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Abstract

The three UK rolling stock companies (ROSCOs) are a product of the privatisation of the railway industry in the 1990s.  Within the context of other UK privatisations, and with specific reference to investigations conducted by both the National Audit Office and the Public Accounts Committee, this paper evaluates both the background and the structure of the ROSCO privatisation sales to examine whether these companies were undersold.  

‘Taken for A Ride’: the Privatisation of the 

UK Railway Rolling Stock Industry

‘[T]he flawed sale of the ROSCOs was the greatest scandal of
privatisation in terms of cost to the tax payer...’ (Wolmar, 2005, p. 71).

1.
Introduction

In 1996, the UK government commenced the privatisation of the UK railway industry, then state-owned and operated by the British Railways Board (BRB). 

A significant component of this plan involved the transfer of the BRB’s train rolling stock to three dedicated companies which would lease their assets to the train operators.  These rolling stock companies (the ‘ROSCOs’) are a major component of the industry: their overall turnover of £861m in 2004 was equivalent to about 21% of the passenger revenue of the various train operators.  Despite their importance, the ROSCOs have attracted relatively little attention in the literature, which has tended to focus on the train operators and the infrastructure company (Railtrack and its successor, Network Rail).  

This paper examines the subsequent sale of the rolling stock companies, against the background of the overall privatisation programme and argues that these sales were seriously flawed in both design and implementation leading to a substantial under-pricing of state assets
.  

1.1
Privatisation in the UK

A major policy achievement of the Conservative government of 1979 to 1997 was the transfer of the bulk of state-owned industries into the private sector. This privatisation policy encompassed a substantial array of industries including telecommunications, steel, electricity, gas, water and airlines.

However, the government long hesitated
 to privatise the railway industry.  The nature of the railway’s highly integrated and complex operations was considered to present major operating and funding difficulties: a major structural problem was that key sections of the industry would continue to need significant state funding in their privatised form.  The result was that the government postponed privatisation of the railways (apart from some peripheral associated railway sectors such as hotels and catering
) until its privatisation programme of other, less politically and financially contentious, state-owned industries had been largely completed.  

1.2
The Structure of the Privatised Rail Industry

The privatisation carried out under the provisions of the Railways Act 1993 was not only the last but also the most complex privatisation of the 1979-97 Conservative administration.  A fully integrated state-owned monopoly was broken up into more than 100 separate businesses that were then sold over a period of several years, producing a fragmented structure ‘unique for a rail system anywhere in the world’ (Nash, 2003, p. 242; see also Shaoul, 2004, p. 31).  The underlying principle of the privatisation process was the separation of train operations from the railway infrastructure (track, signalling and stations) which was transferred to a single company (Railtrack).  Passenger services were organised into 25 Train Operating Companies (‘TOCs’) which were awarded fixed-period (largely) geographically based franchises and then sold to private bidders (see Curwen, 1997, pp. 55-6).  The TOCs contracted with Railtrack and paid ‘track access charges’ for the use of the infrastructure.  Furthermore, the TOCs did not, in the industry structure created by the privatisation process, own the rolling stock that was used in operating their services.  Passenger rolling stock could be expected to have a useful life of 25 to 40 years, but franchises would be awarded for much shorter periods to maintain competitive pressures on the TOCs (Department of Transport, 1993, para. 14).  Given this, it was recognised that the TOCs would be unwilling to invest in new rolling stock if there was no guarantee that franchises would be renewed, and, to begin with at least, no second-hand market for rolling stock.  As a result, the passenger rolling stock
 of the state-owned railway was transferred into dedicated rolling stock companies (‘ROSCOs’) which leased the rolling stock to the successful bidders of passenger train franchises.  Three ROSCOs were established in order to create a supposedly competitive market (advancing competition wherever possible was a major theme of railway privatisation), and each received a mixed portfolio of rolling stock with different age profiles and types (SRA, 2003, p. 5).  
1.3 The ROSCOs

The three ROSCOs were incorporated on 21 March 1994 as wholly owned subsidiaries of the state-owned British Railway Board (BRB), each with a nominal share capital of £100.  They began trading on 1 April 1994 when they were vested with the passenger rolling stock of BRB, and issued debentures in favour of the BRB.  Ownership was transferred to the government in August 1995, and the Department of Transport
 signed contracts to sell the three ROSCOs in November 1995 for £1,742 m
.  Sales were completed in January and February 1996.  
By the time all the final tenders had been received, there was little interest from external bidders.  Indeed there ‘were only four companies [left) in the race – three management buy-out teams and one outsider’ (Wolmar, 2005, p. 70).  Even so, within months of the initial sale all three ROSCOs had been sold on to new owners, for a total of more than £2.6bn generating ‘some spectacular individual fortunes including those of several former British Rail managers’ (Crompton and Jupe, 2003, p. 626; see also Crompton and Jupe, 2002).  All three companies later became subsidiary companies of large banking groups. 

The three companies
 were:

· Angel Trains Contracts Limited

· Eversholt Leasing Ltd 

· Porterbrook Leasing Company Limited (PLCL)

Angel Trains Contracts Limited (ATC) 

ATC was sold on 16 January 1996 to GRS Holding Company Limited (a consortium of Nomura, Babcock and others) for £696.3m.  Shortly after privatisation, GRS sold their right to Angel’s capital rental income for some £690 m.  In December 1997, the remainder of the business was sold for £395m to Royal Bank of Scotland, of which GRS became a wholly-owned subsidiary.  The total realised from the sale of GRS (£1,085m) is some 56% more than the government had received.  

Eversholt Leasing Ltd

Eversholt was sold for £518.3 m on 2 February 1996 to Eversholt Holdings Limited, a management buyout backed by The Candover Group and Electra Fleming.  On 19 February 1997, Eversholt was sold to Forward Trust Group (part of HSBC Holdings plc, which is the ultimate holding company) for £726 m – 40% more than the initial sale, and changed its name to Forward Trust Rail Limited on 1 December 1997.  The current name of the company, HSBC Rail (UK) Limited, was adopted on 27 September 1999.  Ten managers were reported as having personally made total profits of £103m as a result of the sale to HSBC. 

Porterbrook Leasing Company Limited (PLCL) 

PLCL was sold for £528.3m on 8 January 1996 to Porterbrook Leasing MEBO Limited (PLML), in a management/employee buyout backed by the Charterhouse group of venture capitalists.  Less than 6 months later on 31 July 1996, PLML was acquired by Stagecoach for £826m - 56% more than initial sale price.  The employees’ initial equity stake of £15m became worth £95m.  The Stagecoach transport group was, in its turn, acquired by the banking group, Abbey National plc on 20 April 2000, and on 12 November 2004 Abbey National was acquired by, and became a subsidiary of, Banco Santander, the Spanish banking concern.  

The government’s ‘key objective’ in selling off the ROSCOs was ‘to secure the sale of the ROSCOs as early as practicable in 1995’, having regard to the need to:

· secure the sales on the most favourable terms,

· encourage economy, efficiency and safety in the use and renewal of rolling stock by franchisees by the TOCs,

· encourage managers and employees to bid,

· secure competition amongst the ROSCOs

· safeguard employee interests (NAO, 1998, p. 16).

Shaoul (2006, p. 155) identifies both the potential importance and the lack of state regulation of the ROSCOs in the privatised rail industry, noting that

[t]he three rolling stock companies have considerable market power under a leasing regime set by the government at privatisation...[Y]et despite being the most profitable part of the railway industry they have remained largely invisible and are not directly regulated. 
 

The rapid resale of the ROSCOs for much higher prices fuelled the argument that the sale had been on most unfavourable terms, from the point of view of the state.   Wolmar is more critical than Shaoul, describing the ROSCOs’ sale as ‘the greatest scandal of privatisation in terms of cost to the Taxpayer’ (2005, p. 71).  

In 1998, two key investigations were launched into the privatisation, by the National Audit Office
 and by the Public Accounts Committee of the House of Commons
.  

2
Selling the ROSCOs

The Railways Act 1993 created a fragmented industry in which the train operators leased rolling stock from the ROSCOs and paid track access charges to use to the infrastructure from Railtrack, while all these businesses were still state-owned.  Charging regimes were set up between the businesses, at prices estimated to be those that would prevail in a competitive market (Davies, 2000).  Later the ROSCOs were privatised (in November 1995) having lease contracts with the 25 (still state-owned) train operators already in place for the period of the ‘shadow’ franchises, which were then awarded, after a bidding process, between December 1995 and February 1997 (Curwen, 1997).  

2.1
Flotation or Trade Sale?

The transfer of a business from public to private ownership can be achieved in a number of ways.  For the Conservative Government of 1979-97 there was a ‘hierarchy of political desirability’ with a ‘public offering of shares … the preferred choice’ as it gave ‘access to a much wider range of investors, with beneficial consequences for proceeds as well as for the development of the capital market’.  Such offerings could be deliberately arranged to encourage investment from private shareholders, the growth in whose numbers was a declared policy objective, and also from employees.  Less desirable were private placings, followed by ‘trade sales’ (Grimestone, 1988, pp. 107-8).  On the other hand, a ‘trade sale’
 to a private buyer ‘is often the quickest route to privatisation as the enterprise will not necessary need to demonstrate a commercial track record.’  A management buyout has the further advantage ‘of causing minimum disruption to the company and [requiring] significantly less disclosure than … a public flotation’ (Grimestone, 1988, pp. 107-8; HM Treasury, 1998, pp. 7, 20; Hyman, 1988, pp. 122-3).  

The vast majority of the privatisation programme of the Conservative Government was effected through public share offerings.  This was the case with British Telecommunications (floated in 1984, raising £3.916 bn; British Gas (1986: £564 m); British Airways (1987: £900m); British Steel (1988: £2.5 bn); Rolls Royce (1984: £1.363 bn); similarly many of the electricity and other utilities were privatised by a retail public equity issue as complete business entities.  Some of the businesses privatised in this way were quite small compared to the ROSCOs: Jaguar cars raised only £294m in1984; British Aerospace just £150m in 1981; and Associated British Ports was floated in 1983, raising merely £52m (see Pricewaterhouse, 1989). 

Nevertheless, although the infrastructure company Railtrack was privatised through a public flotation in May 1996, raising £1.95bn the government decided on ‘trade sales’ for the ROSCOs.  Given the value of the ROSCOs’ assets this decision was unique and surprising: the only justification seems to have been the haste with which privatisation was pursued.  

The DETR noted that the ROSCOs would only

be able to meet Stock Exchange requirements [for a flotation] for continuity of management and financial track record by mid 1996 at the earliest. The objective of securing the sales by the end of 1995 therefore meant that a trade sale was the only option.  [In any case the DETR believed that] a trade sale to a corporate purchaser or to a consortium of corporate investors was likely to secure better value than a flotation because they considered the natural purchasers would be rolling stock manufacturers, existing leasing companies and investing organisations who might pay more because of the cash flow and tax opportunities arising from the sales. (NAO, 1998, p. 20).  

In other words, the government believed it had no alternative to a trade sale because of the haste with which privatisation was pursued.

2.2
The Timing of the Sale of the ROSCOs

The government had an ‘overriding objective … to secure the sale of the companies as soon as practicable in 1995’ and complete rail privatisation before the impending British general election and the possible victory of the (then opposition) Labour Party which had publicly opposed this privatisation policy (NAO 1998, p. 2).  Such a policy inevitably put at risk the ostensible objective of maximising proceeds
. 

Curwen (1997) argues that a delay in the sale (until after the privatisation of Railtrack had been implemented) would have enhanced the sale price (p. 64).  The NAO (1998, pp. 2-3) concludes that the sale was premature, and had ‘an adverse impact’ on the level of proceeds because the ROSCOs had no relevant track record.  The PAC concurs with this view and further argues that privatising the ROSCOs first, before awarding franchises and selling Railtrack, was a key factor explaining why only £1.8bn was obtained in sale proceeds (1998, paras. 26-7).  

In response, the DETR argued that there

had been some offsetting advantages from selling the ROSCOs early [in that] the successful early sale of the ROSCOs had a positive effect on the terms achieved for the train operating companies and probably for the sale of Railtrack… whichever major rail privatisation had gone first would have suffered a loss, particularly because of the risk that of the whole privatisation not being completed (PAC, 1998, para. 24).  

However, no evidence was presented to support this view. 

There had been a change in government policy in April 1994 when a decision was taken to sell the ROSCOs earlier than previously intended ‘so as to develop the momentum of rail privatisation.’  Moreover ‘ministers had seen wider benefits arising out of privatisation and [so] maximisation of proceeds had not been the primary objective’ (PAC, 1998, paras. 70, 72).  There also seems to have been some conflict between civil servants at the DoT and ministers because the politicians appeared determined to force the ROSCOs sale through without maximising sale proceeds.

More significantly, (civil servants at) the DoT warned ministers (in writing) ‘that accelerating the sale would reduce the proceeds received for the ROSCOs and ministers took the decision with their eyes open’ (PAC, 1998, para. 73).  

2.2
Valuing the ROSCOs
The DoT attempted to value the ROSCOs by producing cash flow projections for the companies in an attempt to second-guess the assumptions that bidders were making about the ROSCOs’ business and to calculate the rate of return implied by final bids. Hambros, the merchant bankers acting for the DoT, indicated that bidders were using ‘very cautious assumptions’ and were heavily discounting the value of expected future income streams because of the perceived political risk.  

Perhaps surprisingly, the DoT ‘did not carry out an up to date or comprehensive benchmark valuation’ before asking for bids.  Hambros indicated that their cash flow estimates for the ROSCOs were ‘not capable of being developed in detail because there is no market competition’. This line of argument was flatly rejected by the PAC who stated that, in the case of the ROSCOs, ‘the [DoT] should have given more detailed consideration to the implications for value of the terms achieved’.

Hambros also believed it was difficult to produce a meaningful valuation of the ROSCOs due to: 

· the unique nature of the ROSCOs,

· a lack of certainty of the private sector companies’ desire to invest in rolling stock companies, 

· the difficulties of assessing the impact of selling three very large companies at same time and,

·  the difficulties of assessing the buyers’ perception of risk (NAO, 1998, pp. 21-3; Appendix 1, Sec. 5; PAC, 1998, para. 35).  

The NAO’s valuations, based on projected discounted cash flow forecasts
 ranged from £2.0bn, on the most cautious assumptions, to £2.5bn based on more favourable (but not the most favourable) conditions, including allowances for reduced overheads and efficiency savings.  The value to the government of the ROSCOs ‘future cash flows … exceeded [sales proceeds] by at least £700m’.  In effect the buyers of the ROSCOs paid full value for the cash flows of the initial lease contracts (80% of which were guaranteed by the government) and nothing at all for the residual value of the rolling stock at the end of those leases.  The NAO is unable ‘to come to firm conclusions as to why the ROSCO bids
 were low compared to the value of cash flows’ (NAO 1998, pp. 25-6, 31).   

The DoT’s response was that such projections did not take account of the ‘unqualified wider economic benefits which the [DoT] expected to come from privatisation’: increased competition in rail industry, freeing future rail investment from public sector borrowing constraints and the transfer of risk to the private sector (NAO 1998, p. 5).  

2.3 The Risk Faced by Bidders

Residual Value and Default Risk

In most European rail systems, it is usual for rolling stock to be supplied using finance leases, so the lessor is only exposed to default risk in relation to the lessee, but the latter accepts any risk relating to the future value of the leased rolling stock.  However, in the UK, most rolling stock leases are operating leases for periods substantially shorter than the asset life, and so the lessor takes a sizeable risk on the future value (and releasing potential) of the asset i.e. its residual value risk as well as the default risk.  However, in the case of ROSCOs the level of risk is considerably less than many other businesses.  With only three ROSCOs, the residual risk is not usually significant because alternative rolling stock (either second hand or new) is not readily available.  In practice, train operators will continue with the same rolling stock and renew the lease on expiry or, alternatively, the rolling stock is transferred to the successor franchisee.  The market and potential for moving and interchanging rolling stock is often severely restricted for practical and engineering reasons
 – leaving geographical franchisees little alternative but to keep with the same rolling stock both in the short and medium term.  The government conceded at the outset that there was little chance that the ROSCOs would be left with unwanted rolling stock at the end of a franchise because ‘there is currently no surplus rolling stock’ (DoT, 1993, para 15).  

The default risk faced by potential bidders for the ROSCOs was arguably enhanced by the fact that their customers, the successful franchisees, were unknown at the time of privatisation:

They [potential ROSCO bidders
] all told us that privatisation of the companies before their customers, the TOCs, had a significant impact on their appraisal of the deal ( PAC, 1998, para. 9).

Similarly, the NAO found that many potential bidders were concerned that they would not know the identity and creditworthiness of their customers (NAO, 1998, p. 19).

The Royal Bank of Scotland (RBOS) considered bidding for Angel Trains, then withdrew but eventually brought Angel from the successful bidder for £1.1bn.  However, the RBOS did not believe that Angel had originally been underpriced: its value had increased because they considered that there had ‘been a major reduction in overall risk (PAC 1998, paras. 10, 11).  In particular, the delay enabled them ‘to benefit from knowing who Angel’s customers were’
.  Similar arguments were expressed by Forward Trust, which had expressed an initial interest but did not bid, yet a year later bought Eversholt from the original purchasers.  By that time 

the franchises had been awarded, they knew the customers [and] … [t]hat gave them confidence to put a value on both current and future rentals (PAC, 1998, para. 11).  

These arguments appear unconvincing.  Although ROSCOs took on a definite risk of default by the TOCs (and the identity of the franchisees was unknown at the time of privatisation), this risk was, in reality, minimal, since if a franchisee becomes insolvent another franchisee must, in practice, be appointed.  Pending this reappointment, the Strategic Rail Authority (SRA) had powers to operate train services with the existing rolling stock on the same financial terms
.  In practice, whoever operates a defined geographical franchise will normally continue to use the same rolling stock that has been ‘inherited’.  Nevertheless, to reassure bidders, the government underwrote 80% of the rentals
 due to the ROSCOs (from TOCs) under the initial leases at the time of privatisation (NAO, 1998, p. 26).

This was recognised by other bidders such as Stagecoach, which had bid, unsuccessfully, for Angel. Stagecoach did not regard this as an issue for them, but it did affect their ability to raise funds. The PAC noted: 

It was very, very difficult to persuade people to lend, despite the Government guarantees on the income, which seems very strange indeed.  (PAC, 1998, Minutes of evidence, Q48).

Later, according to the PAC ‘the participation in the franchising process of serious businesses resulted in a radical change of sentiment on the part of the City’ (PAC, 1988, Minutes of Evidence, Q48; para. 13).  

Political Risk

The privatisation of the railways was politically controversial from the beginning. The (then opposition) Labour Party, which was widely expected to win the next (1997) election had already called for the return to ‘an integrated railway system’ should privatisation be implemented.  It also claimed it would ‘reconstitute British Rail as a fully publicly owned, publicly accountable company’
.  In the event, Labour’s election victory in May 1997 had no such consequences; nevertheless the political risk (of renationalisation by a Labour Government) has been held by some to have deterred bidders and inhibited banks from financing them (PAC, 1998, para. 28).  

Angel Trains argued that bidding had been conducted ‘against a background of hostile political criticism…which may have contributed to certain substantial bidders deciding to withdraw … had an adverse effect on the prices remaining bidders were prepared to offer.’  In particular, Angel noted that the franchising of the Train Operating Companies (the ROSCOs' customers) started in February 1996, and continued until April 1997. Thus, the risk of the ROSCOs being 'marooned in a half completed privatisation' remained material up to April 1997.

Angel estimated, again without providing any supporting justification, that this ‘political risk factor may well moved (discount) rates up from a lower to a higher point within a range perhaps by 1%-3%. A 2% change in discount rates could have affected the price bid for companies by approximately £80 million’ (PAC, 1998, App. 3, paras. 2, 7).  

Wolmar clearly identified some of the responsibility for the low sales proceeds as being linked to the (opposition) Labour party’s negative comments, arguing that ‘Labour’s cries of ‘wolf’ … cost the taxpayer dear’ in that their comments depressed the value that bidders were prepared to put on the ROSCOs (2001, p. 76).  

Other potential bidders were far more sanguine.  GE Capital indicated that ‘the prospect of renationalisation was of some concern to us but not the primary reason for our decision to withdraw from bidding’ (PAC, 1998, App. 2).  

The view that political risk had a serious impact on the privatisation would carry conviction if it could be shown that this political risk dissipated only after the 1997 election when it became clear that the new government had set its face against any radical interference with the privatised structure created by the previous administration.  Yet this was not so: Porterbrook, for example, privatised for £528m in January 1996, was sold on for £826m only six months later, in July, still nearly a year before the May 1997 election.  The DETR maintained that ‘the whole economic and political perception of the rail industry had changed’ by then (PAC, 1998, para. 34) dissipating political risk, although as noted above, Angel Trains argued it was material right up until the election.

Other Risks

Additionally, the PAC noted that ‘the view of some bidders that the department may unnecessarily have foregone proceeds by not giving normal commercial warranties and indemnities’ to purchasers.  Hawkpoint claimed it was concerned, not only about the ROSCOs’ contracts with the TOCs, but also about their ‘complicated, untested contracts with train maintenance companies
.  Similarly, CVC Capital argued that their main concern was that ‘it was hard to get a real view of the commercial risk attached to the maintenance contracts.’  GE Capital’s decision not to bid was claimed to be based on the ROSCOs’ ‘exposure to damages for environmental hazards’ arising from their engineering workshops. In addition, GE Capital argued that the DoT could have been ‘more forthright’ in offering the environmental identities they sought (and which were finally agreed).  These reservations were echoed by Forward Trust who said that ‘their inability to agree warranties with the DfT resulted in a reduction in the price they were prepared to pay’. Angel claimed that the government’s decision to ‘restrict warranties may well have cost government some £75 million’ (PAC, 1998, paras. 14, 21, 30).  

2.4
The Absence of Clawback Provisions
The consequences of under-pricing could have been mitigated by the inclusion of clawback provisions in the sale agreements, to ensure that the government could recover some profits made if ROSCOs were sold on within a specified period.  

The absence of any such provision is somewhat surprising, and has been pointed to as a serious flaw in the arrangements for the privatisation, particularly given the haste with which it was pursued (Curwen, 1997).  Indeed, one of the bidders, Stagecoach, stated that, from the point of view of the government, the failure to include clawback provisions was ‘the fundamental flaw in the sale’ (PAC, 1998, para. 55).

A recommendation for such provisions in all privatisations had been made several years earlier by the Public Accounts Committee (PAC, 1994) and clawback provisions were specified elsewhere in the railway privatisation.  For example, in the case of Railtrack, 25% of any profits generated from future sales of property assets were to be reclaimed by the government for the benefit of the TOCs (Railtrack Share Prospectus, 1996, p. 54).  In the case of the ROSCOs, such clawback provisions would have been even more appropriate, given that they were the first large sales on the railway privatisation, and that the DoT had decided not to allow a single bidder to acquire more than one company, to ensure a competitive market, which obviously allowed the possibility that one or two of the companies would not be sold to the highest bidder (NAO, 1998, p. 42)
.  
However, the DfT rejected clawback provisions on the grounds that they would ‘depress the price and particularly deter venture capitalists who were expected to be important in the sale’. The responses of the bidders were largely inconclusive. CVC Capital indicated that if such claw back provisions had been included ‘it might have discouraged them from participating in the bidding’ but others reported that the inclusion of claw back provisions would not have necessarily deterred them from bidding’ (NAO, 1998, p. 5; PAC, 1998, para 57).  

2.5 External and Internal Bidders

In total, nine bids were received for the three ROSCOs but five bidders withdrew.  Of the remaining four, three were vehicles for management-employee buyouts (MEBOs), leaving only one external bidder, GRS Holding, which acquired Angel Trains.  The PAC suggested that MEBOs ‘are always likely to have an inherent advantage over external bidders because of their greater familiarity with the business.’  As a result, ‘the presence of MEBOs discouraged CVC Capital from bidding’ because ‘in the absence of support from management to help them understand the complexities and value of the business they considered themselves at a disadvantage.’  There would have been more and higher bids from external buyers if bids from MEBOs had not been permitted (PAC, 1998, paras. 47-49). But not all external bidders took this view.   A senior executive from GE Capital, Mr Tucker, explicitly indicated that nothing the BRB managers ‘said or did not say affected our decision.’  BRB managers had been ‘open and balanced in their dealings’.  
The substantial profits made by some BRB managers in the successful MEBOs when the ROSCOs were later resold highlighted the under-pricing of the ROSCOs and the extent to which some ‘insiders’ were able to profit from the way in which the privatisation was structured.  Mr Jukes, part of the MEBO that acquired Eversholt Leasing, had personally invested £110,000 and his total return (by 1998) was £15.9m; similarly, Mr Anderson, part of the MEBO that acquired Porterbrook, had invested £120,000 and his return (by 1998) was £33.5m; the PAC expressed concern that such large personal gains made by some BRB managers
 risked ‘discrediting privatisation as a whole’ (PAC, 1998, paras. 44, 51).  

Because of the inherent advantages by MEBOs, the PAC believed that the DoT ‘did not achieve a level playing field for all bidders and may have had an adverse impact on proceeds.’  Angel Trains estimated that the absence of external bidders probably reduced overall proceeds by some £150m to £250m (PAC, 1998, para. 50; app 3, para. 11).   
Later Evaluations

With the benefit of hindsight, just a few years after the sell-off, it was apparent that many of the concerns from the NAO and the PAC were belatedly recognised by the government.

In January 1998, John Prescott, the Deputy Prime Minister, asked the Office of Rail Regulation
 to review the operation of the rolling stock market amid concerns that the ROSCOs could abuse their position.  He instructed the regulator to conduct ‘…a wide ranging inquiry looking at whether the railway rolling stock market needs stronger controls.’ Mr Prescott claimed that the inquiry is a result of ‘widespread concern about lack of proper regulation over the rolling stock companies’. In evidence to a House of Commons Select Committee, the deputy prime minister said that there were many objections ‘to the way the ROSCOs were sold – a virtual monopoly of British Rail’s rolling stock at a knock down price, leaving a few individuals with huge profits’ (ORR, 1998, p. 77).  

Censure has also come from the head of government. Tony Blair, the British Prime Minister, stated that the sale proceeds from the ROSCOs were ‘entirely unjustified' and an example of ‘profiteering’ (Murray, 2001, p. 34).  

Further governmental criticism of the ROSCOs was highlighted in a White Paper which stated that, overall: 

the markets in rolling stock financing and maintenance established at privatisation are not working in the way they were expected to, and that there is a case for looking to see how the operation of those markets can be improved (DfT, 2004, p. 48).  

A review of the rolling stock market in April 1998 (by the ORR to the Deputy PM) further negated some of the early criticisms from bidders in the ROSCO sell off. At the very least this review recognised the relatively powerful position that the ROSCOs could find themselves in: the review warned that the ROSCOs could be expected to ’enjoy market power, particularly at a time of franchise re-negotiation’ (ORR, 1999, para. 4.12.)   

But even without the advantage of hindsight, it appears that the government was more concerned with selling off the ROSCOs quickly. Indeed the DoT (1993, para 19) stressed that ‘there is much to be gained from transferring the provision of rolling stock as quickly as practicable.’   

Conclusion

The ROSCOs have attracted relatively little attention in the literature and have been little discussed in the context of the privatised British railway system.  Yet nowhere have the flaws in the privatisation process become more apparent. 

Substantial profits have been made by the private interests that acquired the ROSCOs, especially the initially purchasers. The subsequent purchasers (both personally and corporately) have made considerable returns in a short space of time from rapid onward resales without the state having any profit clawback provisions. 

In practice, a key factor that was seemingly over-looked by the government was that the ROSCO sell-off had very little attached risk.  

Over 80% of the ROSCO’s lease rentals were underwritten by the state and the SRA had statutory powers to assign leases to other replacement train operators (if one operator failed).  The short-term nature of train franchises meant that train operators would not take the risk themselves of purchasing their own stock.  Virtually all train operators were, in effect, compelled to lease their rolling stock through one of the ROSCOs.  And since each ROSCO was exclusively allocated a specific type of rolling stock, train operators had virtually no choice in selecting which ROSCO would supply it.  The net effect was that the ROSCOs were very secure businesses and faced very little threat to their revenue streams. 

In their evidence to the PAC, both the actual and potential bidders provided an array of reasons as to why they either bid low or did not bid at all.  Many of these were vague and contradictory, and unsupported by evidence or sound justification.  In some cases, some potentially interested bidders claimed the lack of external buyers together with the privileged ‘inside’ information favoured existing BRB mangers in forming MEBOs; whereas other potential bidders claimed this was certainly not the case. Some venture capitalists raised political factors, such as the impending general election and the threat of a change of government, as limiting sale proceeds; whereas other did not consider these factors as being relevant or significant.

There was also no consensus amongst possible bidders about the impact of other  issues such as: the effect of a lack of ‘claw back provisions’; potential costs from inherited environmental liabilities and the DoT’s initial failure to provide full environmental damage indemnities; the perceived risk adverse nature of banks; and the untested and complex structure of the proposed privatised industry.

The NAO criticised the government for its lack of a comprehensive asset valuation benchmark before asking for bids.  Even the NAO’s most pessimistic ROSCO valuations based on cash flow projections exceeded the actual sale proceeds eventually obtained.

The relatively low sale proceeds obtained by the state is a largely a reflection of the government’s political expediency to be seen as achieving a ‘successful’ ROSCO privatisation as the first major stage of its railway privatisation programme. Without this rapid sale, the government would face delays in privatising other sectors of the railway industry.  

Unfortunately, in practice, the privatisation of the UK’s rolling stock industry has represented a significant triumph of political expediency over sound governmental financial policy. In terms of the ROSCOs’ privatisation sales proceeds, the state has been poorly served. 
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� This sell-off also laid the foundations for a financially dysfunctional model of charging train operators for rolling stock and ultimately resulted into misallocation of state aid to the train operators.  A subsequent paper will examine the performance of the ROSCOs in the years after privatisation and the state subsidy implications resulting for both train operators and for the level of the high rolling stock charges.  


� The privatisation of the rail industry was so controversial that even a leading member of the Conservative Party – and Chairman of the House of Commons Select Committee on Transport - Robert Adley MP, described it as ‘a Poll tax on wheels.’  (See Wolmar, 2001, p. 71). This was reference to a highly controversial and politically disastrous tax (used to fund local government) that was earlier introduced by the government and became so unpopular that it was ultimately revoked.] 





�  The former railway-owned catering division, ‘Travellers Fare’ was purchased by a Management Employee Buy-Out (MEBO) for £20.5 million (backed by the venture capital group, Investors in Industry.); a wagon repair and maintenance depot, (Doncaster Wagon Works Ltd) was directly purchased in 1987 by a management consortium (RFS Industries Ltd) for an undisclosed amount; British Rail Engineering (BREL) Ltd was sold in 1989 for £14m  to a consortium of BREL managers and a joint UK-Swedish-Swiss group; BRB’s hotels were sold to various purchasers for £45m; and the shipping sector, Sealink UK Ltd was sold for £63m in a private sale to Sea Containers plc (Pricewaterhouse,1989).  


� This paper is only concerned with the arrangements for passenger rolling stock.  BR’s much smaller fleet of freight rolling stock was sold to the three freight operating companies.  


� Subsequently renamed the Department for Transport, Environment and the Regions (DETR).


� In addition, the Department of Transport and the British Railways Board extracted £800m in cash balances prior to the sale (NAO, 1998).  


� See NAO report (1998) for further details of successful bidders.


� The National Audit Office ‘…scrutinises public spending on behalf of Parliament..(it is) independent of Government. The NAO audits ‘….. the accounts of all central government departments and agencies, as well as a wide range of other public bodies, and report to Parliament on the economy, efficiency and effectiveness with which they have used public money.’  [See: www. � HYPERLINK "http://www.nao.org.uk/home.htm" ��http://www.nao.org.uk/home.htm�].


� The Public Accounts Committee is appointed ‘for the examination of the accounts showing the appropriation of the sums granted by Parliament to meet the public expenditure, and…of such other accounts laid before Parliament as the Committee may think fit”. [See http://www.parliament.uk/parliamentary_committees/committee_of_public_accounts/pachist.cfm].


� HM Treasury (1998, p. 7) identified three types of ‘trade sales’: the sale of a company to a strategic investor; bids by existing managers and employees; purchase of an entire business by a third party. 


�  As the NAO notes, the PAC several years earlier urged the government, when disposing of assets, not to ‘subject [itself] to time deadlines’ that might weaken its negotiating position and reduce the proceeds (1998, Appendix 1).  


�  Calculated using a ‘discount factor appropriate for the public sector.’ (NAO, 1998, p. 23).  


� In total, nine bids were received for the three ROSCOs but five bidders withdrew.


� To operate a type of rolling stock on different railway lines often requires substantial engineering adjustments and also the agreement of the railway infrastructure provider, Network Rail. To accommodate some types of rolling stock on different lines Network Rail may incur additional costs in modifying platforms, signalling and electrical track circuitry. Consent by Network Rail may not necessarily be readily available – especially if modification costs are high.


� The PAC specifically mentions CVC Capital, IAF Group Plc, Hawkpoint Partners Ltd; and GE Capital, as all being ‘bidders who withdrew at a late stage in the bidding’.  


� They also referred to the reduction in political uncertainty and ‘evidence that maintenance savings will be achieved.’


� For example, when Connex SE, a train operating company in south London was deprived of its franchise in 2003, the SRA took over the running of train services and also took control of its leased rolling stock. (The SRA was established by government in 2001 to provide strategic direction and co-ordination for Britain’s railways.  It was wound up and its functions mostly transferred to the DfT’s Rail Group in 2005).


� This guarantee applied only to the value of the lease income for the period of franchises (between 7 and 15 years) that commenced in 1996/97.  It was reported that that subsequent leases would not have a guarantee of rental income because ‘such guarantees would have been inconsistent with creating a competitive market…and would have led to inefficient use of resources.’ (See NAO, 1998, p. 26).  


� See Letter dated 29 March 1996 by Clare Short MP, Shadow Transport Secretary to SBC Warburg – who were acting as co-sponsors in Railtrack floatation. [Railtrack, (1996), p101.]


� These maintenance companies were privatised engineering workshops used by the ROSCOs to service their rolling stock.


�  The NAO mention other factors as well: the lack of a ‘track record’ of the ROSCOs; uncertainty over the completion of the privatisation programme; the likelihood that if privatisation was a success, investors would be attracted into the railway industry, driving up all values.  Of the four potential buyers who made formal bids, three were Management-Employee buyouts ‘backed by financial institutions who usually seek an exit within three to five years’ (NAO, 1998, p. 42).  Two of these bids were successful.   


� These were not isolated cases.  The group of BRB managers who acquired Porterbrook ‘having done very little but (briefly) own the company … invested a mere £300,000 of their own and made nearly £83.7 million.’ [‘The Economist’, 3rd July 1999, p86.]  


� The Office of Rail Regulation is normally only concerned with the regulation of the infrastructure company (Railtrack/Network Rail). However, the requirements of the Competition Act 1998 was enforced by the Office of Fair Trading, who in turn, delegated their powers to industry sector regulators. In the case of the ROSCOs, this specific power was assigned to the Office of Rail Regulation.
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