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You contacted the Library requesting some research for a project you are working on with regard to train fares. Below I have given as much information as we can find in response to the specific questions you asked on London zones, South West Trains and competition policy. 

For your information, the new zonal pricing requirements for rail franchises operating within the Greater London Authority boundary were introduced in January 2007. This may well be a precursor to the Government agreeing to extend the Mayor of London’s powers to include all overland rail services in the future and the use of Oyster Cards on those services. The Department published a consultation paper on this in March 2006, and are due to make a further announcement on this issue later this year.
I Zones

1. Origin and History of London’s Zones

You asked about the origins and history of London’s zones, for both tube and train, to aid your understanding of how they have historically interacted (although your primary interest is the trains). 

This extract from a 1991 Monopolies and Mergers Commission report into London Underground gives a summary:
10.6. Until October 1981 LUL, in common with the rest of LRT [London Regional Transport] and with BR [British Rail], operated a system of ticketing based principally on the sale of point-to-point tickets, either single journey or period season tickets, with charging on a scale graduated by distance. Reduced fares were offered for off-peak day returns and a discount applied to the pre-purchase of travel through season tickets. Through booking to/from some BR stations was possible with fares being ‘summated’, but LUL tickets were not generally valid on buses. During much of the 1970s bus and Underground fares scales were different. 

10.7. In the late 1970s steps were taken to equalise bus and Underground fares and to develop a simpler ticketing system which would facilitate the pre-purchase of travel by passengers in the form of season or similar tickets. This initiative was driven particularly by the need to reduce the time taken by fares transactions on driver-only buses, so as to speed up this form of operation and permit its extension. Integration of fares and inter-modal ticketing was also seen as a first step in better planning of integrated public transport services. 

10.8. In October 1981 the newly elected Labour GLC introduced its ‘Fares Fair’ package. LUL’s fares were reduced by an average of 31 per cent. At the same time the opportunity was taken to introduce a major simplification of the London Buses and LUL fares structures. The main feature of the restructuring was to create two charging zones in the central area (City and West End) within which flat fares applied. This represented the first application of zonal fares to LUL. 

10.9. The low fares introduced in October 1981 as part of the Fares Fair package proved relatively short lived. Legal action initiated by the London Borough of Bromley led to a decision by the Law Lords that the fares reduction as proposed and implemented was illegal. As a consequence of this decision, fares were nearly doubled in March 1982. The two central area charging zones were, however, retained and the opportunity was taken to restructure the Underground graduated fares scale to intervals of three miles. This had the effect of introducing a de facto inner rail zone, with equalisation of radial bus and rail fares for journeys from the Inner Area to a single Central Zone. 

10.10. Following a High Court Action between LRT and the GLC to establish the legality of reducing fares to broadly the level that existed prior to the Fares Fair scheme, it was decided that fares should be reduced by on average 27 per cent in May 1983. At the same time the vast majority of LUL stations were brought into a zonal fares scheme by creating five zones, namely: 

- Zone 1 A central zone comprising approximately the area within the Circle Line, with certain additions. 

- Zone 2 An inner zone approximately 3 miles wide around the central zone. 

- Zones 3, 4 and 5 Outer zones covering the rest of Greater London and together forming a suburban ring varying in width from about 9 to 12 miles. 

10.11. Season tickets and many bus passes were replaced by Travelcards, which were valid on both LUL and London Buses within the zones purchased, offering to regular passengers for the first time inter-modal travel with one ticket. Both ordinary fares and Travelcards were assessed on the zonal structure. Charges varied according to the number of zones through which travel was made, with no further charge for re-entry to the same zone. Special charging arrangements applied for short-distance cross-boundary journeys, where the full two-zone fare would have been unreasonably high. 

10.12. In 1984 a one-day Travelcard was added as an off-peak ticket initially as an alternative to cheap day returns, though the latter have gradually been withdrawn as the scope of the off-peak Travelcard has been increased. The one-day Travelcard is only available after 9.30 am. It can be used in the evening peak period. 

10.13. From January 1985 a further period ticket was introduced giving availability within zones on NSE services as well as LRT services. These tickets, sold under the brand name of ‘Capitalcard’, were initially priced 10 to 15 per cent higher than the Travelcard to reflect their wider availability. A one-day version of the Capitalcard was added in June 1986. Capitalcards were also available from BR stations outside the Zone 5 boundary. These offered travel by BR from the selected station to the Zone 5 boundary with onward travel by BR or LRT services including bus, Underground and DLR inside the Zone 5 boundary. These services were competitively priced at a small add-on to the fare from the BR station to its Central London terminal or termini and proved very popular with commuters who wished to use LRT services for onward distribution from the BR terminal. 

10.14. In January 1989 the Travelcard and Capitalcard were merged under the common brand name of Travelcard. 

10.15. The outer boundary of Zone 5 reflected the old GLC area. The zone extended considerably further from Central London in some directions than others. This was of particular concern to NSE as it meant that fares on some of its radial routes from points at or just outside the Zone 5 boundary had to be held down below their normal level related to mileage from the Central London terminal because of the need to relate fares to the standard all-zones Travelcard. In the January 1991 fares increase the opportunity was taken to split Zone 5 into two zones, thereby creating a Zone 6. Fares from stations in Zone 6 to other zones were increased by slightly more than fares from Zone 5. The current fares structure is summarised in Table 10.1. 

10.16. LRT considers that the zonal fares structure and associated Travelcards have been found to offer important benefits compared with the traditional graduated scales related to distance. It has pointed out that: 

 (a) the integrated approach encourages passengers to use railway services for the main radial movements, and to use buses for feeder and distribution journeys and for local trips in the suburbs, leading to a cost-effective use of resources; 

 (b) Travelcards generate both additional travel (mostly off-peak) and extra revenue, as passengers increasingly recognise the convenience and value of the tickets; 

 (c) the scope for fraudulent travel is reduced as opportunities to ‘override’ are reduced and ticket checking can be concentrated in relation to zonal boundaries; and 

 (d) the ticket-issuing task is reduced and this has allowed OPO on buses through faster boarding speeds. 

These factors are reflected in the zonal pricing scale, with higher fares charged in to and from Zone 1.
 

A further extract from the report gives a little more information on why zones were used:
10.37. LUL has also stated that journey costs are significantly determined by station use and hence a strictly distance-proportionate scale would not be appropriate. Station costs in the outer zones are generally lower than those of Zone 1, and prices to/from the centre reflect these factors. 

10.38. We have also been told that, whilst time-of-day costing is not routinely undertaken, desk analysis suggests that congestion is the significant variant on short-run marginal costs and capacity that on long-run marginal costs. This leads to the conclusion that costs are higher in the peak in the central area where congestion and capacity constraints apply, and this conclusion underpins both LUL’s policy of discounting off-peak travel and its moves to establish peak travel in Zone 1 as a premium product. 

10.39. Whilst there can be little doubt that the costs of operation per train mile are higher in the central area than in the suburbs, and in the peak than in the off-peak period, LUL has not been able to provide any recent quantitative estimate of the extent of this difference. In particular, it has not been able to demonstrate whether: 

 (a) after allowing for the difference in average loading per train and frequency of service operated, unit costs per passenger are actually higher in the peak than the off-peak or in the central area compared with suburban areas; and 

 (b) the average fare paid per passenger mile is markedly higher or lower in the central area as compared with suburban areas and in the peak as compared with the off-peak. 

10.40. We also discussed with LUL whether the present zonal fares system enabled it to set prices which reflected the costs of individual journeys. LUL told us that in the design of the six-zone system it was balancing simplicity, which made for operational ease and passenger convenience, against more complicated structures which attempted to match the market more finely.

2. Criteria for current zonal system

You asked what criteria were used to draw up and amend the current zonal system. We contacted Transport for London, who gave us the following information:
There are currently 6 fare zones for Underground and National Rail services within the London area, with Zone 1 covering the central area, about 6 miles from West to East and 4 miles from North to South. The remaining zones form concentric rings around it, each 2-3 miles wide. There is a 4-zone extension covering the Metropolitan Line beyond the London boundary. Buses have flat fares covering the whole network. 

The zones apply to Travelcards, which cover all public transport modes, and to other TfL-only tickets. Since January 2006 they have applied to single ticket through journeys between the Underground and National Rail services and, since January 2007, to single ticket journeys entirely on National Rail services.

The zonal structure is intended to provide a simple framework for setting ticket prices which is easily understood by the travelling public without removing the broad relationship between the amount of travel undertaken and how much is charged for it. It also gives greater flexibility for day and season ticket users to vary their journeys without having to change their tickets. Inevitably this requires some trade-offs and compromises to be made.

The Zone 1 boundary has been set to correspond broadly with the edge of the central business and commercial area and the outer boundary with the edge of the London administrative area. The intermediate boundaries are of roughly equal width, with some slight variations to reflect local geography.

3. Re-zoning

You asked what re-zoning(s) has occurred over the years, and in particular if any major rezoning exercises have taken place in the last 10 years. In addition, you are interested in any stations that have been rezoned as a result of the January 2007 move to zonal pricing for single and day return fares on London trains. 

We have found various references to the following key re-zoning exercises in recent history:

· May 1983 - creation of a 5 zone London fares system
· Jan 1991 - Zone 5 was split into 2 zones and a zone 6 was created
· 1998 -  according to this 2005 press article: 

A spokesman for Transport for London, which is responsible for the zonal system, said: "The zonal system goes back to 1983. There has been some re-zoning, for example the last time it was done was in 1998 on the Met Line, but there are no plans to change the zones at the moment." 
 

However, we have not been able to trace any information on exactly what changes were made in 1998.
We are not aware of any stations that have been rezoned as a result of the January 2007 changes.
4. Stations

You asked for information indicating which stations have been re-zoned, including when and after what process. 
Transport for London was able to provide us with the following information:

Specific stations re-zoned in the last ten years or so have been as follows:

January 1997

Moor Park from Zone A to Zone 6/A boundary

Debden, Theydon Bois and Epping from outside the zones to Zone 6

January 1998

Metropolitan Line Zones A-C revised into Zones A-D

January 1999
East India and Pudding Mill Lane (DLR) from Zone 3 to Zone 2/3 boundary

January 2000
Beckton, Cyprus, Gallions Reach and Beckton Park (DLR) from Zone 4 to Zone 3

January 2004
Watford (Metropolitan Line) from Zone B to Zone A

January 2005

Cheam and Belmont from Zone 6 to Zone 5

January 2006
Whyteleafe, Whyteleafe South, Caterham, Banstead, Epsom Downs, Tattenham Corner, Tadworth, Kingswood, Chipstead and Upper Warlingham from outside the zones to Zone 6

January 2007

Roding Valley, Chigwell, Grange Hill, Hainault, Fairlop and Barkingside from Zone 5 to Zone 4.

Stoneleigh from Zone 6 to Zone 5, Ewell East & Ewell West from outside the zones to Zone 6

The Central Line stations which were rezoned in January 2007 lie just outside the London administrative boundary, which had also formed the boundary between Zones 5 and 4 in the area. Changing the stations to Zone 4 brought them into the same zone as the suburban area which forms their main catchment area. The change had been sought by a local transport group for some time. Loadings on that section of line are very light and the effect on revenue was minimal. Retailing and revenue control was simplified by the change. 

TfL is not able to provide any information on the effects of zonalising National Rail fares or the recent rezoning of stations in South London. Enquiries on these matters should be directed to the Association of Train Operators or the TOC concerned.

Further details of the underground stations that were rezoned on the Central Line in January 2007, namely; Barkingside, Fairlop, Hainault, Grange Hill, Chigwell and Roding Valley, are outlined in the following press release:
Central line stations on Hainault loop to join Zone 4

29 December 2006 

From 2 January 2007, some stations on the Central line will move from Zone 5 to Zone 4.

The stations that are affected are Barkingside, Fairlop, Hainault, Grange Hill, Chigwell and Roding Valley.

Customers travelling from these stations will pay less than they would do if these stations remained in Zone 5.

Jeff Ellis, General Manager, Central line said: 'Passenger numbers on this part of the line have traditionally been low compared to other parts of the Tube network.

'We are trying to increase passenger demand on this section of the Central line by making a number of changes to make Tube travel as attractive as possible.

'Now we have decided that these stations currently in Zone 5 will move to Zone 4 from 2 January 2007.

'This will have the benefit of simplifying the current fares structure and means that customers travelling from these stations will pay less than they did previously when they were in Zone 5.

'Last month, the Hainault loop received a major boost when services began operating beyond 8pm until the end of Central line services between Hainault to Woodford via Roding Valley.

'Prior to the timetable change, Central line services had not served Grange Hill, Chigwell and Roding Valley stations after 8pm for many years.'

London Underground has no plans at present to re-zone other Tube stations.

Further details on the rationale for this rezoning are set out in the ‘Request for Mayoral Approval’ document that was produced to authorise the changes:

2.9 Station rezoning

2.9.1 It is proposed to rezone stations on the Hainult Loop of the Central Line which are currently in Zone 5 to Zone 4. This includes Roding Valley, Chigwell, Grange Hill, Hainult, Fairlop and Barkingside. The change has been sought by a local transport group from some time. Loadings on this section of the line are very light, with under 10,000 passengers per day (less than 0.4% of the Tube network total), so the effect on revenue will be minimal. Retailing and revenue control will be simplified.

5. Benefits of zoning

You asked what work has been done to estimate the costs and benefits of zoning. We have found the following references:
· In July 1988, Harry Cohen MP asked the Secretary of State for Transport to deposit 'a copy of the London Regional Transport discussion document on shared ticketing in the Library'. This request was refused on the grounds that 'it was prepared by LRT as a basis for internal discussion of the options'.
 This report may (or may not) have contained useful information on the benefits of zoning – however it would probably take an FOI request to obtain a copy.
· The 1991 MMC report mentioned in answer to Question 1 recommended that London Regional Transport should carry out some research into the costs and benefits of zoning:
10.66. LRT has told us that in the design of the six-zone system it is balancing simplicity, which makes for operational ease and passenger convenience, against more complicated structures which attempt to match the market more finely. 

10.67. We believe that it would be desirable to study in more depth the arguments for and against the current zonal system. We therefore recommend that LRT should carry out an in-depth review of the merits of the present zonal fares system and whether it would be better to replace it with a system which more closely reflects the costs of each individual journey made. 

We have not been able to trace any evidence to suggest that such a review was carried out by LRT.
· In 2002 or 2003 Transport for London carried out a Longer Term Fare Policy Review which may have included some information on this - but the Library has not been able to track down a copy. Again, it may be regarded as purely an internal review and might take an FOI request to release it. 

· There have been other reports which have mentioned some of the advantages and disadvantages of zoning of transport systems, but we have not been able to trace anything particularly substantial. For example, in 2004 the London Transport Users Committee said:
1.1
Once upon a time, many years ago, the pricing of rail travel was comparatively straightforward.  In essence, fares were arrived at by multiplying the length of the journey (in distance, not time) by a standard amount per mile.  Of course, there were surcharges for superior classes of accommodation, and reductions for children.  And the rate per mile might be “tapered” for long journeys, or for return trips, to promote use of the services and to reflect the fact that some costs – such as ticket selling, and upkeep of stations – are independent of the distance travelled.  But generally speaking, the further one journeyed, the more it would cost.

1.2
That assumption still underlies most people’s expectations about the price of tickets.  But the reality today is much more complex.  Fares can vary greatly by the time of day at which, and/or the day of the week on which, the trip is made.  For those whose journey is the same every day, season tickets offer substantial savings.  Some categories of passenger can purchase Railcards which offer reduced-rate travel in return for restrictions on when they are used.  Group travel may also attract discounts.  And the advent of zonally-based Travelcards in London has further weakened the link between price and distance, since the number of zones traversed in the course of a trip may depend as much on the direction of travel as the length of the journey.

In 2002 the Committee said:
Currently, the National Rail, bus, Underground/DLR, Tramlink and river fares systems are basically separate entities. The only real integration is with Travelcards, and with some through fares between the various rail networks. This lack of integration produces a number of problems. 
In a truly integrated and seamless system, passengers making journeys within Greater London should be able to buy one ticket, at (or before) the first point they access the system, which will cover them for the whole journey. Thus TfL, the SRA and the Association of Train Operating Companies (ATOC) should be working together to bring all the modes into a single, simple and coherent ticketing system. 

Problems with London’s fares and ticketing systems 
Journeys that are most conveniently done multi-modally (e.g. bus then rail) often cost more than similar journeys using just one mode. 
Such journeys (especially those involving buses) often require more than one ticket purchase, thus delaying the passenger and adding to the demands on the system
Bus-bus journeys require two fares – with a particular impact on passengers whose route has been split into two sections. 
The disparity between single/return fares on the Underground and fares for similar local journeys by National Rail is unfair on those who live in areas not served by LUL. It also distorts the inter-modal allocation of resources between one part of London and another. 
Underground ticket offices (even at stations served by National Rail trains) cannot sell the full range of tickets for journeys involving National Rail legs, even for journeys wholly within London (which especially frustrates passengers who are taking National Rail services from that very station). (The new all-day Travelcard should help to alleviate this problem.) Farringdon is a prime example. 
National Rail stations cannot sell the full range of tickets covering the outer reaches of the Metropolitan line. 
National Rail stations do not sell bus passes or bus Savers, despite being often a potentially convenient outlet. 
Passengers have to learn the quirks of several different ticketing systems and the complicated rules about exactly what tickets are valid on what elements of London’s rail networks (e.g. the status of Exchange Travelcards, the extent of inter-availability between National Rail and LUL services, or the long-standing confusion about ‘what tickets are valid to what stations’ on the central part of Thameslink.
Certain Railcard-discounts and charter-discount arrangements for otherwise identical tickets will differ according to whether they were bought from LUL or National Rail outlets. 
(…) This will probably require the National Rail network to join the Underground in a zonal fare system within Greater London. Although this can disadvantage people who are making very short journeys, the overall benefits (in terms of simplicity, retailability and integration) of a well-designed zonal system would be substantial.
 

· In 1996 the European Conference of Ministers of Transport said:
a. Travelcard and Capitalcard in London

In London, the reform of the tariff structure carried out in 1983 was very close to the choice made in Paris and its region in 1976; to replace the old season tickets for given trips on the underground and those for bus zones, users were offered a multi-modal Travelcard, whose introduction was associated with the adoption of a zonal system for the entire network (5 zones were defined), and a modulated reduction in tariffs. The Capitalcard introduced in 1985 made it possible to extend the system to the railways and in 1989 these two cards were combined. 

Though it is difficult to separate the effects of the tariff reduction from those of the restructuring of the system, the results of the London tariff reform were as follows:

· the number of subscriptions increased by 150 000 units and the traffic lost in earlier years due to tariff increases was won back;
· there was an increase in underground traffic at the expense of bus traffic during peak periods and a general increase in traffic outside peak periods;
· there was a significant switch back to public transport from private cars;
· in a single year, the share of total trips made using the various passes increased from 51 to 65 per cent.

· National Rail
 would appear to regard the change to zonal pricing for rail services in London to be beneficial, as outlined on the following extract from their website that address the changes made to fare pricing in London:
Isn’t this just a way of raising fares?

No. There will be individual journeys where the price will go down and others where the increase will be higher than usual. These variations are unavoidable, as in the past local fares were charged at rates determined by individual Train Companies. Overall the process of harmonisation will prove to be beneficial as fares are simplified and National Rail moves towards introduction of Oyster ticketing across the whole London Fare Zones area. Taking the London area as a whole, zonal fares comply with the Government’s fares regulation policy.

6. Relationship between the Oyster card and zones

You asked what relationship, if any, exists between the Oyster card and zones. In particular, you wanted to know whether it is possible to operate Oyster cards without zones – or zones without Oyster cards. 

As you are probably aware, the Oyster card operates in two ways, either as ‘pay-as-you go’, in which you use the card to pay for journeys as and when you make them, or as a travel card where you store a pre-purchased Travelcard on your Oyster card. Oyster cards can be used on all tube services, and all national rail services across London if used as a Travelcard. However, at present, pay-as-you-go Oyster card users can only use a limited number of rail services, as outlined on the TfL website:

Oyster on National Rail

Travelcards for relevant zones stored on Oyster can be used across National Rail services in London. However, National Rail only allows customers to pay as you go on the following services:

- Amersham to Marylebone

- Finsbury Park to King’s Cross/Moorgate

- Harrow & Wealdstone to Euston (but not at Kilburn High Road/ South Hampstead)

- Kentish Town to Moorgate / Elephant & Castle/London Bridge

- Liverpool Street to Walthamstow Central Tottenham Hale/Seven Sisters (but not at intermediate stations)

- Richmond to Gunnersbury

- Stratford to Liverpool Street

- Stratford to Tottenham Hale/ Seven Sisters

- Upminster to Fenchurch Street/Liverpool Street via Barking (but not at Forest Gate/Maryland)

- West Ruislip/South Ruislip to Marylebone (but not at intermediate stations)

It will soon be the case that you will be able to use pay-as-you-go on all London over-ground train services within zones 1-6, as outlined in the following press release:

Train firms agree to Oyster pay as you go 
London's overground suburban train companies have agreed in principle to start accepting Oyster pay as you go cards.

A series of deals means that all nine companies have now each agreed that passengers will be able to pay in this way.

The announcements follow an offer from the Mayor last year to provide £20 million to help install Oyster pay as you go reading equipment across the overground network.

Silverlink was already expected to take up Oyster this summer ahead of it being taken over by Transport for London next year.

Now the other eight companies have given an agreement to accept Oyster pay as you go on all services between zones 1-6.

There is no date as yet for when Oyster pay as you go will be fully accepted, but once in place passengers will be able to reap the benefits of cheaper travel.

Some train companies are at a more advanced stage than others - such as c2c and Chiltern who have both fully signed up - while other companies - including Southern and Southeastern - have agreed to accept, but have expressed reservations.

Transport for London will now be working with the companies to iron out all their concerns so that Londoners can have, for the first time, a fully integrated transport system that will allow them to use Oyster pay as you go on all Tubes, buses, the Docklands Light Railway, trams and overground trains.

Transport commissioner Peter Hendy said: 'It is good news that two companies have fully accepted Oyster pay as you go and that all of the others have given outline agreements. This is a step in the right direction towards London having a fully integrated transport service allowing Oyster pay as you go to be used on all journeys.

'Transport for London will work with the companies over the next few months to try to resolve outstanding issues.' To date, 10 million Oyster cards have been issued in London since they were launched in 2003.

And three quarters of all journeys on the capital's Tubes and buses are now paid for with an Oyster card.

Only 5 per cent of Tube and bus passengers use cash.

Oyster pay as you go was introduced to speed up bus journeys and reduce ticket queues at Tube stations.

You asked whether you can operate Oyster cards on rail services in London without zones. Theoretically you could, however TfL may argue that this would serve to complicate and weaken the operational advantages of the Oyster card and would go against the Mayor’s policy of making public transport more attractive by simplifying fares
.
It could be argued that if Oyster cards were used to pay for point-to-point journeys without zonal pricing in place, customers would need to be aware of the price of one of 97,300 possible trips, which would require similar customer information facilities as for the current paper tickets. A perceived advantage of Oyster, and its use of simple zonal pricing, is that it reduces reliance on ticket offices and facilitates speed of use by offering a maximum of 21 potential zone to zone fares. Transport for London could argue that a requirement for customers to search for their journey fare from a list of 97,300 potential options would compromise the Mayor’s objective to simplify fares.
As to whether you can you operate zones without Oyster Cards, yes you could. For Travelcards, this is essentially what happened for much of London’s transport with paper tickets before Oyster cards were introduced. Furthermore for individual journeys, this is what has been happening since January 2007 (see DfT press release in 7. Legal Responsibilities), and will continue to happen for a large number of trips until Oyster card readers are installed at all London stations. 

7. Legal Responsibilities

You asked who is currently responsible, in law, for: setting the zones for the trains – which stations in which zones; deciding on prices for particular zones, and journeys between zones, and; deciding on whether or not a zonal system should exist in the first place, or continue to exist. 
I have spoken to DfT with regard to the general responsibilities. An official informed me that these types of decisions are generally made following agreements between the key parties involved, rather than as a result of any specific legislation that determines who is responsible for undertaking the decision. With regard to your question, the official told me the following:

· The decision regarding which stations are in which zones appears to be a matter for Transport for London and the Train Operating Companies (TOCs) to agree on, as part of the general Travelcard scheme.
· The decision on fare levels for national rail journeys between zones is a matter for the Train Operating Companies to agree with the Department for Transport. These are generally set on the basis of ‘no net loss, no net gain’ for TOCs and must be at a level that complies with the conditions set out in the franchise agreements.
· The decision to operate a zonal structure to pricing in London is determined by the Department for Transport, in consultation with TOCs and TfL. This general policy originates from the 2004 White Paper.
Transport for London has provided us with the following information:

The fare zone structure and the classification of individual stations are also covered by the Travelcard Agreement. The TOCs are required under their franchises to honour this agreement. Any changes to it, including the zoning of stations, must be agreed between TfL and the TOCs. In practice, TfL will not object to minor reclassifications requested by the TOCs involving stations not served by the Underground. Similarly, the TOCs will not resist minor Underground station rezonings requested by TfL, so long as they do not have a significant impact on their fares revenue. It is for the individual TOCs to decide whether zonal fares should apply to tickets other than Travelcards. The Department for Transport has no involvement in the setting of zones. 

The Mayor sets fares for TfL services, in line with his announced transport strategy and fares policy. He has to agree Travelcard prices with the TOCs. The TOCs set other fares for their services, subject to limits set by the Department for Transport on the size of any fares increases each year. Limits can vary between the TOCs and apply both to groups of tickets (including Travelcard Seasons) and to individual ticket prices.

In addition, the minutes of the TfL Board meeting on 25 October 2006 gives details of a report from the Commissioner, Peter Hendy, to the board on the 2007 fares revision:

January 2007 Fares Revision:

The Commissioner reported that a simpler ticketing structure had been agreed with the Train Operating Companies and announced by the Department for Transport. It would enable a more understandable fare system to be in place and one that tied-in with Oyster pay-as-you-go in due course.

You will already be aware that the Railways Minister, Tom Harris, claimed that Department for Transport were currently responsible for the recent ticket rezoning for overground trains, during the debate on 14 March 2007 regarding Waterloo Station:

ticket rezoning was not the Mayor of London’s initiative, but that of the Department for Transport. It was an excellent initiative, which was widely welcomed, and it will pave the way for the use of Oyster card pay-as-you-go fares throughout Greater London

The following Department for Transport press release outlines full details of the scheme:

Zonal fares for London trains pave the way for smart ticketing 

A new simple fares structure for London train travel was announced today by Rail Minister Tom Harris. From January 2007, the pricing for single and return rail tickets within London will be based on the same familiar zones already used for Underground and Travelcard tickets. 

The new structure will help pave the way for Oyster pay-as-you-go smart ticketing to be rolled out across national rail in London over the next few years. It will simplify the current complex system of individually-priced station-to-station fares. There are over 330 rail stations within the Travelcard zones, and at present each of 97,300 different station-to-station combinations has its own set of fares. These will be replaced by just 21 zone-to-zone combinations, with a single, return and cheap day return set for each. 

Announcing the new structure, Tom Harris said: 

"This removes a barrier to the introduction of smart ticketing, bringing seamless travel for London passengers closer. The new system is simple and sensible. It will make train fares in different parts of London consistent with each other and will use the zones that travellers are already familiar with. 

"The zonal fares are another step in rolling out Oyster pay-as-you-go across national rail in London over the next few years. As other smartcards are rolled out outside London, passengers across the country will start to benefit from integrated smartcard ticketing on all modes of travel." 

Steve Howes, Director of London, Association of Train Operating Companies (ATOC), said: 

"We will work with the Department for Transport to implement this historic change to London's fare structure. It is designed to make travel around London's rail network easier and simpler for passengers. It will also enable the introduction of Oyster Pay as you Go across London's overground rail network." 

Brian Cooke, Chairman of London Travelwatch, said: 

"This is a great boost for London. Research shows that the complexity of fares is one of the barriers to greater use of the railway and we hope today's announcement will substantially remove that barrier. We believe this simplified system will make travelling across London and on different modes of transport much easier and ensure passengers are always sold the cheapest and most appropriate tickets for their journey." 

As compatible smartcards based on the ITSO (integrated transport smartcard organisation) standard are rolled out outside the capital, passengers will be able to benefit from national smartcard-enabled through-ticketing on all modes of travel.

It is likely that some responsibilities for national rail services in London may change in the future to give greater powers to the Mayor. The Department for Transport outlined current responsibilities, and future plans for rail in London, in the 2004 Rail White Paper, The Future of Rail:

London

5.7.1 London has by far the most extensive and complex public transport network in Britain and potentially has much to gain from greater integration within and between modes. With this in mind, the Government has devolved responsibility for nearly all transport in London to the Mayor and requires him to develop an overarching Transport Strategy for London. In developing this Strategy, the Mayor is expected to promote integrated and economic transport services to, from and within Greater London.

5.7.2 The importance of London to the national rail network, with two thirds of all British rail journeys starting or ending in London and extensive usage of the London network by freight operators, means that full devolution would result in unacceptable fragmentation. This is why the Mayor does not have operational control of rail in London. At present, the Mayor has the power to give Directions and Guidance to the SRA to ensure that rail complies with the overall Transport Strategy for London. This has resulted in a number of initiatives, such as agreement to form the joint TfL/SRA “London Rail Partnership” and the creation of the “Overground Network” pilot. The Government wishes to build on this, given the potential benefits of more integrated fares and ticketing and greater regional involvement in decision-making.

5.7.3 The Government proposes to extend the Mayor’s responsibilities for rail services within the GLA boundary. In the short term, we will work with the Mayor on proposals to rationalise fare structures and ticketing technology across different types of public transport in London. This will include the setting of Travelcard fares. We also propose to explore urgently options for giving an increased role to the Mayor on discrete services that lie entirely, or almost entirely, within the GLA boundary.

5.7.4 Going forward, the Government proposes that the Mayor should be able to buy additional services or propose savings. This would be on the same basis as the approach described above for Passenger Transport Executives – in particular, there would need to be capacity on the network for any additional services, and Transport for London would need to pay any additional costs (or would recoup any savings, if that were the case).

5.7.5 We will also consider whether the Mayor should be able to specify service levels directly, and whether there should be any scope for Transport for London to take revenue risk from train companies for services within the GLA boundary or to have a greater role in relation to new or self-contained infrastructure. If this option were to be pursued, then in order to ensure that the overall costs of the railway were controlled, the Mayor would need a budget to cover the cost of rail services. This would also allow Transport for London to prioritise spending on rail, and between rail and other public transport modes, to ensure best overall value for money.

5.7.6 Because the London commuter rail network does not stop at the GLA boundary, we will look at whether it is feasible to give Transport for London the right to specify and pay for services in an area slightly bigger than Greater London that makes more sense in rail transport terms. However, we will need to ensure that the rights and interests of rail passengers outside of London are protected, and will want to consult fully with the Greater London Authority and neighbouring regional and local bodies before reaching a conclusion on this proposal.

5.7.7 Because of the complexity of London’s transport system and the long-term nature of agreements with train companies we propose to proceed by a staged approach. In the short term:

· the Government will work with the Mayor on rationalising fares (including Travelcard) and ticketing technology within the GLA boundary;

· the Government will actively explore options for giving an increased role for the Mayor on discrete services within the GLA boundary;

· the Government will consult fully with a wide range of London and South East stakeholders; and

· the Government will take enabling powers when Parliamentary time allows that will allow it to introduce greater changes at a later date if satisfied that they will bring the expected benefits.

A consultation document to consult on the measures proposed by the Government in the White Paper was published in March 2006. The consultation document asked the following with respect to fares and zones:
Fares, Zones and Ticketing Technology

17. Discussions on the scope of TfL’s powers with respect to fares on the National Rail network in London are continuing. The Department is considering whether the Mayor should be given power jointly with Train Operating Companies to set fares for rail services operating entirely within the Greater London boundary.

18. This paper seeks views as to whether such powers should also be extended to specified services extending outside the GLA boundary, if they are granted.

19. If the Mayor is given this power within the extended boundary, the Department would not be able to ring fence any extra revenue generated. In line with the Future of Rail White Paper commitment, this would allow regional and local stakeholders to make decisions across different transport modes.
Q 3: If the Mayor is given the power to determine fares on services within his

current jurisdiction, should the services to stations beyond the boundary

identified through this consultation exercise also be included?

An official response to the consultation is expected later this year.
Section 175 of the Greater London Authority Act 1999 outlines Transport for London’s current responsibilities with regard to national rail in London:
175 Co-operation with the [Strategic Rail Authority]

(1)     It shall be the duty of Transport for London (either acting directly, or acting through a subsidiary) and the [Secretary of State] to co-operate with one another in the exercise and performance of their respective functions for the purpose—

(a)     of co-ordinating the passenger transport services for persons travelling to, from and within Greater London—

(i)     which are provided by Transport for London or any of its subsidiaries, and

(ii)    which are provided under franchise agreements, or [are secured services (within the meaning of Part 4 of the Railways Act 2005) provided by or on behalf of the Secretary of State]; and

(b)     of securing or facilitating the duty of Transport for London under section 154(3) above;

. . ..

[(1A)     Before—

(a)     issuing an invitation to tender for a franchise agreement in a case in which the services to be provided under the agreement are or include London railway passenger services, or

(b)     entering into a franchise agreement in respect of such services in a case in which no such invitation has been issued,

the Secretary of State must consult Transport for London.

(1B)     The Secretary of State and Transport for London must each provide to the other any information which—

(a)     the other reasonably requires for a purpose mentioned in subsection (1)(a) or (b); and

(b)     is information which it would have been lawful for him or (as the case may be) it to disclose apart from this subsection.]

(2)     For the purposes of the co-operation required under subsection (1) above, Transport for London and the [Secretary of State] may enter into such arrangements with one another with respect to the exercise and performance of their respective functions on such terms as may appear to them to be expedient.

[(2A)     Those arrangements may include arrangements under which sums become due from Transport for London to the Secretary of State—

(a)     in respect of London railway passenger services;

(b)     in respect of station services provided in connection with such services; or

(c)     in respect of bus substitution services provided as alternatives for London railway passenger services.]

(3)     The references in subsections (1) and (2) above to the functions of the [Secretary of State] shall be taken as a reference to—

(a)     [his] functions under sections 23 to 31 of the Railways Act 1993 (franchising of passenger services), and

(b)     the duties imposed upon [him] by [sections 22 to 24 of the Railways Act 2005] (discontinuance of railway passenger services) to secure the provision of services.

[(3A)     A reference in this section to a London railway passenger service is a reference to—

(a)     a service for the carriage of passengers by railway between places in Greater London; or

(b)     a service for the carriage of passengers by railway between places in Greater London and places outside Greater London.

(3B)     Expressions used in this section and in Part 1 of the Railways Act 1993 have the same meanings in this section as in that Part.]

II South West Trains
1. Fares

You understand that South West trains cannot raise prices by more than an average of 1% above inflation, for a bundle of commuter fares. You have asked which journeys and fares make up the South West Trains bundle, and what proportion of the bundle is accounted for by each fare or journey.
Following a SRA review, fares are now regulated fares in two categories, known as ‘protected fares’ and ‘commuter fares’. The Library’s Standard Note on Rail Fares sets out the categories, and the relevant section is reproduced below for your convenience:
Protected fares

The following fares are ‘protected fares’:
• Saver returns (an off-peak walk-up leisure fare available for most long-distance journeys) for all journeys where a saver existed in February 2003;

• Standard returns (the full-fare return ticket, valid at both peak and off-peak times), for journeys where a Saver did not exist in February 2003 (typically journeys under 50 miles, or wholly within the old Network SouthEast area), other than those which are included in a commuter fares basket;

• Weekly season tickets, wherever a weekly season ticket existed in February 2003, other than those which are included in a commuter fares basket.

The system works as follows:

• Each operator will have one protected fares basket, which will contain (before the simplification explained below) every protected fare set by that operator.

• Each fare in a protected fares basket will be weighted by the revenue received by that operator from the sale of that fare in the financial year to 31 March 2003. The total value of the fares basket is the sum of each fare multiplied by the weighting for that fare.

• To simplify the basket, fares with the lowest revenue weighting will be excluded from the fares basket, up to the value of 5% of the gross value of the fares basket. The basket will therefore include at least 95% of the revenue received from protected fares. However, all protected fares must continue to be made available for sale, whether or not they are in the protected fares basket.

• The train operator must make sure that the total value of its fares basket does not exceed the ‘cap’ placed on that basket. The cap is equal to the total value of the fares basket calculated using February 2003 fares, increased by RPI+1% on 1 January 2004 and each year after that for three years.

• Individual fares within fares baskets may not go up more than 5% above the basic policy (in other words, RPI+1%+5%=RPI+6%) in any one year.

• Fares regulation also protects certain conditions attached to these fares. In the case of savers, these are required to be valid for no less than a month, and to be valid all day Saturday and Sunday and from no later than 10:30 on any other day. They need not be valid for any journey beginning between 15:00 and 19:00 on Mondays to Fridays from London area stations or (when traveling away from London) stations between London and Reading, Watford, Luton or Stevenage, inclusive.

Commuter fares

Commuter fare regulation applies to the following fares used by commuters in the London area:

• Season tickets (weekly, quarterly, annual) to, from and within the London Travelcard zones;

• Standard singles and returns for journeys wholly within the London Travelcard zones;

• Standard singles and standard returns to any station in the Travelcard zones from a defined London suburban area, roughly 35-50 miles from London. The boundary stations for this area are: Shoeburyness, Southend Victoria, Southminster, Marks Tey (exc. Sudbury branch), Audley End (not origin Stansted Airport), Ashwell & Morden, Arlesey, Harlington, Bletchley, (excluding Bedford branch), Aylesbury, Haddenham & Thame Parkway, Twyford (incl. Henley branch), Earley, Fleet, Alton, Whitley, Christ’s Hospital, Brighton (exc. coastway), Windsor & Eton Riverside, East Grinstead, Crowborough, Wadhurst, Paddock Wood (incl. Strood-Paddock Wood) Maidstone East, Canterbury East, Margate.

The system operates as follows:

• Each train operator serving London will have one commuter fares basket. This fares basket will contain every regulated commuter fare from which that operator takes any share of the revenue. This will include both fares for which the operator is ‘lead operator’ and sets the fare, and fares where another train company sets the fare, but the operator in question receives a share of the revenue.

• Each fare within a basket is weighted by the revenue received by that operator from the sale of that fare in the financial year to 31 March 2003. The total value of a fares basket is the sum of all the weighted fares which it contains.

• To simplify the basket, fares with very low revenue will be excluded. The basket will be constructed so that it includes 95% of the revenue received from commuter fares, with no more than 5% of the gross value of the basket excluded. However, all commuter fares must continue to be made available for sale, whether or not they are in the commuter fares basket.

• Each year, the train operator must ensure that the total value of its fares basket does not exceed the ‘cap’ placed on that basket. The cap is equal to the total value of that basket in February 2003, increased by RPI+1% on 1 January 2004 and each year after that for the next three years.

• Individual fares within fares baskets may not go up more than 5% above the basic policy (in other words, RPI+1%+5%=RPI+6%) in any one year.

• Commuter fares around Cardiff and Edinburgh are also subject to fares basket regulation. These baskets contain the standard singles, standard returns, and season tickets for journeys wholly within the defined commuter area. The weighting and annual increase in the cap will operate in the same way as for London area commuter fares baskets.

Unregulated fares

Fares which are neither a protected fare nor included in a fares basket are unregulated, and train operators are free to determine these fares according to market forces. Unregulated fares include:
• All first class fares;

• All ‘advance purchase’ fares;

• Tickets (other than Travelcards) which include through travel to destinations served by bus services, light rail services or London Underground;

• Tickets which include a non-rail element such as entrance to a museum, theme park or other attraction;

• Saver tickets, for journeys where there was no saver fare in 2003;

• Weekly season tickets, for journeys where there was no weekly season fare in 2003.

• Although a particular fare may be unregulated, in certain cases the regulated fare acts as a ceiling – for example, an unregulated Supersaver fare cannot logically exceed the price of the regulated and less restrictive Saver fare.

Unfortunately, data regarding the specific journeys and fares that comprise the commuter basket offered by South West Trains is commercially-confidential and we have not been able to obtain a copy; you could try an FOI request but you may not have much success. 
2. Revenues

You asked how much money South West Trains receives from sales of all-zones off-peak and peak Travelcards at Surbiton and Berrylands stations.
Unfortunately, as per the previous question, this is again commercially confidential and we have been unable to obtain these figures. We have tried to get the data from the Office of Rail Regulation using the LENNON ticketing system
 to work out how many tickets sold multiplied by the cost of ticket to work out gross revenue, but unfortunately this has also proved not possible. You may wish to ask if your friend Tim Leunig at the London School of Economics has access to the LENNON system that you could utilise for this task.
Transport for London gave us the following information that may be of some use:

Under the Travelcard agreement between TfL and the train operating companies (TOCs), revenue from Travelcard sales is divided between the organisations on whose services they are valid in proportion to the passenger kilometres travelled on those services. The proportions are estimated and updated every three months from continuous surveys of users who are asked to fill in diaries recording full details of the journeys they have made using the Travelcard. Different proportions are used for sales from the different outlets so that the TOCs get a higher proportion of the revenue from their own sales than those from TfL outlets.

III Competition Law with regard to trains
(my colleague Antony Seely, the competition law specialist, has compiled the following section) 

You were interested in what role the competition authorities could have to determine that a rail operator’s pricing strategy was anti-competitive.  The issues involved are quite complicated, I’m afraid, and the following is very much a ‘first stab’ at an answer.  Consequently I have put your very detailed questions to one side for the purposes of this brief – though I address them in general terms at the end of the note.  

This question was addressed by the Transport Select Committee in their report on rail ticket pricing published in May 2006.  The Committee questioned whether the regulatory regime was effective or efficient, and argued the Government should “look at the structure again, with specific reference to fairs and ticketing.”
  The Government’s response gives an introduction to the current regime:

The Government considers that the current arrangements for the regulation of railway fares and ticketing are satisfactory, and that further changes and reorganisations would not be helpful at this stage. 

The changes brought about by the Railways Act 2005 were implemented in a way that retained regulation of all railway fares and ticketing matters in one place. In particular, the 'Network Benefit' arrangements for through tickets, telephone enquiries and conditions of carriage approved under those licences are a matter for the Secretary of State. The regulation of fares, railcards, London area multimodal ticketing and rail staff travel is also a matter for the Secretary of State, as it is implemented through franchise agreements. Penalty fares regulation is also a matter for the Secretary of State. As a result, direct day-to-day regulation of aspects of railway fares and ticketing rests with the Department for Transport as the prime funder of the rail network. The Government regulates fares where it does not believe that an effective market exists. 

The Office of the Rail Regulation (ORR) is responsible for the enforcement of the Competition Act 1998 and the Enterprise Act 2002. Although the powers held by ORR are limited to matters concerning services relating to railways, the Acts are applicable to all industries when enforced by the Office of Fair Trading (or an appropriate sectoral regulator with statutory concurrent powers). The ORR would be able to investigate matters where it felt that it had reasonable grounds to suspect that the Competition Act had been infringed, or to refer a market to the Competition Commission under the provisions of the Enterprise Act if it felt that it had reasonable grounds to suspect that any feature or combination of features of a market served to prevent, restrict, or distort competition. 

The hand over of an outgoing franchisee to a new franchisee is legally classified as a merger. The merger control regime is operated by the Office of Fair Trading (OFT) and the Competition Commission (CC). The OFT has a statutory duty to review the competition implications of any 'qualifying merger' and has a duty to refer a merger for further investigation and possible remedies to the Competition Commission if it considers that there is a significant prospect that the merger will result in a substantial lessening of competition. 

A new process has recently been agreed between OFT, DfT, ORR and the rail industry. Bidders for franchises will no longer have to notify OFT of their intention to merge until preferred bidders stage, previously all pre-qualified bidders had to notify. These changes have been introduced to reduce the requirement for abortive work by OFT and the bidding community. A streamlined process for information gathering has also been agreed between the OFT, CC, DfT and ORR, which will reduce the burden on the franchisee from participating in any merger inquiry relating to franchise acquisition.

In their report the Committee noted that the ORR had, to date, undertaken just one full investigation into a potential infringement of competition law with regard to ticket fares: Virgin West Coast’s pricing strategy for unregulated fares on the West Coast Main Line.  As you know, each of the franchise agreements made between the DfT and the train operating companies require the train operator to participate in the Ticketing and Settlement Agreement (TSA).  One aspect of the TSA is that it stipulates how fares for journeys involving several operators are set and distributed between them. Some fares are regulated whilst others are set at the full commercial discretion of train operating companies.
  The DfT is responsible for producing the TSA, as well as the policy and management of regulated fares,
 whereas the ORR considers unregulated fares as part of its responsibilities regarding the application of competition law to this sector.

The ORR received 32 complaints from passengers and their representatives alleging abusive behaviour by Virgin West Coast, but in November 2001 it announced that “in the absence either of evidence of excessive profit being generated across a franchise as a whole, or of other evidence that the level of a particular fare has no reasonable relationship to the real costs or the real value of the product offered, there are no reasonable grounds for suspecting a franchise operator of a breach of the Competition Act 1998.”
  

The ORR’s report of its investigation sheds some light on its understanding of how the law applies, both to the way operating companies may set unregulated fares, and, more widely, to the fare structure set in the franchise agreement itself (emphasis added):

Assessing whether fares are excessive

11. Prices may be said to be excessive where they stand in no reasonable or justifiable relationship to the economic value of the service supplied. In relevant EC caselaw, “economic value” is typically determined by reference to the costs of the service in question, or by reference to the prices for comparable services. The Regulator is required by section 60 of the Competition Act to interpret the Act as far as is possible to ensure that there are no inconsistencies with the principles of EC caselaw. However, excessive prices are not to be confused with high prices, nor the competition rules with general price control regimes; and competition authorities in the United Kingdom and elsewhere have traditionally been reluctant to apply the competition rules to declare prices to be excessive, otherwise than in the most clear-cut of cases
, or in circumstances where additional abusive behaviour (such as unjustified price discrimination) is also present.

12. Particular complexity and difficulty attaches to the examination of allegedly excessive prices in circumstances where individual relevant markets comprise part of an overall network, particular fares form part of an overall charging matrix, and any determination of the economic value of individual services is likely to call for the allocation of high fixed and common costs.

13. In this case, this has led the Regulator to consider a two-tier approach to the assessment of alleged excessive pricing amounting to an abuse.

14. The first involves looking at the network comprised in the franchise as a whole, and determining whether profits (and by implication prices) are excessive. Here account requires to be taken of the competition at the time the franchise is let … This form of competition should normally ensure that, overall, the operator is not able to earn excessive profits over the life of the franchise. That is to say, competition for the grant of the franchise extracts the expected monopoly rent over the course of the franchise at the time the franchise is let, taking into account the price caps applying to particular fares. The expected monopoly rent in this case is the additional profit a monopolist would be expected to be able to earn over the course of the franchise as a result of its market power. Operators set individual fares so as in aggregate to recover the fixed costs of operating the franchise (including routes on which fares are regulated at time of franchise award) and the common costs of different services (at different times of day or between different routes). Individual fares may be perceived as high without an implication that they are excessive: in order for any individual fare to be excessive, there would need to be evidence that excessive profits (i.e. significantly and persistently in excess of Virgin’s cost of capital) were being earned across the whole franchise.

15. The Regulator generally agrees with this approach to the issue of excessive pricing. It recognises the importance in the circumstances of this industry of competition for (as well as in) the market and the reality of how network franchises are operated. The long term interests of passengers are taken into account during the process leading to franchise award through competition for the market. That form of competition would be liable to be undermined if freedom in setting individual unregulated fares were thereafter constrained, particularly in the early years of the life of a franchise, and at a time when overall franchise profitability is not excessive. If, in the years following grant of a franchise, a change of circumstances not foreseeable at the time of franchise grant, or brought about by behaviour by the franchisee which is itself abusive, then permits windfall profits to be made over the franchise as a whole, the matter can be re-addressed.
 
I think this goes some way toward answering your more detailed questions about whether a specific franchise agreement, or a zonal pricing scheme which formed part of it, could be struck down as anti-competitive.  

In one sense the origin of the franchising system lies in the then Conservative Government’s concerns about the absence of competition in the rail industry – and clearly the franchise process is intended to prevent any successful bidder from being able to abuse the position they hold.  Indeed, I have not come across the suggestion that competition law has a direct application to the Government’s current franchising system.  It was not flagged in the Select Committee report on ticket fares, and does not appear to have come up in the wider debate on franchising.
  In the ORR’s detailed guidance on the application of the Competition Act to the railway sector, published in August 2005, it simply says the following about franchising:

3.17 Passenger rail franchises are contracts which the franchisee enters into with the SRA
, and are let at the end of a competitive tender process conducted by the SRA. The franchise process is one where potential competitors compete to offer a range of services over a group of routes. This process, when run efficiently, means that there is ‘competition for the market’ as opposed to competition in the market. Potential franchisees need to assess their expectation of the overall costs and revenues which they will be able to achieve. The SRA will regulate certain fares by price caps or tariff baskets whilst leaving other fares unregulated and will also specify service levels for example frequency of trains on any given route.

3.18 In considering competition complaints about services which fall within a franchise package
 (for example passenger rail fares), ORR will consider whether it is appropriate to apply competition law to a particular class of service or product for which there has already been a franchise competition and where the service (including the ticket price) is specified by the franchise agreement.

A related issue is the exclusion of ‘services of general economic interest’ from the scope of competition law.  Guidance issued by the OFT gives details of the relevant EU provisions and its equivalent in national law:

Article 81 of the EC Treaty
 (Article 81) and section 2 (the Chapter I prohibition) of the Competition Act 1998 (the Act) prohibit agreements
 between undertakings which have as their object or effect the prevention, restriction or distortion of competition. Article 82 of the EC Treaty (Article 82) and section 18 of the Act (the Chapter II prohibition) prohibit conduct by one or more undertakings which amounts to an abuse of a dominant position …

Article 86(2) of the EC Treaty provides for an exclusion from the application of Articles 81 and 82 in respect of undertakings entrusted with the operation of services of general economic interest or monopolies producing revenue for the State. Article 86(2) states:

 ‘Undertakings entrusted with the operation of services of general economic interest or having the character of a revenue-producing monopoly shall be subject to the rules contained in this Treaty, in particular to the rules on competition, insofar as the application of such rules does not obstruct the performance, in law or in fact, of the particular tasks assigned to them. The development of trade must not be affected to such an extent as would be contrary to the interests of the Community.’

The exclusion from the Chapter I prohibition and Chapter II prohibition (the Competition Act prohibitions) for ‘services of general economic interest’ and ‘revenue-producing monopolies’ is contained in paragraph 4 of Schedule 3 of the Act. Although not identical this is closely modelled on Article 86(2).
 

The ORR address how this exclusion might apply to the railway sector (emphasis added):

3.20 … The exclusion’s application is narrow, with undertakings seeking to benefit from the exclusion having to prove that they meet all of its requirements. ORR would, for example, need to be satisfied that the undertaking has been ‘entrusted’ with the operation of a service of general economic interest and that the application of the prohibitions of the Act or Articles 81 and 82 would obstruct the performance, in law or in fact, of the particular task entrusted to it.

3.21 The European Court of Justice (ECJ) recently gave its ruling in Altmark
, which deals with the issue of whether compensation for public service obligations imposed by a member state can constitute state aid. A German bus company, Altmark, had obtained licences and subsidies to provide local passenger transport. A competitor took a complaint on the basis that the subsidies provided amounted to illegal state aid. Under the state aid rules, for a measure to be classified as state aid it must confer an advantage on the recipient, which it would not obtain under normal market conditions. The ECJ held that no such advantage occurs where the state aid is provided in order to discharge public service obligations in the following circumstances: (i) the recipient must actually have clearly defined public service obligations to discharge; (ii) the basis of compensation must be established in advance in an objective and transparent manner; (iii) the compensation cannot exceed the costs incurred in discharging the pubic service obligation (and taking into account the relevant receipts and also a reasonable profit margin); and (iv) where there is no public procurement procedure, the level of compensation must be determined by comparison with what a typical undertaking might incur.

3.22 This case is significant in respect of the extent to which transport services provided by obligation of a public service contract can be classified as services of general economic interest. No undertaking in the rail sector has yet argued to the OFT or ORR that it satisfies the criteria for it to be considered as performing a service of general economic interest. Nonetheless, any consideration made by ORR of a complaint relating to a passenger service, will take into account the extent to which the service is a specified part of the franchise agreement and the nature of the obligation placed on the franchisee by virtue of that agreement.

Similarly, although there is a legal framework across Member States on the remit of state aid for transport by rail, as well as road and inland waterways, again I have not come across the suggestion that the UK’s system is challenged by this.
  

An assessment of railway markets across EU Member States was carried out by IBM in 2002 and updated in 2004; both reports are published by the European Commission.
  The study looked at the degree to which markets had been liberalised with reference to three measures: the level of implementation of the Community Acquis; access to the market and de-facto access barriers; and, the competitive dynamics in each market.  The study concluded that a “first group [of countries], comprising Great Britain, Sweden, Germany, the Netherlands, Denmark, Italy, Switzerland and Portugal has made relatively good progress in the market opening process”.  It went on to note that, “The powers of the regulatory authorities are best developed in Germany, Great Britain, Portugal and Austria. These countries have adequate railway-specific regulatory bodies which can deal with emergent competition in a fair and objective manner.”
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� Press Release: Train firms agree to Oyster pay as you go, The Londoner (Greater London Authority), March 2007: � HYPERLINK "http://www.london.gov.uk/londoner/07mar/p6a.jsp?nav=news" ��http://www.london.gov.uk/londoner/07mar/p6a.jsp?nav=news� 


� � HYPERLINK "http://www.london.gov.uk/mayor/strategies/transport/rtf/final_ch4b.rtf" ��http://www.london.gov.uk/mayor/strategies/transport/rtf/final_ch4b.rtf� 


� Information prepared by Transport for London for House of Commons Library, 6 July 2007


� � HYPERLINK "http://www.tfl.gov.uk/assets/downloads/corporate/agenda07dec06.pdf" ��http://www.tfl.gov.uk/assets/downloads/corporate/agenda07dec06.pdf� 


� HC deb 14 Mar 2007 Column 100WH


� Press Release: Zonal fares for London trains pave the way for smart ticketing, Department for Transport, 19 October 2006:


� HYPERLINK "http://www.gnn.gov.uk/environment/fullDetail.asp?ReleaseID=235656&NewsAreaID=2&NavigatedFromDepartment=False" ��http://www.gnn.gov.uk/environment/fullDetail.asp?ReleaseID=235656&NewsAreaID=2&NavigatedFromDepartment=False� 





� The Future of Rail, Department for Transport, July 2004, pp. 86-88.


� Consultation on Proposals for the Mayor of London’s Rail Powers beyond the London Boundary, Department for Transport, March 2006, p. 10:


 � HYPERLINK "http://www.dft.gov.uk/consultations/archive/2006/cpmplb/consultationonproposalsforth1261" ��http://www.dft.gov.uk/consultations/archive/2006/cpmplb/consultationonproposalsforth1261� 


� Greater London Authority Act 1999


� SN BT/1904, House of Commons Library, 15 August 2006


� LENNON is the rail industry’s standard ticket sales database, through which the vast majority of rail ticket data is processed.


�� Information prepared by Transport for London for House of Commons Library, 6 July 2007


� 	Sixth report: How fair are the fares? Train fares and ticketing, 19 May 2007 HC 700 2005-06 para 135


� 	Thirteenth Special Report, 19 October 2006 HC 1640 2005-06 pp 22-23


� 	The Transport Select Committee note in their report that, “standard open, Apex and Advance booking fares are generally unregulated” (HC 700 2005-06 para 27).


� 	At the time of the ORR’s investigation of Virgin West Coast, this responsibility came under the Strategic Rail Authority (SRA).


� 	Office of Rail Regulation press notice ORR/25/01, No grounds to suspect Virgin of breaking competition law on West Coast fares, 30 November 2001


� 	See for example the discussion at paragraphs 4.7 to 4.10 of the OFT’s March 1999 Guidance Notes on The Chapter II Prohibition which states (paragraph 4.10): “Given the uncertainties in estimating what an undertaking’s cost of capital should be, prices would have to allow profits which significantly and persistently exceeded its cost of capital before an abuse could be established”.


� 	ORR, Virgin fares cases, November 2001 pp 2-3.  This is published on the ORR’s site at:


	� HYPERLINK "http://www.rail-reg.gov.uk/upload/pdf/virgin_fares.pdf" ��http://www.rail-reg.gov.uk/upload/pdf/virgin_fares.pdf� 	


� 	For more details on this see, “Passenger rail franchises”, Library standard note SN/BT/1343, 8 January 2007


� 	The Railways Act 2005 passes the SRA’s franchising role to the Department for Transport.


� 	This guideline does not discuss ORR’s policy towards Open Access applications – for further details please see http://www.rail-reg.gov.uk/upload/pdf/195.pdf.


� 	ORR Competition Act Guideline: Application to Services Relating Railways, August 2005 p 29


� 	The Treaty establishing the European Community.


� 	Reference in this guideline to agreement(s) should, unless otherwise stated or the context demands it, be taken to include decisions by associations of undertakings and concerted practices. The meaning of the term undertakings is set out in Part 2 of this guideline. The meaning of the terms agreement, decisions by associations of undertakings and concerted practices in the context of the EC Treaty and the Act are described in the competition law guideline Agreements and concerted practices (OFT401).


� 	Services of General Economic Interest Exclusion OFT421, December 2004 pp 2-3


� 	Altmark Trans and Regierungspräsidium Magdeburg, C-280/00 24 July 2003


� 	ORR Competition Act Guideline: Application to Services Relating Railways, August 2005 pp 30-31


� 	specifically Regulation (EEC) No 1107/70 of the Council of 4 June 1970.


� 	This material is collated at: � HYPERLINK "http://ec.europa.eu/transport/rail/market/index_en.htm" ��http://ec.europa.eu/transport/rail/market/index_en.htm� 


� 	Rail Liberalisation Index 2004: Comparison of the Market Opening in the Rail Markets of the Member States of the European Union, Switzerland and Norway, May 2004 p 25, 27





This information is provided to Members of Parliament in the performance of their parliamentary duties, and may not fully address the specific circumstances of any particular individual. It should not be relied upon by either Members or others as legal or professional advice, or a substitute for it. If specific advice is needed, a suitably qualified professional should be consulted.
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