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Simplifying rail fares in London
Issue

1. The Rail Review White Paper stated the intention to simplify rail fares in London and give greater control to the Mayor. 
2. As a first step, it is planned to replace several thousand individually-priced station-to-station fares with a simple and consistent set of zonal rail fares across London. To do this, it is necessary for the London commuter operators to jointly negotiate and set rail fares within London, in a context acceptable to TfL.
3. This paper seeks approval for the proposed implementation plan. 

Recommendation

4. This paper recommends that:

· a notice of amendment similar to that attached as annex B is sent to each London commuter TOC, inserting suitable wording into schedule 5 (fares regulation) of their franchise agreement.  This wording is designed to deliver the simplification of London rail fares from Jan 2007 (non-seasons) and Jan 2010 (seasons);
· derogations from the ‘RPI+6%’ limit on increases in individual fares within fares baskets are approved in principle in January 2007 to the extent necessary to permit the move to a zonal fare structure.
Consideration

5. The Rail White Paper set out the intention to simplify rail fares within London.  The multi-modal Travelcards are already priced on a zonal basis, but rail-only singles, returns, off-peak returns and seasons are priced as individual station-to-station fares, differing widely between route and TOC.
6. It is planned to simplify singles, returns and cheap day returns by January 2007. This has already been approved in principle by the Secretary of State.
7. Season tickets will take longer to simplify if large changes in fare are to be avoided and the Secretary of State has requested further evidence to be provided before a decision is made. The recommended approach in this paper would allow the introduction of zonal season tickets over a period of time, with the process managed by individual TOCs according to their own circumstances.  January 2010 is suggested as a reasonable date by which in-boundary rail-only season fares should be zonalised.
Options:
8. Two options for bringing about this simplification have emerged from the London zonal fares working group, which includes representatives from DfT, ATOC, TOCs and TfL:

9. Option 1:  DfT to broker a ‘London Fares Agreement’ (LFA) between TfL and TOCs.  The key elements are:

· All parties agree an initial fares structure and price levels, with subsequent changes negotiated annually between TOCs and TfL within a new London fares basket and RPI + price cap.

· Initial rail fares calculated so to be revenue neutral across London (i.e. so that passengers are, on average, no worse off);

· DfT to require TOC participation in the LFA using the clause in schedule 5 of each franchise agreement;

· DfT applies a no net loss, no net gain calculation across all TOCs which is in theory revenue neutral.

10. This was the plan originally followed, and progress has been made towards heads of terms for an LFA and an initial fare structure and prices.  
11. However TOCs, through ATOC, have indicated that they would not be prepared to sign up to the LFA as it perpetuates elements of the Travelcard and Non-Travelcard agreements that TOCs wish to change in the medium term. Resolution of these issues as part of the zonal fares project would import significant risk of missing the January 2007 timescale.

12. In addition, the ‘no net loss, no net gain’ exercise imports negotiation risk to the DfT, i.e. there is a significant risk that after negotiation, the sum of the individual ‘no net loss, no net gain’ exercises on each TOC will not in fact be zero. If so, the DfT would incur a net loss. 
13. Option 2 (recommended):  Require operators to agree consistent zonal fares between themselves for rail-only journeys within London. Key elements are:

· DfT to require TOC participation using the clause in schedule 5 of each franchise agreement;

· TOCs required to negotiate these fares and adjust other regulated fares within the existing RPI+1% cap on their fares baskets, such that they made no net loss, without the need for compensation from DfT.

· London fares remain regulated in existing fares baskets.  DfT to give derogations necessary from the RPI+6% limit.

· TfL would not be party to any TOC fares setting agreement, and would not be required to agree rail-only fares levels (which in this respect is no change from the current situation),
14. TfL have informally stated that they have no objection to this arrangement. 
15. This option has been suggested by the TOCs themselves. It is the simplest option, has the fewest risks and imposes the minimum regulatory burden consistent with the objective of simplified fares.  It is therefore recommended. 
Competition Act
16. To implement either option, it is necessary for TOCs to negotiate and agree prices for London rail fares.  This directly contravenes the first prohibition of the Competition Act 1998 (CA98), but it lies outside of the exemption which currently applies to the rail industry inter-operator agreements and it is not covered by the existing block exemption for multi-modal ticketing schemes.
17. The ORR have indicated that the most optimistic timescales would not achieve approval of an exemption for a new LFA before November this year, too late for TOCs to set fares under the terms of the agreement.
18.  TOCs have told DfT that they are not prepared to collude on zonal fares unless they are given a direct instruction to do so by government.  A legal requirement from DfT would provide a legitimate exemption from the CA98, and our legal department confirms that a change to schedule 5 of franchise agreements is sufficient to provide protection from the CA98 in this way.
19. A second reason for using schedule 5 of franchise agreements to require TOCs to set fares in this way is that it ensures that all TOCs participate and gives the best assurance that zonal singles, returns and off-peak returns would be introduced in January 2007.
Consideration of Option 2

20. Impact on TOCs:  London commuter TOCs will be required to set London rail fares jointly with other TOCs, so that consistent zonal fares apply across London.  However, collectively, TOCs will be free to set prices on a commercial basis as they see fit, within the existing overall regulatory caps.
21. TOCs will be able to recycle changes in average London fares levels on their own network for single, return and season fares through their Commuter Fares basket, and so will make no net loss or gain overall.

22. Off-peak returns are unregulated and cannot be dealt with in this way, but revenue from these fares in London is very small, and TOCs can set zonal prices which avoid or minimise losses on any TOC.
23. ATOC reports that TOC representatives on the ATOC London Schemes Council have informally confirmed that such an arrangement is workable and they are confident that a set of mutually acceptable London rail fares can be devised, as long as they are formally required to do so (for example by a change to franchise agreements) to avoid any difficulties with the CA98. This assurance needs to be explored further.
24. Impact on passengers within London:  TOCs will be asked to set London rail fares to achieve a broadly revenue neutral result.  In this way, some London passengers will pay more, others less, but the change in average fare paid will be minimal.  It is not proposed to specify this requirement in the notice of amendment, to avoid introducing undue additional constraints, but in the event that prices are proposed which are significantly above this level, DfT retains the right to refuse the necessary derogations from the RPI+6% limit on fares.  
25. Impact on passengers outside London: Changes in average non-Travelcard fares levels within London on any given operator will be offset by changes to other fares within that operator’s Commuter Fares basket.  In other words, if average non-Travelcard fares within the Travelcard boundary decrease on a given operator, outboundary and cross-boundary fares must be increased to compensate, and vice versa. This means that the London Fares policy, to deliver an objective of the Mayor,  will impact on passengers outside the boundary. However, inboundary, non-Travelcard fares constitute a small proportion of most operators’ total fares baskets, so the material effect is likely to be small.  We have analysed two TOCs likely to be affected to confirm the exact extent of this effect.  A 20% decrease in average in-boundary rail-only fares on C2c would be offset by a 0.9% increase in fares from outside the zones, on South West trains a 20% decrease in the zones would be offset by a 3.6% increase outside.  This out-boundary effect is well within the RPI+6% tolerance that operators are permitted to implement if desired, without DfT approval.
26. Financial/Legal/Other Implications for DfT:  The recommended option avoids the risks and consultancy costs associated with a ‘no net loss, no net gain’ exercise.  The proposal is unlikely to have any material legal or financial effect on DfT.  A derogation will be needed for most London commuter operators from the ‘RPI+6%’ limit on individual fares within fares baskets, to the extent necessary to accommodate the move to zonal fares within the Travelcard area. The extent of the fares changes needed for the introduction of zonal fares has already been addressed in previous papers.   A decision to change franchise agreements in this way made before April will allow the wording to be incorporated in the new SWT franchise specification at the bidding stage.
27. Implementation:  The next step is to send a draft of the Notice of Amendment for consultation to the commercial director of each London commuter TOC.  After considering responses and amending the wording if necessary, the final Notices will be sent out.
Conclusion

28. You are asked to approve that:

· a draft notice of amendment to franchise agreements, similar to that attached as annex A is sent to each London commuter TOC by way of consultation;
· following consultation, and taking into account the response from that consultation, notices of amendment are sent out, inserting suitable wording into schedule 5 (fares regulation) of their franchise agreement to deliver zonal rail fares by 2007 (non-seasons) and 2010 (seasons, given SoS approval);    
· derogations from the ‘RPI+6%’ limit on increases in individual fares are given for January 2007, to the extent necessary to permit the move to zonal rail fares within London.
Clearance

29. This submission has been cleared with Sonia Braybrook of legal.
30. There are no financial implications for the DfT associated with the recommended option.  Finance have not been consulted at this stage.
Annex A:  Risk assessment

Annex B:  Example Notice of Amendment to Franchise Agreement
	Consulted


	Responded


	Comments made by consultee.

	Sonia Braybrook
	Yes
	Paper & Notice of Amendment OK legally.

	Rowan Smith
	Yes
	Minor comments taken into account

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	


Risk assessment for recommended option
	Risk
	Likelihood
	Impact
	Mitigation

	TfL does not formally approve of the way forward and withdraws support
	M
	H
	Work closely with TfL to achieve early sign-off at a high level.

	TfL does not approve of the level or structure of zonal fares
	M
	M
	Keep TfL informed through working group and continue work on future agreements that will meet TfL’s longer term aspirations.

	TOCs cannot agree a 'no net loss' solution
	L
	H
	TOCs can recycle changes in regulated fares through their fares baskets.  Unregulated rail-only cheap day returns form a very small proportion of London area revenue.

	TOCs wish to implement a fares structure that offers them significant net gain, or which is not revenue neutral across passengers in London
	M
	M
	DfT refuses to give the necessary derogations from fares regulation required to implement zonal fares until a more acceptable solution is put forward.

	TOCs do not wish to take forward this implementation route
	L
	M
	We can impose solution through Franchise Agreements. However, working with ATOC to explain process to TOC senior management

	TOCs feel that Competition Act risk is too great
	L
	H
	ATOC has indicated that they accept that a change to franchise agreement schedule 5 is sufficient to provide exemption from the CA98.  In event that further problems arise, obtain legal advice and work with ATOC to talk TOCs through issues.

	Effect on price passengers pay outside London is too great to be defensible
	L
	L
	We will carry out the necessary assessment of fares baskets to confirm that any effect on out-boundary passengers is small, before Zonal fares are implemented.

	Secretary of State decides against extending zonalisation to season tickets, even in stages by 2010. 
	M
	L
	Reference to seasons can be removed from the Notice of Amendment before the final version is sent to TOCs.


