APPENDIX 5: GOUROCK-DUNOON
Western Ferries have recently indicated
 that they are considering legal action alleging unfair competition and illegal State aid, claming that they are facing a subsidised operator (CalMac) on the Gourock-Dunoon route where Western operate without subsidy, and that there is not a level playing field.

The market here is also very important both because of its strategic role in the West of Scotland transport network and also because the Executive’s recent invitation for expressions of commercial interest has sparked the current decision by the RMT union to take strike action across the CalMac network. 

Western would appear to have a prima facie case under EC law. CalMac does receive a subsidy which, as far as is known, is not offered to any other operator including Western. This would appear to be potentially discriminatory under EC law, favouring one operator over any other, including Western.

Further, at the very least, if compensation is available to fulfill a public service obligation on specified grounds to one operator, then the 1992 Maritime Cabotage Regulation stipulates that such compensation should be available to all shipowners.  So if CalMac is receiving subsidy to carry passengers (but not vehicles or CVs) on the Gourock-Dunoon route, there would seem to be a prima facie case that Western (and indeed any operator  who wishes to enter the market) should also be given the opportunity to receive such subsidy, on equal grounds. 

The first question to settle is whether the Executive has any right to impose public service obligations, and award compensation contingent on these obligations being fulfilled, in the case of Gourock-Dunoon.    

The answer to that is that Article 4 of the 1992 Maritime Cabotage Regulation specifies that public service obligations can be imposed for maritime cabotage for regular services “to, from and between islands”.

This clearly would exclude mainland to mainland services such as Gourock-Dunoon and Tarbert-Portavadie on the CalMac network, which is why there was subsequent strong representation by Professor Sir Neil MacCormick and the Executive to recognise the special cases of these routes.   

As a consequence, in the 2003 Communication, the Commission stated 

“According to the wording of Article 4(1) of the Regulation, public service links have to serve routes to, from and between islands.  Long estuaries or fjords which lead to a detour of about 100 km by road may be treated as islands for the purposes of this section as they may cause a similar problem by isolating conurbations from each other.  The ratio between the distance around the estuary and the distance across should be around 10 or greater.”
    
It may seem surprising that the lower Clyde Estuary may be treated as an island by Brussels, but the important point here is not the geographical definition but the legal definition for the purposes of EC maritime cabotage and State aid law. That being the case, certain things follow from that definition. 

Firstly, Gourock-Dunoon qualifies for island status under the 2003 Communication by virtue of the fact that travel would entail a long detour if the ferries were not available.

Secondly, it is for Member Stases (or devolved authority) to determine which routes require public service obligations, but if PSOs are imposed they must be imposed in non-discriminatory fashion
.  

Thirdly, these same authorities can impose PSO with requirements on “ports to be served, regularity, continuity, frequency, capacity to provide the service, rates to be charged and manning of the vessel”
.  

Fourthly, any compensation for PSOs must be made available on a non-discriminatory basis
.

Fifthly, the 1992 Regulation applies whether or not subsidies are granted for PSOs
. 

So what does this mean for Gourock-Dunoon and Western Ferries’s threatened legal challenge? What follows is one interpretation of the circumstances, clearly the points below will be subject to further discussion and may be tested in Court, especially if Western carries out its threat to complain under State aid legislation.  

The first point is that it appears that the Executive would be able to award PSOs and compensation for PSOs to shipowners in this market, but it must be done evenhandedly. If the Executive imposes a PSO on passenger fares and conditions, then if it imposes it on CalMac and offers subsidy to Calmac for carrying out the PSO, it must impose the same PSO on Western and offer the same compensation on the same terms to Western on route. 

So if a PSO cap was imposed on CalMac passenger fares here, the same PSO cap should be imposed on Western passenger fares here and Western would be entitled to claim for the same level of compensation (e.g. subsidy per passenger) as CalMac.

However, the 1992 Regulation also specifies that PSOs may include a specification or requirement on “capacity to provide the service”, so if Western wish to claim a subsidy for this PSO, they might be expected to provide relevant facilities, e.g. CalMac either provides or pays for (in dues to the Council) waiting rooms, toilets and other shore-based facilities for passengers at both ends of this run. Western does not provide such facilities, and this could be a reasonable part of a PSO imposed on all operators on this route, including Western.

So the payment of subsidy on just one operator here could be regarded as a distortion in the market.  However, there is a second potential source of market distortion in the form of the frequency restriction on CalMac which is only allowed to run one ferry an hour while Western has no restriction and in practice runs up to four an hour. This restriction was intended to balance the other distortion (payment of subsidy to CalMac) but just as two wrongs do not make a right, so two distortions do not a level playing field make.

There have been two major market effects of this second distortion.  The first market effect of the second distortion is almost certainly to greatly increase the subsidy incurred by CalMac as discussed earlier since it lead to underutilization of assets, and spare capacity.

The second major market effect of the second distortion is to greatly increase Western’s profits since on a route like this, vehicle based travelers especially will tend to opt for the frequent service. 

The net result is that, according to Scottish Business Insider, Western is now one of the most profitable companies in Scotland
.  Clearly to the extent the two distortions have influenced the market they have not balanced out (even though the latter was intended to counterbalance the former) and Western benefited hugely from having a protected market.  Any claim Western may have against CalMac that they have suffered on subsidy restriction grounds could be countered by a claim by CalMac that Western has more than benefited financially on frequency restriction grounds.  

At the moment the Executive are market testing to see if what is presently the CalMac service could be run without the need for PSO and subsidy, in other words to see if competition in this market between Western and a second operator would be sufficient to deliver what the Executive regards as economic and social objectives on what is defined as an island route. 

If such a second operator cannot be found, the Executive reserves the right to award a PSO in this market. As discussed above, it would seem that the PSO (and any contingent compensation e.g. subsidy for passengers) would have to be applied to all the operators evenhandedly, to prevent distortion of competition on the route.

At the moment the option on the table for a PSO is just for passengers’ fares and frequency of service for CalMac.  But there is no reason in principle why the PSO could not also be for, say, vehicle fares and conditions for service, just as on CalMac’s other route where PSOs are being applied, if the Executive deemed this necessary or desirable to help economic and social objectives such as regional development for vital “island” services here. At the moment, these restrictions on vehicle fares on other routes are expressed in terms of fare freezes in real terms, but there is no reason in EC law why they could not be expressed in the form of price reductions (as can be done in other regulated sectors) on these other routes, and for Gourock-Dunoon. 

However, if such price (and other) controls in the form of PSOs were applied on CalMac or any other operator on the Gourock-Dunoon service, they would also have to be applied equally to all other operators on the route, including Western, irrespective of whether or not they receive or ask for subsidy. Otherwise the market would be distorted and there could be discrimination.

So by treating the Gourock-Dunoon route as a vital island service, on a legal par with geographic islands such as Colonsay and Barra, since 22nd December 2003 the Commisson would have appear to have given the Executive the powers under EC law to regulate terms and conditions (including fares, frequency and facilities) for all operators on the Gourock-Dunoon route (presently Western and CalMac) in the public interest, whether or not these operators receive subsidy, and whether or not these operators are profitable.      

This clearly open up very interesting possibilities for pursuing economic and social objectives for communities dependent on the Gourock-Dunoon ferry services.

Western Ferries have promised a “users charter” to guard fares if they became the monopoly operator on this route, but clearly such a charter would not be necessary or appropriate. As the Commission notes in their 2003 Communication, it is for the relevant authority (which here would be the Executive) to decide what should be a public service obligation and how it should be expressed, “it is not for shipowners to set public service obligations”
       

At the moment, the market testing process is underway and my personal opinion would be to encourage this to go ahead as stated with no proposed restrictions at the moment.  However, it is sill worth noting that the Executive still has tools at its disposal, granted to it by the 1992 Regulation and the 2003 Communication, that would allow it to intervene and correct for market failures.  For example, if it was decided that it was socially and economically desirable to encourage use of public transport (e.g. links with bus and train) and encourage car pooling, then PSO intervention could aim for low passenger prices which might be compensated with subsidy on a passenger per capita basis. Further, if subsequently it decided that vehicle prices were too high and restricting economic and social development on this “island”, then a cap or fares reduction might be considered (perhaps without subsidy) on vehicle/driver fares.    

This suggests that the opportunities afforded for using EC maritime cabotage law as a positive and active tool helping promote the public interest for the furtherance of economic and social objectives as they relate to vital island and peninsular transport links are much greater in the context of Gourock-Dunoon than might previously have been recognized.     

While the formulation of such objectives should clearly be in the hands of the Executive and the Parliament, its pursuit is best handled by a professional and independent Regulator and is just one more reason why such a Regulator is needed.  
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