
companies through the use of contracting mechanisms. The degree of public authority involvement can vary. In some cases the 

authority is actively involved in all aspects of planning and regulation and uses highly specified contracts to procure bus services. 

In other instances, the authority might only take a passive role through the awarding of franchises and puts minimal effort into 

system planning or enforcement of service standards. 

Figure 6.1 provides a useful typology of the various business models for bus services discussed above. 

All recent success stories in bus based public transport have used the hybrid models described above, wherein bus operations 

have been contracted out by a public transport authority to private companies. The use of these models has the advantage of 

allowing the public transport authorities to focus entirely on system planning, management and service regulation. At the same 

time, commercial pressures and the profit incentive have meant that the private companies (i.e. bus operators) have managed 

to reduce costs and introduce efficiencies in operations. 

The goal in contracting operations is to create an environment for equal sharing of risks and incentives between the system 

planner (the public transport agency) and the system operator (the private bus companies). Table 6.2 shows the roles of both 

these entities. Private companies and Public agencies have different incentives. Private companies want to maximize profit 

whereas public agencies want adequate system coverage and user satisfaction. Well written contracts help in balancing the 

interests of both these actors. 

6.1 TYPES OF CONTRACTS

There are several types of contracts that a public authority can use to procure bus services from private companies. These types 

are generally differentiated based on two aspects [55]: 

• The ‘unit’ of the system which is contracted out

This refers to the part of the system to which a contract gives the private operator the exclusive rights to operate buses on. 

These are generally of two types: ‘Area Contracts’, in which a private operator has the right  to provide services on all bus 

routes in a given area of the city or urban agglomeration, and ‘Route Contracts’, in which the private operator has the right 

to provide all services on a specified route. 

• The manner in which the private operator is paid

This refers to the method for determining the compensation given to the private operators. These are again of two main 

types: ‘Gross Cost Contracts’, in which the private operator is given a fixed annual sum to provide services and all fare 

revenue is collected by the public authority, and ‘Net Cost Contracts’, in which the private operators have the right to collect 

and keep all fares paid by the users it serves but receives no compensation from the public authority.

The rest of the section discusses in detail the difference between Area and Route Contracts on the one hand, and Gross Cost 

and Net Cost Contracts on the other. In terms of the second aspect discussed above, the manner in which private operators are 

paid, some bus systems around the world have adopted a mixed approach that incorporates the most useful characteristics of 

both Gross Cost and Net Cost contracts while attempting to minimize the disadvantages inherent in each. An example of this 

Table 6.2  Role of System Planner and Operator 

CONTRACTS AND TENDERS

Around the world, urban bus systems display a wide variety of business models. 

Table 6.1 

These business models can be said to 

fall on a spectrum, with public monopolies at one end and complete deregulation at the other end. A public monopoly 

describes the situation in which all the bus services in a city or urban area are provided by a single publicly owned company. 

Deregulation, on the other hand, describes a situation in which a public authority (assuming one exists) allows any private 

company free entry into the public transport market with or without any requirements that the vehicles used meet any standards 

other than normal vehicle registration and approval. Both of these models exhibit some intrinsic disadvantages, which are 

summarised in Table 6.1. Nevertheless, there are certain, very limited, situations in which these business models for bus 

transport may be used. A public monopoly should only be considered if no private companies are interested in investing in the 

bus transport industry, franchises or rights to operate services in a given area or on a given route cannot be enforced and 

previous attempts to involve private companies have failed for reasons beyond the transport authority’s control. Deregulation 

should rarely be considered unless the city or urban area has no framework or capacity to set up a more orderly system. 

Between the two extremes of public monopoly and deregulation lie a variety of hybrid models which can be described as 

utilising a ‘Competition for the Market’ approach [63]. These models are generally defined as those in which the public 

authority regulates the bus transport market and is involved in system planning but procures bus services from private 

Disadvantages of Public Monopoly and Deregulation models 

CHAPTER 6: 
CONTRACTS AND TENDERS

Deregulation

Service is concentrated on major route corridors causing severe 
congestion, and poor services on less busy routes

This system is usually accompanied by dangerous driving by 
drivers attempting to maximize passenger loads

Members of the public without other means of transport have no 
assurance that service will be provided where and when they 
need it

Public Monopoly

Absence of competition often results in poor service

Conforming to government guidelines for staff terms and 
conditions often results in over - staffing with high salary costs

As a government agency the operator cannot voice opposition to 
political edicts even where these are detrimental to bus 
operations

Public monopoly operators are often unable to secure adequate 
fare increases, or to secure funds for investment in new buses

There is a tendency for the operator to become more powerful 
than the regulatory authority

Hybrid Models
Compatible with ‘Competition for the Market’

: No potential 
for competition

Proactive 
planning with 

service contracts

Detailed service 
planning by state 
entity, procured 
from operator 

businesses

Franchises 
(well regulated)

Operators given 
right to serve 

routes or area.  
State responsibility 

via enforcing 
service obligations

Passive 
franchises

Rights issued to 
serve routes. 

Service 
obligations not 
well-enforced.  

Little public sector 
effort to plan 

system

Hybrid Models: 
Compatible with ‘Competition for the Market’

Competition in 
the Market

monopolies

Public sector 
entities plan, 

own and 
operate

Public Deregulation

Vehicle licenses; 
no service 

obligations; 
possible 

quantity limits. 
Any route or 

area franchises 
lack exclusivity

Figure 6.1 Typology of Business Models for Bus Systems

Source: [63]

System Planner System Operator

Develops Road infrastructure Acquires and Maintains Buses

Manages Planning of Bus Routes Operates Buses

Manages and Contracts Public Transport Services Furnishes and operates fare collection systems

Oversees and Controls the system Administers system funds (trust fund)
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[55]. In this case, all of the fare revenue goes to the authority. • The authority wishes to provide free or discounted 

Under a net cost contract the operator provides a specified interchange between all routes in all areas in order to 

service for a specified period and retains all revenue [55]. The minimize route duplication

profits of the operator are determined by their ability to 
• A high percentage of revenue is collected off-busmanage and reduce costs. The authority may decide to pay a 

subsidy to the operator if the bus services in an area are 
A net cost contract will be appropriate if: unprofitable, in order to ensure that residents in that area can 

continue to access public transportation. Under a net-cost 
• The authority wishes to give an incentive to the operator to 

contract the operator has to forecast both his costs and his 
increase ridership and revenue

revenues. 

• A small percentage of revenue is collected off-bus
A gross cost contract will be appropriate if:

• Sharing of off-bus revenue is not seen as a problem
• The authority wishes to avoid on-street competition for 

passengers • The authority wishes to fix the absolute amount of subsidy

mixed approach is discussed towards the end of this section. Readers seeking additional information about these contracting 

methods may refer to the PPIAF/World Bank Urban Bus Toolkit [55].

Area Contracts vs. Route Contracts

Table 6.3 summarises the key differences between Area and Route contracts. 

Source: [55]

Following are some key issues to keep in mind while issuing Area or Route contracts:

• In a small city the smallest package would be three operators with about 150 buses each. In a large city it’s unlikely that 

more than 10 areas can be identified, and in fact there would be benefits in permitting some operators to contract for two or 

three areas.

• There must usually be a central common zone served by all operators. 

• It is not usually possible to divide an urban region into absolutely distinct areas between operators because this inhibits cross-

city travel. In such cases overlapping of operations takes place. This is not necessarily a disadvantage. There will be a certain 

amount of competition between operators for traffic that is wholly within the common zone. This will give passengers a 

chance to compare the service standards of different operators.

• Different contracts can be used for different types of service such as regular or premium service, local or express bus, regular 

or air-conditioned buses. 

• The cost and complexity of administering the system will increase with the number of separate franchises.  Ease of 

administration and enforcement must be considered.

• Bus transport road infrastructure such as bus stops, depots, terminals, and so on, may be owned by the Transportation 

authority or the operator. They may be managed by their owners, or under contract or franchise to independent companies 

or associations of transport operators. For example, bus terminals may be owned by a city council, but managed by a bus 

owners’ association.

Gross Cost Contracts vs. Net Cost Contracts

A gross cost contract is where the operator is paid a specific sum of money to provide a specified service for a specified period 

Table 6.3  Area Contracts vs. Route Contracts

Area Contract

Exclusive right to operate bus services in an entire area 
within a city

Suitable for cities that have a number of relatively self-contained 
areas

Route Planning is done by the contractor. Might result in cases 
where high density corridors might be over-served and low 
density corridors ignored. 

One Operator is less confusing to users. The operator is viewed 
as the service planning authority.

Without competition, there is no clear incentive for the operator to 
over perform

Route Contract

Exclusive right to operate bus services on specified route or group 
of routes within a city

Suitable where the authority wants to distribute routes within the 
same area to more than one operator

Route Planning is done by the transportation authority whose 
goals are to provide safe and efficient public transport. Profit is not 
the only goal. Authority determines routes and frequency.

More than one operator, but the planning agency is one, so 
routes and frequencies can be obtained from one agency.

Healthy competition leads to better performance of bus 
operations. Tenders are for a limited number of years after which 
they can be re-issued.

Gross Cost

Lower cost per unit of service

Flexible operation (move buses from one route to 
another without harm to the operator)

Easy to introduce – Simple proposition to operators

Authority bears all the revenue risk

Needs a strong Authority and very good supervision

Net Cost

Revenue risk is assigned to the operators

Operators tend to maximize quality of service to 
increase ridership (probably in the form of oversupply of 
buses, then increasing the fares)

Allows public agencies with limited staff and technical 
capacity to provide high quality bus services

Lack of flexibility - buses are not moved among routes

Overlapping routes compete the passengers (in the 
extreme buses even of the same operator compete for 
the passengers as the drivers are given incentives)

Quality of service is secondary to maximizing net 
revenues 

Pros

Cons

Table 6.4  Pros and Cons of Gross and Net Cost Contracts 

Mixed Approach (Gross Cost and Net Cost) - Bogota, 

Colombia

The goal in contracting operations is to create an 

environment for equal sharing of risks and incentives 

between the system planner and the system operator. As can 

be inferred from the above discussion on gross and net costs, 

there are situations where operators can take advantage of 

the contracting system to maximize profits and deliver poor 

service.  A gross cost contractor can run empty kilometres in 

off-peak hours to meet his mileage goals while a net cost 

contractor can undersupply buses in low ridership corridors. 

Some city bus systems have utilised a mixed approach in 

order to minimize these negative outcomes inherent in gross 

and net cost contracts. An example of a mixed approach is 

Source: [34]   

Mixed Approach 
contracts create an 
equal sharing of 
risks and incentives 
between the system 
planner and the 
system operator.
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Following are the advantages and disadvantages of a mixed or net cost contracts. However it requires a formulation based 

approach: on both the number of buses and the number of kilometres, 

instead of just kilometres. This will require the operator to 
Advantages: bring in an additional bus when the load factor (IPK) goes 

over a certain threshold.
• Operator has no incentive to run empty kilometres in the 

off-peak hours. Contracting and Integration Comparison in Various 

Cities 
• Operator must maintain a specified load factor (“Index 

Passenger Kilometre” or IPK, of 4.75 passengers per km in This section has introduced various forms of contracting, from 
the case of TransMilenio) as per the contract complete public monopoly on one end of the spectrum, to 

unregulated entry in which there is little government control, 
• Operator takes demand risks ownership, or planning in providing transport services.  

Between these are the various contracting mechanisms that 
Disadvantages: 

exist which allow for service contracts or franchises to be 

established.• Formulation is complex; the proposition to the operators is 

not straightforward.
Figure 6.4 illustrates the transition of the three international 

case study cities and four Indian case study cities between • Payments are based on kilometres. The cost is not a 
various forms of regulation.  It also shows changes in the level function directly of the bus-kilometres. As a result the 
of service integration, starting from cities that have very little operator has no incentive to bring in additional buses in 
coordination between transit routes and transport services, to the peak hour, causing overcrowding problems. 
those cities that have aggressive coordination and integration 

throughout the public transport network.The above considerations demonstrate that the mixed 

approach offers several improvements over standard gross 

one in which an operator is paid based on both the kilometres thus incentivised to provide additional service when there 

run and revenue generated. This approach has been is demand and not run empty kilometres during off-peak 

successfully implemented by the TransMilenio bus system in hours. 

Bogota, Colombia. Their contracting arrangement provides 
• Penalties and bonuses are built into the contracts for an adequate distribution of responsibilities, incentives and 

service quality.risks in operations. The public sector remains in charge of the 

infrastructure, planning, and supervision, whereas the private 
TransMilenio consists of five private groups that operate a sector is responsible for buses, fare collection, and 
total of seven concessions for trunk operations and six operations. Regulation and control are instrumented through 
concessions for feeder services. An additional two binding contracts awarded through a competitive bidding 
concessionaires operate the fare collection system.  Multiple process.  Some highlights of the contracts are:
outsourcing contracts are awarded for safety, maintenance, 

station cleaning, user information systems, advertisements, • Total revenues are distributed according to kilometres run.  
and so on.  Revenues from all operations are deposited into a 

• No fixed rate per km. trust fund, and then distributed among the system agents 

according to contract rules. Figure 6.2 shows the flow of funds 
• A fixed share of the total pot of revenue goes to the to system agents and figure 6.3 shows the revenue 

operator. If the pot grows, the operators get more money.  distribution. 
If the pot is small the operators get less. The operators are 

Figure 6.2  Flow of funds to system agents, TransMilenio, Bogota

Source: [48]

Trunk -line operators Feeder operators Fare collection company

Public company Trust fund manager
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Figure 6.3 Revenue Distribution, TransMilenio, Bogota

Source: [48]
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were based solely on the number of passengers carried [10]. • The timetable and frequency of services on various days of 

This often led to perverse behaviours on the part of the week

bus companies which sought only to maximize the number 
• The type and capacity of bus vehicles to be usedof passengers, and thus revenue, often with little regard 

for passenger safety and service quality. Dangerous practices 
• A set of Minimum Performance Standardswere commonplace, such as overcrowding buses and 

racing to bus stops in order to pick up passengers that 
Based on this information, bus operators are required to 

would otherwise have been lost to buses from competing 
submit bids that deliver a schedule of services meeting the 

companies [10]. 
minimum requirements and also specifying the total costs, 

including profit margins. All companies interested in securing As part of the bus system reforms, this compensation structure 
the contract must submit a 'compliant' bid that satisfies all the for bus companies was changed. Bus companies now enter 
specifications listed in the tender document. However, into gross cost contracts with the SMG and are compensated 
companies may additionally submit bids that seek major or on the basis of bus-kilometres operated on a particular route, 
minor changes in the required specifications such as a not the number of passengers transported [27]. The contracts 
modified bus route or alternate schedule [2]. Operators may include a guaranteed profit margin for the bus companies. 
submit such alternate bids if they believe it will provide greater Contracts are awarded on the basis of a competitive 
benefits to passengers and/or London Buses. For instance, tendering process which promotes competition between the 
some bus companies may, based on previous experience, private bus companies and helps keep costs low. This new 
have a better understanding of the needs and desires of system changed the incentives faced by bus companies and 
customers in the relevant area served by the route. All tenders encouraged the improvement of service quality. It helped 
are made on a sealed bid basis [2].eliminate many of the bad practices prevalent under the old 

compensation model. The new compensation model also 
London Buses operates a pre-qualification process for bus 

allows the SMG to ensure that adequate bus services are 
companies interested in bidding for routes. This process 

provided along routes and in areas that would be 
includes an evaluation of factors such as financial stability, 

commercially unviable in a deregulated market. However, 
previous experience in the transport market, health and safety 

performance parameters are not included in the contracts. 
policies, and so on. Companies may even submit a dummy 

Performance incentives, like the ones added in the contracts in 
bid as part of their pre-qualification process. Once a 

Bogota, would have led to an even higher quality of service.
company is added to the pre-approved contractors list, it is 

notified of any upcoming tendering opportunities. Quality Incentive Contracts in London:

Tender evaluation is based on several factors, including price, Tendering Process
previous performance in carrying out contracts, safety 

concerns, financial stability, staffing, vehicle maintenance Currently in London, all routes are tendered through the use 
policies, and so on [2]. While the bid price may be one of the of 5-year Quality Incentive Contracts. The tendering process is 
most important factors, it is clearly not the sole determining a continual one, with 15-20% of routes tendered every year 
factor of the winning bid. Contracts may be awarded to [2]. Within each year the tendering process is also continual, 
companies that do not make the lowest price bid. In such with 'Invitation to Tender (ITT)' documents for different routes 
scenarios however, London Buses is obligated to provide an being issued roughly every 3-4 weeks.
explanation for not selecting the lowest bid [2]. Bid evaluation 

London Buses, the division of Transport for London (TfL) is undertaken by a team of commercial and technical experts. 

responsible for managing bus services, thoroughly reviews Award recommendations are discussed and award decisions 

each route prior to offering it for tender. These reviews also made by the Tender Evaluation Committee, which consists of 

take into account views solicited from transport user advocacy the directors of London Buses.

groups such as London TravelWatch and other concerned 
Contractsstakeholders. Based on this review, London Buses issues 

an 'Invitation to Tender' that specifies the following for 
Quality Incentive Contracts have been the sole contracting each route [2] :
scheme in use by London Buses since 2000 [2]. This 

contracting scheme is a variant of Gross Cost contracts. • The specific routing of the bus, including terminal 
Operators make bids based on the total cost of operating a arrangements

6.2 INTERNATIONAL CONTRACTING STRATEGIES The major change in this regard was to switch from a mostly 

deregulated market to a 'semi-public' or 'quasi-public' system. 
Reforms in Seoul: Under this new approach, private bus operators continue in 

their role as service providers, but all decisions regarding 
Prior to the 2004 reforms, the bus system in Seoul was mostly route planning, schedules, fare levels and overall system 
deregulated [32].  Private bus companies were allowed to design are now under the control of the SMG [27]. The private 
provide services on any routes they deemed commercially bus companies have to participate in a competitive tendering 
viable, subject to obtaining an easily available license from process in order to win the right to ply specific routes. Bus 
the public authority. The Seoul Metropolitan Government companies that succeed in winning tenders provide services 
(SMG) had very little control over the system aside from setting according to strict contractual specifications stipulated by the 
fare levels [11]. Most significantly, the SMG played no role in SMG [27]. 
route or system planning. Since there was no overarching 

organization of the bus network, this resulted in a highly In Figure 6.4, we see that the Seoul bus system transitioned 
inefficient and disorganized system with many overlapping from a 'passive franchise' model to a 'proactive planning with 
and circuitous routes, low service levels in some areas and service contracts' model.
excessive supply in others, and poor integration between the 

various bus routes and other transport modes [32]. Prior to the reforms, revenues for the private bus companies 

Figure 6.4  Contracting mechanism across several cities in the world

Source: Framework from [63] 
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route, including profit margins. London Buses retains all fare The other incentive for bus operators is an automatic 2-year 

revenues. In addition, however, there exist direct financial extension of the contract for exceeding the ‘Extension 

incentives for operators based on performance. These Threshold’ criteria detailed in the tender documents. These 

incentives are of two kinds, criteria are related to, but higher than, the MPS. The contract 

extension is offered at the current contract price, adjusting for 
• Bonus payments and deductions based on the quality of inflation. Operators can choose to accept or reject the 

service extension offer. If accepted, the route is withdrawn from the list 

of routes to be tendered that year and is offered for tender at 

the end of the extension. If the extension offer is rejected, then 

the route is tendered in the regular manner. 

Based on the success of these financial incentives, two further 

incentive schemes have been introduced. In 2008 an 

incentive based on driver quality and customer service was 

introduced, and an incentive based on vehicle cleanliness was 

introduced in 2009 [2]. Assessments for these incentives are 

made by a combination of Mystery Traveller surveys and 

vehicle inspections at terminals. Payments and deductions will 

be made depending on whether operators exceed or fall 

below network wide standards. 

While Quality Incentive Contracts have played a major role in 

significantly improving the quality of bus services, the financial 

incentives have resulted in large subsidies for the London Bus 

system as a whole. 

6.3  INDORE CONTRACTING

• Automatic contract extensions 
Indore uses a Public-Private Partnership model, in which 

public agencies are in charge of road infrastructure provision, Performance related payments are based on a comparison of 
service regulation, tracking, supervision and performance the operator’s annual performance with the Minimum 
monitoring. Bus operations, ITS, issuance of seasonal passes Performance Standards (MPS) specified in the service contract. 
and fare collection are contracted to private vendors based on 

an open bidding process.  Indore City Transport Services Ltd. • For High Frequency routes, payments are made on a 
(ICTSL), the public transport authority, procures bus services graduated scale based on every 0.10 minute change in 
using a Net Cost Route contract [34]. ICTSL is the regulator the Excess Wait Time (EWT, defined as time above the 
and enforcer of contracts and also addresses issues of expected wait based on service frequencies) for 
implementation. As ICTSL has a small staff with limited passengers.
technical capacity, the Net Cost contracting method is an 

• For Low Frequency routes, the relevant statistic is a 2% appropriate choice (see table 6.4). 
change in the On-Time arrival percentage. 

Indore City Transport Services Ltd. (ICTSL) has made 
• For every step above the MPS (i.e. 0.10 min reduction in provisions of office space for each of the private operators 

EWT or 2% higher On-Time), the bus company receives a within their own city premises [34]. This allows for a regular 
bonus payment of 1.5% of the contract price. communication of information and concerns between both 

groups. Conflicts are identified and resolved in lesser time due 
• For every step below the MPS, a 1% deduction is made to the healthy rapport between agencies. ICTSL also includes 

from the contract prices. suggestions from bus operators on planning decisions. For 

instance, suggestions from operators were incorporated in the 
• Bonuses and deductions are capped at 15% and 10% of 

scheduling of new fleet introduction. 
the total value of the contract respectively. 

London's Quality 
Incentive Program 
has played a big 
role in improving 
the quality of bus 
service. 

Figure 6.5  Indore Organization Chart

The successful public private partnership framework of ICTSL requires almost no investment from the state and is a model that 

can be used in cities which have no formal public transport and very limited local capacity to implement it. 
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