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TENDERING OF SCOTTISH FERRY SERVICES: LAST WORDS
Dear Minister,
I have given a great deal of thought as to how to respond to the outcome of the CalMac debate (14th September).  I have to confess that I found it particularly difficult to know how to comment on the representation of my views by yourself and other members of the Executive during the debate, this summed up by your description of “the Kay proposals that support route-by-route tendering”. 
It is clearly too late to correct any possible influence that any errors or problems of representation may have had on the vote to put the CalMac network out to tender.  That vote is obviously a fait accompli.  From now it must be a damage limitation exercise, because there will certainly be damage as a consequence of the vote on 14th September, and that damage will be to the public interest. In order to minimize that damage it will be important to recognize the potential threats that now face the conduct and maintenance of this public service, threats that are both real and potentially severe.             

I will deal with these problems in turn, first the way that my proposals were represented in Parliament, secondly the weaknesses of the SE’s decisions for CalMac and other ferry operations in Scotland, and thirdly what could still be done to try to avert the worst possible consequences of what is being planned 

1. The representation of my proposals
The proposal which I first presented in a seminar under the Chatham House rule at the Europa Institute, Edinburgh University 11th March did NOT recommend route by route tendering and would NOT have led to route-by-route tendering.  Instead setting PSOs on a route-by-route basis is an essential part of complying with EC rules, it is what the Executive itself is doing just now and must do, whatever the system for compliance that is chosen.  In my final submission submitted to SE a few days later as a part of the consultation process on the proposed tendering of CalMac, I wrote as follows:      
“On BBC Radio Scotland on 15th March, the day this submission was being finalised, an MSP mentioned me by name and suggested the proposal outlined in here implied that setting PSOs on a route by route basis along the lines suggested here could lead to the break up of the network and threaten the single bundle solution.

There is a danger of confusion here which is important to deal with before we go further. PSOs must generally be awarded on a route by route basis because it is would be impossible or impracticable to do otherwise.  PSOs are about matters such as fares and frequency, and by their nature these matters will tend to be route-specific in a case like the CalMac network, so PSOs have to be set at the level of the route.

After that issue is settled, the question then becomes one of how the routes should be bundled for management and operational (or even tender, if tendering) purposes, e.g. 10 bundles, 3 bundles or one bundle.  That is a separate question and the Commission says in its 2003 Communication that the “the most appropriate size of bundles should be decided by taking into account of the best synergy to be made in meeting transport needs”. 

So the question of PSO at route level, and the size of the bundle of routes for operational or management purposes are quite separate and should not be confused”. 
From: The Proposed Tendering of Clyde and Hebrides Ferry Services: Problems and an Alternative Proposal: Final Submission to the Consultation Process (ending 16th March) 2005, Neil M. Kay
I have never suggested that my proposal would lead to route-by route tendering.  My proposal would not to lead to route-by-route tendering.  I have taken every (limited) opportunity open to me to refute the assertion that my proposal would lead to route-by tendering.  Since March your advisers have been in possession of written submission from me that points out that my proposal did not imply route-by-route tendering and that I refuted any suggestion that it would lead to route-by-route tendering.

So it is legitimate to ask why, and on what basis, did the CalMac debate make repeated reference to the “fact” that my proposal would lead to route-by-route tendering? Why, when you were asked to explain why my proposal would lead to route-by-route tendering (in Local Government and Transport Committee just before the CalMac debate) did you say that David Hart would respond to that question and in the end David Hart did not? Why were these assertions made again in the SE background material released just a few hours before the CalMac debate despite the fact that I had already refuted them in public and to SE a few months before?  Why was I not consulted and given an opportunity to refute them once more if they were to be made once more?  
Any suggestion that I have argued that my proposals would lead to route-by-route tendering is at the very least a misunderstanding of my position and is an inaccurate representation of it.  What I feel is a matter for concern is how MSPs were put in a position where such crucial decisions could be made on the basis of a representation of my proposal which simply was not accurate, and unnecessarily so, and which in turn led to the choice of tendering as default option.  
2. The weaknesses of the SE’s decisions for CalMac and other ferry operations in Scotland 

I have no hesitation in saying once more that the SE’s proposals for tendering ferry services in Scotland threaten the public interest and indeed fly in the face of what has been learned about tendering of essential services in recent years.

I do not agree that tendering was necessarily the only option that could be pursued here under EC law, and many informed commentators agree with me.  However, if you are going to tender, there are several standard safeguards that must be put in place before you tender essential services.  I wrote to you again on this on the 9th September but it is clear that I must once again emphasise what these are.

Governments (such as the UK government) typically put the following safeguards in place before competitive tendering is introduced into state-owned essential services, specifically:    

1) A dedicated statutory framework designed for the special needs of the sector or industry to be subject to competitive tendering.

2) An independent economic regulator or agency for the sector or industry. 

3) Clear and satisfactory arrangements for a qualified Operator of Last Resort to take over the network immediately if called upon to do so (even if a bond is posted by the operator, this is a weak and inadequate substitute for an Operator of Last Resort). 

4) Satisfactory arrangements to prevent cherry picking by other operators.    

For several years I have been drawing the attention of your predecessors to the first three issues, and also raised these issues in invited submitted evidence to the Transport and Environment Committee of the Scottish Parliament in 2001.  The fourth issue has also become an issue in recent months, and I have also raised it with your predecessor and members of the Local Government and Transport Committee.

None of these four issues has been satisfactorily resolved by the Executive.  The mechanisms and safeguards that should have been put in place to deal with each of these issues are either absent or inadequate. 

I have also emphasised that none of these issues and problems can be seen as the responsibility of the European Commission.  These are the responsibility of the national authority or its delegated authority (here the Executive) to arrange and deal with, consistent with the principle of subsidiarity. These safeguards have been put in place more or less satisfactorily in other industries and sectors operating under EC State Aid and Competition laws.  There is no reason why they cannot be put in place here.   

Consequently, any problems that arise from failures to deal with the issues highlighted here will be seen as ultimately the responsibility of the Executive, specifically your responsibility, and not the Commission. 

2. The implications of the SE’s decisions for CalMac and other ferry operations in Scotland
There are four different routes or groupings of routes which are or may be subject to PSOs for which the SE is responsible and which I will discuss here (1) Northern Isles (2) the CalMac network (3) Campbeltown-Ballycastle and (4) Gourock-Dunoon.    

Each of these four cases are, or will be, treated in quite different ways by the SE.  This itself is indicative of the ad hoc approach that has been taken to these issues. In principle, there is no reason why a coherent, systematic and uniform approach could not have been taken to each of these cases by the SE given that they are all ferry services seen as potentially eligible for PSOs under EC State Aid law and the 1992 Maritime Cabotage Regulation.  I will deal with each case in turn. 
2.1 Northern Isles

In 2001, as noted above, I argued to the Transport and Environment Committee that the SE’s failure to put in place a dedicated statutory framework, an independent economic regulator and clear and satisfactory arrangements for a qualified Operator of Last Resort endangered the public interest.  Reporters to the committee noted that the Executive pointed to the Northern Isles Ferry contract as being an example of a similar process being undertaken without the need for an independent regulator but they also noted counterarguments in further submissions from myself, that “this contract is not yet operational, so the regime has yet to be proven effective in practice.” (Transport and Environment Committee, September 2001).

The subsequent failure of this contract, the millions of pounds of extra subsidy that has been poured into it, are testimony to my warnings that tendering such essential services must put in place minimum and necessary safeguards.
This was NOT done in the case of the Northern Isles, hence its failure and forced retendering which is virtually without precedent in UK essential services. It looks like little if anything has been learned here and there is no evidence that the retendering process has done anything to prevent further contractual problems.

In fact, the Scottish ferry system (and the tax payer) is in an even worse situation now that it was in at the start of the Northern Isles process. It has raised the opportunities for what is described in contractual terms as moral hazard, adverse selection and hold-up problems.  You have demonstrated that if an operator holds a gun to your head in the middle of the tender period and says “we cannot carry on with the contract unless you pay us more a lot more money”, that you have no choice but to pay up.  While Northlink was a responsible joint venture run by responsible parents and their requests/demands for more money in the case of Northern Isles were no doubt justified, you can be sure that the lesson that the Executive had no choice here but to pay up would not be lost on other companies who might be interested in tendering for ferry services in the Scottish network.                    

But against these influences is a counter-influence noted by the Scotsman 31st October, whose article was appropriately titled: “Executive under fire as ferry tender chaos grows” It reported: “Attempts to put the Northern Isles ferry contract out to tender were thrown into confusion last night after one of the short-listed companies pulled out and the timetable had to be extended for the other (two) contenders”….. “sources inside the Irish ferry operator made it clear that the company was unhappy with the level of subsidy on offer and was frustrated at the problems it encountered in getting hold of the necessary information to submit its bid”. … “ problem appears to have arisen because of a reluctance on behalf of NorthLink to furnish the two outside bidders, ICG and V-Ships, with details they requested about fuel consumption, seasonal fluctuations and other key issues - information that would be vital to any comprehensive tender bid. As CalMac is a part of the existing, failed, NorthLink service, it is not understood to have encountered the problems faced by ICG and V-Ships”. 
The owners of CalMac are of course Scottish Executive Ministers who are also the tender awarding body, this of course drags the Executive into this quagmire, not unreasonably since it is a quagmire of the Executive’s own making.  
It also worth noting the practices of the other two shortlisted companies here.  ICG, one of the shortlisted companies has already seen Bertie Ahern, the (Irish) prime minister attack that company in the Irish parliament for what the general secretary of the Irish TUC labeled a ”deeply obscene plan to dump 540 workers and replace them with people on 3 euros an hour” (Financial Times, September 30th 2005, p.12). The plan was to replace existing workers with cheaper eastern European workers on a contract basis.  The FT article also notes that Ireland, the UK and Sweden were the only EC countries to allow immediate access to their labour markets for workers from central and eastern European states following EC enlargement in June. The other shortlisted company V-ships also sources its labour from low cost countries such as Eastern Europe and was accused in 2002 of trying to break a Canadian seamen’s union
   

While tactics and practices adopted by the other two companies that were shortlisted for the Northern Isles tender are quite legal, and there is no suggestion that their tactics on Northern Isles would be, or would have been, anything other than legal, it does highlight what has to be prepared for. It is one thing to adopt aggressive collective bargaining tactics when there are alternative sources of supply, e.g. in container services.  It is quite another when the consequences of such bargaining may impact and threaten essential lifeline services that must be provided on a continuous basis.  TUPE is said to provide protection in such cases, but the reality is that TUPE may only give partial protection.  That being the case, it is even more important that a knowledgeable and able regulator looks after the public interest here.  The alternative, of having the same middle-rank civil servants based in Edinburgh that deal with CalMac seconded to negotiate with hard-nosed shrewd and experienced executives from a major international shipping company really does not bear thinking about.         
Northern Isles in a nutshell encapsulates the situation that you and your predecessors have created for Scottish ferries, its users, the dependent communities and the taxpayer, not just in the case of Northern Isles but elsewhere, most ominously for the main CalMac network.  On the one hand, some operators will see commercial advantage from being able to renegotiate their incumbency position once they win the contract.  On the other hand, some responsible operators will be dissuaded from incurring the trouble and expense of bidding in the first place because of what they will see as the barriers cited by ICG and V-Ships of competing against the Executive’s own company.  
Would a dedicated statutory framework, an independent economic regulator, an Operator of Last Resort, and arrangements to prevent cherry picking have prevented this crisis – and future crises towards which this service now sailing? 

Yes. That is not to say there would not be problems, but there are tried and tested mechanisms for dealing with them.  That is why you do not see the Northern Isles crises (and in such a short space of time, we are already talking in the plural here) in the provision of essential services at UK level.  For one thing, an able and independent regulator is not only a body of professional expertise in the area, it is a buffer.  It would buffer the government from operator lobbying, it would buffer the operator from political interference, and crucially it would buffer the government from accusations to the Commission of improper award of tender. Suppose another operator threatens to cherrypick bits of the market and throw the business plans for the PSC operator into chaos? Then have rules to deal with against cherrypicking in place before the tender is awarded; if the EC recognises that governments can and should do this, so should you.  Suppose an incumbent operator tries to hold a gun to your head and threaten to walk away – bond or no bond – from the contract?  Then if the incumbent is behaving unreasonably, the regulator would have the power to trigger the Operator of Last Resort clause and replace the incumbent.       

Minister, when I argued on Newsnight Scotland prior to the CalMac debate that an independent regulator was needed here, you answered in the studio that we do not need another expensive quango.  If you go down this road, you (and those you represent) will find out how just expensive it will be to not have basic safeguards such as an independent regulator.  Indeed, you need do no more than just add up the running tab that the taxpayer is picking up to date for Northern Isles.    
2.2 The CalMac Network  

In June 2001, Sarah Boyack one of your predecessors as Minister for Transport said in evidence to Transport and Environment Committee. “Most recently we had the experience of the Northern Isles services tender. It was a useful exercise for the Executive to run through that process. The difference between the Northern Isles and the CalMac services is that there are an awful lot more CalMac services. We are well aware that the CalMac tender will be a more complex exercise.”
Exactly. Everything that can be said about the problems faced in the case of Northern Isles can be multiplied in terms of the added potential complexity for the main CalMac tender, this compounded by the fact that there is no indication that the Executive has learned the lessons it needs to learn from its experience on Northern Isles.      

Every criticism that I made above regarding the Northern Isles “exercise” can be applied as a potential danger facing the proposed CalMac tender, except of course as your predecessor noted, “the CalMac tender will be a more complex exercise.” 
The irony is that the Minister above was responding to a question about the proposed CalMac tender put to her by the committee convenor, and she was citing the Northern Isles case as a model for, and forerunner of, the CalMac tender itself.  In short, the potential contractual problems of moral hazard, adverse selection, opportunism and barriers to tender that face the Northern Isles contract are likely to be present in at least as strong a form in the case of the main CalMac tender.
Since the operators running the CalMac routes under the PSC tender will have to use the same vessels, operate the same timetables, to the same frequency, pay the same fuel rates and obey the same (MCA-dictated) manning levels, where will the savings come from compared to the present arrangements?  Apart from some possible savings in headquarters overheads, the only obvious source of savings would be in degradation of terms and conditions of employment (TUPE-notwithstanding).  And if bidders are predicating their bids on that basis (albeit implicitly), then this is a recipe for collective bargaining conflict and threats to lifeline services that must be provided on a continuing basis, just like electricity, gas and water services.  This is not something that Edinburgh-based civil servants are in a position to cope with.  
3. Campbeltown-Ballycastle

It is not clear how you can produce a short list for the Cambeltown-Ballycastle service when it is not clear where the vessel(s) will come from.  You will also be aware that it is one thing for a firm to put forward a window-shopping “Expression of Interest” in a service (many companies do just that an information gathering exercise), it is quite another thing to have well-developed and serious plans for running the service.  There is little, if any, evidence that the short-listed companies have such plans or are in a position to develop them.            

This is compounded by the fact that vessels for the various routes of the West Coast of Scotland tend to be custom-designed to the demands of individual routes.  Indeed, that was one of the Executive’s arguments for keeping the CalMac network together, putting CalMacs vessels into a state-holding company allowed custom-fitting of vessels to routes to be maintained.  

So if customising the bundling of vessels for routes is necessary for the CalMac PSO network, why is it not necessary for the Campbeltown-Ballycastle PSO route?  The logical thing to do here now the Executive has established that there is a case for a PSO service here is to build the vessels and then lease them out on a commercial tender supported by the appropriate PSO and subsidy, as is being done in the CalMac network, the administration of the exercise carried out by independent regulator.

But instead companies will not have the time to commission the building new vessels for the route themselves with the time horizons and specifications you have given them, and even if they did, access to funds and commercial risks for a 5-6 year tender would be a crucial deterrent.

This means that any firm interested in running such a service will have to try to find vessels that were built for a different purpose and are now surplus to requirements elsewhere.  Virtually by definition, this means that even if such vessels were available on the second-hand market (and agency searches suggest it is at best a very thin market if it exists at all), such vessels are likely to be aged, obsolete, inefficient and designed for different kinds of services and routes..

You do not need to take my word for it.  Your civil servants could confirm this quickly by taking any West Coast (Campbeltown-Ballycastle or CalMac) route at random and conduct a search to find out what vessel(s) would be available to replace vessels serving specific routes.  If your civil servants do not know how to do this, professional agencies exist to help them do it, just as if they were looking for any other second-hand asset. You do not need to spend months or years and waste considerable resources finding out if there is the possibility of running such a service on this route.  
The bottom line here is that there is little chance that the shortlisted companies have credible plans for a service on the route, and little chance that they can develop credible plans.  And even if a tender is awarded and an operator starts a PSO operation on the route, you are still going to be vulnerable to moral hazard, adverse selection and hold-up problems since you have already demonstrated that if an operator says “we cannot carry on with the contract unless you pay us more a lot more money”, that you have no choice but to pay up if you want the service to continue. 
Clearly an operator may find out during the tender that there are legitimate reasons why the terms of the tender might need renegotiating, for example the Executive may have failed to put in adequate safeguards to anticipate a particular set of circumstances.  That is one reason why we typically have regulators in UK essential services.   But the Executive has already demonstrated in Northern Isles that it was not able to anticipate such circumstances properly. And when a company is stating that it cannot continue unless you renegotiate, that is not time to start thinking about whether the threat is legitimate or opportunistic.

There may be less chance of such threats from operators succeeding in Campbeltown –Ballycastle because the fallout may be judged less if that service was terminated in the middle of the tender than, say, for Northern Isles and CalMac tender.  But the fact remains that operators know from the Northern Isles case that the Executive’s assessment and monitoring regime is weak and inadequate.  This may have the effect of dissuading some responsible companies from bidding while opening up all sorts of dangers from mid-tender opportunistic behaviour if a tender is actually awarded. .  
I do not know specifically why Mr Eddie Frizzell, Head of Department, Enterprise, Transport and Lifelong Learning Department required the unusual step of a Ministerial Directive earlier this year before going ahead with this tender process, though I understand some previous unconnected events may have influenced this.  This is one of the few cases where I find myself in agreement with a civil servant on ferry-related matters, quite possibly for different reasons. The responsibility for any problems that arise in this tender – or failure to achieve a tender - will lie fully with you as the responsible minister.       
4. Gourock-Dunoon 

It is ironic that the present invitation for expressions of interest in running a commercial service Gourock-Dunoon using the public linkspans was based on a proposal which I co-authored with Captain Sandy Ferguson and Mr Ronnie Smith, CA and which was accepted by your predecessor.  George Lyon met with us in his role of constituency MSP last year and agreed to take the plan to the Minister and confirmed to us a little over a year ago the minister had agreed to adopt it, prior to its public announcement.      
What has happened since then represents a complete mishandling of the situation by you and your predecessor.

Let me make one thing clear because it seems to have bypassed the Executive.  You only have a tender and PSO to ensure the provision of a service to standards the operator would not assume if it were solely considering its economic interest, these standards include standards of continuity, regularity, capacity and pricing.

The purpose of invitation of expression of interest to run a commercial service is strictly pre-PSO (at least it should be).  If an operator was willing to run a commercial service and if the desired standards of continuity, regularity, capacity and pricing would be achieved by the operators considering only its own interests, then not only do you not need a PSO/PSC, any subsequent imposition of a contract or tender on the operator would be an undue restriction on its scope of operation and freedom.  It is one thing to have clear standards as to what would be desirable on a route, it is quite another to restrict an operator through a contract if it was going to do these things anyway of its own volition.  The Executive has no right in EC law to restrict an operator (or restrict access to publicly funded essential facilities) through a contract if that operators pursuit of its own commercial interest was going to satisfy desired economic and social standards anyway –especially if one operator on the route is being restricted in a way that the other operator (Western Ferries) is not.  Operators on routes, whether PSO or not, must be treated in a non-discriminatory fashion by governments in EC law.     

If no operator was willing or able to run a commercial service of its own volition that would also satisfy desired social standards, then you have a contract or tender and PSO/PSC intervention, with subsidy if necessary. 
But what the Executive has done here is actually make matters worse than they were before the initial December announcement that they would invite expressions of commercial interest in Gourock-Dunoon.  First, by announcing it to Parliament along with the proposed CalMac tender, it gave the impression that this was a tender just like the CalMac tender.  This impression was reinforced when the CalMac tender proposal was removed for review and the Gourock-Dunoon “expressions of interest” invitation was removed along with it.  It was further reinforced when the CalMac tender proposal was reinstated and the Gourock-Dunoon “expressions of interest” invitation was reinstated along with it.  The impression was sealed when the advert for Gourock-Dunoon appeared alongside the advert of the CalMac tender, both now billed as “Invitation to Tender”, with PQQs to be filled in by bidders in both cases under an EC Directive (92/50 EEC) explicitly designed for public service contracts.  
 

Ten companies are currently reported (BBC on-line) as expressing an interest in the Gourock-Dunoon service, however this form of window shopping is cheap to do but can be a long way from indicating hard commercial interest. Also firms may use this as a way of information gathering.  Some of the firms may be more interested in the main network but want to find what is going on here as well. Finally, to the extent these firms are really interested, they will be chasing each other tails in the same second hand market for the same vessels, a market that we know is very thin at best.  The bottom line is that there will be at best a very limited number of seriously interested firms here at the end of the day.

Even if the process now runs to schedule, an operator is not now expected to start until Spring 2007, two years and several months after the initial announcement that there would be invitations to express commercial interest in the route in December 2004. This is not facilitating commercial activity, this is putting barriers in the way of it. 
It should be noted that the current situation has been ideal for Western Ferries, the unrestricted private operator on the route.  The only competition on the route (CalMac) is frequency-restricted to an hourly service while Western runs up to four ferries an hour.  This maintains the appearance of competition on the route, and CalMac’s access to the public linkspans helps put physical and economic barriers to third party entry.  This has helped contribute to Western making substantial profits for several years, profits that are far higher than would be expected if there was genuine commercial competition on the route.  
If Western is given access to the public linkspans through this so-called “tender” (which they have made clear they will be bidding strongly for) this would give the firm an unregulated monopoly in cross-Clyde traffic, a bit like giving a private firm an unregulated monopoly over the Forth Bridges and the cross-Forth traffic.  This would not be tolerated for the Forth Bridges, it should not to be tolerated for the Clyde ferries which are their transport equivalent on the West Coast.  But the prospect of monopoly gains together with exclusion of potential rivals would give Western a strong incentive to outbid any other firm.   

This could also invite immediate legal challenge to the owners of the linkspans (and to the Executive to the extent they have encouraged and facilitated this) from any other company interested in running a commercial service here.  The publicly owned linkspans would represent “essential facilities" to these other companies under EC law, defined by the Commission as facilities without access to which firms cannot provide services on the market.  Western owns their own facilities and so the public linkspans are not "essential facilities" for them.  A basic principle is that you must not block access to essential facilities for firms who wish to enter a market, which would happen if Western was preferred to them, their taking over the linkspan access would put economic and physical barriers in the way of third party entry.  This principle has been well tested in EC law, including ferry markets.  

It is difficult to believe that over the last year the Executive could actually make matters worse on this route, but on the evidence of the past few months they certainly have.
3. What could and should still be done 

I know that the recommendations here will almost certainly be ignored by the Executive since they have now been ignoring them for several years.  That does not mean that the recommendations are irrelevant, on the contrary every new debacle tends to reinforce the need for urgent review along the lines I suggest below, instead of the ad hoc and reactive approach to dealing with problems and crises that has characterized policy here over the last few years.  I hope that if the present administration does not adopt them, a future one will.  Successive crises will almost certainly make the case for them inescapable. It would be ideal if the present administration were to pursue adopting them before these crises emerge, but that would be wishful thinking.

I would once more re-emphasise that this does not mean that the recommendations below should be taken to endorse the tendering of CalMac services, as I have repeatedly argued there were alternatives that should have been considered but which the Executive failed to give a fair hearing to.  However, if you are going to tender there are several steps that must be taken here.    
It should come as no surprise that the major steps are:

1) A dedicated statutory framework designed for the Scottish ferry sector.

2) An independent economic regulator or agency for the Scottish ferry sector. 

3) Clear and satisfactory arrangements for a qualified Operator of Last Resort. 

4) Satisfactory arrangements to prevent cherry picking.    

The recommendations should be treated as an a la carte menu but as part of an integrated approach to the creation and maintenance of a healthy transportation network in Scotland.  Any competent regulator (and there are now many qualified and experienced at UK level) could advise the Executive as to how these four parts should fit together. 
The issue of Operator of Last Resort is one of the issues that I pointed out for more than four years that the Executive has failed to deal with.   There are standard ways of dealing with this, for example see Ofgems revised guidance on supplier of last resort (November 2003)
.  
What can be done in such cases is to add a standard clause saying that if an operator in another part of the network fails or its tender or franchise is revoked, then that operator may be required to take over the running of the network in the interim (with due provision for fair compensation for such responsibility).

In the case of the Scottish Ferry Network there will be three separate Public Service Contracts awarded under EC Maritime Cabotage and State Aid regulations (Northern Isles, CalMac and Campbeltown-Ballycastle – if the latter is organized properly – see below) each of which will require a technically proficient operator with experience operating an ocean-going ferry service.  A simple solution to the Operator of Last Resort problem is have a clause in each of the contracts that they should be prepared to act in that capacity elsewhere in the network (and for any one of the other two contracts), if so directed.    
I did write a detailed letter (10th April 2004) to the then Minister of Transport pointing out the opportunities that the retendering of the Northern Isles gave for such a provision for an Operator of Last Resort. The response to me from the Executive (21st May 2004) read, inter alia “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”.
The most generous interpretation of such a reply is that the Transport Division of the Executive did not understand the risks and potential costs of not having properly thought out provision for Operator of Last Resort, despite the fact I have been trying for four years to communicate to this body the need for such provision. The letter shows a dismaying lack of understanding of the issues and the Executive’s responsibilities in this context. The Executive should not even have needed me to tell them about the absolute need for an Operator of Last Resort, they should have known the need for this themselves from other regulated industries subjected to competitive tendering. 
If the devices recommended by me and based on good practice were put in place in satisfactory fashion, the implications for each of the cases are as follows:

1. Northern Isles 

The regulator would provide both the body of necessary professional expertise and play the role(s) of buffer described above.  Subsequent cherry picking would not disrupt the business plans of tenderers because appropriate provision under EC law would be in place to deal with this, and any unexpected problems would be dealt with by the regulator establishing liability for the issue (and any need for further compensation) on an objective basis, and according to prescribed and agreed criteria.  The Operator of Last Resort provision would be there as a safety net should it be needed, and its very existence would help safeguard against opportunistic game-playing and attempts at hold-up by the incumbent.       

2. CalMac Network

The same argument holds here as for Northern Isles, the same devices and safeguards should apply.  There is no point is taking a crossed-fingers approach and hoping that CalMac will win the tender for its own network, provision has to be made in advance for the eventuality that it might not.  In any case, now that the Executive has decided to go down the tendering route, it is almost inevitable that regular retendering means CalMac will eventually lose the tender (and its whole reason for existence) at some point in the future.  To believe otherwise is to like arguing that a coin will always turn up heads.  You might be lucky for a time, but if there is no bias in the coin then eventually you will lose your bet.  And if there is a bias in the coin that always makes it turn up heads, then this is likely to be uncovered at some point and you will be in a different sort of trouble.

3. Campbeltown-Ballycastle

Simple solution.  If the Executive believes that they have established the economic and social case for such a service (and I accept they have), then build the necessary vessel(s) and lease out to an operator on a PSO/PSC tender basis with provision for subsidy and monitoring by the Regulator as in the other cases. The Executive does not establish the economic and social case for a new airport, a new bridge, or a new road and then wait for someone to provide the facility – it commits to building the facility.  It even does that with the CalMac network, the necessary vessels and infrastructure will be provided to the winning bidder. So why should it be any different for the Campbeltown-Ballycastle PSO/PSC?  If the Executive’s proposed arrangement works it will be by accident and it is questionable whether or not it will be sustainable.  To paraphrase, if you build, then candidate operators will come.  If you don’t, then you are back in the land of ad-hocery and wishful thinking.

4. Gourock-Dunoon

The CalMac service here is still infrequent, inefficient, obsolete, inappropriate and frequency-limited. The Executive have done considerable damage to the chances of getting commercial interest by the way they have handled this process.  At the end of the day, the same argument for build-and-lease that holds in the case of Campbeltown-Ballycastle holds in the case of Gourock-Dunoon.  In fact, there would already be suitable vessels in place on the route now if CalMac’s plans in the late-Nineties to build two modern ro-ro vessels for Gourock-Dunoon had been carried through by the Executive.  These vessels could now already be running on the CalMac service providing a greatly enhanced service at the same time saving millions of pounds of public subsidy (as confirmed by figures in the Executive’s own report on the Gourock-Dunoon ferry services published in 2000), and would now be available whether or not the route does go out to tender. 

The way forward here would be for the Executive to build two ro-ro vessels and then lease them out at commercial rates.  The CalMac service has the structural disadvantage of being longer than the Western service, reflecting the fact that CalMac connects with public transport (rail and bus) for foot passengers, but this does deliver it an additional revenue stream that Western does not have access to.  However, if it is deemed appropriate that a PSO should be imposed on the route to help subsidise, say, passenger (but not vehicle/driver) traffic as is the case at the moment, then the Executive has the tools to do this.  Since 2003, the Commission has recognised that peninsular services that fulfilled certain criteria (like Gourock-Dunoon and Tarbert-Portavadie) could be treated as essential island services and subjected to PSOs and associated controls and subsidies.  Since PSO status is awarded to a route and not by operator, not only would Western Ferries be entitled to the same rights
 as the second operator, it would also be liable for the same controls (e.g. on vehicle fares), assuming the Executive wished to impose controls on operators on this route. The Commission requires that operators on a PSO route are treated equally. Again this is something that is best handed by a professional regulator rather than in an ad hoc and inadequate fashion as is the case at the moment.  
4. Basis for complaints under EC law 
What we have outlined above in terms of potential contractual problems from the Executive’s plans are only the tip of the potential problems.  Rather than solve the problems of possible threat of complaints under EC legislation by putting the whole network out to tender, the Executive have actually increased the chances of complaints through the methods of tendering they have chosen.  I felt it essential that the Minister and the members of Local Government and Transport Committee should be made aware of these serious dangers as a matter of urgency.  At the same time I have no desire to encourage such complaints and so am sending warnings of the dangers here in a separate communication to these individuals.     
5. Summary

The idea that the Executive has somehow “solved” the problem of threats of complaints under EC State Aid and Maritime Cabotage law is wrong.  Instead it has created severely flawed contractual arrangements that threaten the public interest.  Worse, these arrangements have created a whole new set of potential grounds for complaints under EC law. 

The Minister must now bear the responsibility for subsequent problems in these regards.  I, amongst others, have repeatedly emphasised the dangers of going ahead with this totally inadequate set of arrangements. Before solutions can be found it is important to identify the major problems, which I have done here.  It is hoped the solutions identified here will also be acted on in the future.  They are low cost, sensible, well established and they will help safeguard the public interest which is seriously threatened by what is about to happen in these contexts.  
�“(V Ships) are desperately trying to break our union and we have absolutely no support from our fellow ship mates union, The Seafarers International Union of Canada.  V-ships in now managing three out of the four companies currently on strike with the Canadian Marine Officers Union” � HYPERLINK "http://mua.org.au/journal/april_2002/letters.html" ��http://mua.org.au/journal/april_2002/letters.html�





� See � HYPERLINK "http://www.ofgem.gov.uk/temp/ofgem/cache/cmsattach/5291_SolR_guidance_doc_24nov03.pdf?wtfrom=/ofgem/whats-new/archive.jsp" ��http://www.ofgem.gov.uk/temp/ofgem/cache/cmsattach/5291_SolR_guidance_doc_24nov03.pdf?wtfrom=/ofgem/whats-new/archive.jsp�





� Though if Western were to get subsidy for passengers, this could be made contingent on Western providing adequate facilities for such users, such as waiting room, rest and toilet facilities, which it does not do at the moment.    
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