APPENDIX 4: THE RETENDERING OF NORTHERN ISLES SERVICES
In my evidence to the Transport and Environment Committee 18th June 2001 I said in the context of the bid for the CalMac network: “there will be strong incentives on the part of a private firm to put in a loss-leading bid to get rid of CalMac permanently from the scene. Once it is incumbent, it will be in a strong bargaining position to renegotiate or breach contract, especially if there is no CalMac and there is no (Operator of Last Resort)”.

A corollary of the Executive’s position that the Northern Isles contract is a model for the CalMac tender is that it is vulnerable to the same weaknesses and threats that I mentioned in my above evidence in the context of the CalMac tender.  In the report of their Inquiry to the same committee September that year, the Reporters (Maureen Macmillan MSP and Des McNulty MSP) point out (see their quote at the start of the main paper here) that I merely argued that since the Northern Isles contract was not yet operational, “the regime has yet to be proven effective in practice”.

Clearly I could not say more than that, even if I wished to, since the contract had been then awarded to Northlink.  For me to repeat such concerns in those circumstances may have been seen as unduly alarmist and would have been certainly ridiculed and rejected by the Executive, and indeed I might have found myself vulnerable to legal action by Northlink for suggesting that they would have been prepared to act opportunistically and “renegotiate or breach contract”.

In fact, I am pleased to again confirm what I said in the main body of my paper here that there is no evidence that Northlink did act opportunistically and was not anything other than responsible and honest in its subsequent renegotiation of its contract with the Executive. But the simple fact that the Executive’s handling of the initial contract meant that the Executive had no fallback position and no alternative but to continue the contract with Northlink confirms that it had no option but to concede to terms of a renegotiated contract that were fully acceptable to Northlink.

In fact, I was less concerned about the possibility of opportunistic misrepresentation and forced renegotiation (the “hold up problem”) in the case of the original Northlink tender because the joint venture involved two respectable and highly competent firms headquartered in Scotland that the Executive could deal directly and face to face with, and also because it actually owned CalMac, the operational side of the joint venture.

These background conditions do not hold in the case of the Northlink retender, and for reasons I go into below, CalMac will be highly unlikely to win the retender, either through Northlink or on its own, even if it takes forward its declared interest from last year in the retender.           

For those reasons, I now adapt my prediction for the CalMac tender to apply to the Northern Isles: 

“ Once any firm secures the Northern Isles contract it will be in a strong bargaining position to renegotiate to its advantage or breach contract in the course of the contract since there will no be statutory framework reflecting the special needs of the sector,  no independent Regulator to monitor and police compliance, and no Operator of Last Resort for the Executive to turn to.  The result is that contract breakdown and subsequent forced renegotiation is not just a possibility, it is almost automatically programmed into this retender and all subsequent tenders of the Northern Isles service given the structural flaws and weakness built into the contract regime here. At the very minimum, this will lead to overcompensation of the incumbent considered in EC State aid terms, at the very worst it will lead to disruption or cessation of essential lifeline services”   

I am not being duly alarmist in making these statements, indeed I feel I have a responsibility to point out the consequences of policy in this area.  If it is in shareholders and managers interests to take advantage of strengths in their position and weakness in the other party’s position, it must be assumed they will. That is after all the virtues of the capitalist system and the incentives it provides.  In general, the system can work well and smoothly with the commercial and public interest coinciding, but there will be cases where the commercial and public interest may conflict.  This is one such possible case.  It is up to policy makers to fashion controls to protect the public interest and deal with these potential problems and the lesson of the past several years in this case shows the policy makers here are either incapable of doing so or unwilling to do so.  

The original Northern Isles contract to serve the Northern Isles was advertised in 1999.  In October 5th 2000 NorthLink won the £12 million a year contract.  In October 2002 it commenced operations. In April 8th 2004, the Scottish Executive announced retender and revealed they had put an extra £13.4 million into NorthLink over the previous 18 months, but had been unable to resolve the financial problems facing the company. More extra money was expected to be used to subsidise the service until the new contract comes into operation this year
.

On the 10th April 2004 I wrote a detailed letter to the Minister of Transport (copied to several involved parties, including the Reporters for the Transport and Environment Committee of the Scottish Parliament) urging at the very least that the opportunity be taken in the process of retendering to recognize the need, and make provision for an Operator of Last Resort.

On the 18th May 2004, ten shipping companies were reported to have completed a pre-qualification questionnaire for the Northern Isles retender
. On the 27th May 2004, about seven weeks after my letter of 8th April to the Minister warning once more of the dangers to the public interest of retendering the Northern Isles contract without a statutory framework, a regulatory framework and a clearly defined Operator of Last Resort, the Executive issued a consultation paper and draft invitation to tender for the retender.  There was no indication that any of the points that I and others had made had been acknowledged or recognized, specifically there was no mention of operator of last resort
. 

Just before that, on the 21st May 2004, I had received a reply to my letter from an official of the Transport Division of the Executive which stated, inter alia:  

We also have to look at the implications of such an arrangement (Operator of Last Resort) in the Northern Isles situation.  We are in no doubt that there needs to be a contingency plan in place, and our recent experience in the NorthLink contract has demonstrated the importance of maintaining services.  An operator of last resort arrangement, however, would involve additional costs and value for money issues, and we do not know what these might be and what risks such an operator might or might not accept.  We would need to consider whether such an arrangement would necessarily eliminate all of the potential problems you identify, since much of that would depend on the terms and timescales involved.   We would also need to be clear what the position was in relation to any similar problems arising with such an operator. We will therefore be looking at all of these arguments over the coming months as part of the preparation for the Northern Isles tendering exercise, and as I explained above we will take into account the points you have made. 

It is difficult to fully express the sense of deep frustration and concern that I feel in having to repeat the same arguments in submissions to committee, in consultations and in correspondence with Ministers, officials and MSPs in this and related matters over the past five years, only to receive a reply like this. The reply should be read carefully because if there is one statement over the past few years that demonstrates that Transport Division of the Executive is not the appropriate body to deal with these issues and does not have either the will and/or the capabilities to provide a workable solution to these problems, it is that statement. 

I am not suggesting that the Division is anything other than competent in the tasks they have been assigned in the past, and other tasks they may be assigned in the present.  But, as I suggested in the main paper, the fundamental problem here is that the problem has been defined narrowly as one in transport (specifically maritime) services involving a new constraint (EC State aid rules) to be dealt with using and adapting established practice and procedures (here in contracting and procurement) and they have demonstrated that they are not the appropriate vehicle for dealing with the new problems these raise.

The reality is that the problem should instead be defined as one of providing and maintaining an essential service with due care and attention paid to how compliance can be monitored and assured, continuity of service guaranteed, and the public interest, (including as represented in EC law) pursued. Once again, I have to repeat that for the introduction of competitive tendering into essential services such as water, electricity, gas, and rail (and like CalMac routes, the Northern Isles routes here are described as “lifeline” in the announcement of the Northern Isles retendering), three things are usually involved; a dedicated statutory framework dealing with the specific problems of the sector; a Regulator; and provision for an Operator of Last Resort who can be instructed to immediately step in if instructed to do so. 

None of these things are in place in either the CalMac tender or the Northlink retender.  As for the Division’s response above, it reveals a complete lack of understanding and recognition at the administrative core here as to the purpose and need for such a basic safeguard as Operator of Last Resort. 

The issue is not whether it would “involve additional costs and value for money issues”, the whole point about Operator of Last Resort is that it is to guard costs and protect value for money. It is not an optional extra you can think about dropping off the specifications here, it is an absolutely essential safeguard. 

If Transport Division “would need to consider whether such an arrangement would necessarily eliminate all of the potential problems you identify” then if they are not aware of the years of accumulated experience and practice in this area, they are not capable of making considered policy decisions on the issue. 

Further, if Transport Division, “do not know what these (costs and value for money issues) might be and what risks such an operator (of last resort) might or might not accept” then they simply do not have the competences or capabilities to begin to deal with this issue.  

Once again, as I have before, I would make the plea not to simply rely on my conclusions here, the Minister, MSPs and the Local Government and Transport committee should get expert outside advice in these areas, not from most transport sectors (except for rail), but from those with experience in the introduction of competitive tendering into other UK essential services such as water, electricity and gas.

A further point that should be clarified is whether the Division were aware of the possibility the Commission gives for “light PSOs” on third parties on a route outside the main PSO, whether this would have been possible here, whether this would have dealt with at least some of problems encountered on the tender, and if not then why not.  The concluding section here discusses that issue further.         

As of 9th March 2005, the Transport Division of the Scottish Executive confirmed by telephone that no Invitation to Tender had yet been sent out, and indeed that the tender documents had not been finalised. In view of the very real risks the retender entails, that is perhaps no bad thing, but its does raise further questions as to why the delay?

There is a further point that one of the companies which had expressed an interest was CalMac.  But it is difficult to see how CalMac could pass the first hurdle of a pre-qualification questionnaire designed to test a candidates ability to deliver and support the proposed venture, since CalMacs whole existence as a qualified operator is predicated on winning the tender for its own network, the implication being if it did not it would be wound up or reduced to shell or rump status unable to deliver the managerial resources experience and support that might be needed in the course of the Northern Isles contract.

If a foreign bidder, whose whole existence hung on winning a single contract bid due in a few months, bid for the Northern Isles, it would be unlikely to be judged a credible and financially robust bidder and would be unlikely to get through the initial screening process. If I know that, then other bidders know that, so if CalMac gets though the initial screening stages on a similar basis, the Executive can expect legal complaints from bidders. All this leads to the conclusion that, at the very least, one way or another, the next operator of the Northern Isles service is very likely to be a private firm headquartered outside Scotland.  That should not be a major problem in the context of a well-designed regulatory structure and process.  But for the reason outlined above, and as the Holyrood project vividly demonstrated, it could seriously add to what are already severe control and information problems here.     

My conclusion on the Northern Isles contract is that if it would not be in the public interest for it to go ahead on the basis planned, and at least the dependent communities have the security of being in the hands of CalMac as operator just now.  The present situation is not ideal, but it could be worse. There should be no rush to retender because of the public interest and State aid issues it would raise. Opportunity should be given to review the Northern Isles services just as with the CalMac network.
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