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INTRODUCTION
Objective of the report

This report constitutes Deliverable One for the “Research and Advice on Risk
Management in Relation to Subsidy of Ferry Services” study for The Scottish
Executive Enterprise, Transport and Lifelong Learning Department (the Executive)
before the tendering of the Clyde and Hebrides Lifeline Ferry Services. The study
analyses how the EU Maritime Cabotage Regulation rules are applied within the
European Union (EU), with particular regard to the way in which risks are managed.

The objective of this report is to provide a factual summary of the different approaches
adopted in different EU countries to support their domestic island ferry services and to
examine how these approaches are consistent with the regulations set out by the
European Commission (EC).

Background

Caledonian MacBrayne Ltd (CalMac) currently operates a network of ferry services
on the Clyde and to the Hebrides. CalMac is a nationalised company wholly owned
by the Scottish Ministers. Under a formal undertaking between the Scottish Ministers
and CalMac, Scottish Ministers provide a grant to the company by way of an annual
subsidy for the support of approved services. This subsidy meets the operating loss
incurred in operating a current network of 25 services on the Clyde and to the
Hebrides (CHFS) and the Gourock - Dunoon (G-D) Service.

In the light of the position of the EU as initially established in Council Regulation
EEC No. 3577/92  (the Regulation) and further developed in subsequent
communications, the Executive had come to the conclusion that it is necessary to put
the CalMac Ferry network out to an open tender. This process had already been
initiated with the publication for consultation of a Draft Invitation to Tender for the
Clyde and Hebrides Lifeline Ferry Services (June 2002) which received around 440
responses from users and other interested parties. A further consultation, offering
users a final opportunity to comment on the service specification, was issued in
December 2004. However, during the Parliamentary debate on ferry services on 8
December 2004, the Parliament expressed concerns about the proposals for tendering
the Clyde and Hebrides ferry services. At the time of writing the Scottish Executive
was reviewing those proposals.

In any such tender, the Scottish Executive recognise that it will continue to be
necessary to provide a public subsidy to the operator, in order to:

*  Ensure the provision of a reliable standard of transport connection, in terms of
quality;

* Ensure adequate frequency and capacity to island and remote peninsula
communities;

*  Ensure ferry fares and freight charges are not excessive.

At the same time, Ministers are seeking to ensure that the service is delivered
efficiently. This implies giving the minimum possible subsidy to provide the desired
service.

The EU Maritime Cabotage Regulation concerning the award of subsidy to ferry
operators under Public Service Obligations (PSOs) or Public Service Contracts (PSCs)
is tightly defined.
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The Ferry Operations and the Suggested Tender Approach

In the consultation document issued by the Scottish Executive in June 2002 the
proposed structure for the tendering of the CalMac services was set out as follows:

* Routes will be tendered as a single bundle; and

* CalMac’s present interests in ferries, piers and harbours and offices will be vested
in a new publicly owned company, VesCo. The operator of the ferry services will
be required to lease the vessels from VesCo and to carry out certain harbour
management functions on behalf of VesCo.

The responsibility for ferry operations will be transferred to a second publicly owned
company (OpsCo). This company will have the responsibility for operating the
services until tenders are awarded. It will also have the right to bid for the services in
its own right.

The revised draft service specification issued for further consultation in December
2004 maintained these proposals, with the exception of the Gourock-Dunoon route,
which is being tendered separately. We believe that three key questions will continue
to be of central relevance.

The tendering process

EU legislation tightly defines the tendering process for subsidised ferry services.
Restrictions apply both to the process itself (bidder qualification, selection of
preferred bidder, the negotiation process) and to the structure of the contract (the
allocation of risk, length of contract).

The performance regime

A regime must be put in place which aligns the objectives both of the public sector (as
a representative of a wide range of public stakeholders) and of the operators, through
which the operator is incentivised to provide the best possible ferry service. In such a
regime (and through the contracts which support it) a balance must be sought between
avoiding over-complexity and prescriptiveness on the one hand while not allowing the
contractor the liberty to provide a sub-standard service on the other. This has been
seen on many occasions to be a difficult balance, which must take on board not only
the theory of regulation and performance regimes but also the peculiarities inherent in
the operation of any service.

The allocation of risk

The tender contract put in place will, if properly constructed, ensure that all of the
potential risks inherent in the operation of the service are clearly allocated to the party
that can better manage each risk. This will provide clear guidance on the
responsibilities (both operational and financial) of the different parties in the face of
the complete range of outcomes.

How these risks are allocated is clearly of central importance in inducing the operator
to provide the optimal service and limiting the liability of the public sector. However,
as has been said before, the priority should not be merely to transfer the highest
number of risk elements away from the public sector but rather to provide the optimal
allocation, where the risk lies with the party with the greatest ability to manage that
risk. There are indeed many examples of administrations that are transferring too
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much risk to the private sector, resulting in a more expensive service to the user and
therefore to society.

The Executive set out in the consultation document an initial allocation of some key
risks. These risks included vehicle operations, operating costs, and demand/ revenue
risk: these were to be transferred to the ferry operators. Other risks including vessel
design and construction costs, and operating and capital costs of harbours would
remain with the Executive (through the new publicly owned VesCo), while it was
proposed that some risks should be shared between the different parties.

The primary objective of this research is to learn how these risks are allocated
between the different parties for other PSO ferry operations — both within the EU and
further afield — and to understand what the impact of this allocation might have been.
Based on this data collection, we provide some evaluation of the approach to be
adopted by the Executive in the tendering of the CalMac operations.
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METHODOLOGY

We built a multicultural team within Steer Davies Gleave, with most of the researchers
being native speakers of the countries researched to complete this broad research.

The team had experience in the analysis of island and coastal ferry services in
Scotland and other regions and countries, detailed expertise and experience in the
analysis and development of transport tendering, risk allocation and tendering regimes
for a range of transport modes and knowledge and recent experience of the EU
regulatory process.

Research Approach

In order to complete the study within the timescale set out in the terms of reference
and within the budget set out in Steer Davies Gleave proposal, we adopted a desk-
based research approach that consists primarily of the review of existing published
data (either in print or on the internet). The data in the different countries are not
homogenous, and while some countries have websites and much information
available, others do not.

When appropriate, and in order to fill these gaps, this research approach was
complemented with direct telephone contacts with identified representatives of the key
organisations. These interviews were carried out by our own professional staff in the
native language of the respondents, in almost all cases relying on native speakers. The
interview was semi-structured, and followed a questionnaire developed by the expert
team in the inception phase of the assignment.

In most cases, these contacts were very cooperative, but in others not. As a result, the
quality of data available is variable from one country to another.

The key contacts interviewed were:

*  The European Commission;

e The relevant national (or provincial/regional) government departments
responsible for the administration of the PSO ferry services in each country; and

*  Ferry operators responsible for PSO services.

All the interviews were carried out by telephone, with the exception of the interview
with the Commission, for which SDG consultants went to Brussels to conduct a face-
to-face interview.

Project Programme

The following paragraphs outline the work programme carried out. The overall
programme for the study had a duration of approximately 10 weeks. Despite the tight
timescales, Steer Davies Gleave has achieved the objectives set out for this study.

Our overall approach has been divided into 3 distinct sections: an inception stage, the
research stage and subsequent analysis stage. The diagram below shows the elements
contained within each stage.
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FIGURE 2.1 PROPOSED WORK PROGRAMME
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Stage 1 — Inception, scoping, briefing

In this stage, the data held by the Scottish Executive was reviewed as well as the
classification and identification of ferry services for study. All the key issues of
concern within the Scottish Executive were clearly understood in this phase and in
particular the areas of risk that have been identified as being of particular importance
to the Scottish routes.

The output from this stage was a definitive list of EU ferry services for review and the
full scope of the interview programme. This latter element included, where possible,
the contacts to be established with the relevant organisations and personnel. However,
during the next phase some of these contacts had to be changed in order to interview
the most suitable person.

Stage 2 — Research: country by country data
EU member countries

To cover the research and analysis within the 10 week period, the work programme
required short, effective analysis of the EU member states who provide subsidised
ferry services. As discussed earlier, in order to achieve the maximum efficiency we
used native speakers who could quickly identify and target the research.

We eliminated the landlocked countries of Austria, Czech Republic, Hungary,
Luxembourg and Slovakia from the survey of EU-25 countries.

We have been able to cover the countries shown in Table 2.1.
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TABLE 2.1 COUNTRIES INCLUDED IN THIS STUDY

EU Countries

Belgium Ireland
Netherlands Italy
Latvia Malta
Lithuania Poland
Estonia Portugal
Greece Scotland
Cyprus Spain
Denmark Slovenia
Finland Sweden
France Germany

We concluded our research on Belgium, Latvia, Lithuania, Poland, Cyprus and
Slovenia early on in the research process, by confirming that there are no publicly
subsidised ferry services in these countries.

For the rest of the countries we took an approach that was broadly consistent, but at
the same time flexible according to data availability and responses received. The data
required fell into two basic categories: the nature of the ferry service; and the way in
which risk is identified and handled.

The phone interviews, however, have proven to be more difficult than we had
anticipated, in particular with respect to identifying the correct administrator who dealt
with maritime cabotage and PSOs, and who could and would respond to our queries.
The different sources and contacts used in the research are shown in Appendix A.

We failed to contact anyone in Estonia within the study timeframe, and therefore the
current study only contains partial information about ferry service in Estonia.

Data analysis

Ideally, we would like to have complete sets of comparable data that could be
analysed in a uniform way in order to assist the development of policy for Scotland.
However, there are gaps in the data provided by different countries, and their very
different operating conditions make direct comparisons difficult. Key relevant issues
for the objectives of the Scottish Executive have been drawn out in Deliverable Two
in order to identify approaches which could be adopted by the Executive in the next
phase of this project.

Stage 3 — Analysis and reporting

The core team was responsible for reviewing the findings of the desk research and
compiling all the information.

The findings at this stage are crucial for the development of the next phase of this
study and as such the analysis will be carried out with a view to ensuring knowledge
acquired in this phase is easily assimilated by the client.
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COUNTRY SUMMARIES

Summaries of each of the surveyed countries follow. Detailed case studies can be
found in the appendices of this report.

The Baltic Countries

Poland, Latvia and Lithuania do not have domestic island ferry operations. As such,
no PSOs or PSCs are in place.

Estonia has four ferry services that are under a Public Service Contract. These services
are currently operated by the Saarema Shipping Company. The Saarema Shipping
Company operates under a concession agreement with the Ministry of Transportation
and Communication (MoT). The Estonian minister for transport is currently preparing
an invitation to tender the services with a view to finding a new operator for 2005.

At present in Estonia, as in many other countries, the government offers support to the
residents of islands through the direct financing of a ticket concession scheme.
However, the Government believes that, in order to conform with European Union
law, the practice of price differentials between island residents and visitors will have
to be cancelled.

We failed to contact anyone in Estonia within the study timeframe, and therefore the
current study only contains partial information about ferry service in Estonia.

Cyprus

As an island state, Cyprus does not have any off-coast smaller islands. The two main
ports, Limassol and Larnaca are 65-70 km apart - therefore road transport is the
dominant mode. There is no cabotage for trips between the two ports, so cargo ferries
can stop and offload at both if they wish to.

There are no passenger services to any destination. There used to be services
(passengers and cars) to Piracus (Greece) which have now been stopped on Greece's
initiative. The only other services operating from Cypriot ports are cruises and ‘roll-on
roll-off” (ro-ro) cargo services to the Greek islands, Syria and other nearby countries.

Due to Cyprus’ current situation regarding domestic maritime transport, we have not
carried out a comprehensive case study.

Denmark

In Denmark, 24 routes to 26 islands receive public subsidies and are regarded as
lifeline services. The Danish Ministry of Transport is responsible for defining the
services as lifeline and for imposing Public Service Obligations.

The organisation of ferry services is complex and fragmented. Tendering and
contracting of PSO/PSC services is carried out at the local, regional, or state level. The
local, regional or state administrative body that invites tenders defines the minimum
PSO/PSC requirement.

Bgjden-Fynshav, Samsg-Kalundborg and the Bornholm lines are the only PSCs run by
the national government. All of these contracts are net-cost contracts, where the
operators keep the ticket revenue. The government secures through the contract a
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reasonable fare-level, and a reasonable relationship between demand and supply
(passenger numbers, tonnage and frequency).

Contracts between local administrators and operators are likely to be of a similar
nature, but smaller in scale. Some of the small island lines and cross-fjord traffic are
directly operated by the local governments. These contracts are more likely to be
gross-cost.

The Danish State covers the loss from the operations that give the inhabitants on the
26 islands free ferry transport to and from the mainland. Free transport is available for
passengers, bicycles and cars which are registered to a disabled badge holder.

On most of the small island-ferry lines the contract payment is split between state,
regional and local authorities, with each paying one third. State and regional
authorities pay a part of the sum to the contract holder (local authority), which pays
the contract sum to the operator.

There is no barrier to entering the ferry service market and any operator is free to
establish a ferry line on a commercial basis as long as it is not in a monopolised area.
(Monopolised areas are concession areas where operators have exclusive rights to
operate. A number of ferry lines (public service lines to the islands ZArg and Anholt)
and the line Salvig (on the island Samsg)-Hou (in Jutland) are monopolised.) PSO
ferry operators receive no protection in non-monopolised areas, and the local
authorities have the power to reduce fares on the ferry lines in order to attract more
passengers, changing transport patterns.

The level of competition amongst domestic ferry lines in Denmark appears to be very
limited. There is potentially some competition between ferries and other means of
transport (cars and airplanes) on some mainland-to-mainland ferry-connections.

The EU notified the Danish Government in July 1998 that their legislation for ferries
and the option to give exclusivity on certain routes for operators was against EU
legislation. As a result a new law for ferries was submitted in June 1999. The new law
was still not in compliance with the EU regulations and a new draft is still being
worked on with heavy correspondence with the EU.

Finland

All domestic ferry services in Finland are supported by the government either through
procurement or direct ownership.

There are four different types of ferry services that operate out of the Finnish ports.
There are ferries that go between the mainland and the islands, ferries that connect
islands in the archipelagos, international ferries that go between Finland, Sweden and
Estonia, and a Public Service Obligation service between Finland and Sweden. The
mainland-island services are procured by the Finnish Maritime Administration acting
on behalf of the community. Since 2004, the services have been provided by a
corporatised entity that is wholly owned by the Finnish Government. Prior to 2004,
the services were run directly by the Finnish Maritime Administration. The creation of
the corporatised entity was to improve the efficiency of service provision.

On the west coast, there are inter-island ferry services between Mariehamn and Aland,
and amongst the islands in the archipelagos. These services are non-commercial and
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