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ABSTRACT

This paper reviews the progress of passenger rail franchising in Britain since the mid-1990s, building on earlier contributions to the Thredbo Conferences and identifies five main phases. A welfare assessment suggests that the reforms were mildly welfare positive  up to the middle of the third phase, but some concerning trends have emerged, not least the spiralling transaction costs associated with franchise bids and the apparent prevalence of strategic bidding. The problems that emerged, and some of the lessons learned, in the aborted award of the West Coast franchise in 2012 are assessed.  A detailed assessment is also made of the East Coast franchise. The awards that commenced operation in May 2005 and December 2007 (both of which failed) are compared with the new franchise that commenced operations in March 2015. Issues related to the cap and collar regime, GDP support, subordinated loans facility and parent company support are examined. The prospects for movement towards a more variegated set of franchise contracts will be considered.

1. Introduction

This paper represents an update of an earlier Thredbo paper that was subsequently published in Research in Transportation Economics (Preston, 2008). It also builds on earlier work by the author (Preston, 2001) and that of others (Knowles, 2004, 2013, Smith et al., 2009, Nash and Smith, 2007, 2011, Jupe, 2010, Müller, 2011). The outline is as follows. In the next section, we will provide a very brief history of franchising of passenger rail services in Britain. We will then go on to outline the key trends in demand and supply and identify three key issues relating to competition, objectives and strategic bidding. We will examine a case study of the East Coast Main Line before contemplating franchising futures and drawing some conclusions.

2. Brief History of Franchising

When rail privatisation was being pondered in the early 1990s it was recognised that passenger railways were loss making and that this would make privatisation by outright sale impossible. The White Paper, New Opportunity for Railways, and the resulting 1993 Railways Act, restructured the rail industry into a profitable core of infrastructure and rolling stock services that could be privatised by direct sales or, in the case of Railtrack, by flotation on the stock exchange. The unprofitable passenger services were to be privatised by franchising, which involved a competition for the market based on bidding for subsidy or, in some cases, bidding in terms of premium payments. The view of one of the architects of the privatisation, Sir Christopher Foster, was that over time subsidy requirements would reduce as a result of the efficiencies of the private sector and eventually the vast majority of services could be provided commercially in a manner similar to the deregulated local bus industry in Britain outside London (Foster, 1994).

It is the contention of this paper that there have been five phases of tendering to date (see also Figure 1). The first phase ran from 1996/7 to around 2000 and was associated with the Office of Passenger Rail Franchising (OPRAF) in which 25 Train Operating Companies (TOCs) were franchised in a little over a year prior to the May 1997 General Election. These franchises were in the main relatively short (typically seven years) and were largely awarded on the basis of minimum subsidy provided basic passenger service requirements were met. 
However, as Figure 2 shows, OPRAF’s life was relatively short, as the incoming new Labour administration believed that the industry lacked strategic oversight. 

As a result a second phase of franchising was initiated with the creation of the Strategic Rail Authority (SRA) which operated from 2001 to 2004.  Initially, the focus was to be on longer franchises of twenty years or more with greater flexibility for TOCs to innovate. In the event, only two such franchises were let (Chiltern and Merseyrail, although the Wales franchise was for 15 years) as the industry suffered something of a nervous breakdown following the Hatfield accident in 2000, the subsequent financial collapse of Railtrack and the protracted creation of the successor body, Network Rail (Gourvish, 2008).  This was accompanied by the renegotiation of 13 of the 25 franchises (Smith et al., 2009), 7 of which were regional franchises where the winning bidders seemed to have over-estimated the scope for cost reductions, with 4 covering London and the South East and 2 covering long distance inter-city services.  Overall, the SRA was associated with the re-franchising of nine TOCs and some re-drawing of the franchise map, in particular a reduction in the number of TOCs operating out of key London termini.

In the light of the Hatfield accident, there was something of an explosion in rail costs (and Government support, particularly in terms of Direct Grants to Network Rail – see Figures 6 and 7) and there was a concern that the SRA’s quasi-independence was over-committing Government financial support. As a result, the 2005 Railways Act abolished the SRA and a third phase of tendering was initiated, with the Department for Transport (DfT) in direct control. This phase was also accompanied by continued devolution to London, Merseyside, Scotland and Wales. A key initiative was a cap and collar regime intended to promote efficient bidding given concern that post Hatfield bidders would be overly risk averse. This resulted in a sharing of both upside and downside risks. The cap was that 50% of any fares revenues in excess of 102% of the TOC’s original forecasts were to be shared with DfT. The collar was that the DfT would make a contribution equivalent to 50% of any revenue shortfall below 98% of the TOC’s original forecast, whilst for any short fall below 96%, DfT’s contribution increased to 80%. The view of the Competition and Market Authority (CMA) (2015), the UK’s anti-trust body, is that once the collar was activated the incentives for franchisees to grow passenger numbers were muted. An alternative view would be that it encouraged strategic behaviour, with inflation of both revenues and cost forecasts. The collar arrangements would then lead to an up-lift in TOC profits. Extreme gaming behaviour could be detected at the bid evaluation stage but this would be difficult if this strategy was near universally adopted. Given the low number of potential bidders, such tacit collusion seems feasible. However, the TOCs are not characterised by excess profits (at least in terms of returns of on sales – see ATOC, 2013, p13 and also Smith et al., 2009), although these can be hidden by parent group trading arrangement. Overall, some 12 TOCs were re-franchised over this period. 

The fourth phase covered 2012 to 2013 and the ‘failure’ of the West Coast franchise and the instigation of the Laidlaw Enquiry (HC 809, 2012) and Brown Review (Cm8526, 2013). The West Coast re-franchise replaced the cap and collar regime but with bidders required to have in place a subordinated loan facility (SLF) to be drawn upon in case of default, with the intention that this would limit over-zealous bids and would limit the protection to Parent Groups that the setting-up of Special Purpose Vehicles, which the SRA had encouraged, provided. The Invitation To Tender (ITT) was issued on the 21 January 2012 and the intention to award to First Group was announced on the 15 August. This led to intense lobbying by the incumbent, Virgin Trains, who questioned whether due process had been followed. After some initial resistance from the DfT (and the then Minister, Justine Greening), the cancellation of the West Coast franchise was announced on 3 October, along with the suspension of the entire franchising programme. Subsequently, the Laidlaw Enquiry highlighted a lack of transparency with the SLF process, compounded by technical mistakes in the calculation of the SLF (including confusion between real and nominal prices), whilst contributory factors relating to lack of planning resource within the DfT were also identified.

The Brown Review noted that exposure to macro-economic factors was a major issue and proposed an annual GDP based mechanism to deal with this. It was felt that overoptimistic bids often resulted from insufficient consideration of GDP-driven variation, although there is limited evidence on how this would work in practice. The trends towards tighter franchise specifications, based on inputs rather than outputs, and less flexible management were also identified as being problematic. The trend towards fewer, larger franchises was thought to have encouraged make or break bidding and a reduced ability of franchises to adapt. An asymmetry between the experience and capability of bidders and that of the DfT franchising team was also identified as a contributory factor. It might be postulated that a similar asymmetry occurs in terms of contract re-negotiations.

The fifth phase of franchising commenced in 2014, with a timetable for 15 franchise competitions up to 2022 (see Figure 3). In order to allow a staggered programme, a number of short-term direct awards are proposed, despite the dangers of cost inflation that were revealed by the negotiated awards post-Hatfield (Nash and Smith, 2007). Up to the summer of 2015, four of these have been completed by the Department for Transport (Essex Thameside, Thameslink, Southern and East Coast). Some details of these awarded franchises are given by Table 1. Notable features are the variation in franchise lengths and the expectation that all the franchises will pay a premium over the lifespan of their respective franchises. In April 2015, the re-let Scotrail (for up to 10 years) and a separate Caledonian Sleeper (for 15 years) franchises began operation. Both will require subsidy payments, although the Scottish Government has not published financial data on a comparable basis to the Department for Transport and hence this franchise is not included in Table 1. 

Table 1: Fifth Phase Initial Franchise Awards by the Department for Transport.
	 
	Date
Started
	Expected
duration
	NPV (£ billion)

	Thameslink Southern
Great Northern
	Sept. 2014 (Thameslink)
July 2015
(Southern)
	 7 years
	6.8

	Essex Thameside
	Nov. 2014
	15 years
	1.1

	East Coast
	March 2015
	 8 years
	2.3


NPV = Net Present Value

3. Key Trends

The trends in passenger rail franchising are relatively well known (see, for example, Preston and Robins, 2013) but are illustrated by Figures 4, 5, and 6. Figure 4 shows that between 1995/6 and 2013/14, demand has broadly doubled and growth has been resilient to shocks such as the 2000 Hatfield accident and the 2008 economic downturn. Figure 5 shows that supply, in terms of train kms, has also increased over this period by 48%. Figure 6 indicates that up to 2008/9 (the last year for which we have detailed data on costs) there have been large increases in unit costs, of the order of 50%. The largest area of cost growth was related to infrastructure renewals, but there was also a marked increase in TOC costs post 2000. Figure 7 indicates how Government support increased strongly between 2000 and 2006 but this is almost entirely due to direct grants to Network Rail.

We have previously estimated that rail privatisation led to large welfare disbenefits (Preston and Robins, 2013). However, Table 2 indicates that this is accounted for by increases in infrastructure costs over and above that assumed by the counterfactual. If these are set aside as being unrelated to franchising, then we can infer that franchising is mildly welfare positive to the tune of £3.8 billion. However, if each franchise had bidding costs of £22.5 million (assuming 4.5 bids per franchise and franchise costs of £5 million per bidder – see section 4.1) then these net benefits are offset by transaction costs of £1.1 billion, leaving a revised net benefit total of just £2.7 billion. 

Table 2: Welfare Effects of the first three phases of Franchising (2008 prices)
	
	Overall
	Increase in Infrastructure Costs
	Net Effect

	1995/6
– 2000/1
	-2.2
	+4.6
	+2.4

	2001/2
– 2004/5
	-18.7
	+16.9
	-1.8

	2005/6 
– 2008/9
	-13.8
	+17.0
	+3.2

	Total
	-34.7
	+38.5
	+3.8


Based on Robins (2012) and Preston and Robins (2013). 

4. Key Issues

We believe that there are three inter-related issues with franchises related to competition, objectives and strategic behaviour. We will briefly illustrate these problems with respect to the East Coast Main Line, a long distance inter-city route which has been through four rounds of franchising since 1996, with two bouts of failure (in 2006 and 2009).

4.1 Competition

Franchising has been competitive, but competition has been declining over time. In the first phase, it has been estimated that there were 5.4 bids per franchise, decreasing to 4.2 bids in the second phase and 3.8 bids in the third phase (Preston, 2008). The most recent competitions (e.g. for South Western in February 2016) have had a short list of two bidders. The Brown Review indicated that there was a current pool of around 10 active bidders, with small entrants put off by the high bidding costs. The Transport Select Committee estimated that these costs were around £5 million per bidder in 2006, whilst the Brown Review indicated that they had doubled to £10 million for the West Coast franchise in 2012. It should be noted that contracting-out was, at least initially, more competitive in Great Britain than elsewhere. For example compared to Germany, the mean number of bids was higher and the variability in the number of bidders lower (Beck, 2011).

It is of academic (but possibly also practical) interest to determine whether rail franchises are a common value or a private value auction. We have argued previously that rail franchising may have features of a private (or independent) value auction in which the winning bid increases (level of subsidy required reduces) with the number of bidders because a franchise will have more value for certain bidders (Preston et al., 2000).  However, there does not appear to be evidence that prices are going down (subsidy is increasing) as the number of bidders is reducing. Figure 7 indicates that Central Government support and PTE support has been declining over the long run – and this support is mainly in terms of franchise payments. Indeed, the latest ORR data (2015) indicates that central Government has received net premium payments for each of the five years up to 2014/15. This suggests that franchising could be a common value auction in which the winning bid can come down (i.e. subsidy goes up) as the number of bidders increases in order to avoid the winner’s curse. 

Theory tells us that, assuming no uncertainty and/or no risk aversion, contracting-out will ensure optimal effort (Quinet and Vickerman, 2004, Box 9.7). However, the passenger franchising regime in Britain is one where there is uncertainty, both internal to the market (e.g. open access) and external (e.g. the performance of the economy), whilst it is reasonable to expect bidders to be risk averse to some degree. In such a situation, effort will be sub-optimal and one result would be failing franchises. However, to date only 3 out of 47 franchises have technically failed, although 13 franchises were re-negotiated after Hatfield 2000 and the West Coast cancellation of 2012 has also permitted some re-negotiation of franchises in the guise of direct awards given that a number of franchises were known to be in financial difficulties pre the West Coast debacle (Jupe, 2010). Melia (2015) postulates that the Great Western franchise is such a case. Figure 3 indicates that 12 (out of 16) franchises will have a period of direct award before being re-let.

Thus franchising appears competitive but has, in certain instance, been ineffective. Two possible reasons relate to lack of clarity in terms of objectives (with implications for contract design) and the impact of strategic bidding (with implications for contract award).

4.2. Objectives

The DfT’s stated objectives of franchising have included the following (see, for example, DfT 2006):
(i) To harness private sector commercial judgement and innovation to reduce the net cost and increase the value for money achieved from the Government’s overall support for passenger rail services.
(ii)  To improve passenger services, commensurate with funding available.
(iii) To set the level of service needed and to vary specifications to reflect changing market needs and accommodate future passenger growth.
(iv) To protect passengers from the power of unregulated monopolies.
(v) To maximise the benefits of the network as a whole.
(vi) To fit rail within Government’s wider public transport objectives.

Although franchising clearly has multiple objectives, we showed in Preston (2008) that it might be best characterised by maximising net social benefit subject to a budget constraint. The Brown Review specified a slightly different set of objectives for franchising that are more influenced by commercial practice and by the localism agenda:
(i) Ensure value for money by competition for the market. 
(ii) Harness private sector skills and innovation. 
(iii) Ensure stability of service.
(iv) Secure franchisees who will work in partnership.
(v) Facilitate further devolution of decision making.
(vi) Ensure services are delivered and managed by organisations which are attuned to local market needs.

However, it is noteworthy that in discussing objectives a distinction is not made between those franchises that have a largely social role and those that have a more commercial role. Figure 8 indicates that the regional franchises in Northern England, Scotland and Wales have a very different subsidy profile, in terms of support per passenger km, from the rest of the country. It might be expected that contract design should reflect these variations, given the greater social role of these franchises.

4.3 Strategic Bidding

In a previous paper (Preston, 2008), we noted that strategic bidding appeared to be a feature of franchising from phase three onwards, with a focus on backloading of bids, although arguably there had been some examples of strategic bidding towards the end of the first phase. Financial data is less readily available on the most recent bids but in Table 3 we update the data for the East Coast franchise, although it should be noted that the prices are not directly comparable. It can be seen that backloading is a feature of each of the successful bids, with the most recent round uplift (£174 million in 2014 prices or around £239 million in nominal prices[footnoteRef:1]) being between the uplift of the second round (£169 million) and the third round (£318 million), although much closer to the former.  This might represent strategic behaviour if the intention is to seek a mid-term re-negotiation or exit. However, the GNER failure was also related to problems faced by the parent company, Sea Containers. The similarity between the first year premium offered by Virgin Trains and the final year premium offered by GNER (both relate to 2015) is remarkable. [1:  Adjusted using the CPI based GDP deflator in the WebTAG data book (December 2015):
https://www.gov.uk/government/publications/webtag-tag-data-book-december-2015] 


A further explanation for backloading is that where the public sector test discount rate (currently at 3.5%) is less than the private costs of capital (which are likely to be much higher), franchise payments might be used as a form of cheap financing for other activities by the parent group, with excess profits being made by train operating companies in the early years of a franchise to permit this, with these profits hidden by intra-group trading accounts. 

Table 3: The East Coast Franchise
	 
	Date Started
	Expected
Duration
	PVNP
1st year
(£m)
	PVNP
Final year (£m)

	GNER
	April 1996
	7 years
	  65
	      0

	GNER
	May 2005
	10 years
	 (50)
	 (219)

	National Express
	Dec. 2007
	7 ¼ years
	     7
	 (311)

	Virgin Trains
	March 2015
	8 years
	(198)1
	 (372)2


PVNP = Present Value of Net Payments. Figures in parentheses represent payments from the franchisee to the Department for Transport
Sources:  Preston (2008 – working in nominal (out-turn) prices) and adapted from Ford (2015 – working in real (2014) prices).
1Based on 2015/16 premium deflated by 1.035
2Based on 2022/3 premium deflated by 1.0358

The bidding strategy of Virgin Trains East Coast (VTEC) (actually a partnership with Stagecoach) seems similar to that of GNER and National Express, both of which failed, and the First Group bid for West Coast which was aborted. However, there is an important difference in that the premium profile dips sharply in 2019/20 with the introduction of the Intercity Express Programme (IEP) Super Express Trains, provided by Hitachi. This has echoes of Virgin’s initial West Cost franchise where the franchise was re-negotiated, on what may be viewed as favourable terms to Virgin, following problems related to the introduction of the new Pendolinos provided by Alstom, but this dip also suggest a learning effect.

5. Franchising Futures

Given the above, we would argue that the objectives of franchising (and the subsidy associated with it) vary with the nature of the rail market served and that should be reflected in the franchise specification. The DfT (2010) highlighted a number of franchise design aspects that they were considering, including length, risk allocation, performance bonds and parental guarantees, specification levels and investments (including the treatment of residual value).

This will result in a spectrum of franchise specifications. At one extreme, there would be commercial franchises, particularly those providing long distance services, that have longer durations, looser service specifications and are based on net subsidy in the form of premium payments. At the other extreme, more social franchises based on short distance commuter services and regional services might be shorter in duration, with tighter specification (including of fares and ticketing) and be based on gross costs. Such social franchises are beginning to emerge in the devolved jurisdictions (e.g. London).

For certain franchises, experimentation with new forms should be considered. Where there is a good mapping between a TOC and a Network Rail area, vertical re-integration might be considered to improve performance management and the planning of infrastructure enhancements, particularly given the apparent failure of the Wessex virtual integration experiment[footnoteRef:2].  This would require separation of accounts to meet EC Directive 91/440, (although post Brexit consistency with European Union legislation may not be a constraint. For regional TOCs, micro-franchising of branch lines might build on the successes of Community Rail Partnerships and could in certain circumstances harness the expertise of the heritage railway sector. If strategic bidding continues to be problematic Vickrey second-best auctions might be considered as part of the solution, although there is limited empirical evidence of its efficacy in this context and their adoption would be risky. As the DfT’s budgets continue to come under scrutiny, contracting out of aspect of the Rail Executive’s planning function might be considered or merger with the functions of other Governmental rail bodies such as ORR or Network Rail, with the latter itself subject to three reviews.[footnoteRef:3] [2:  This involved an alliance between Network Rail’s Wessex Region and South West Trains, a subsidiary of Stagecoach plc, and included joint operation of the London Waterloo Integrated Control Centre. This alliance started in 2012 but was abandoned in 2015.]  [3:  By the new Chairman, Peter Hendy, on project delivery (published November 2015), by Nicola Shaw on future structuring and finance (published March 2016) and by Colette Bowe on investment planning (published November 2015).] 


Few of these options feature in the Brown Review which took a more cautious approach, favouring 7 to 10 years franchises, with a 3 to 5 years continuation mechanism. Management contracts are recommended where major upheavals are planned such as infrastructure upgrades. Concessions are favoured where the franchise authority has marketing capabilities (as is the case for Transport for London, Transport Scotland and Merseytravel). 

The DfT’s response has been to consider franchise specification as consisting of three main components (DfT, 2013). The first relates to risk allocation and includes issues related to revenue, cost, profit, regulatory, inflation and open access risk. The second relates to capital requirements given the failure of cross default provisions. This includes requirements for Parent Company Support in the form of a guarantee, a performance bond and a season ticket bond. The third relates to profit and includes profit sharing and capping arrangements.

The DfT thus proposes a spectrum of franchise specifications in which risk will depend on the financial characteristics of the franchise. In order of risk increasing with the TOC, this includes management contracts (e.g. West Coast since 2012), legacy cap and collar arrangements (e.g. Southern up to 2015), new revenue risk sharing arrangement (e.g. Thameslink from 2014), revenue share and support (e.g. Greater Anglia), GDP based mechanisms (e.g. East Coast) and all risks with the TOC (e.g. Essex Thameside).

6. Conclusions

Our findings with respect to the five phase of rail franchising are summarised in Table 4. Phase 1 appeared to be a success but by phase 2 problems were emerging particularly in terms of cost control post Hatfield, which affected all types of train operators. Phases 3 and 4 were designed to make franchise bidding more competitive but resulted in strategic biding and resultant revenue short falls, especially for long distances services (Phase 3), whilst administrative problems in evaluating bids meant that Phase 4 was effectively still born. Phase 5 is taking a more pragmatic approach, but the preponderance of direct awards in the short to medium term is a concern given their ineffectiveness in terms of cost control (Smith, 2006).


Table 4: Five Phases of National Rail Franchising in Britain
	Phase
	Dates
	Responsible
Authority
	Achievements
	Assessment

	1
	1996 – 2000
	OPRAF
	25 franchises let
	Initial success

	2
	2001 – 2004
	SRA
	9 franchises re-let, 1 failure, 13 renegotiated.
	Cost over-runs post Hatfield.

	3
	2005 – 20012
	DfT – Cap and Collar
	12 franchises re-let. 2 failures
	Revenue short-falls.

	4
	2012 – 2013
	DfT – SLF
	1 cancellation
	Short comings in evaluation

	5
	2014 –
	DfT – Horses for courses
	4 franchises re-let by summer 2015. 11 more by 2022. 
	12 Direct awards.



Compared to bus services, rail services seem less suitable to contracting-out. Service requirements are not stable as there has been large demand growth and significant increases in supply. There are some technology issues, related to rolling stock, train control and electrification. There are substantial sunk costs, not least in the training of staff. Issues concerning the definition and letting of the contracts have continued to arise. There have been some difficulties in enforcing service delivery, with the state owned Directly Operated Railways having to be the operator of last resort in the case of the three franchise failures.
 
The DfT are indicating a ‘horses for courses’ approach but which horse for which course is not always readily apparent. The spectrum approach might be adding unnecessary complexity. A number of bodies including the CMA (2015) are calling for more open access or more competition between and within franchises  given concerns about the limited extent of on-track competition (Cave and Wright, 2010). At one extreme this might involve implementing Foster’s vision of a purely commercial market for long distance services, albeit with continued regulations with respect to quality and fares, and with continued tendering of socially necessary regional and short distance commuting services. At the other extreme there are calls for operations to be taken back into state control as franchises come up for renewal (Jupe, 2010, CREST, 2013) or at the very least the state-owned Directly Operated Railways be permitted to bid for franchises. A middle way might be a two-speed franchising process with gross cost contracts for social services but more loosely specified and more highly incentivised contracts for longer distance commercial services. In the long run, the latter group of services might expect to face competition from HS2 (High Speed 2).

Given all the above, it seems highly likely that there will be further twists in the franchising tale. What is less likely is that these twists will be accompanied with a sensible examination of the level of Government support going to the railways, as to date railway organisation and finances have been largely treated as two separate issues (McNulty, 2011).
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Figure 1: A Chronological Mapping of Passenger Rail Franchises
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Figure 2: A Chronological Mapping of Rail Organisation in Britain
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Figure 3: Future Franchises (see also DfT and UK Trade & Investment, 2014)
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Figure 4: Passenger Kms National Rail Great Britain (Billion)


Table 5 Train Kms National Rail Great Britain (Million)



Figure 6: Unit costs in £ per train km, 2008 prices.
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Source: Robins 2012


Figure 7: Government Support to the Rail Industry
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Source: ORR, 2014


Figure 8: Subsidy per Passenger Km 2013/14
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Source: ORR, 2014.
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