Anticipated acquisition by Firstgroup plc of the Intercity East Coast
Franchise

The OFT's decision on reference under section 33 given on 21 December 2004

Please note square brackets indicate information excised at the parties’ request or

figures replaced by a range at the parties' request.

PARTIES

FirstGroup PLC (FirstGroup) is a UK-based international transport company with
year end turnover in March 2004 of £2.5 billion. FirstGroup is active in the
passenger rail sector and is the parent company of the train operating companies
(TOCs) currently running five rail passenger franchises: namely, First Great
Western; TransPennine Express (TPE); First Great Western Link; First North
Western; and First ScotRail. In addition, FirstGroup also operates a further
TOC, Hull Trains. FirstGroup also has a number of passenger bus operations in
the UK.

InterCity East Coast Passenger Rail (ICEC) Franchise operates long distance high
speed services linking London with parts of East Anglia, East Midlands,
Yorkshire, North East of England and Scotland. The current TOC for the ICEC
franchise, GNER Holdings Limited (GNER), had turnover of around £429 million
for the 52 weeks ended 4 January 2004. The current ICEC franchise agreement
with GNER expires on 1 May 2005.

TRANSACTION

3.

FirstGroup has submitted a bid to the Strategic Rail Authority (SRA) to be
awarded the new ICEC franchise.

In May 2004, the SRA announced that four parties, one of which is FirstGroup,
had successfully pre-qualified as a bidder for the new ICEC franchise. The other
three pre-qualified bidders are: the incumbent operator, GNER; Danish Railways
(DSB); and Inter City Railways Limited, jointly owned by Virgin Group



Investments Limited and Stagecoach Group plc. The SRA issued an Invitation to
Tender to the pre-qualified bidders on 6 October 2004 and is expected to
announce its choice of preferred bidder in February 2005. The franchise term (a
period of six years and 11 months) is expected to commence on 1 May 2005.

The anticipated transaction was notified by FirstGroup on 20 October 2004.
The 40-working day administrative deadline was 15 December 2004.

JURISDICTION

The award of a rail franchise constitutes an acquisition of control of an
enterprise by virtue of section 66(3) of the Railways Act 1993 (as amended). |If
FirstGroup's bid for the ICEC franchise is successful, FirstGroup and ICEC will
cease to be distinct. The franchise's turnover in the UK in the last financial year
was in excess of £70 million. Therefore, the transaction meets the turnover test
in section 23 of the Enterprise Act 2002 (the Act).

Accordingly, the OFT believes that arrangements are in progress or in
contemplation which, if carried into effect, will result in the creation of a
relevant merger situation for the purposes of section 33(1)(a) of the Act.

RELEVANT MARKET

Overlaps exist between passenger rail transport services provided by the ICEC
franchise and FirstGroup’s TransPennine Express and ScotRail rail franchise and
Hull Trains services, as well as between the ICEC franchise and FirstGroup's bus
services in Scotland.

Product market

10.

11.

Passengers' choice of transport on any journey depends on a number of different
factors, including access to a particular means of transport (either at the
boarding or disembarkation point), personal preference, value of time and relative
costs of the available alternatives. The prospects of substitution between rail
and other forms of transport for a given journey are considered in outline below.

Air travel, as compared to rail travel generally, requires additional costs and time
in getting to and from the airport as well as additional check-in time although
this is often more than offset by quicker journey times.

Bus services tend to be more frequent than rail services. Bus and coach travel
tends to be cheaper than travel by train, although journeys are generally longer
due to a larger number of stops or congestion delays.



12.  As regards private transport, evidence collated by the Competition Commission
(CC) in its FirstGroup/ScotRail and NEG/Greater Anglia merger inquiries suggests
that there is limited substitutability between public and private transport in
response to changes in relative price, although the exact extent of
substitutability varies depending on, among other things, the level of car
ownership in the particular area and whether the relevant journey is urban or
rural.

13. As well as varying by route, the degree of substitutability between different
transport modes is also dependent upon characteristics of the user. Of particular
relevance in the CC's NEG/Greater Anglia report, where coach-on-rail overlaps
were prevalent, was the distinction between leisure passengers, commuters and
business travellers who exhibited different sensitivities to journey times. The
incumbent franchisee, GNER, has estimated that leisure passengers account for
60-80 per cent? of all journeys made on the ICEC franchise and 40-60 per cent
[see note 2] of overall revenue earned along this route.?

14. In this investigation, third party respondents were generally in agreement that
passengers are able to substitute between different modes of public transport on
point-to-point flows, particularly where journeys are longer. These questions are
considered in more detail below when assessing the specific overlap flows.

Geographic market

15. In making a journey, passengers wish to travel from a particular origin to a
specific destination. The CC has most recently concluded in its report on the
FirstGroup/ScotRail merger that point-to-point public transport journeys are to be
considered the relevant geographic frames of reference for competition
assessment. Point-to-point frames of reference have consistently been
employed in relation to various modal combinations such as bus/coach/rail and
rail/rail (see for example OFT decision in FirstGroup/Thames; MMC reports in
NEG/Midland Mainline, NEG/ScotRail, NEG/Central Trains, NEG/Greater Anglia).*

1 FirstGroup plc and the Scottish Passenger Rail franchise, A report on the proposed acquisition
by FirstGroup plc of the Scottish Passenger Rail franchise currently operated by ScotRail
Railways Limited, 28 June 2004,; National Express Group plc and the Greater Anglia franchise,
A report on the acquisition by National Express Group plc of the Greater Anglia franchise, 4
November 2004

2 Exact figure replaced by a range at third party’s request

3 Source: ICEC Market Analysis

4 National Express Group plc and Midland Mainline Limited: A report on the merger situation, 20
December 1996, Cm 3495; National Express Group and ScotRail Railways Limited: A report on
the merger situations, 16 December 1997, Cm 3773; National Express Group plc and Central
Trains Limited: A report on the merger situation, 16 December 1997, Cm 3774.



16.

17.

18.

The OFT has not received any evidence in this case that warrants departing from
the point-to-point approach. In particular, the collected evidence does not
warrant identification of a broad London-Scotland public transport market.

Accordingly, the principal frames of reference relate to the provision of public
transport services between specified origin/destination points (i.e., 'point to
point' frames of reference). A point to point journey may represent a complete
route (e.g., London to Edinburgh) or may represent a smaller *flow" that
comprises part of a longer route (e.g., London to Doncaster, served by the
London-Edinburgh train).

FirstGroup also operates bus services within the ICEC area. The possibility that
these and ICEC train services could form part of broader public transport
networks is considered in this assessment.

HORIZONTAL ASSESSMENT

Impact of regulation

19.

Before considering the impact of the merger on individual overlap routes or
flows, it is important to recognise the regulatory context of this transaction.
Passenger rail franchises are awarded by the SRA which sets the terms on
which services will be provided. More specifically, the SRA has developed a
new template franchise agreement (that will be used for the ICEC franchise)
which the evidence indicates is highly prescriptive as to the train services
covered by the franchise agreement. In particular, this impacts on the
commercial freedom to operate the ICEC franchise in two main ways: via the
service level commitment and fare controls.

e The service level commitment in the franchise agreement is a specification by
the SRA of the level, frequency, maximum journey time and stopping pattern
of all of the passenger services to be operated by the franchisee. This is
now so specific that the SRA's Invitation to Tender for the ICEC franchise
identified the precise train timetable to be provided by the franchise winner.
Only the SRA can change the service level commitment. The franchisee can
propose changes but the SRA may veto them.

e As to fare regulation, the price of certain fares will be linked to the rate of
inflation. At present, the SRA's policy is to allow regulated fares to rise
annually by no more than RPI+1 per cent. Although this allows the winner
of a franchise some degree of flexibility in offering and setting unregulated
fares, the merging parties and the SRA have said that the price of regulated
fares on specific flows in practice constrains to some degree the prices of



20.

unregulated fares on the same flows. This proposition was accepted by the
CC in its report on the NEG/Greater Anglia merger.

The proportion of regulated revenue to total revenue for the ICEC (based on the
turnover of the current franchisee) is 20-40 per cent [see note 2]. A large
majority of the ICEC's revenue is therefore derived from unregulated fares, of
which a large number are ‘reduced" off-peak fares.

Analytical framework

FirstGroup's arguments

21.

22.

In addition to arguments related to the competitive force of alternative modes of
transport on particular overlap routes or flows, FirstGroup has argued that the
various aspects of the regulatory framework will represent an effective
constraint on their post-merger behaviour. In the context of the OFT's
competitive assessment of their bid for the ICEC franchise (see CR/172/04),
Virgin and Stagecoach have raised similar arguments.

The various arguments advanced by Virgin, Stagecoach and FirstGroup can be
synthesised into the following framework which they rely on to say why a bid
for the ICEC gives rise to no realistic prospect of a substantial lessening of
competition in relation to overlaps between rail services on any given route or
flow.>

o Competition concerns cannot arise without pre-merger competition on an
overlap flow or route. In order for there to be pre-merger competition on a
flow that could be affected by the award of the ICEC franchise, it would be
necessary to identify whether, on a particular flow: (i) passenger rail service
providers appeared to serve the same passengers; (ii) they operated similar
timetables and frequencies; and (iii) a sufficient proportion of fares (60 per
cent was advanced as an appropriate level) remained unregulated to leave
any room for price competition. If these conditions were met, competition
might be said to exist.

e It is doubtful that the merger would lessen such competition as exists on
overlap flows. Even if there were competition on an overlapping flow, it is
limited in scope because (i) there are no economic incentives for the parties
to re-organise entire fare structures to take advantage of any perceived loss

> Although certain of the specific points mentioned in this synthesis were advanced by only
Virgin/Stagecoach or FirstGroup, it is appropriate to consider them together since they relate to the
acquisition of the same franchise in the same regulatory context. Accordingly, the OFT’s competitive
assessment of each individual transaction — while focusing on the merits of each bid proposal — takes due
account of all arguments that have been raised.



of competition on a particular flow unless the overlap accounts for more than
10 per cent of overall revenue on that route (as well as unregulated fares
accounting for at least 60 per cent of total fare revenue on that flow); (ii) on
many routes, train tickets issued by various TOCs are interavailable, as a
result, interavailable ticket prices on a flow are identical for each operator;®
and (iii) the flow could be an 'odd" overlap that would require the parties to
reconfigure an entire route to take advantage of a loss of competition on a
single flow.

¢ In any event the press of rail regulation would prevent any post-merger
anticompetitive effects. Even if all the above conditions are met, it has been
argued that there is still no realistic prospect that, post-merger, unregulated
fares may be increased or service levels reduced because: (i) unregulated
fares need to maintain a certain relativity vis-a-vis regulated fares that cannot
profitably be changed; (ii) the parties face high own-price elasticity for
leisure passengers which means that any price increase would be
unprofitable; and (iii) high service levels are prescribed in detail in the
franchise agreement and there is no incentive for TOCs to improve further
upon them.

The OFT's view

23.

24.

25.

FirstGroup has a number of pre-existing rail services through its TransPennine
Express, ScotRail and Hull Trains operations that run between the same
origin/destination points as the ICEC franchise (rail-on-rail overlaps). Before
turning to each of the specific overlap routes and flows, some of the general
arguments raised above need to be considered.

o Competition concerns cannot arise without pre-merger competition on an
overlap route or flow

Identification of pre-merger competition between services is a pre-requisite for
any finding that the proposed merger might raise competition concerns. At first
sight, a comparison of service frequency, journey times and passenger numbers
is a reasonable proxy for establishing the existence of some degree of pre-
merger competition between two TOCs on the same overlap flow.

In relation to the proposition that unregulated fares should account for at least
60 per cent of revenues before there is any incentive to reorganise services,
there is no evidence to show that such a level of regulated fares (i.e., 40 per

® On interavailable flows, prices charged by all TOCs for interavailable fares operating on the
flow are set by a ‘lead operator’ pursuant to the SRA and ORR approved Ticketing and
Settlement Agreement.
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27.

28.

29.

cent) provides a constraint on unregulated fares that make up the balance (at
least 60 per cent of fares revenue) on a particular route.

In these circumstances, the OFT believes that where unregulated fares account
for more than a low proportion of revenues on a particular flow, it is appropriate
to consider further whether in the post-merger situation prices might rise on the
flow or service levels deteriorate.

e It is doubtful that the merger would lessen such competition as exists on
overlap flows

Even where separate TOCs offered services on the same overlap flow pre-
merger, it is not necessarily the case that, post-merger, unregulated fares may
be expected to rise. However, on such flows (where more than one TOC
operates) a merger between them might be expected to give rise to a unilateral
(or non-coordinated) price increase in unregulated fares. It has been put to the
OFT that, regardless of tight regulatory control for many fares, there remains
some scope for direct price competition on unregulated fares.

To assess the likelihood of this happening, the OFT has tried to assess the
possible impact of competition on unregulated fares by comparing the price per
mile of a non-regulated standard open return ticket across a sample of
overlapping routes identified by FirstGroup, as well as on a sample of major
monopoly routes. Here, the following points are relevant.

o These comparisons suggest that fares per mile are generally higher (up to 70
per cent higher) when one TOC operates a route compared to when two
TOCs are active on the same route or flow.

e The parties have criticised these comparisons on a variety of grounds
including: the limited scope of the selected sample of routes and fares; the
fact that fares on routes are not necessarily cost-related making such
comparison difficult; and the impact of other factors (such as overcrowding
and route-specific investment) on fare-setting for particular flows or routes.
There is some weight in these points.

o However, the results of the OFT analysis are consistent with broad third
party concern that the loss of a TOC from a route might lead to increases in
non-regulated fares.

Although the results of the fare comparisons above are not decisive, the OFT
considers that there is sufficient weight in the quantitative and qualitative
evidence to consider that, in general, the presence of two TOCs on a given



30.

31.

32.

overlap flow may lead to a degree of competition that benefits consumers
despite the surrounding regulatory context.

As noted above, it has been argued that, even in this circumstance, post-merger
there would be no incentive for a merged entity to seek to increase unregulated
fares on the flow unless the flow itself accounted for more than 10 per cent of
total revenues on the whole route. This argument is borrowed from the analysis
conducted by the CC in FirstGroup/ScotRail. It was used in that case in relation
to bus on rail overlaps to identify problematic flows. It is questionable whether
the CC's approach can be so simply extended to rail-on-rail overlaps, where
TOCs are likely to be each other's closest competitor.

The issue of interavailable fares is relevant to the extent of pre-merger
competition between TOCs operating on the same flow. Interavailable fares for
each flow are set by the ‘lead operator® for that flow. The lead operator is
normally the TOC with the greatest commercial interest in the flow concerned.
Once these fares have been set, the Ticketing and Settlement Agreement, as
approved by the SRA and the Office of the Rail Regulator (ORR), requires the
other TOCs operating on the flow to honour them. In these circumstances
(where the lead operator sets the fare for both TOCs), economics suggests that
the fare setter does not face the usual discipline that, if it raises price it loses
sales and hence share of supply to its competitor since the competitor's price
will also rise automatically by the same amount. The lead operator will therefore
set the interavailable fare without taking into account the threat of losing
passengers to another TOC. So, it is likely to set the fares higher than the
competitive level. In other words, where fares are interavailable, it is likely that
the presence of a second TOC offering that fare would make little or no
difference to the level at which the fare is set by the lead operator. It follows
that removal of the second TOC (through merger or otherwise) would make little
or no difference to the level of the interavailable fare. Accordingly, the OFT
accepts that, where a lead operator sets interavailable fares, the scope for price
competition to exist between operators is muted.

However, even where fares are interavailable and set by lead pricing, there
remains a possibility that TOCs may compete in relation to the mix of ticket
types that they offer. TOCs are not required to offer all fares on all services and
can change either the type of tickets valid for a particular service or can vary the
proportion of cheap fares on each service. There is evidence that TOCs
compete in this way where they serve the same flow, and this competition
might be lost following a merger. In particular, it appears that the average ticket
price for an operator on a given flow could be affected by the quantities of
different types of tickets offered, for example by altering the availability of cheap



‘saver’ tickets. This occurred in NEG/Greater Anglia where certain cheap
unregulated ticket types were withdrawn post-merger.

¢ Rail regulation would prevent any post-merger anticompetitive effects

33.  As to whether the press of rail regulation would nonetheless act as a sufficient
constraint to prevent price increases in the circumstances described above, it
seems clear that regulated fares constrain to some degree the ability of TOCs to
raise the price of unregulated fares. There is little evidence however to gauge
the extent of this constraint or whether it would eliminate incentives for post-
merger price rises. Similarly, the available evidence provides little indication of
the own-price elasticities faced by FirstGroup in respect of its unregulated fares
pricing.” As to service levels, the SRA and TOCs consulted all agreed that the
new SRA template franchise agreement was highly prescriptive as to the
services to be provided by the franchisee, and this is likely to act as a significant
constraint on a TOC's ability to reduce service levels materially.

Overlaps between FirstGroup and ICEC franchise rail services

34. The OFT's competitive assessment of individual rail-rail overlaps has proceeded
in light of the above analysis. It has focused on point-to-point rail journeys that
are currently served by both a FirstGroup-controlled TOC and the ICEC franchise
in circumstances where dedicated fares (i.e., fares for use only on trains owned
by a particular TOC and which are therefore not interavailable) and unregulated
fares on an individual flow represent a material proportion of total revenues on a
route. Although the available evidence does not suggest that concerns arise on
any overlap point-to-point rail route presently served by more than two TOCs for
completeness, the OFT has also considered the situation in relation to certain
overlaps between ICEC and ScotRail.

ScotRail

35. The ScotRail franchise runs services in Scotland including urban services
principally: in and around Edinburgh; Strathclyde services in west central
Scotland centred on the Glasgow conurbation; rural services in the North and
West Highlands, North East Scotland and South West Scotland; inter-urban
services between major Scottish cities; and through services to Newcastle via
Carlisle. There are 89 overlapping flows between ScotRail and ICEC.

" This question is difficult to gauge. The CC in its NEG/Greater Anglia decision focused on the price
elasticity exhibited by leisure passengers. While some unregulated fares are targeted at leisure passengers,
some unregulated fares apply to business passengers. Furthermore, off-peak fares are not necessarily
unregulated.



36. With few exceptions, ScotRail supplies the vast majority of services on these 89
flows. Hence, the increment to FirstGroup's share of supply of rail services on
most of these flows if its bid for ICEC is successful will be minimal. These flows
are not considered further. However, there are some routes where ICEC
supplies more than three trains per day. These routes are outlined in the table
below.

Train Train Overlapping Volume of % ICEC % SR
station station operations SR return regulated revenue
(no. of fares per revenue regulated
services per annum (ICEC | (Average)
day) increment)
Edinburgh Glasgow GNER (8) [] [] [ ]
Scotrail (76) []
Virgin (2)
Edinburgh | Motherwell GNER (8) [] [ ] []
Scotrail (2) [ ]
Virgin (2)
Glasgow London GNER (8) [ ] [] [ ]
Scotrail (1) [ ]
Virgin (8)
Haymarket | Motherwell GNER (8) [ ] [] [ ]
Scotrail (2) [ 1
Virgin (2)
Motherwell | Glasgow GNER (8) [ 1 [ ] [ 1
Scotrail (62) []
Virgin (2)

37. In all cases Virgin is also present along the flow, although in all but one case
(Glasgow-London) it supplies no more than two rail services per day. There is
therefore a potential issue on each route where there appears to be little
effective rail competition to FirstGroup/ScotRail and ICEC.

Glasgow-London

38. On this flow, the sleeper service offered by ScotRail is well differentiated from
the rail passenger service offered by ICEC, and hence does not compete closely
with it.

Haymarket-Motherwell
39. This route carries only a very small number of passengers at present. It is

difficult to judge from these data whether there is meaningful competition




40.

41.

42.

between ScotRail, Virgin and the ICEC franchise services on this flow. In any
event, this flow is perhaps best considered alongside the larger Edinburgh-
Glasgow and Edinburgh-Motherwell flows below. The same analysis will apply
to this flow.

Motherwell-Glasgow

The majority of services are supplied by ScotRail whose entire revenues from
this route are regulated. The OFT therefore doubts that Scotrail currently offers
any competitive constraint on ICEC's fares that will be lost post acquisition. In
addition, there will continue to be competition from Virgin on this flow for
unregulated fares. There is also competition from two bus operators on this
route, namely McKindless and Hutchison buses which operate regular express
services along this flow Monday to Saturday. This overlap is therefore not
considered to raise competition concerns.

Edinburgh-Glasgow and Edinburgh-Motherwell

On the Edinburgh-Glasgow flow, ScotRail represents a very significant majority
of services and passengers. On the basis of the analysis set out above, it does
not appear at first sight that the ICEC franchise represents effective competition
to the ScotRail service given its substantially different frequencies and
substantially different numbers. As regards Edinburgh-Motherwell, the reverse
factual situation exists. The vast majority of passengers use the ICEC franchise
and only small numbers use the Scotrail service. It does not therefore appear
that the Scotrail service is an effective competitor to the ICEC franchise in this
route.

However, given the high proportion of ICEC unregulated fares on these flows
(i.e., between [ ] per cent) the OFT has considered further the question of
whether there will continue to be adequate competitive constraints on FirstGroup
post-merger. In light of the OFT's views on the general analytical framework
above, the following points are relevant here.

¢ The vast majority of ScotRail turnover in 2003-4 (some [ ] per cent) was
accounted for by interavailable fares. ScotRail, as the lead operator, sets
fares for such tickets on these flows even pre-merger (see above paragraph
31).

e There are also extensive bus and coach services between Glasgow and
Edinburgh, operated by Stagecoach (Motorvator) and Citylink. Both of these
services carry significant passenger numbers (around [ Jand [ ],

11



43.

respectively), offer frequent services, and have an off-peak return fare at
comparable levels to the interavailable train fare. To the extent that there
might be a possibility of price competition in unregulated fares on these
flows, competition from these bus services may be expected to ensure that,
post-merger, FirstGroup would be constrained from raising fares.

In view of all the evidence on these flows, the OFT concludes on balance that a
substantial lessening of competition on these flows is not a realistic outcome.

Hull Trains

44.

45,

46.

47.

Hull Trains currently operates five trains per day between Hull and London King's
Cross via Doncaster. Hull Trains is operated under a track open access
agreement that expires in 2010. None of the fares offered by Hull Trains are
regulated under the SRA's normal regulatory mechanisms and Hull Trains is not
subject to a service level commitment. However, as explained below, on a
number of routes Hull Trains does offer interavailable fares with the ICEC
franchise.

In total, there are fifteen overlapping flows along this route between the
FirstGroup and ICEC rail services. On five of these flows (between Doncaster
and Hull), Arriva Trains Northern (ATN) provides a significant number of services
per day.

For the remaining ten flows, the merger will result in FirstGroup becoming the
sole operator through its ownership of the ICEC franchise, Hull Trains and
TransPennine Express. On most of these flows, the overlapping ICEC rail service
represents only one train per day and the OFT considers that this frequency (and
the corresponding passenger numbers) is sufficiently low relative to the Hull
Trains and TPE services that the merger is not expected to change substantially
the competitive position on those flows.

There are three overlapping flows where the pre-merger services of Hull Trains
and the ICEC franchise might be thought to be closer substitutes.

12



Train station | Train station | Overlapping Volume of ICEC % ICEC revenue

operations (no. of | return fares (HT that is
services per day) increment) regulated
(average)
Doncaster Grantham GNER (21) L1 D [ ]

Hull Trains (5)

Doncaster London GNER (40) LT1dD [ ]

Hull Trains (5)

Grantham London GNER (20) (N [ 1]

Hull Trains (5)

48.

49.

50.

51.

Although the Hull Trains service frequency is lower than the ICEC franchise, the
number of passengers carried by Hull Trains is material. Moreover, the fact that
it is an open access operator on these flows might in itself imply that Hull Trains
represents a greater competitive constraint than an overlapping fully regulated
franchise might in similar circumstances. Possible concerns on these flows are
reinforced by the absence of alternative passenger transport services. The OFT
is aware of only one alternative passenger transport service along these flows,
namely a National Express coach service which runs once daily between London
and Grantham.

In these circumstances, the question arises as to whether the merger would
remove the incentive of Hull Trains to compete with the ICEC.

As to service levels, and as described above, the SRA’s new franchise
agreement is highly prescriptive as to the service level commitments it demands
from TOCs (except Hull trains). In these circumstances, it does not seem
realistic that FirstGroup would be able materially to reduce service levels on its
ICEC services post-merger. Nor is it realistic that service levels over the whole
Hull Trains route might be lowered because of the overlap flows identified.
Indeed, Hull Trains has committed to a number of service level improvements
(such as new rolling stock), and there is no incentive for Hull Trains to withhold
these service improvements now.

As to fares, the OFT recognises that the scope for post-merger fare increases is
very limited where existing fares are interavailable (see paragraph 31). Although
the proportions of regulated fares are low for the ICEC franchise services,
suggesting a post-merger ability to vary prices more readily, unregulated but
interavailable fares account for [ ] of Hull Trains® revenues on the three overlap
flows. Since ICEC is the lead operator on all three flows, the /eve/ of these
interavailable fares is (for the reasons given above) already effectively set by the
current ICEC franchisee (GNER) almost wholly without regard to any competitive

13




52.

53.

54.

55.

pricing constraint which might have been presented by Hull Trains if less of its
revenues had derived from interavailable fares.

However, at present, Hull Trains is able, first, to vary the mix of fare types it
offers even where the fares are interavailable; and, secondly it can increase the
number of dedicated tickets it offers on these flows. It therefore seems
possible, post-merger, that FirstGroup would have an incentive to vary the fare
mix on Hull Trains" services so as to reduce the quantity of less expensive
'saver' type tickets, thus increasing the average cost of rail travel for passengers
on these flows. This occurred in the NEG/Greater Anglia franchise, where
certain unregulated cheaper ticket types were withdrawn post-merger.

As to the effect of continued regulation on operation of these flows, the
reasoning set out above indicates that the OFT considers regulation may have an
effect in muting incentives to raise unregulated fares or reduce service levels
(where these are not set by the SRA). However, there is little evidence to gauge
the extent of this constraint or whether it would eliminate incentives for post-
merger average price increases. It is, nevertheless, notable that significant third
party concern has been raised about the potential loss of competition on these
flows.

The OFT has also considered whether there is any prospect of new entry to
these flows by other public transport operators that might constrain the merged
entity's competitive behaviour on these routes. However, the OFT does not
consider that there is sufficient evidence to reach this conclusion. New rail entry
would have to be by way of an open access agreement with the SRA and the
ORR. Open access operators have to compete with existing franchisees without
the benefit of operating subsidies received by franchisees. The OFT has
considered evidence that the *Grand Central Railway Company” plans to launch a
new train service across the Pennines and from the North East to London as
from December 2005. However, doubts have been expressed by other TOCs as
to the viability of such a service. It is as yet uncertain whether Grand Central
will begin operating and whether any such operations would be on a sufficient
scale to constrain the merged entity. The OFT therefore takes the view that the
possibility of such entry on the relevant flows is not sufficient in time or
likelihood to deter or defeat the identified competition concerns®.

In light of the above, the OFT considers that it may be the case that the merger
may be expected to result in a substantial lessening of competition on the
following flows: London - Grantham, London - Doncaster and Grantham -
Doncaster.

8 OFT Mergers Substantive Assessment Guidance states that entry within less than two years
will generally be timely, but this must be assessed on a case by case basis.

14



TPE

56. TPE runs services on principal inter-city routes across the North of England;
including services between Liverpool, Manchester, Leeds, York, Newcastle and
Sheffield. The franchise is due to expire in 2012, subject to an option to extend
to 2017. Under the franchise agreement, FirstGroup is subject to fare regulation
and passenger service requirements as specified and controlled by the SRA.

57.  There are 15 overlapping flows in total between TPE and the ICEC franchise
which run between Doncaster and Hull and between York and Newcastle. Along
eleven of these flows, post merger at least one alternative train provider (either
ATN or Virgin Trains) will remain. In each case, the alternative TOC (or TOCs)
offer a comparable number of daily services to those of TPE and ICEC.

58. However, there are four flows along which FirstGroup would be the sole

operator post-merger: Darlington-Northallerton, Durham-Northallerton,
Newcastle-Northallerton, and York-Northallerton.

Train station

Train station

Overlapping
operations (no.
of services per

day)

Volume of TPE
return fares per
annum (ICEC
increment)

% TPE
regulated
revenue

% ICEC
regulated
revenue
(Average)

Darlington

Northallerton

GNER (5)
TPE (11)

[1TD

[]

[]

Durham

Northallerton

GNER (5)
TPE (8)

1T D

[]

[]

Newcastle

Northallerton

GNER (5)
TPE (8)

1T D

[]

[]

Northallerton

York

GNER (5)
TPE (25)

[1dD

[]

[]

59. These data appear to show that GNER and TPE are currently effective

competitors on the four overlap flows. They offer reasonably comparable

service frequencies and carry material numbers of passengers. Furthermore, on
each flow, unregulated fares account for more than a low proportion of revenues

generated on that flow. In some cases, unregulated fares account for a

significant proportion of revenue.

60. The evidence is that there is currently only limited alternative public transport
services (eg. buses) operating over these flows.
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61.

62.

FirstGroup argues strongly that on these flows it would have no post-merger
incentives to increase prices or reduce service quality. These arguments and the
OFT's views on them are set out below.

FirstGroup states that these flows are part of much longer routes, which face
greater competition. As a result, and given the conditions of the SRA service
level commitment, there would be little incentive post merger to amend the
service frequency. The OFT accepts this.

On these four flows, a [ ] of TPE revenues are derived from interavailable
fares. As noted above, this is likely to diminish significantly any prospect of
a post-merger price increase. The OFT notes that there may, however, be
outstanding questions concerning the continued availability of any dedicated
fares and the mix of tickets available for each service.

FirstGroup also argues that substantial numbers of passengers on these
flows are leisure passengers. As a result, it says that it would face a high
own-price elasticity of demand to the extent that any price increase would be
unprofitable. While there is some intuitive force in this proposition, the OFT
finds it difficult to reconcile with rising prices on these flows. The expected
January 2005 increase on unregulated fares is [ ] per cent on these routes
(which is [ ]), even though purchases of discounted tickets appear to have
been falling.

FirstGroup also contends that there is a passenger over-crowding problem
on these routes during peak times and that there is a need to encourage
greater use of trains during off-peak travel. The over-crowding problem
would, therefore be exacerbated if the price of unregulated fares were to
increase with greater risks to health and safety. However the OFT is not
able, on the evidence available to it, to reach a view on whether these
factors would be sufficient to constrain any price increases in unregulated
fares.

In light of the above, the OFT has also considered whether there is any prospect
of new entry to these flows by other public transport operators that might
constrain the merged entity's behaviour on these routes. However, for the
following reasons, the OFT does not consider that entry is sufficient in time or
likelihood to deter or defeat the identified competition concerns®.

Virgin Cross-Country train services currently run through these flows but do
not stop at the relevant stations. Competition might therefore be easily

® See footnote 8 above.
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63.

introduced were the Virgin services to call at these stations. However, the
OFT has no evidence on which to judge the likelihood of this occurring.

o The relevant stations are relatively close together suggesting that they could
be easily served by a bus route. Local bus operators require a licence under
the Transport Act 1985. Buses may be bought or leased and bus depots
may be leased. An existing operator, with a local depot is unlikely to face
significant barriers to expansion. However, the parties have provided no
substantive evidence that the OFT can rely on to reach a belief that such
entry is likely to occur in the near future.

On balance, therefore, while the available evidence is mixed and the number of
affected customers small, there is sufficient evidence for the OFT to believe that
it is or may be the case that the merger may be expected to result in a
substantial lessening of competition on the following flows: Darlington-
Northallerton, Durham—Northallerton, Newcastle—Northallerton and
Northallerton—York.

Overlaps between FirstGroup bus services and ICEC franchise rail services

64.

FirstGroup is the leading supplier of bus travel in the UK, accounting for around
15-25 per cent of turnover on local bus services. FirstGroup has supplied
details of all overlapping point to point flows which are served by its bus
services and the ICEC. The OFT has also considered the possibility of network
effects arising from the acquisition.

Specific routes

65.

66.

In most cases the bus overlaps are either regulated by the ScotRail undertakings
to the CC (FirstGroup is currently subject to behavioural undertakings given to
the CC on its bus operations in Scotland) or are tendered bus services regulated
by the tendering body. Therefore, these overlaps do not raise competition
concerns and are not considered further in this assessment.

One remaining overlap flow is neither regulated by the ScotRail undertakings nor
a tendered bus service. The flow in question is Dunbar to Edinburgh. However,
the evidence provided by FirstGroup suggests that this flow generates less than

ten per cent of revenue accounted for by the route in question (applying the 10

per cent rule™ adopted by the CC in its FirstGroup/ScotRail report). Given the

1" Exact figure replaced by a range at FirstGroup’s request
= According to this rule, the routes that are most likely to raise concern are those where the percentage of
revenues on a bus route accounted for by all overlap flows on that route exceeds 10%.
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low level of revenue generated, the Dunbar to Edinburgh flow will not be
considered further.

Network effects arising from the combination of FirstGroup/ICEC public transport

services

67.

68.

69.

In NEG/Greater Anglia, the CC concluded that local bus and train networks could
be regarded as complementary and that there might be scope to develop
interrelationships between them, for example by supplying multi-modal tickets.
While such multi-modal ticketing would be prima facie pro-competitive and thus
pro-consumer, it might adversely impact on other transport operators if they
were denied access to the multi-modal ticketing arrangement at all or allowed
access only on less favourable terms. In extreme cases, such adverse effects
might induce exit.

In England, FirstGroup operates bus services in Leeds, Doncaster and York
where the ICEC also stops. In Scotland, FirstGroup has four bus companies: one
based in Aberdeen, one in Edinburgh, and two situated in Glasgow. It has been
put to the OFT by one complainant that the additional concentration arising from
the acquisition of the ICEC franchise will raise competition concerns in these
networks. The OFT has considered whether there is scope for FirstGroup to
develop favourable inter-relationships between the ICEC trains and its bus
services for example by supplying a travel card valid only on these services or by
coordinating the timing of services to ensure convenient connections.

Since the ICEC is a high-speed, long distance service with relatively few stops, it
is serving a different need to that met by FirstGroup's local bus services. In
addition, FirstGroup does not appear to operate on routes that could be re-
configured as feeder services'? for rail services. In Scotland, the ability of
FirstGroup to develop inter-relationships may also be constrained by the ScotRail
undertakings. Therefore, it is not considered that there would be sufficient
incentives for FirstGroup to develop inter-relationships between the ICEC
franchise and its existing bus services. As set out above, such network effects
might on the face of it be pro-competitive. They can, however, ultimately result
in exit and therefore a loss of competition.

VERTICAL ISSUES

70.

This transaction does not raise any vertical competition issues.

12 Such bus services are re-directed in order to connect passengers to rail services operated by
the same supplier.
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THIRD PARTY VIEWS

71.

72.

73.

The ORR has raised some concerns about significantly reduced competition
between TOCs on the London to Hull route. The ORR also raised concerns in
relation to possible network markets given FirstGroup's bus operations®®. These
points have been considered above.

The SRA did not comment on competition issues raised by this transaction. It
informed us that the ICEC would be run on a new template franchise agreement,
which is more prescriptive in terms of service levels and transparency of costs
and revenues [ ]*.

Some rail passenger groups have raised concerns about the loss of competition
potential between London, Doncaster and Hull and also within Scotland.
However, other third parties where unconcerned and some passenger groups felt
that SRA price regulation is sufficient to keep monopoly prices competitive.

ASSESSMENT

74.

75.

76.

77.

FirstGroup is one of the four competing bidders for the award of the ICEC
franchise by the SRA. The ICEC franchise will be subject to extensive SRA
regulation. Assessment of this merger must therefore take account of the
surrounding regulatory context.

Focusing on point-to-point journeys where the ICEC franchise rail services
overlap with rail or bus services already provided by FirstGroup, it is possible to
identify a number of key overlaps where, post-merger, FirstGroup would be the
only or the major supplier of rail services, particularly on Scottish routes, in
North-East England, and on certain flows between Doncaster and London.

Those overlaps affecting ScotRail do not give rise to concerns. In most cases,
ICEC is not currently a key competitor to ScotRail and the merger will not,
therefore, substantially change the competitive position. On the small number of
other flows where the ICEC runs more than three trains per day, there is no
realistic prospect of a substantial lessening of competition. Here, the
differentiated nature of the ScotRail and ICEC services, the effects of regulation,
and/or continued competition from other public transport operators (such as
Virgin, Stagecoach and Citylink) are relevant factors.

Three flows served by both Hull Trains and the ICEC franchise have raised
particular third party concern. While [ ] proportion of Hull Trains' revenues on

3 The ORR point out that such concerns were characterised as potentially arising.
14 Information excised at the SRA’s request.
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78.

79.

80.

these flows derive from [ ], the possibility for post-merger changes in ticket
availability or mix, and the prospects for continued availability of dedicated fares
on the current Hull Trains services give rise to concerns about increases in
average ticket prices. The loss of Hull Trains, an independent competitor largely
unconstrained by regulation, could therefore lead to a substantial lessening of
competition.

As regards Trans-Pennine Express, the very small number of flows, passengers
and revenues makes detailed analysis difficult. Again, [ ] fares appear to
account for [ ] of TPE's fare revenues. However, there remains evidence that
leads the OFT to believe that as a result of the merger there may be a realistic
prospect of a substantial lessening of competition.

The undertakings given by FirstGroup in the context of the First/ScotRail merger
inquiry most competitive concerns on point-to-point bus-rail overlaps. Only one
bus overlap route falls outside the scope of the undertakings and that does not
meet the criteria set out in the First/ScotRail report for identifying overlap
concerns. In addition, the ICEC franchise runs long distance services, with
relatively few stops. Therefore it is likely to meet a different customer demand
to that served by FirstGroup’s local bus services, so that network effects
concerns do not appear to arise. Accordingly, the OFT has no reason to believe
that the bus on rail overlaps may give rise to competition concerns.

In conclusion, the OFT believes that it is or may be the case that the acquisition
may be expected to result in a substantial lessening of competition within a
market or markets in the United Kingdom in particular on certain rail flows
between Doncaster and London and around Northallerton in Yorkshire.

UNDERTAKINGS IN LIEU

81.

82.

FirstGroup has indicated that it is willing to offer undertakings in lieu of
reference pursuant to section 73 of the Act. They have offered to apply a
controlled price basket to cap fares on any problematic overlap identified by the
OFTandto [ ].

In relation to the overlap flows between Doncaster and London, the undertakings
offered by FirstGroup do not fully address the competition concerns identified by
the OFT. As to the undertaking to put in place a controlled price basket on
problematic overlap flows, the ICEC franchise will run for a term of almost seven
years and may be extended even further (as has occurred in the case of other
rail franchises). Given the long duration of the franchise period, the OFT does
not consider this undertaking to be sufficiently clear cut or appropriate to remedy
effectively the competition concerns identified on these flows.
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83. [ ] would not prevent FirstGroup, as owner of the combined ICEC/Hull Trains
operations, from altering the ticket mix on these overlap flows so as to increase
average rail fares for passengers on them. The OFT understands that [ ]. There
is also real doubt as to whether any behavioural undertaking — such as price
undertaking or as to ticket/fare mix — would be a clear-cut remedy on these
flows because of the long duration of any such remedy. It would be needed for
the lifetime of the ICEC franchise. The OFT does not consider this to be a clear-
cut solution to the competition concerns identified.

DECISION
84. The OFT is therefore referring the anticipated acquisition by FirstGroup of the

ICEC Franchise to the Competition Commission on the information currently
available under section 33(1) of the Act.
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