger services would receive about £926 million
of support from the taxpayer in 2011-12, reduced from about £2,063 million in 2005-06.
This reflects a Government policy of rebalancing service costs, with a higher proportion for
the passenger and an overall reduction in subsidy. This outcome depends more on
continued rail passenger growth than on fare increases, although the latter will generally
exceed the rate of inflation.

On the basis of a report by the Comptroller and Auditor General,' the Committee
examined the Department on its performance since taking over from the Strategic Rail
Authority, the service to rail passengers, and how the taxpayers’ interests are protected.

1 C&AG's Report, The Department for Transport: Letting Rail Franchises 2005-2007 HC (2007-08)1047







Conclusions and recommendations

1.  Since taking over from the Strategic Rail Authority, the Department has shown
itself capable of letting rail franchises to the planned timescales and protecting
the taxpayers’ interests. The Department has procured passenger rail services that
live within the public funding available and improve railway performance, although
passenger satisfaction continues to pose problems. The Department cannot be
complacent and should provide regular analysis and assurance to demonstrate that
rail franchising developments are consistent with the Government’s wider objectives.

2. The Department does not consider damaging side effects for passengers from its
rail franchising approach. The Department sets requirements for service frequency
and punctuality but does not, for example, measure the impact of rising car parking
charges, complex fares and crowding on travellers, including on vulnerable members
of society.

3.  Although the Department consults widely, regional transport bodies are not
involved in selecting the bidder who will operate services in their area. The
Government plans an increased emphasis on a local approach to transport decisions,
with Integrated Transport Authorities providing oversight to a number of Passenger
Transport Executives in the regions. The Department should invite local and
regional bodies to second suitably qualified staff to join the Department’s bid
evaluation teams so that details of the services, as bid, are checked against local
needs.

4.  The present economic crisis may well put additional pressure on the commercial
skills of the Department’s staff. The Department’s franchise management and
monitoring will only be effective if there are enough staff in post with the necessary
skills to interpret and question financial and commercial information. The
Department should be flexible in its recruitment, remuneration and use of staff with
commercial experience. Pressure to reduce administrative budgets should not
undermine its ability to negotiate effectively with train operators.

5.  The Department promises of bringing 1,300 new rail carriages into service by
2014 look over-optimistic. There are only 423 on order so far, and another 150
carriages are the subject of negotiations. It takes 30 to 36 months to mobilise the
supply chain, suggesting deliveries running into 2011-2012 for the current work in
progress.

6. It is unacceptable that low cost fares, which should be available to all rail
passengers, are most readily found by those with access to the Internet. This
approach undermines the whole basis of the railways as a public service available to
all. It excludes those people without access to the Internet, without the time to search
or who decide to travel at short notice. There is no reason why the Department
should favour a system which supports such perverse and unwarranted exclusion.



10.

The Department must do much more to simplify fares. The Department has made
a start in simplifying fares, but some complex fares still exist and the best fares are
hard to find without access to the Internet. Fare structures should be simple, fares
should be accurately named, and the lowest priced fare for a journey should be
publicised and readily available at station ticket offices, as well as on the internet.

In the economic downturn, the Department intends to hold train operating
companies to their financial commitments. The Department hopes that, by 2010-
2011, direct subsidies to train operators will be eliminated as companies increase
their revenues. But the recession may trigger a reduction in rail travel and fare
revenues, and some train operating companies may ask the Department to relax
their contractual obligations. The Department should hold train operators to their
contract terms although, in some cases, including National Express’s bid for the East
Coast franchise, the original bid might have included over-optimistic revenue
assumptions.

In the short term, there is an increased risk of train operator financial failure.
Although the Department has effective arrangements for monitoring the operational
and financial viability of train operating companies, there is a risk that some
companies could fail as their revenues fall. In some cases problems that are
temporary in nature will be managed through parent company support for
additional bank finance. The Department should explore all options and develop
robust contingency plans to keep train services running in the event of multiple
failure.

In the short term, there is also an increased risk of financial failure by banks that
have issued performance bonds. The Department requires train operating
companies to issue performance bonds, backed by banks, which the Department can
call in the event of the failure of a company. The bonds cover about 5% of the annual
cost base of each franchise holding company and have been issued by a selection of
banks. The Department should review the ability of the issuers of performance bonds
to respond to a call as often as necessary, potentially even on a daily basis.



1 The Department'’s performance

1. Each year UK passengers make more than one billion journeys on rail services, run by
the private sector. In 2006-07, passengers paid about £4.8 billion out of a total cost of £9
billion for these critical public services. The Department for Transport (the Department)
provided around £3.1 billion as grants to Network Rail, £0.8 billion directly to train
operators and £0.3 billion to local bodies.

2. In 2005, the Department took over responsibility for letting and managing rail franchises
from the Strategic Rail Authority. Following the hand-over, it completed the letting of four
franchises in 2005-06, including the InterCity East Coast franchise awarded to GNER. The
Department specified and let the South Western franchise in 2006-07, and a further four
franchises in 2007-08. Throughout planning and procurement, the Department has
specified services that reflect its objectives to control costs and live within the public
funding available. The Department is not, however, always well informed about the likely
impact of its rail franchising decisions on passengers and, therefore, on its wider transport
objectives.?

3. The Department’s specification for each franchise is based on a cost-benefit test: services
with higher benefits than costs are generally included in the specification. Some exceptions
are permitted on safety grounds.’ Train operators are allowed to put forward innovative
proposals, but the selection of winning bidders for each franchise is largely based on bids
for the base specifications.*

4. Local bodies may also elect to pay for services to meet local needs and which need
additional subsidy. Most train operators, however, admitted that they do not put much
effort into working up the optional part of their bids. And, because the Department does
not involve the local bodies in evaluating and negotiating the actual bids, local awareness of
shortcomings in bid options might be overlooked.” As a result, the crucial local voice in
securing suitable train services may be lost.

5. Overall, the Department has been successful in stimulating competition and letting
franchises to planned timetables. There has been keen competition with three or more
bidders on seven out of the eight franchises, although overseas companies showed little
interest because of the strength of the established UK bidders.°

6. Varying levels of activity make direct cost comparisons with the Strategic Rail Authority
difficult. The Department’s costs are generally lower, although for most bids the
Department still spends over £2 million on consultants. Train operators have complained
about their own costs of up to £5 million for each bid. The Department cannot influence
the total cost incurred by bidders, which includes the bidders’ own choices on success fees

Qq 94, 114, 122, 131-133, 159-161

Qq 116-117

C&AG's Report, paras 1.10, 13; Appendix 4
Qq 118-120

Q115

o v A~ W N



and bonuses, but it has reduced the document length and the number of detailed plans
required in an effort to reduce bidders’ costs.’

7. The Department has operated with fewer staff than the Strategic Rail Authority, bringing
the cost of managing franchises down from £7.3 million in 2004-05 to £5.7 million in
2007-08. Some 30% of staff had departed within two years of the change in responsibility.
The Department expects people to move on every two or three years and many Strategic
Rail Authority staff had been in post for some time. The Department’s rail service delivery
team does not normally recruit from the wider civil service. It recruits largely from the
railway industry itself instead, and has difficulty in attracting and retaining staff because it
pays salaries towards the bottom quartile of that industry.®

8. The Department’s arrangements for identifying and managing risks, including handling
the failure of a train operator, follow good practice. For example, the parent company of
GNER, which operated the InterCity East Coast line, was unable to support GNER through
a period of financial difficulty. The Department negotiated a management contract with
GNER to operate the service until the franchise was re-let competitively. The passenger
experience on this line has, however, continued to be much the same after re-letting the
franchise to National Express in 2006-07.° National Express has committed in the
franchise agreement that it will bring in a number of specified improvements in
accordance with the timetable set out in the Department’s note to the Committee.'

7 Q121
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2 The rail passenger experience

9. Passengers’ experiences across the eight franchises let by the Department have been
variable (Figure 1). The most recent National Passenger Survey, carried out in autumn
2008, shows strong improvements in passenger satisfaction on most measures for First
Great Western and National Express East Coast. But it also shows a fall in satisfaction on
many measures for East Midlands Trains and London Midland. There has been a decline
in satisfaction with the value for money of the tickets on five franchises, with facilities for
car parking on four franchises, and with the room available for sitting and standing, ticket
buying facilities and train punctuality or reliability, in each case on three franchises.
Passengers have faced overcrowding on some services, and passengers are concerned about
rising fares and car parking charges.

Figure 1: Trends in passenger satisfaction on the eight franchises

% change in satisfaction between autumn 2007 and autumn 2008

TICKET
DATE SUFFICIENT FACILITIES TICKET
FRANCHISE OVERALL | PUNCTUALITY/ | VALUE
FRANCHISE ROOM TO FOR CAR BUYING
OPERATOR JOURNEY RELIABILITY FOR
BEGAN SIT/STAND PARKING FACILITIES
MONEY
First Capital April 2006 0 1 -2 0 0 -1
Connect
First Great .
Western April 2006 7 10 6 3 0 +1
South Eastern April 2006 2 -1 -1 -1 -8 -3
South West February
Trains 2007 2 > 0 4 E 2
November
Cross Country 2007 2 3 -3 -7 10 2
East Midlands November
Trains 2007 -1 -1 - -2 -7 >
. November
London Midland 2007 -1 -6 1 1 -14 -7
National Express | December
East Coast 2007 > 6 - 4 3 4

Source: National Passenger Survey: Autumn 2008 (Passenger Focus: 28 January 2009)

10. The 27% increase in journeys in the five years since 2003 has resulted in increased
crowding, including on peak services into London." This is not just a problem for London
commuters but affects journeys throughout the country.”” Train operators have been
projecting revenue growth, mainly from increased journeys, of between 47% and 62% over

11 Q 27, London Assembly Transport Committee Report, The Big Squeeze: Rail overcrowding in London, February 2009;
Office of Rail Regulation, National Rail Trends Yearbook, Five Years to 2007-08

12 Qq53, 62, 125
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a five year period to 2010-2011." Although the rate of growth may fall in the short term,
the Department expects it to pick up again after any downturn." Commuters face
increased crowding at peak periods, at least until planned investment delivers more
carrying capacity. Trends in the number of passengers being carried in excess of capacity at
peak times are worsening."

11. In the eight franchises let between 2005-2007, the Department’s initial plans to address
overcrowding involved negotiating an average 7% increase in fleet capacity over the
franchise term.'® The Department subsequently planned to add 1,300 further carriages. If
this is implemented in full, it will increase capacity by a further 15% by 2014."

12. The Department has promised to bring the 1,300 new rail carriages into service by
2014. There are only 423 on order so far, with the first set entering service towards the end
of 2010. Another 150 carriages are the subject of negotiations, and it will take 30 to 36
months overall to mobilise the supply chain. This suggests deliveries running into 2011-
2012 for the current work in progress. The Department therefore faces a major challenge to
complete the orders for delivery by 2014.

13. The average age of trains in the UK is the lowest in Europe, but the total fleet is short of
capacity.”® As a result, the Department faces the challenge of altering the commercial terms
of most rail franchises to bring new, previously unplanned, rolling stock into service. This
will stabilise, but not reduce, the level of crowding that many rail passengers currently
experience."”

14. The Department regulates fares such as saver and season tickets, which account for
60% of passenger journeys.” These fares have generally risen each year by 1% above RPIL
Nearly all regulated fares in the eight franchises examined, apart from Southeastern,
increased on average by 4.8% in January 2008. They also increased by 6% in January 2009
(and Southeastern by 8%). The Department justifies these increases by reference to its
broader policy on funding railway improvements. It aims to ‘rebalance’ the respective
shares of the taxpayer and the passenger. This means an increase in the passenger
contribution to the amount of subsidy needed for modernising the railway system, and a
reduction in the taxpayer subsidy.”’ The Department’s investment plans mean, however,
that it projects that overall taxpayer support to the railway system will remain the same.?
There is a possibility of falls in the retail price index during 2009. This should mean, under

13 Q23

14 Qq22-24

15 Q27

16 Q 24; C&AG's Report, Figure 11

17 Qq 26,114

18 Qq 23-24, 63-64, 161

19 Qq29-30

20 Qq 34,46

21 Qq 47-48; C&AG's Report, Figure 13
22 Qq 19-20
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the current regulations, that on some 60% of journeys, hard-pressed rail travellers may see
rail fares fall in January 2010.%

15. The Department does not regulate all the costs associated with travelling. For example,
the overall journey cost for many season ticket travellers has increased by more than the
regulated amount because station car parking charges are not regulated and may rise more
than once a year.”* The Department agreed that passengers would have reason to complain,
but has no information on the extent of the problem.

16. Around 40% of fares, mostly relating to off-peak travel are entirely unregulated. Train
operators have generally set increases in unregulated fares as high as they calculated the
market would bear. Average unregulated fare increases in January 2008 ranged from 4.3%
to 7%.” In January 2009, the average reported increase in unregulated fares across all 16
franchises was 7%. Some individual increases have been higher; for example, Stagecoach
raised some unregulated fares by 20% in 2007. The Department does not have evidence
that these increases have any undesirable side effects, such as persuading some passengers
to travel in the peak or to make car journeys instead.”

17. Some special low fare offers are made available, generally in advance, and often through
websites specially designed for the purpose. Many rail travellers, such as those without
home computers, may need help to identify and book these fares. Some may inadvertently
pay higher fares than necessary.”

18. Measures being introduced to ease crowding include ‘airline-style pricing” for long
distance journeys, which means fares are determined depending on demand at a specific
time. At times when demand is high, this could lead to price increases for some groups of
passengers. The Department does not have evidence of any undesirable side effects to this
approach compared to the benefit of lower prices at times when demand is low.” It is
possible, however, that some passengers face very high fares for ad hoc or infrequent
journeys, such as visits to family members in other parts of the country.”

19. The Department has introduced a business excellence model into the franchising
process which train operators must adopt.*® Train operators have made commitments to
improve service quality, notably in respect of traveller security and station accessibility. Yet
one result of allowing train operators to self-certify compliance with obligations is that the
Department may not always have full knowledge of aspects of service that matter most to
rail passengers. In particular, concerns remain over the overall quality of service provided
by companies. Travelling on crowded trains is not comfortable for passengers, and can
pose significant challenges for the elderly.”’ One alternative to the Department playing a

23 Qq 154-155

24 Qq38-44

25 C&AG's Report, Figure 13
26 Q122

27 Qq49, 53

28 Qq72-74

29 Q53

30 Q114

31 Qq 132-134
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more active information gathering role itself would be to provide funding for occasional
‘mystery shopping’ surveys by Passenger Focus.*

20. Timetabling can cause problems for some travellers. With input from Network Rail, the
Department evaluates whether a train operator’s timetable is deliverable. This does not test
whether an adjusted timetable is sufficiently stretching to deliver real punctuality
improvements. Trains that run early and wait outside the station imply that the opposite
may be the case.”® Some existing targets that aim to improve punctuality might miss the
greater importance, for passengers, of train cancellations, because of their effect on
crowding.**

21. Train operators may also be able to withdraw passenger benefits that had originally
been offered alongside franchise agreements. In the case of the National Express East
Anglia service, let by the Strategic Rail Authority in January 2004, this flexibility has led to
the removal at the end of February 2009 of the full restaurant car service described in the
Passenger’s Charter attached to the franchise agreement.” In the Department’s view this
change cannot be reasonably refused because the franchise agreement only requires, as a
minimum, a trolley service which the train operator intends to continue.*® This is a very
regrettable example of a lowering of passenger service standards.

32 C&AG's Report, Recommendation 4
33 Q156

34 Q133

35 Qq96-98

36 Ev24
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3 Rail subsidies

22. The estimated direct cost of the eight franchises in 2006-07 was £811 million. By 2011-
12, the number of subsidised services will fall from six to three (Figure 2). The ability of
these eight train operators to deliver an overall premium, instead of continuing subsidy,
depends on revenue growth. The two main causes of this revenue growth are increases in
the volume of passengers carried and increases in fares, together delivering between 47%
and 62% growth over a five year period. Despite the economic downturn, the Department
does not necessarily agree that the rail industry faces a low growth situation. It still believes
that at some stage in the future it will only be subsidising the track provider, Network Rail,
and not the train operators.”

Figure 2: Rail Franchises let 2005-2007 and premium or subsidy bid for 2011-12

FRANCHISE AREA OR AU
TRAIN OPERATOR PARENT(S) START EXPIRY (suBsiDY)
NAME e
£ million
Southeastern Integra_ted Kent Govia Ltd Apr 06’ 2014 (65)
Franchise
First Capital Thameslink/ . ]
Connect Great Northern FirstGroup plc Apr 06 2015 126
s Clreeis Greater Western | FirstGroup plc Apr 06' 2016 168
Western pp P
I < i \Western | Stagecoach Feb 07 2017 140
West Trains Group plc
London Midland West Midlands Govia Ltd Nov 07 2015 (162)
s b inels East Midlands Stagecoach Nov 07 2015 46
Trains Group
Cross Country New Cross Arriva Group Nov 07 2016 (156)
Country
National Express InterCity East National Express Dec 07 2015 229
East Coast Coast Group plc
OVERALL PREMIUM 326

Notes: " Franchises specified by the Strategic Rail Authority and let by the Department.
The franchise expiry dates assume that any relevant extension is earned. The amount of premium or
subsidy contracted will change to reflect any change in track access charges payable to Network Rail.

Source: National Audit Office analysis

23. The Department uses a ‘traffic light” system to monitor the risks faced by the operators
and has meetings scheduled on a small number of franchises where the current signals are
at ‘red’. The Department presents its tentative view at these meetings, which the train
operators may validate or modify.*

37 Qq68-70
38 Qq2-6
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24. The Department intends to hold train operators to their contract terms, although there
is some scope for train operators to cut back any services that are not core requirements of
the franchise. The scale of such contingency plans, however, is unlikely to deal with the
adverse conditions arising from the present recession.” If an operator fails, the Department
holds performance bonds that cover about 5% of the annual cost base of the company
concerned. The bonds have been issued by a number of different banks, mostly based in
the UK. At present, the Department reviews the nature of these bank obligations
monthly.*

25. The Department expects train operators to cope with the current recession, but has
remedies that have already been tested in case a company is unable to fulfil its obligations.
For example, in the case of GNER, the Department paid the management team to run the
company for a period while the Department re-let the contract. In this case, the
performance bond covered the cost of re-letting the contract. There is a risk of more than
one franchise failing at a time, and that one or more might have to be re-let at an adverse
price compared with the original transaction. The Department would not be bound to
intervene immediately unless the company was incapable of managing the franchise.*?

39 Qq 136-139

40 Qq 106-113, 143-151
41 Qq 139-140

42 Qq 13, 141
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Formal Minutes

Monday 30 March 2009
Members present:
Mr Edward Leigh, in the Chair

Mr Richard Bacon Rt Hon David Curry
Angela Browning Rt Hon Alan Williams

Draft Report (The Department for Transport: Letting Rail Franchises 2005-2007), proposed
by the Chairman, brought up and read.

Ordered, That the draft Report be read a second time, paragraph by paragraph.
Paragraphs 1 to 25 read and agreed to.

Conclusions and recommendations read and agreed to.

Summary read and agreed to.

Resolved, That the Report be the Twenty-first Report of the Committee to the House.
Ordered, That the Chairman make the Report to the House.

[Adjourned till Monday 27 April at 4.30 pm



16

Witnhesses

Wednesday 21 January 2009 Page
Dr Mike Mitchell, Director General National Networks, Mr Jack Paine,

Director of Procurement and Mr David Payne, Acting Finance Director
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Department for Transport Ev 18
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