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Private and Confidential

Module 9 of the UK Covid-19 Inquiry (‘the Inquiry’)

Request for Evidence pursuant to Rule 9 Inquiry Rules 2006

Reference: M9/ROR/IFGGWR

WITNESS STATEMENT OF MICHAEL JOHN NELSON

I, MICHAEL JOHN NELSON, of 8th Floor, The Point, 37 North Wharf Road, London, W2 1AF,
WILL SAY as follows:

1. I am the Finance and Strategic Development Director at the rail division (“First Rail”) of
FirstGroup plc (“FirstGroup”). | am also a statutory director of First Greater Western

Limited trading as Great Western Railway, a wholly-owned subsidiary of FirstGroup.

2. I make this witness statement on behalf of Great Western Railway and am authorised by

Great Western Railway to make this statement.

3. The contents of this witness statement are true to the best of my knowledge and belief. All
information in this witness statement is from my own knowledge, except where | have
obtained my information from others, in which case | identify the source of that
information and note that | also believe that information to be true. For the avoidance of
doubt nothing in this statement is intended to waive privilege over any privileged
documents or communications, nor am | authorised to waive privilege over such

documents and communications.

Background

4. | was not employed by FirstGroup or any of its subsidiaries at the time the pandemic first
impacted the country (i.e. from March 2020), including the period when the initial
emergency financial support was implemented. | rejoined FirstGroup in my current role
on 1 June 2020 (having previously worked there from December 2000 to May 2014).
My statement is based on experience with FirstGroup since 1 June 2020 and previous
industry experience. My predecessor who was directly involved retired in June 2020.
Therefore, any references 1o the period between the onset of the pandemic in March
2020 and my rejoining FirstGroup in June 2020 are based on my general knowledge of
the situation as well as recent discussions with Great Western Railway colleagues who
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were employed and involved in the pandemic response during that period.

5. In terms of background, FirstGroup is one of the UK’s leading public transport providers
and has operated the Great Western Railway franchise under different contractual
agreements since 1996. At the time of the pandemic FirstGroup, in UK Rail, also
operated South Western Railway (SWR) since August 2017, TransPennine Express
(TPE) since April 2016 and West Coast Partnership including Avanti West Coast since
December 2019 under Franchise Agreements with the Department for Transport. In
addition, FirstGroup also operated Hull Trains, an open access train operator with full
commercial risks on the East Coast mainline from London Kings Cross to Hull and

Beverly.

6. In addition to the UK Rail division, at the time of the pandemic, FirstGroup operated (and
continues to operate) First Bus, one of the largest regional bus operators in the UK and
also had three divisions in North America: First Student, a provider of student
transportation services; First Transit, a provider of public transit management and
contracting services; and Greyhound, the only national operator of scheduled intercity
coaches in the US and Canada. The three North American divisions were sold in 2021

and are no longer part of FirstGroup.

7. In terms of Great Western Railway specifically, it operates passenger railway services
between London Paddington and South Wales, Bristol, the West of England the
Cotswolds, commuter services to Paddington from the Thames Valley and regional
services in the West of England. In the year to 31 March 2020, it reported a turnover of
£1.439 billion.

A. Financial impact of the pandemic on FirstGroup

8. FirstGroup had a robust financial position entering the pandemic and reported an adjusted
operating profit of £256.8m after the determined impact of the Coronavirus pandemic
of £53.5m for the financial year ended 31 March 2020.

9. In terms of the economic impact of the pandemic it was reported in the FirstGroup Annual
Report and Accounts for the year ended 31 March 2020 (Exhibit MN/01
INQO00613666) that:

“The spread of the virus itself and government decisions to mandate
fockdowns or ‘shelter in place’ orders resulted in a very rapid reduction in
service volumes for all our businesses. The Group acted quickly and
decisively to ensure we could continue to deliver essential services in the
midst of the lockdowns and fo restore capacity as restrictions on travel start to

ease.”

10. More specifically, | understand by referring to Exhibit MN/01 INQ000613666 that by the
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end of March 2020, FirstGroup began to see rapid and unprecedented changes in the
market environments for all its businesses, including First Rail. In that period, First Rail
patronage reduced by between 80 and 90% compared with pre-pandemic levels.
Government advice and policy changed rapidly throughout the pandemic, and at an
early stage we began very active discussions with many of our customers, including the
Department for Transport, about future service levels and full or partial payments in lieu
of reduced service. In addition, FirstGroup took immediate and significant management
actions to reduce costs and preserve cash. Actions implemented included reducing
operating expenditure, halting discretionary spend and placing future capital

expenditure orders on hold whilst managing existing commitments accordingly.

11. A substantial proportion of FirstGroup’s total workforce in the UK was placed on
temporary furlough under the emergency job retention scheme put in place by the UK
Government in response to the pandemic. FirstGroup subsequently brought many
operational employees back out of the scheme as activity levels started to increase
later in the 2020. FirstGroup also introduced hiring freezes and halted consultant and

contract labour where possible.

B. Financial Support for FirstGroup (Great Western Railway) during COVID-19

12. At the time the pandemic hit, the Great Western Railway franchise was operating under
the Direct Award Franchise Agreement No 2. Direct Award Franchise Agreement No 2
had an expiry date of 31 March 2020. | understand from colleagues who were working
for Great Western Railway at the time that Great Western Railway had been negotiating
with the Department for Transport for a period of many months a successor contract
which had been planned to commence on 1 April 2020. As the inquiry will be aware, the
impact of Covid-19 developed very rapidly in February and March 2020 prior to
agreement of the new contract terms. The Department for Transport announced in
March 2020 the proposed Emergency Measures Agreements which would sit alongside
and as part of each of the train operating company’s existing franchise agreements.
The Emergency Measures Agreements varied certain terms and commitments and, in
particular, revised the funding mechanism such that the Government effectively took full
revenue and a significant share of the cost risk of operation. As | was not employed by
FirstGroup at the time, | did not have any involvement in the discussions with the
Department for Transport around the Emergency Measures Agreements and did not
review the document at the time, but have confirmed the position with colleagues who

were involved in those discussions.

13. In terms of Great Western Railway specifically, the Emergency Measures Agreement
(Exhibit MN/02 INQO00613667) was dated, alongside a new Direct Award Franchise
Agreement No 3 (Exhibit MN/O3 INQO00613668), 29 March 2020. Exhibit MN/02
INQO000613667 covered the period from 1 April 2020 through to its ultimate expiry in
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2022. In addition, a separate Emergency Measures Agreement, on materially identical
terms, was later entered into to cover the short period in March 2020 (from 02:00 on 1
March 2020 to 01:59 on 1 April 2020) when Great Western Railway was still operating
under Direct Award Franchise Agreement No 2 (Exhibit MN/04 INQ000613669) — this
was dated 22 June 2020.

14. The Emergency Measures Agreement was in operation initially until 30 September 2020
and on 1 September 2020 was extended to 1 June 2021. It was then subsequently
extended to June 2022. The Emergency Measures Agreement was replaced in June
2022 by a new agreement with the Department for Transport — the National Rail
Contract (Exhibit MN/05 INQO00613670). | was directly involved in the negotiation of
the National Rail Contract with the Department for Transport for Great Western Railway
and prior to that on the first National Rail Contracts for South Western Railway and
TransPennine Express. The National Rail Contract introduced a fundamentally different
business model from the model under the Franchise Agreement: Great Western
Railway now receives a fixed fee for running the network and has the possibility of
earning additional performance related bonuses. Under this model, ticket revenue is

generated for the benefit of the Department for Transport, and ultimately, the taxpayer.

15. As the immediate impact of the pandemic became clear, but prior to the Government
issuing the draft Emergency Measures Agreement, Great Western Railway worked with
its external legal advisers to identify further contractual protections for inclusion in the
draft Direct Award Franchise Agreement No 3 around the impact of Covid 19 on a wide
range of commitments, including the impact of lockdowns, non-availability or diversion
of staff, supply chain issues and commitments which may contravene or be made more

difficult by other Covid-related legislation and regulation.

16. A number of different approaches were considered in this period between the pandemic
taking hold and the Government issuing its draft Emergency Measures Agreement
proposals. The primary objective was to obtain protection from contravention where the
impact of Covid 19 prevented or delayed delivery of contractual obligations under the
proposed Direct Award Franchise Agreement No 3 (and those impacts would also be
taken into account in benchmarking). These considerations turned out to be in line with
the structure of the Emergency Measures Agreement once it was received from the
Department for Transport, which acknowledged that there was material uncertainty on
the ongoing impact or duration of Covid-19 and any potential resulting changes. The
Emergency Measures Agreement provided funding for continuity of operation and
protection from requiring negotiations for each Change of Law that would have been
required within the underlying Direct Award Franchise Agreement No 3 contract. It also

provided an ongoing opportunity to earn Management and Performance Based Fees.

17. The transfer of revenue and cost risk to the Government allowed Great Western Railway
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to continue operating the railway and applying standard business management
practises including collecting revenue and focussing on cost control. Under the existing
contractual arrangements, cash held within the train operating companies was ring
fenced and could not be used by FirstGroup as part of wider group financing. This ring
fenced cash had to be held in clearly delineated accounts, meaning that there was
limited interaction with FirstGroup other than the avoidance of the potential requirement
for shareholders to provide cash funding as covered by the Parent Company

Guarantees. As noted above FirstGroup did not have a live contract post 31 March

2020 Irrelevant & Sensitive

Irrelevant & Sensitive

18. Under the Emergency Measures Agreement, Great Western Railway was paid a
management fee of up to 2% which was based on 2% of the Department for Transport
assumed cost base from prior to the pandemic. The cost base was a Department for
Transport calculation and, along with all other terms of the Emergency Measures

Agreement, was offered on a ‘take it or leave it’ basis:

“The draft EMA [Emergency Measures Agreement] terms, set out a proposed
variation to the franchise agreement for 7 Reporting Periods, which may be
extended by mutual agreement. The main practical effects of the variation are
fo suspend revenue and cost risk and, instead of receiving profit, the
franchisee will be paid a management fee. There is also the possibility for the
Franchisee to earn a performance payment if the franchisee has met certain

standards according to a scorecard.

The Department is making this offer on a non-negotiable basis. | request that
you confirm whether or not the EMA [Emergency Measures Agreement] Terms
are acceptable by 20.00 hours on Sunday 22 March 2020.” (Exhibit MN/06
INQOO0613671).

19. The management fee comprised two elements: (i} a Fixed Fee and (ii) Performance
Based Fees. For Great Western Railway the Fixed Fee was circa 1.5% and the
Performance Based Fees offered an opportunity to earn up to 0.5% of the Department
of Transport assumed pre Covid cost base. There was a clear process laid out in the
Emergency Measures Agreement for the evaluation of Performance Based Fees.
Performance Based Fees were evaluated in roughly 6 monthly periods and then cash

was paid after the delivery of signed annual accounts by Great Western Railway.

20. In terms of FirstGroup expectations, the situation was unprecedented. For example, in
previous years whilst on cost and revenue risk, albeit with a number of revenue risk
share and profit share commitments, Great Western Railway had reported in its
statutory accounts for financial year ending 31 March 2019 a profit of £53.9m on
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turnover of £1,257.3m — a margin of 4.3%.

21. During the Emergency Measures Agreement period, Great Western Railway’s focus
remained on delivery of operational performance, customer experience and financial
management. See, for example, the extract of an internal briefing note to the Great
Western Railway executive dated 23 March 2020 which summarises how the
Department for Transport would measure Great Western Railway’s performance under,
and adherence to, the Emergency Measures Agreement (Exhibit MN/O7
INQO00613676). For details of the financial support provided to all train operating
companies, including Great Western Railway, we refer the Inquiry to the publication on
the Department for Transport’'s website (Exhibit MN/O8 INQO00613678).

22. For Great Western Railway to fund the net difference between revenue and costs this
amounted to £53.6m in March 2020, £1,064.4m in FY2020/21, £753.4m in FY2021/22 and
£399.3m in FY22/23 during which Great Western Railway transitioned to a National

Rail Contract from 26 June 2022. Payments for Great Western Railway were under the
Emergency Measures Agreement and were received periodically to ensure suppliers
could be paid in line with contractual terms. Unlike many other train operating
companies, Great Western Railway moved directly from an Emergency Measures
Agreement to a National Rail Contract, never moving to an Emergency Recovery
Measures Agreement. The Emergency Recovery Measures Agreements were designed
as a transitional contract to bring franchise agreements to an end as a precursor to
moving to a management contract (i.e. the National Rail Contract), as summarised in

the Government’s Rail Update published on 21 September 2020 (Exhibit MN/09
INQO00613679).

23. Financial support was calculated based on the net difference between revenue earned
and costs incurred in the provision of services and the calculation was undertaken by
Great Western Railway’s finance team and validated by the Department for Transport

Market Team.

24. To the best of my knowledge the railway in the UK had not previously been subject to a

similar financial support initiative since privatisation.

25. The Emergency Measures Agreement proposal was reasonably clear and unequivocal
on the parent company support at risk and the potential level of fees that could be earnt

which were the relevant terms with regard to the owning group.

26. In terms of the steps taken to safeguard public monies and manage financial risk around
the level of financial support for the train operations, there were periodic meetings, as
there had been prior to Covid, where the train operating company finance team

reported and presented the financial position of the operator to the Department for
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Transport. As one would expect, there were wide ranging discussions on the scale of
timetable to be operated and level of service to be provided but, generally speaking,
the service levels were a balance between the requirement to provide services that
allowed key workers to continue to travel and the availability of staff given training
requirements and sickness levels. The Department for Transport maintained focus on
financial control through the Emergency Measures Agreements construct — primarily,
this was monitored and enforced through Disallowable Costs (defined in the
Emergency Measures Agreements) which would be offset against fees earnt or funded

by the owning group.

27. At a high level the key strength of the Emergency Measures Agreement was the pace
with which it was proposed and implemented, allowing train services to continue to
operate uninterrupted during the pandemic. Although at a macro level there was an
apparent transfer of all risk, the focus on potentially disallowable costs and the
incentives of earning performance-based fees ensured, in my view, appropriate
management and owning group focus on the financial impacts of decisions. For Great
Western Railway
in particular, the timing was critical given the decision that was required as to whether a
new Direct Award Franchise Agreement No 3 contract could be signed that would
commence on 1 April 2020. The requirements of the Emergency Measures Agreements
and subsequent National Rail Contract to monitor the contract have materially
increased the size and focus of the Department for Transport Market Teams as many
decisions are now required to be taken by civil servants rather than the train operating
companies themselves, unlike under the former franchise agreements where revenue

and cost risk lay primarily with the train operating companies.

28. With regards to cessation, the Department for Transport has limited capacity to
undertake detailed negotiations on new contracts across multiple owning groups and
train operating companies at the same time so Great Western Railway was in the third
tranche of operators to transfer to the new National Rail Contract construct. FirstGroup
had been in the vanguard of new transfers with both South Western Railway and
TransPennine Express being the first operators to transition away from the Emergency
Measures Agreements/ Emergency Recovery Measures Agreements to National Rail
Contracts in May 2021.

C. Lessons Learned and Reflections

29. In terms of lessons learned, it was primarily reinforcement of the old adage that cash is
king, collect your debtors and manage your creditors appropriately. In terms of the
contract, the power sits with the customer (i.e. the Government) to vary a contract of
this scale particularly where there is a requirement for the Department for Transport to

avoid setting precedent across a range of aligned contracts.

INQO000653221_0007



30. From a FirstGroup perspective, since the pandemic with the sale of the North American
division, debt has been significantly reduced and the Group is delivering value-accretive
sustainable growth, underpinned by its strong balance sheet and disciplined capital

allocation policy.

31. The transition to nationalise train operating companies over the next few years marks a
fundamental shift, which will mean the contractual issues are unlikely to be replicated in
the near term so for Great Western Railway there is unlikely to be a repeat of the

requirements which led to the Emergency Measures Agreement.

Conclusion

32. l understand that the purpose of this witness statement is to set out matters of fact of

which | have personal knowledge.

33. Unless otherwise stated, this witness statement sets out only my personal knowledge

and recollection, in my own words.

34. | have not been asked or encouraged by anyone to include in this statement anything
that is not my own account, to the best of my ability and recollection, of events |
witnessed or matters of which | have personal knowledge.

STATEMENT OF TRUTH

| believe that the facts stated in this witness statement are true. | understand that
proceedings for contempt of court may be brought against anyone who makes, or causes to
be made, a false statement in a document verified by a statement of truth without an honest

belief in its truth.

_ Personal Data
Signed: ...... L.

Name: Michael John Nelson

Date: 11" August 2025
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