Gourock-Dunoon and Campbeltown-Ballycastle Ferries: a Note

First a disclaimer; the opinions here are personal ones and do not necessarily represent the views of any other individual or group. The discussion below relates to the two tenders currently being advertised for Gourock-Dunoon and Campbeltown-Ballycastle; in the case of Gourock-Dunoon the tender is for what is presently the CalMac service   
At first sight, there would appear to be little similarity between the two, the differences are obvious to anyone familiar with the respective cases, for example Gourock-Dunoon already has two operators and Campbeltown–Ballycastle is seeking to attract just one, the nature, length and frequency of the respective proposed services (amongst other things) would vary greatly between the two cases. What I want to do is to concentrate on where there are similarities in the two cases and how this might lead to a case for similar or even joint solutions.
Perhaps the most depressing aspect of why the current process failed to attract any bidders in the case of Campbeltown –Ballycastle (January 2006) is that the question is still being framed in terms of whether enough subsidy was on offer; “A Scottish Executive spokesman said it was too early to say whether the amount of subsidy offered was the reason for the lack of response”
.  While the amount of subsidy an operator could obtain is clearly relevant, that is not the main question.  The main reason why the tender process failed to attract any bidders was because the process was flawed, not because, or not just because, enough subsidy was on offer.  Until this crucial point is accepted, there is little or no hope in making progress on this service, or indeed on other routes where tenders with similar characteristics are being put forward, such as Gourock-Dunoon.        
Problems

There are a variety of issues that affect commercial risks, returns (and interest) in the respective cases, but there are three that particularly stand out as a consequence of the system of tendering adopted in both cases, and which are potentially remedial. 
(1) Availability and suitability of vessels; no operator will new build in the light of the commercial risks and uncertainties associated, especially when the tendering system limits (Campbeltown-Ballycastle) or makes uncertain (Gourock-Dunoon) the length of time that the operator could develop the route before it is retendered.  This means that in both cases, the ability to make a bid is constrained by what happens to be available on the second-hand market at the time. By definition, such vessels will be surplus to requirements elsewhere, are likely to be old, which increases the chances of being obsolete and inefficient.  Since, again by definition, such vessels would have been designed for different routes and/or purposes, they may not be an ideal or appropriate fit for the needs of the respective routes, and even if they are, there may be significant conversion costs to modernise them and convert them for the specific demands of the routes and/or bring them up to strict EU safety standards. These arguments are strengthened by the fact that the Executive has already argued that the present CalMac fleet should be retained for the CalMac tender since the vessels are custom-designed for the needs of the CalMac network and routes; there is no reason to suppose that the two routes being discussed here differ from the CalMac network in terms of the need to custom-build new vessels for the routes.      
(2) The Tender Constraints; the short (Campbeltown-Ballycastle) and uncertain (Gourock-Dunoon) tender time horizons would encourage operators to take a short time perspective which is obvious in the case of new build options, but which still matter in the case of using second hand vessels, even if they were available.  In both cases there would be a non-trivial element of front-loaded technical, administrative and marketing costs to actually get the vessel(s) into operation and then build up the market (the latter element probably less severe in the case of Gourock-Dunoon where much of the market is already established). This means that losses can be expected to be higher (or profits lower) in the early years of the operation because costs may be higher and revenues lower than in subsequent years. This could prove a strong disincentive for any operator who incurs these front loaded costs and takes a short time perspective since it has no guarantee that it will recoup the benefits if it loses the next tender. 

(3) Uncertainty as to service future: in the past, both routes have had experience of operators who came and went, taking their vessels with them. If you are planning building a factory, you would think twice if there was a reasonable chance that the road that services that factory was not going to be there is a few years time.  Similarly, if you were a local business or one just thinking of moving into the area, and your business plan was at least partly dependent on the continuity of the ferry service, it is not going to be much comfort if the continuity of the link was threatened every 5-6 year (or even earlier).  Local economic development (and the future market and revenue bases for the respective services) will be fundamentally affected, not just by the existence of such links but guaranteed continuity of such links.  
Similarities between the Gourock-Dunoon and Campbeltown-Ballycastle cases
Despite the obvious differences, there are striking parallels between the two cases; 

(1) There have been arguments in the past that it is conceivable that both services could run profitably without the need for subsidy; in the case of Campbeltown-Ballycastle an unsubsidised service did run between 1997-99 and the Dalriada Business Action Group have put forward persuasive arguments that the market has improved since that time. In the case of Gourock-Dunoon, the paper I put forward with Captain Sandy Ferguson and Ronnie Smith CA also argued on the basis of costings and forecasts produced in the Scottish Executive (Deloitte Touche) report
 into the route, that a profitable and unsubsidised service was possible on what is the CalMac operation on this route. In the Deloitte Touche Report, CalMac management also acknowledged that an option discussed below (Option B) might be viable without subsidy.     
(2) Recently the case for a PSO on both routes has been made by the Executive. 

(3) In both cases it has been argued that the operations could still make a loss, in the case of Gourock Dunoon, loss may be more likely in the initial period than in subsequent years.  Even if subsidy is needed in either or both cases, the amount of  subsidy being talked about is tiny compared to the potential economic boost that the respective projects could deliver in terms of economic development and regeneration in what are, in many parts, fragile areas of Argyll, Northern Ireland  and Inverclyde. Thinking of these as an infrastructure projects and comparing the likely social and economic costs and benefits here against other infrastructure projects (such as investment on the road and rail network) is the appropriate perspective here. These are not simply transport problems, these are problems of economic development and regeneration, and that is how they should be properly analysed.  Indeed, not only should the ferry services here be thought of as analogous to the road and rail infrastructure and treated accordingly, such ferry services are extensions of the rest of the public transport infrastructure encompassing road and rail networks.  You would not normally expect road and rail routes to run at a profit, and the fact that these two ferry routes come so close to doing so may be taken as an indicator of their potentially high economic and social value.                

Suggested Solution

The parallels between the two cases, together with the shared problems of the present system of tendering discussed above, leads to the solution suggested below.

The way to circumvent the triple problem of vessel availability and suitability, the tender constraints, and uncertainty as to service future, is for the Executive to build the vessels appropriate to the identified needs of the respective routes (two vessels in the case of Gourock-Dunoon).dedicate them to service on the respective routes, and then lease them out to an operator at commercial rates.  This will also take advantage of the three parallels between the routes identified in the previous section here.  
In the case of the Gourock-Dunoon service, the design and specifications could reflect that set out in the Scottish Executive (Deloitte Touche) report on the route under Option B in Section 8.
 
The cost of investing in the new vessels would be recouped through leasing costs paid over the expected 20-25 year lifespan of the vessel.
In principle (and certainly in the case of Gourock-Dunoon), there would seem to be no reason why the possibility of a vessel lease longer than that specified by the EU’s Maritime Cabotage Regulation (1992) - or at least a vessel lease with options for renewal by the operator - could not be explored.  The complications and obligations of EC Maritime Cabotage and State Aid law really arise when PSOs are imposed and subsidies awarded (though in principle, it should be noted in passing that PSOs do not automatically imply subsidy). A PSO is defined as any obligation imposed upon a carrier to ensure the provision of a service satisfying fixed standards of continuity, regularity, capacity and pricing, which standards the carrier would not assume if it were solely considering its economic interest.  If the vessel or vessels were leased at commercial rates and the operator satisfied what were deemed to be desired or essential standards of continuity, regularity and pricing of its own commercial volition, there would be no need for government intervention in the form of a PSO since the commercial market was achieving these aims anyway without the need for such intervention.  And if there is no need for imposition of PSO / award of subsidy, then there would be no need to invoke obligations, constraints and limitations associated with the EU’s 1992 Maritime Cabotage Regulation. 
The advantage of a long lease on the vessels is that it encourages a longer time horizon on the part of the operator, increases incentives to take time and resources and grow the market e.g. through marketing, and increases the chances that they would be prepared to bear the initial front-loaded costs and any associated early losses without the need for subsidy.  It avoids all three problems of vessel availability and suitability, the tender constraints, and uncertainty as to service future, and could provide highly valued commercial social and economic outcomes.

In the event that the long lease / non-PSO route is not an option in either/both cases, then tendering the vessels under a PSO regime in either/both cases, together with subsidy options, would still deliver high social and economic value and avoid much or all of the present difficulties that the current tendering system has produced. The main differences are (a) with a 5-6 year time horizon the operator would have less incentive to invest in long term marketing of the route than in the case of a longer lease, putting more onus on other agencies such as tourist boards to market the route, and (b) there might be less willingness to absorb losses in the earlier stages to the extent that there was uncertainty regarding who would win the next tender, meaning that subsidies might be higher in the earlier stages, reflecting startup costs and need to build up market or market share.  

However, even a PSO contract on vessels built specially for the route(s) would get rid of much or all of the three problems discussed above since this solution would guarantee suitable vessels and continuity of availability over the kind of time horizons required for major business investments. If the PSO does require retendering at 5-6 year intervals, we could expect to find the subsidy required (if any) to decline over time as the market grows and business and residents locate and relocate on the basis of a guaranteed service. 
In the case of Gourock-Dunoon, the question is complicated by the presence of Western Ferries on the route.  On the basis of their past and current behaviour, Western Ferries may be expected to strongly resist any attempts to develop effective competition to their service, understandably where proposals threaten their dominant position on this strategic route. The answer to any possible complaints or threats of complaints from Western Ferries under extant EU and UK legislation is to play this strictly according to the rights and obligations associated with that legislation. Since its 2003 Communication, the EC has acknowledged that estuary or peninsular ferry routes with the geographical specifications of Gourock-Dunoon are eligible for PSO status.  But such status is accorded to the route, not individual services or operations on the route. So, in principle, if one right or favour is accorded to one operator (such as subsidy for a particular service) it should also be offered to the other operator(s), and if any restriction is imposed (such as on fares) it should be imposed on all operators on the route.

The CalMac service (which is the service subject to the tender) has the disadvantage of being longer than the Western service because it services foot passengers connecting with the respective town centres, trains and buses.  The shorter Western service is largely vehicle-oriented. One way of recognising the commercial costs of supplying the public service of passenger traffic would be to subsidise passengers (but not vehicles and their drivers).  In principle, that is what is being done at the moment, but only CalMac get the subsidy for carrying passengers, the supposed quid pro quo for more than 20 years has been a limitation on the frequency of the CalMac service, an outcome which has been disproportionately to the benefit of Western who now carry about 80% of the lucrative vehicle traffic on the route. 

The solution in the first instance if subsidy is still needed would be to make subsidy for passengers (but not for vehicles and drivers) available to both operators, a solution which would help redress the competitive disadvantage of the longer public service (CalMac) route, while still being even-handed in the treatment of both operators.  As a proportion of income, the passenger subsidy would be more valuable to the operator on the CalMac public service route which caries significantly more passengers as proportion of turnover. Eligibility for subsidy for passengers could be contingent on proper provision of shore based facilities such as rest rooms and toilets for passengers, something which Western has not provided to date.    
Since the only subsidy element would be something that all operators on the route would be eligible for, it removes any grounds that Western would have for challenges on the basis of illegal subsidies.  
Such a policy not only would facilitate competition in the vehicle carrying market here, it would also have strong environmental or green aspects in that it gives price incentives to encourage users to switch from being drivers to being passengers (whether as foot passengers linking with other forms of public transport, or through car pooling).  

This might seem to give Western a windfall gain of subsidy for just doing what it does at the moment. However, there are two qualifications to the advantage which Western would get on these grounds.  First, Western would now have an unrestricted competitor on the vehicle market which could put pressure on its market share and fares. Second, since this is a route eligible for PSO status under EC law, if the Executive wished it could control fares for any or all categories of users (and all operators) in the market, if it felt this was in the public interest.  So the appropriate mix of subsidy and fare controls could depend on to what extent it was wished to encourage (and subsidise) passenger traffic and whether or not it was felt there was effective competition in the vehicle-carrying market, or whether more direct controls, were needed.

It should be emphasised that none of this intervention in subsidies and fares might be needed if the procedure suggested here for the Gourock-Dunoon route led to a second operator able and willing to run on the route without subsidy. The point is that even if some subsidy is needed, a simple technical solution is available that would satisfy EC law, would tackle the three problems identified above, and would deliver substantial and continuing social and economic benefits to the region.  
A final point with local economic and social implications is that there is an obvious builder for at least the Gourock-Dunoon vessels and hopefully also the Campbeltown-Ballycastle vessel, that is Fergusons of Inverclyde shipyard. This is because the Option B plan in the Deloitte Touche report referred to above and put forward by the then CalMac management for the Gourock-Dunoon service was explicitly based on vessel designs that Fergusons built for Red Funnel of Southampton. Fergusons are the obvious choice for building such vessels and should have experience and cost advantage from having built the Red Funnel vessels.      

In short, there is a clear alternative to the present tendering procedures in both cases that makes technical, economic, social and (from an EC perspective) legal sense.  Pursuing the line suggested here could deliver major benefits in terms of economic and social benefits to fragile areas in a highly cost effective manner with minimal demands on the public purse.  The ultimate question is whether there will be a wide enough support and political will to seriously consider and explore the arguments and options raised here. 

Neil Kay 

Argyll

12th January 2006    
� � HYPERLINK "http://news.bbc.co.uk/1/hi/scotland/4597120.stm" ��http://news.bbc.co.uk/1/hi/scotland/4597120.stm�


� � HYPERLINK "http://www.scotland.gov.uk/library2/doc15/fogd-00.asp" ��http://www.scotland.gov.uk/library2/doc15/fogd-00.asp�





� ibid





PAGE  
3

