The Invitation to Tender for the CalMac Network

I would like to comment on issues raised in connection with the tender for the main CalMac network.  I would emphasise that the arguments here are my own and do not necessarily reflect those of any other individual or party. The Note here is part stimulated by the Bute Ferry User Group (BFUG)’s excellent and thoughtful analysis of CalMac’s operations
. Before I do so I would like to make five points clear.

Firstly, I am not seeking to defend CalMac or its management, indeed I have been very critical of certain of its decisions in recent years.  However, as the CalMac Chairman Peter Timms made abundantly clear in the Herald Newspaper recently (specifically with reference to Gourock-Dunoon, but his points generalise to CalMac operations generally), CalMac management have little or no discretion over many or their most important decisions which are actually made by Scottish Executive civil servants and ministers.

Secondly, my use of the term cherry picking in what follows is not intended as a pejorative term.  Indeed, cherry picking is a generally accepted commercial practice where firms target the more profitable segments (i.e. higher revenue and/or lower cost) of a market, whether it is airlines targeting business customers, insurance companies targeting low-risk customers, or UK universities targeting full-fee foreign students. In many cases, cherry picking is regarded as a reasonable and legitimate commercial practice which does not raise public policy considerations.  
Thirdly, while cherry picking may help pursue commercial objectives, there are recognised circumstances where the commercial imperatives of cherry picking may conflict with the public interest, e.g. maintenance of a universal service provision in postal and telecommunication services, particularly for high cost rural areas. The dangers of cherry picking are recognised to be particularly great where there is a possibility that an unregulated monopolist may emerge in the provision of an essential service. 
Fourthly, both the UK government and the European Commission have acknowledged the dangers of cherry picking and note there are recognised ways of reconciling the imperatives of cherry picking and the public interest.  Cherry picking can generate private profit but leave public services and the taxpayer having to pick up the leftover essential services at higher cost and subsidy. The Commission has made provision for dealing with the dangers of cherry picking in its published guidelines on maritime cabotage and ferry services. The Scottish Executive has chosen not to adopt these solutions, and I will consider some implications below.
Fifthly, in 2000, the Executive also acknowledged that cherry picking could be a problem in the case of tendering the CalMac network, but thought that it would be whole routes that could be cherry picked
.  They could hardly have been more wrong, the last thing a cherry picker would want to do is take over responsibility for unprofitable parts of a route. In fact, cherry pickers will target any or all of four main segments of specific routes on the CalMac network, (a) vehicle traffic (b) freight (c) summer season and (d) short crossing. The higher the overall value of traffic on a route, the more likely it is to attract cherry picking interest.  Cherry pickers will tend to avoid foot passenger traffic which can be low revenue, high cost to provide for, and often involves expensive longer crossings to connect with other forms of public transport and town centres.  
Western Ferries have targeted vehicle traffic and short crossing on the Gourock-Dunoon market, with the public service provider CalMac left to deal with the high cost, low revenue long crossing for foot passengers between Gourock and Dunoon town centres.     
All this is reasonably straightforward and I have detailed much of this already on my website www.brocher.com, including looking at the dangers of cherry picking on the CalMac network. What is new are reports from residents in Mull and Bute that CalMac is claming that they are more restricted in varying terms of service than I believed them to be from earlier reading of the Draft Invitations to Tender (DITTs)  As far as I can tell, there have been at least three variants of the proposed invitation to tender, the Draft Invitation to Tender for the CalMac network published in June 2002 (DITT02)
 the Draft Invitation to Tender published in December 2004 (DITT04)
 and the final Invitation to Tender published in December 2006 (ITT06)
.  

The first version (DITT02) was issued during the first session of Parliament 1999-2003. This version emphasised the central roles of Public Service Obligations (PSOs) in justifying subsidy under EC law (e.g. sections 1.2.5 to 1.2.7) and the tenderer did have some discretion, for example: 

“The contractor may not raise fares above the maxima set for each fare type and each route except by prior agreement with the Executive through the escalation arrangements. The contractor does, however, have the discretion to reduce fares” (DITT02, section 3.7.8)
However, in the second version published December 2004 during the second session of Parliament (2003-2007), reference to PSOs was only made in passing and not in the context of the proposed tender. By the time the actual Invitation to Tender was published in December 2006 all reference to PSOs had been removed and the instructions on fares had changed:     
Fares may be increased by up to the equivalent of index linking in line with CPI; increases over this require the consent of the Executive. Reductions in the fares or the varying of any preferential tariffs and discounts require the consent of the Executive (ITT06, section 3.8.7).
In other words, discretion over the fares has been removed and what was a system of setting maximum prices now becomes a system for setting fixed prices. The operator has no more discretion to reduce fares than they have to increase fares. 
I have dealt with the implications of the removal of PSOs in detail elsewhere
.  In this note I want to particularly look at some implications of the form of PSC (Public Service Contract) specification for the CalMac tender, with particular reference to the potential for, and potential effect of, cherry picking. I will use what Bute could be exposed to as an example, and I will focus on one possible outcome; as the Dunoon Observer noted (24th November 2006
 “Western Ferries had frequently voiced an interest in the past in running a service between Ardyne and Bute, (but) they would not provide the shore infrastructure”. With the recently proposed development at Ardyne Point
, that infrastructure may finally be provided. 
So why would Western Ferries be interested in running a ferry service between Ardyne Point and Bute when there already exists subsidised ferry services to and from the island? 

The first point to understand is that, while Western Ferries may start off with just one ferry Ardyne Point to Bute, there would be no commercial logic in running just one ferry.  Sooner or later it will require a second ferry to be added to the route, and so we may cut to the chase by assuming that Western starts off with two ferries on that route to begin with. This leads to:

Stage 1: Western runs two ferries Ardyne Point - Port Bannatyne (I am assuming this would be the Bute terminal, it was mentioned in this context in the past). Depending on turnaround time and speed (Western’s ferries Gourock-Dunoon can travel faster but typically do not do so for fuel conservation reasons), with just two ferries, Western can have several ferry runs an hour on the short crossing to Bute. It proves an effective substitute for CalMac’s Colintraive-Rhubodach service which suffers loss of traffic, subsidy goes up and it is withdrawn (if it is not withdrawn voluntarily, Western would ensure it is withdrawn on the basis that a subsidised service is competing with an unsubsidized commercial service). 
In 2006 Western Ferries carried 572,000 cars (Scottish Transport Statistics 2006)

as well as CVs (commercial vehicles). It can now add the Colintraive-Rhubodach traffic (94,000 cars in 2006) to its carrying statistics.  It will also by now probably have completed the agenda set out in the “Users Charter” meetings
  with the Scottish Executive to add the CalMac Gourock-Dunoon vehicle carrying traffic (85 thousand cars in 2006), with the Gourock-Dunoon CalMac route reduced to foot passenger only (the Executive advised interested parties for the abortive Gourock-Dunoon tender in 2005 to assume that the working life of the side-loading linkpan at Dunoon pier would expire in 2007, and no replacement vehicle-carrying ferries are planned by the Executive for the new linkspan at Dunoon Breakwater on the CalMac route). 

By now, Western would also have its second linkspan at Hunters Quay and second linkspan at McInroys Point at Gourock in operation, enabling it to increase its frequency of operation Gourock-Dunoon above its present maximum of four ferries an hour if it wished, this now warranted by the increased traffic diverted from CalMac’s Dunoon and Bute services.       
Stage 2: Western sells combined tickets for vehicles using its McInroys Point - Hunters Quay and Ardyne Point - Port Bannatyne ferries together with Cowal (Toward –Innellan-Dunoon) as a land bridge connecting these two ferry services. It is marketed as an alternative to Calmac Wemyss Bay - Rothesay for vehicular traffic to and from Bute.

Clearly many Bute vehicle-users would not find this an attractive proposition at least initially, for example traffic coming or going Ayrshire direction.  But for travelers to and from the conurbations in the west such as Inverclyde and Glasgow going to or through Gourock,  the Western route Bute – Dunoon – Gourock now appears as a genuine alternative to using CalMac to go Bute – Wemyss Bay – Gourock. 

There are also four distinct advantages that Western’s Bute to Gourock via Dunoon option would offer over the CalMac Rothesay – Wemyss Bay option. 

Firstly, frequency. The CalMac sailings to Bute average one every 45 minutes. With Western’s services there would be no need to check timetables or make arrangements to suit the sailings, it would be a shuttle service, just turn up and there would be a ferry in a few minutes.

Secondly, late sailings. CalMac sailings to Bute finish mid-evening. It would be commercial logic for Western to run at least one Ardyne Point - Port Bannatyne ferry late into the evening.  Then, even if frequent travellers only expect to occasionally catch a later sailing, they will be more likely to buy their books of frequent traveler tickets from the operator that offers that option, should it be needed. So these late sailings would more than pay for themselves, not just in direct usage, but in encouraging usage of Western Ferries more generally. 

Thirdly, price. Western’s combined tickets for McInroys Point - Hunters Quay and Ardyne Point - Port Bannatyne would be able to undercut CalMac and still make a profit. This would encourage price sensitive frequent travellers to switch to Western.

Fourth, Western is not CalMac. There is a reservoir of resentment against CalMac on Bute (and on many other routes), which, irrespective of whether or not this is entirely the management’s fault, would encourage many Bute residents to adopt the “anyone-but-CalMac” option and go Western if they had the choice.  

In short, there are several reason why many CalMac Rothesay – Wemyss Bay vehicle users would choose instead the Port Bannatyne - McInroys Point via Dunoon option once it was offered, just as the frequency, late running and “anyone-but-CalMac” motives have encouraged many users to switch from CalMac to Western on the Gourock-Dunoon route  (at this point I should also declare an interest since the traffic would pass my front door in Innellan, a development that would affect many communities in South Cowal) .  

Stage 3: By now Western Bute to Gourock via Dunoon has been taking a significant proportion of the CalMac Rothesay – Wemyss Bay traffic by offering more frequent, cheaper and longer-into-the-evening services.  CalMac looks at countering by dropping its Rothesay – Wemyss Bay prices and offering late evening services.  For both strategies it has to get the permission of the Executive as the ITT06 indicates. Western makes it clear that it would threaten legal action on grounds of unfair competition if either strategy was adopted since it would mean the Executive helping a subsidised operator compete against a commercial unsubsidised operator. Plans for dropping prices and increasing services Rothesay – Wemyss Bay are shelved, if they were ever considered seriously.
Stage 4:  CalMac Rothesay – Wemyss Bay is now suffering such a serious decline in its traffic that the decision is taken to reduce it to just a single ferry every hour and a half. That encourages a further exodus of frequent travellers to the Western alternative.

Stage 5: CalMac Rothesay – Wemyss Bay is now running at a significant loss requiring major subsidy. Western Ferries conducts a vigorous and vocal media campaign complaining about how its commercial interests in running a ferry service from the mainland to Bute are being subverted by unfair subsidized competition from CalMac 

Stage 6; The Managing Director of CalMac gives an interview to the press where he says that it is impossible to compete against Western Ferries given the constraints that CalMac has to operate under and that the only realistic option is to give over the vehicular traffic to and from Bute to Western and go passenger-only. And as the Deloitte Touche report showed in the case of Gourock-Dunoon, that would lead to not just further deterioration of service but also further increase in subsidy since foot passengers are high cost and low revenue
.    
Stage 7: The CalMac Rothesay – Wemyss Bay run follows Gourock-Dunoon in becoming passenger-only. With just two ferries shuttling Ardyne Point - Port Bannatyne, Western now carries all the vehicular traffic to and from Bute, it has added all the Rothesay – Wemyss Bay traffic (153,000 cars in 2006) to its annual carryings. 

Western is now carrying significantly more annual traffic than what is left of CalMac operations, all this based on just two services, Hunters Quay - McInroys Point and Ardyne Point - Port Bannatyne. 
Stage 8: Cowal and Bute are only the start.  There are other segments of routes, from Arran to Mull to the Hebrides that are ripe for cherry picking. On some routes it is more likely to be freight that is cherry picked, on others summer traffic, on yet others it will be short crossings and vehicle traffic, 

Stage 9: the CalMac network in the Clyde and Hebrides is reduced to a rump of high cost and low revenue services of no interest to cherry pickers. The network has been pulled apart and most of it is in the hands of unregulated cherry pickers controlling what are essentially lifeline services, in many routes holding a monopoly or dominant positions over segments such as vehicle-carrying.  They are answerable to the commercial interests of their shareholders, not the public interest of users, taxpayers and dependent communities, and they will act accordingly.   
As V-Ships noted in January when it pulled out of the tender for the CalMac network, “the tender details were too restrictive to allow them to provide more efficient services on the route”
.  Another way of putting this is that CalMac (now the sole bidder) will have no more freedom to maneuver than has a goat tied to a tree.  There is no surprise that CalMac is the sole bidder (I predicted on my website last March and June that V-Ships would pull out and leave Calmac sole bidder), no sensible management would expose its shareholders to the commercial threats of this tender.  The threats also signal where the commercial opportunities lie, they lie in cherry picking bits of routes, not in the main tender itself.   

If the Bute scenario outlined here seems familiar, it is essentially what happened on Cowal (Gourock-Dunoon), the chapters may be slightly different in the case of Bute, but the narrative will be broadly the same. The mistake was to think that Gourock-Dunoon was a one-off.  It was not, it was a template.  The Invitation to Tender is not a document designed to protect the public interest, it is instead a cherry pickers’ charter. Why it should be so, you have to ask those who designed it.    

There is no point in blaming Western Ferries or any other commercial operator for this, they are just doing what commercial firms are supposed to do, maximize returns for their shareholders.  There is also no point in blaming CalMac management for this, any more that is reasonable to blame a goat tied to a tree for its being chewed up by predators.   For example, as far as Gourock-Dunoon is concerned it is worth noting that it was not CalMac’s choice to have to build these the inefficient and high cost side-loading streakers in the Seventies, that was forced on it by public authorities decision on infrastructure.  Also, it was not CalMac’s management fault that is now running at an estimated £2.5mill loss on the Gourock-Dunoon run; in the Scottish Executive’s Deloitte Touche report in 2000 on the route, CalMac management wanted to affectively eliminate the need for subsidy by having the frequency restriction (to one vehicle-carrying ferry an hour) removed and building modern low cost vessels
.  It was their political masters who would not let CalMac management do this.  Again why this should be the case, you have to ask them.  

So who will gain from all this? Mostly the shareholders of the cherry pickers who will gain massive profits.  And who will lose? The users, the dependent communities, the taxpayer and the unions (cherry pickers are not fond of unions).

Should this happen and is it inevitable? Absolutely not to both questions.  For example, there may be aspects that I do not know about that will inhibit or prevent the Bute scenario I outlined unfolding, but anyone who thinks that my scenario is unrealistic should ask why Western would be interested in Ardyne –Port Bannatyne in the first place, and also which, if any, of my nine stages are unlikely to happen and why. 

As far as setting up a more robust and sustainable system for lifeline ferry services is concerned, over the past few years I have consistently and persistently argued how that could be done, including in invited evidence to two Inquiries on the matter by the Scottish Parliament and in considerable detail in my website http://www.brocher.com/Ferries/Ferries.htm. 
The first issue is, of course there is systematic overpricing and underprovision of CalMac lifeline services which are amongst the most highly priced domestic ferry services anywhere in the world, outside the UK. The Bute Ferry Users Group have done a superb and professional job in detailing this for Bute
. But they should not have to do this job, it should be done systematically and for all routes as a matter of public policy. The solution to these problems lies in public policy, not in providing profit opportunities for ad hoc cherry picking which take advantages of these public policy failures to cream off the bits of the network they want. Instead, public policy here is being turned on its head to serve private opportunity, not the public interest.  

The end result of all this will be the privatization of the bulk (by both volume and value) of CalMac’s lifeline ferry services across the north west of Scotland. Whether that will be a deliberate consequence of policy or an unintended consequence does not matter, the effect will be the same.  Anyone who thinks that by making the CalMac tender unattractive to outside bidders that these services are somehow protected, is deluding themselves. 

It must be emphasised that this has nothing to do with wider issues of whether privatisation is good or bad, or even whether specific possible short crossings like Ardyne Point to Port Bannatyne are good or bad.  It is the fact this is the worst possible form of privatization where essential services are going to be transferred to the eventual control of commercial operators facing no form of regulation in the public interest other than basic safety and employment regulation. I have been a professional industrial economist for more than three decades, studied all kinds of industries and privatizations and worked in many different countries but I say unqualifiedly I have seen nothing to match this debacle.  It is made even worse by the Executive’s failure to seek or even listen to informed advice as to the dangers of what they are doing and learn from the experience of other countries and systems.      

At least Bute residents can get a foretaste of how this could end by inspecting the degradation of the public service run by CalMac between Gourock and Dunoon.  They could also get direct feedback on what if anything is flawed in terms on my scenario from the Chairman of CalMac who is himself a Bute resident.  However, the arguments in this note are that the even the Chairman of Calmac has effectively no power to stop the outcomes described here from happening.  So the time and energy of Bute residents might be better spent questioning the constituency MSP, who is not only another Bute resident but is also a Minister in the Executive that is directly responsible for the circumstances I have described here. 
Further information on all this available on my website at http://www.brocher.com/Ferries/Ferries.htm
Neil Kay 2nd March 2007
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