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Regulator’s foreword

This document contains my draft conclusons on the periodic review of Railtrack’s
access charges.

The rallway industry was privatised in 1995-97 on an assumption of no growth, with
little long-term investment and the passve management of decline. It was set up with
a lack of vison, poor quaity contracts, uncertain expectations and a weak regulatory
dructure. The industry and the public have regped what was then sown. In too many
respectsit has been a meagre, sometimes barren, harvest.

The expectations of the mid-1990s have been shown to be dramaticaly mistaken. The
ralway is experiencing subgtantiad growth in passengers and freight. The system is
graining to accommodate much higher traffic. In too many places on the network,
cgpacity isat or close to its maximum.

Large-scae trangport investment takes years to plan and implement before passengers
and others see and fed the effects It is therefore imperaive that that investment is
made in a timdy, efficent, economica and sound manner, with the right money spent
on the right things a the right times This periodic review is about ensuring that
Railtrack is properly financed to play its centrd role in maintaining and renewing its
core network. It is aso about putting in place a new framework to enable Railtrack to
enhance the raillway.

In its ten year trangport plan, the Government has dlocated very subgantid sums to
the ralway industry, to ensure its modernisation and its proper and effective
gewardship. The railway needs a great ded more work to modernise and improve it.
That work needs to be financed, and Ralltrack’s revenue requirements for the next
five year control period are therefore the higher. Much of that money will go to the
maintenance and renewd of Ralltrack’s network. There is rightly a very strong public
and industry demand that the money will be spent wisdy and well, and the years of
deterioration of the network must not be repeated.

As pat of this review, | will ensure the public have from Railtrack very dear
gpecifications of what it is required to deliver for the access charges it recelves. In the
1995-2001 control period, that was missing. | am today taking steps to give the
company the darity it needs. The current NMS fails to provide sufficient clarity on
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maintenance and renewds for the next control period. | am therefore requiring the
company to submit by 15 September 2000 a draft supplement to its 2000 network
management statement, dtaing the levels of activity over the next two control periods
to sugtain the network on an efficient whole life cost basis. It will be published.

With the obligation to deiver goes the expectaion of prompt, adequate and effective
accountability. Under the present system, that too has been lacking in certan
important respects. This review - and other steps which | am taking to establish better
access contracts and a reformed network licence - contains new tools to monitor
performance againgt obligations, and to teke action if there are falings. These are in
the form of additiona or srengthened conditions of Raltrack’s licence, and have
received consderable support from the industry and the public, as well as public
bodies including the SSRA.

The case of the West Coast route modernisation merits specia attention. The
projected costs have risen subgtantidly, both for renewas and enhancements. | have
examined in condderable detal Railtrack’'s expected costs, and have made
judgements, published in this document, about wha an efficient and competent
infrastructure owner would need to complete the project. | have dso made an
assessment of which dements of Railtrack’s 1998 West Coast obligations are fixed
price and therefore not subject to this review. The amounts it is entitled to charge for
the remaning pats ae for me to determine. This document contains my draft
conclusions on those matters.

The company has consderable scope to achieve efficiencies in its operations. It has
neglected this area of its affars for too long, and its future activities, if properly
planned and managed, will yidd sgnificant opportunities for improved effectiveness
and vaue. Improved knowledge of the condition, capacity and capability of its assets
through the assat register which | will require the company to establish will, | believe,
provide many opportunities for efficiency gans. On my vidts round the network |
have been shown how much can be done, but which the company has only begun to
do. The company can and must achieve the targets which | have established.

High activity leves should not be confused with chdlenging efficency targets The
growth of the ralway and the willingness of the Government to see the infrastructure
improved subgtantialy mean that the amounts of public and private invesment going
into Ralltrack’s programme will incresse subgtantidly in the next control period. The
efficiency reguirements which | am today announcing gpply to those higher levds,
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but they do not reduce the amount of money going into the industry. Under my draft
conclusons there will be much higher outputs, which means more work done, and
every extrapound of revenue will be made to go further.

11. Incentive regulation is better than an overbearing culture of intruson and
enforcement. Command and control of the railway is not the bet way to make
competent companies peform to ther grestest potentid. Aligning Raltrack’s
commercid incentives more closdly with those of its customers and the public interest
is more likely to secure long term benefits for passengers and freight. My proposas
give Railtrack powerful economic incentives to respond to the needs of its cusomers.

12.  The Government and the SSRA wish to finance part of Railtrack’s programme with
the use of grants. These grants must be trested in the same way as access charges. As
such they do not change the underlying economics of my proposas, and | have
therefore structured my draft conclusions so as to accommodate them.

13. The public interest requires that Railtrack is a srong, competent and successful
company, capable of financing a condderable work programme. | have dressed this
point snce | was appointed Regulator in July 1999 and this review gives me the
opportunity now to establish the necessary framework and to set the amounts which
Railtrack is able to charge train operators for the maintenance and renewa of the
basic faoric of a railway which for too long has been neglected. Raltrack is at the
heat of the ralway. The way in which it meets its obligaions and achieves its
legitimate gods - commercid and public - is crucid for the development of the rest of
the industry and so services to the passenger and the freight customer.

14.  The 1995-2001 financid regime for the rallway was shaky and not fit for purpose.
These draft conclusons provide a far grester degree of Stability to the apparatus of
infradtructure finance. They equip the company - and o0 the industry - for subgtantia
growth. As such, they represent a baanced package of measures which is far and
chdlenging. The implementation of these arangements will provide Raltrack with
what it most needs - drength, stability, predictability and a far stronger stake in the
future success and growth of the railway.

TOM WINSOR
Rail Regulator
27 July 2000
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1. Introduction and summary

I ntroduction

1.1 This is the firs periodic review of Railtrack’s access charges for franchised passenger
tran services dnce its privatisation in 1996. It therefore provides the opportunity for a
comprenengve regppraisa of the commercid and regulatory framework within which
Railtrack operates. The first periodic review document published by the present
Regulator in August 1999 st out the main chalenge as creating an environment
which protects the interests of users and funders whilst creating gppropriate incentives
for Ralltrack to ddliver increassed investment and improved performance.

1.2 In reaching draft conclusons on the periodic review, the Regulator is satisfied that he
has discharged al his duties under section 4 of the Raillways Act 1993. With regard to
his assessment of the overdl level of Railtrack’s revenue requirements, this requires
him to baance the duty not to render it unduly difficult for Railtrack to finance any
activities or proposed activities in relation to which he has functions under or by
virtue of Pat | of the Ralways Act 1993 with his other duties, including the duty to
have regard to the financid podtion of the Franchisng Director. In consdering these
financing duties, and the duty to promote the use of the rallway, the Regulator has
taken account of the potentia implications of the periodic review for Raltrack’s
ability to finance enhancements to the network. However, this does not require him to
edablish access charges for the exising network which are higher than they would
have been in the asence of these enhancements. Smilarly, while he has discharged
the duty under section 21 of the Channd Tunnd Rail Link Act 1996 not to impede the
performance of the development agreement, this does not require him to set access
charges for the domedtic railway which are higher than they would otherwise have
been.

1.3 In deveoping his proposas for reform of the incentive framework, the Regulator
congders that the following duties are particularly relevant: to protect the interests of
users of ralway services, to promote the use and development of the railway network;
to enable providers of railway services to plan the future of their businesses with a
reasonable degree of assurance, and to impose the minimum necessary redtrictions on
operators. These duties have a particular bearing on the incentives on Railtrack to be
responsve to the needs of their cusomers and on the implications of the proposed
charging structure for the incentives faced by train operating companies.
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The Regulator has dso discharged the duty to take account of the need to protect al
persons from dangers arisng from the operation of rallways including any advice
given to him by the Hedth and Safety Executive. For example, this has implications
for the leve of safety related expenditure which Railtrack will need to finance. Safety
is paramount and well managed companies will be both safe and efficient.

Given the current absence of a right of apped for Railtrack to the Competition
Commisson, the Regulator argued in December 1999 that it was paticulaly
important for him to have regad to reevant precedents. He believes that this
minimises  unnecessty  uncertainty  among  investors  about the returns which an
efficient Railtrack can be expected to earn. In addition, he gave his strong support for
the introduction of a right of goped as pat of the Transport Bill which is currently
before Parliament. Schedule 24 of the Bill now provides for this right of gpped and it
is expected that this will be enacted in time for it to apply to the current periodic
review.

The Regulator has aso taken account of extensve comments provided by Railtrack,
operators, funders, andydts, rating agencies and investors over a period of two years.
He has published thirteen consaultation documents on the periodic review and
seventeen reports from independent consultants (a full lig is contained in Appendix
A). This includes provisona conclusons on Ralltrack’s revenue requirements, on the
incentive framework and on the West Coast Route Modernisation (published in
December 1999, April 2000 and June 2000 respectively — see Appendix B for a list of
respondents). The Regulator has aso hed three forma periodic review hearings with
Railtrack (the transcripts from the two most recent hearings are now available on the
ORR webgte) and two industry seminars on the structure of charges.

Some dements of the periodic review have potentia implications for freight charges
(eg. the dructure of charges, the performance regime and the scope for efficiency
savings). Freight operators have therefore made extensve submissons in response to
the periodic review documents. In conjunction with the periodic review, the Regulator
has initited a fundamental review of his policy towards freight charges and he
intends to publish further views on the proposed framework in August 2000. This will
enable him to take account of any proposed changes when findisng his condusons
on the periodic review.

The purpose of this document is to set out the Regulator’'s draft conclusons on the
periodic review of Raltrack’s access charges for franchised passenger train services.
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This provides the find opportunity for Railtrack, operators, funders and others to
comment on the Regulator's proposas. Each of the individua components has
dready been subject to separate consultation. Particular comments are therefore
invited on the implications for the overal level and profile of revenues and the overdl
incentive framework. The Regulator would adso welcome detaled comments on the
drafting of the templates for Schedules 4, 7 and 8 of the track access agreements. In
findisng his concdusons on these maters, the Regulator will particulaly wish to
conault with Railtrack and SSRA. He will adso seek advice from HSE to ensure that
his conclusions are condgstent with the relevant safety obligations.

In March 2000 Railtrack published its 2000 Network Management Statement (NMS).
Following this, the Regulator caried out an indudry consultation on the NMS
(Appendix G summarises the responses). This document contains the Regulator's
response insofar asit relates to the periodic review.

1.10 Volumel of thisdocument is divided into four separate parts:

Pat | dexribes the Regulator's present view of Railtrack’'s revenue
requirements,

Pat 1l dexribes the proposed incentive framework, including the new
structure of charges,

Part 111 describes the Regulator's proposed approach to remuneration of
enhancements to the West Coast Main Line (WCML); and

Pat 1V outlines the process for reaching find conclusons and implementing
these conclusionsin Railtrack’ s access agreements.

1.11 Appendices A to G are dso contained in Volume | and Appendices H to P (relevant

legd drafting) are contained in Volume 1.
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The questions for consultation are summarised in Appendix C. Consultation responses
should be sent to:

Paul Plummer

Chief Economigt

Office of the Rail Regulator
1 Waterhouse Square
138-142 Holborn

London

ECIN 2TQ

by 25 August 2000. Respondents should indicate clearly if they wish dl or pat of
their responses to remain confidentid to ORR. Otherwise it is expected that they will
be published in the ORR library and on its webste and they may be quoted from by
the Regulator.Where a response is made in confidence, it should be accompanied by a
gatement which can be published, placed in the ORR library and on its webste and
quoted from by the Regulator, summarisng the submisson but excuding the
confidentia information. The Regulator may dso publish the names of respondents in
future documents or on the ORR’'s webdte, unless a consultee indicates that he wishes
his name to be withheld.

Summary of Part |: Revenuerequirements

1.13

Railtrack’s overal revenue requirement from access charges for franchised passenger
tran sarvices for the next control period is built up from the following building
blocks:

the level of expenditure required to operate, maintain and renew the network;

plus the required return on the company’'s assets — referred to as the
Regulatory Asset Base (RAB);

minus the projected income from other sources which are included within the
sngletill (Sations, property, freight, open access and other).
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Expenditure requirements

1.14

1.15

1.16

117

1.18

The current price controls dlowed for annud expenditure of around £2 billion per
annum (equivaent to more than £10 hillion over five years). By contrast, Raltrack’s
operating, maintenance and renewd expenditure is currently around £2.8 billion
(E14.1 hbillion if taken over five years). This increase is due primarily to the poor
knowledge of Railtrack’s assets a privatisation and the fact that the initid controls
were not designed for a growing railway.

In considering Railtrack’s expenditure requirements, the Regulator has examined a
wide range of evidence reating to the potentid for improved efficiency. This indudes
andyss of Railtrack’s detalled cost assumptions and contracting strategy as well as
comparisons with regulated utilities and other rallways. In the light of this evidence,
he bdieves that Raltrack should be able to achieve efficiency improvements on
controllable costs of 3-5% per annum over the next control period as a whole. He aso
believes that it is important for him to set chdlenging but redidic efficiency targets
which provide an incentive for the company to achieve further efficiencies without
compromising outputs.

The Regulator has therefore assumed efficiency improvements on controllable costs
of 3% per annum a the beginning of next period, increasing to 5% per annum by the
end of the period. This is equivdent to an annud efficiency improvement of 4.2% per
annum, which is around the mid-point of the range identified by the Regulator in
December 1999. Over the period as a whole, this implies efficiency improvements
equivaent to about 10% of total operating, maintenance and renewa expenditure.

These projected savings imply an overdl expenditure requirement of £14.2 billion
over the next control period (an average of £2.8 billion per annum). This is broadly in
line with the current level of expenditure snce the assumed efficiencies should result
in improved outputs rather than reduced costs.

The projected expenditure of £14.2 billion is, however, dgnificantly less than the
projected expenditure of £16.1 hillion in Ralltrack’s latest cogt submisson. Around
£0.5 hillion of this difference relates to expenditure which the Regulator has included
in the RAB. A further £0.5 hillion is attributable to adjustments to Railtrack’s pre-
efficiency projections. The remaning £0.9 hillion is atributable to additiond
efficiency improvements,
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Return on the RAB

1.19 The Regulator's proposed Regulatory Asset Base (RAB) for the beginning of the next
control period is £5.11 billion (compared with Railtrack’s proposa of £6.86 hillion).
The proposed RAB includes:

an uplift of 15% on the firgt day trading vaue of equity - thisis at the top end
of the 10-15% range proposed in December 1999 and implies an initid vaue
of £3.04 hillion;

backlog renewas of £0.53 hillion based on the provisons which were made
when the initid price controls were established;

additionad renewas of £0.53 hillion which were not anticipated when the
initid price controls were edablished but were anticipated at privatisation
(adjusted to remove the offsetting reduction in taxation);

enhancement expenditure of £1.13 billion in the current period, including
£0.40 hillion of expenditure which was previoudy cassfied as renewas but
provides additiona outputs;

areduction of £0.12 billion due to under-delivery in the current period.
1.20 The RAB for the end of the next control period dso includes £1.52 billion of further

enhancement expenditure over the next control period, implying a March 2006 vaue
of £6.63 hillion. Thisincdludes:

safety and peformance related expenditure on TPWS and other tran
protection systems;

enhancements which SSRA  has hortliged from the origind  lig  of
enhancements which was provided in the December 1999 Incremental Output
Statement (10S);

completion of initid works on the Eas Coast Man Line which Railtrack
initiated without aformal contract; and
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expenditure on modern facilities a dations (which are to be treated in the
same way as other 10S enhancements) and platform stepping distances.

In December 1999, the Regulator set out the reasons for his provisona concluson
that Railtrack’s pre-tax red weighted average cost of capitd was between 7.0% and
75%. He intends to review this concduson in the light of the Competition
Commisson’'s conclusons on the current water references, particularly with regard to
the generd cost of capitd assumptions. In addition, he will wish to take account of the
potentia impact (if any) on Ralltrack’s risk profile of the periodic review and the new
mode clauses for Railtrack’ s track access agreements.

Combining the initid RAB with the assumed cost of capitd, implies a base return of
£0.36-£0.38 hillion per annum.

Sngletill income

1.23

The projected income from dations and other single till items over the next control
period is £34 hillion compared with Raltrack’'s projection of £3.3 billion on a
comparable bass. The main source of difference relates to property. However, the
Regulator’s assumed income from freight is subject to further review as pat of his
review of freight charging palicy.

Basdline revenue requirements

1.24

1.25

Given the individuad building blocks refered to above, it is clear that Raltrack’'s
overdl revenue requirement after the single till items referred to above is substantialy
higher then its current revenues. However, due to the exceptiond nature of some of
the increased codts, the Franchising Director has indicated that he would prefer to pay
for this dement of the increased costs by way of grant rather than through access
charges. He has dso indicated a desre for the overal incresse in charges to be
profiled towards the later years of the next control period. Payment of these grants
would be unconditiona and accounted for as revenue rather than capitd so that they
are equivalent to additional fixed track access charges.

In determining the overal level of revenue which is required from track access
charges from franchised passenger train sarvices, the Regulator has therefore
deducted £3.8 billion of grants which are profiled towards the end of the next period.
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This amount is conggtent with the assumptions made by the Government in its recent
spending review.

Given these grants and assuming a cost of capita of 7.5%, the base level of franchised
track access charges will need to increase by 2.5% in 2001/02. Theredfter, they will
remain congtant in real terms based on current traffic levels.

In addition to this base level of franchised track access charges, the costs associated
with the Independent Rail Safety Activity (IRSA) will be passed on to operators and,
via the franchise agreement, to the SSRA. The base levd of charges would adso
increase with traffic growth and there would be an additiona charge which would
become payable when the 10S enhancements are delivered.

Impact on Railtrack’s financial position

1.28

The Regulator has examined the implications of the proposed level and profile of
revenues for Raltrack’s financid pogtion. He is sttisfied that the overdl levd of
revenues for the second control period as a whole would not make it unduly difficult
for Railtrack to finance its rdevant activities. In particular, it would be able to finance
the basdine expenditure requirements underlying these revenues. He is dso satisfied
that it would be able to finance the other enhancements covered by Railtrack’s
enhancement  submission, implying tota enhancement expenditure of around £8
billion over the next period.

Summary of Part 11: Incentive framework

Structure of charges

1.29

1.30

The Regulator has dready consulted extensvely on the proposed Structure of charges
and he st out his provisond conclusons on these issues in April 2000. The approach
to usage charges and traction dectricity charges is now well established. It is aso
recognised that the capacity charge represents a legitimate variable cost which
Railtrack needs to recover through access charges.

Usage charges will be based on the level of efficiency which Ralltrack is expected to
achieve over the next period as a whole rather than the expected leve of efficiency in
each year. Given this, the aggregate usage charges would increase from around 3% to
9% of total track access charges in 2001/02 (and remain congtant in red terms for the
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remainder of the period). This reflects the fact that the current usage charges are
widdy recognised to be well below cost reflective levels.

Electric traction charges will dso increase from 5% to 7% of tota track access
charges in 2001/02. This is primarily because the index used to adjust these charges
has moved out of line with Ralltrack’s actud power purchase costs and because of
further work on consumption rates (to avoid unnecessary wash-up payments).

The proposed capacity charge will be a smplified verson of the charge proposed by
Railtrack. The proposed level of the charge would take account of improvements in
performance over the next period in the same way as usage charges. At the same time,
however, the increase in the societd dement of the performance incentive rates in
Schedule 8 subgtantidly increases the additiond cost to Ralltrack of running an
additiond service. In order to neutralise the effect of the increased Schedule 8 rates on
the incentive for operators to provide additionad services, the Regulator therefore
proposes that the capacity charge payable by operators should recover hdf of the
edimated congestion costs. The remaining congestion costs would be recovered in the
fixed charge and any unanticipated growth would be reflected in the RAB a the next
periodic review. Given this gpproach, the capacity charge faced by operators will be
around 5% of the total track access charges. In the case of new services, this merdy
replaces an existing negotiated charge.

Finaly, the Regulator proposes to introduce the proposed volume incentive through
an adjusment to the RAB rather than a variable charge to operators. The advantage
with this gpproach is that it avoids any impact on the margind incentives of operators
but should help to ensure that Railtrack is more respongve to their requirements. The
Regulator proposes to set the volume incentive rate of one penny per passenger mile
and to assume a base volume growth of up to haf of the projections in the 2000 NMS.
He intends to discuss the detaled arangements with SSRA before findisng his
conclusions.

A draft of the revised Schedule 7 is contained in Appendix M in Volume Il. In
addition, each operator will be sent details of the rdevant charging tables by mid-
August 2000. In presenting his provisona conclusons, the Regulator asked Railtrack
to undertake further work to establish the overdl effect of the proposed dructure on
individual franchised passenger train operating companies. The draft conclusons set
out in this document take account of the prdiminary results of this andyss. Before
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publishing his find condusons, however, the Regulator intends to undertake further
andysis of these issues.

The performance and possessions regime

1.35

1.36

The key changes to the performance regime incresse the incentive rates and
recaibrate the benchmarks to the expected level of performance over the next control
period. The arangements have dso been samplified to a Sgnificant degree and an
initid draft of the revised Schedule 8 is contained in Appendix N in Volume Il. The
Regulator bdieves that these changes will result in dgnificant improvements in the
effectiveness of the performance regime.

The Regulator confirms his intention to modify the exising possessons regime to
remove the free possessions dlowance and to provide for the same compensation to
operators regardless of whether the possesson aises from enhancement or
maintenance and renewa work. A revised draft of Schedule 4 is contained in
Appendix L in Volumell.

Sation charges and the Property Allowance Scheme

1.37

1.38

The Regulator has required Railtrack to develop a mode of station long term charges
based on the value of the assets and the codts of maintenance and renewd. This modd
alocates the charges between stations based on relative size and property income.

The Regulator proposes to retain the broad structure of the Property Allowance
Scheme (PAS). This provides an incentive for Raltrack to manage its property
portfolio for the benefit of the industry as a whole. However, he proposes to refine the
PASto ensure that dl station income is trested consstently.

Defining, monitoring and incentivising delivery of baseline outputs

1.39

The Regulator has received consderable support for his proposed approach to
defining, monitoring and incentivisng the ddivery of basdine outputs Given the
veay subgantid increase in revenues, the Regulaior congders that it is particularly
important for the relevant outputs to be clearly defined. These outputs are defined
primarily in terms of measures of network capability and performance. However, as
explained in December 1999 and April 2000, it is aso necessary to define relevant
measures of the sarvicesbility and condition of the assts Findly, dthough the
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Regulator does not propose to regulate inputs directly, he will need to be able to
monitor activities againg the assumptions which are dther explicit or implicit in the
periodic review settlement. For example, a the next periodic review, he will expect
Railtrack to explan any variaions between the activities which it is projecting for the
third control period and the activities which are assumed in the ten year Asset
Management Plans used for the current review.

The dlowed levels of expenditure and revenue are consgtent with the current Railway
Group Safety Plan. Substantia progress has dso been made towards defining robust
measures and expected levels of asset condition. Railtrack has provided substantia
information as pat of the periodic review, effectively defining the activities which
Railtrack consders are necessary to sugtain the network. However, the Regulator does
not consgder that the 2000 NMS sets out these activities with sufficient clarity or
specificity. He therefore requires Railtrack to produce a supplement to the NMS
seting out in detall the levels of activity which, on its current information, will be
needed over the next two control periods to sustain the network on an efficient whole
life cost basis.

The Regulator expects that the new annud return which Railtrack will be required to
produce will report on its performance againg the relevant measures of output and
activity referred to above. He dso expects that his reporters will review this annua
return and that he will then publish an annua commentary on Railtrack’s performance
in the preceding year.

The draft periodic review settlement funds Railtrack to achieve improvements in
operationd performance of 2.5% per annum in addition to the target for the current
year. The primary mechanism for incentivisng Railtrack to achieve (and beat) this
level of performance is through the improved peformance regime. However, the
Regulator proposes to edtablish an enforceable target a a levd of delay which is 5
10% higher than this expected level of performance. Based on Railtrack’s assessment
of the cogt of peformance improvements and the incentives which will dready be
provided by the performance regime, he proposes that the monetary pendty for falure
to meet thistarget should be at least £2.2 million per percentage point.

As indicated in April 2000, falure to deliver the expected levels of serviceshility and
condition or the assumed activity levels would not generdly result in enforcement
action but would be taken into account & the next review. However, if Railtrack is
seen to be fdling wel short of the relevant targets, this may be an indicator of mgor
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dewardship problems, necesstating more immediate action. Railtrack has provided
condructive input towards defining the reevant targets in these circumstances and the
Regulator proposes to develop this gpproach to help define the circumstances in
which he would expect to take such action.

Enhancement framework

1.44 Subgantid detail has adready been provided on the Regulator’s proposed approach to

1.45

the enhancement framework. However, this document provides further clarification of
his proposed trestment of contingencies when cogsing enhancement projects. His
present view is that contingencies should only be added to costs which have been
demongtrated to be efficient. Given this, he proposes that projects which are approved
in the firs year of the next control period would include a contingency of up to 15%
over the edtimated cost. For enhancements which are approved in subsequent years,
the maximum contingency would decline by between 1 and 2 percentage points per
annum. The levd of contingency in a paticular case would depend on specified
elements of the risk of the project.

The Regulator condders that this approach should ensure that Railtrack receives
gopropriate compensation for taking sensible business risks. It should aso provide a
clear incentive for the company to dediver enhancements in an efficient and timdy
manner and to improve its risk assessment cgpabilities. Findly, it should provide
greater clarity and transparency about the way in which enhancements will be treated.

Summary of Part I11: West Coast Main Line enhancements

Background

1.46

1.47

The Regulator's approach to the renewas dement of the West Coast Route
Modernisation (WCRM) was discussed in the June 2000 periodic review document
and is a key dement of the periodic review. By contrast, the charges for the
enhancements to the WCML are largely outside the scope of the review.

There are three main components of the proposed enhancements to the WCML. The
fird dement conssts of the outputs required for West Coast Trains as pat of the
Passenger Upgrade 2 (PUG2) contract. This was a commercid ded agreed at a fixed
price with revenue sharing arrangements and provison for compensation for failure to
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deliver the required outputs. The charges for these enhancements are not subject to the
periodic review.

The second eement provides an additional 42 paths per day on the dow line. In 1998
Railtrack gave undertakings that, on completion of PUG2, these additiond paths
would be provided. However, no comfort was given about the way in which these
costs would be treated or about what prices it would be alowed to charge. The SSRA
has dnce confirmed tha ddivery of these additiond paths is vitd and that it
recognises that this will require SSRA funding. Given this the Regulator concluded
that it was agppropriate for him to edtablish relevant charges for these outputs in
conjunction with the periodic review. Without charges, the undertakings lacked an
essentiad eement which the Regulator has now supplied.

The third dement provides an additiona 2.5 paths per hour on the fagt line. In 1998
Railtrack aso gave undertakings that, on completion of PUG2, these additiond paths
would be provided. It took the risk of being able to sdll them without any indication of
the price which it would be dlowed to charge. The SSRA has confirmed that it is
unlikely that it will want to fund this dement of the programme. Unless there is a
reasonable expectation that operators would be willing to pay for these paths, the
Regulator does not congder that this could be regarded as a reasonable requirement
under Condition 7 of Railtrack’s network licence. For the purposes of the periodic
review, he has therefore assumed that Railtrack will not be required to ddiver these
outputs.

Charging arrangements

1.50

1.51

In principle, the Regulator consders that the appropriate charges for the additiona 42
paths should be based on the incrementa cost of providing those paths over and above
the cost of the West Coast Trains outputs. This implies a charge of around £0.1
billion.

In practice, however, sdting the charges on this bass would mean that Ralltrack
would make a very subgtantia loss on the West Coast enhancements as a whole. It is
therefore likely that it would seek to renegotiate the contract with West Coast Trains
or pay the contracted levd of compensation rather than ddivering the contracted
outputs. Since the 42 dow line paths were predicated on the completion of PUG2, this
would dso have implications for delivery of these enhancements.
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In the light of these congderations, the Regulator is presently minded to conclude that
if Raltrack were pad £0.5 hillion linked to deivery of the 42 dow line paths and the
outputs required for West Coast Trains, provison of the network capability to deiver
these outputs would be a reasonable requirement under Condition 7 of Raltrack’s
network licence. It is a matter for the SSRA to determine whether it is willing to fund
this cost.

Based on the Regulator's consultant’s assessment of the cost of these works, this
means that Railtrack would bear between around £0.25 billion of unremunerated
cods. Based on Railtrack’'s own view of the costs, however, this would increase to
around £0.5 hillion. In the light of the implications for the SSRA and for Railtrack’s
financid pogtion, the Regulator intends to discuss this matter with SSRA and
Railtrack before findising his conclusions on the periodic review.

Securing delivery

1.54

1.55

Given the proposed arangements for payment, the key priority is to ensure that
Railtrack delivers the required outputs. The Regulator proposes to establish a works
programme, including project milestones, againg which he will monitor progress. The
proposed milestones will be discussed with Railtrack and SSRA before the Regulator
finalises his conclusons on the periodic review.

If any of the milestones are not fully achieved or if the Regulator's reporters are not
satisfied with overdl progress, the Regulator will first require Railtrack to provide an
explanation and a recovery plan. If this is not adequeate, or is not deivered, the
Regulator would expect to take enforcement action. Failure to ddiver could therefore
reult in ether monetary pendties or an adjusment to the RAB following the next
periodic review.

Summary of Part IV: Timetable and implementation

1.56

1.57

Some further work is required before the Regulator findises his conclusons. He
currently expects to publish these conclusions around the end of September 2000.

Responses to the planned consultations up to the find conclusons are due on the
following dates:

16 August 2000: KPMG report on re-calibration of the performance regimes,

OFFICE of the RAIL REGULATOR - July 2000



Periodic review of Railtrack’s access charges: Draft conclusions

25 August 2000: technical consultation on capacity charges,
31 August 2000: provisond conclusions on model clauses,
8 September 2000: charging tables; and
15 September 2000: proposed licence modifications.
1.58 If the Transport Bill is enacted in broadly its current form in October or November
2000, the timetable for implementing the periodic review conclusons would be as

follows

End- September  2000: Regulator publishes review notices under the current
contractud arrangements;,

October/November 2000: Regulator publishes review notice under the
Trangport Act 2000;

sx weeks following review notice Ralltrack and other facility owners accept
or regect the Regulator’ s conclusions,

December 2000 / January 2001: Regulator makes reference to the Competition
Commission, if objections are raised; and

1 April 2001: new arrangements implemented, if no objections raised.
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PART I:

REVENUE REQUIREMENTS
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2. Methodology for resetting price controls

I ntroduction

21  Chapter 2 of the December 1999 periodic review document discussed the key
methodological issues concerning the way in which the Regulator planned to establish
Railtrack’s overdl revenue requirements as part of the periodic review. This involved
afour step process.

Step 1. identify the basdine outputs which Railtrack is expected to ddiver in
the next control period (i.e. what it hasto do);

Step 2. identify the level of revenue from access charges for franchised
passenger train services over the next control period which Railtrack requires
in order to finance delivery of these basdine outputs (i.e. how much money
Railtrack needs to do these things) — the methodology used to establish
Railtrack’ s overd| revenue requirementsisillusrated in Figure 2.1 below;

Figure 2.1: Revenue requirement

Initial RAB
+
Enhancements —
— RAB
+ — Return on RAB
X
Renewals 1
Cost of Capital
— + || Revenue
Under-delivery — Requirement
Efficiency
X — Expenditure |—
Outputs Activity
SingleTill | |
Income

Step 3: determine how this revenue should be profiled over the control period
(i.e. when Railtrack should receive the money); and
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Step 4: check that the resulting financid indicators (gearing etc.) are consistent
with the Regulator's duties, including the duty not to make it unduly difficult
for Ralltrack to finance its redevant activities (i.e. check the implications for
Railtrack’s profitability and its balance sheet).

Raltrack’'s response was generaly supportive of the Regulator's proposed
methodology. However, it dso made a number of detalled comments in response to
the proposed gpproach. These are dedt with in the relevant chapters of this document.
Other respondents were adso supportive of the proposed methodology dthough some
operators (particularly freight operators) expressed concerns about the operation of
the single till which will be addressed in the context of the review of freight charges.

The remainder of this chapter focuses on the treatment of renewds (pay-as-you-go
versus capitdisation), and the treatment of efficiency gains and under-delivery a the
next periodic review.

Pay-as-you-go ver sus capitalisation

24

25

2.6

A key issue in step 2 above concerns the choice between a pay-as-you-go approach to
renewas (as a present) versus capitdisation of some dements of renewds
expenditure. The December 1999 periodic review document concluded that the
former approach was preferable but that this would depend on the extent to which the
underlying projections of renewas expenditure are soundly based. As indicated in the
June 2000 periodic review document on the West Coast Route Modernisation
(WCRM), the Regulator does not have sufficent confidence in  Railtrack’s
expenditure projections for sgndling and communicetions.

Given this uncertainty, the Regulator proposes to provide for the expected leve of
renewas expenditure over the next control period, but to adjust the RAB following
the next periodic review to compensate for under- or overspend compared to this
dlowance. As explained in the June 2000 periodic review document, this adjustment
would be implemented on a five year rolling bass (to preserve the incentive for
efficiency) and would be subject to an efficiency review.

This gpproach would not have any impact on the projected cash flows over the next
five years, but would reduce dgnificantly the levd of risk to which Raltrack is
exposed. The proposed treatment would need to be reflected in Railtrack’s regulatory
accounts.
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Efficiency gainsand under-delivery

2.7

2.8

29

A related issue concerns the treatment of efficiency savings and under-ddivery a the
next periodic review. The Regulator believes tha it is important to minimise the
potentia digtortions to incentives arisng from a five yearly periodic review process.
In paticular, he believes it is important to provide clear incentives for the company to
improve efficiency throughout the next price control period and to ensure that
Railtrack is not paid twice for work which is deferred to the next period.

The Regulator therefore intends to set out his views on the appropriate approach to the
next periodic review before the end of the year. It will, however, be important to
ensure that the periodic review itsdf provides a clear definition of the outputs which
Railtrack is expected to deliver over the next control period as wel expenditure
projections for the third control period. In some cases, it will dso be necessary to
edablish what activities Railtrack expects to ddiver in return for the dlowed
expenditure. These assumptions must be made explicit so that they can be compared
with the actud outturn. These issues are discussed further in Chapters 3 and 14.

In response to the December 1999 periodic review document, Railtrack welcomed the
Regulator's intention to sgnd his proposed gpproach to the next review. The
Regulator has dso received strong support for this proposal from other parties. More
recently, Railtrack has provided detailed proposds on the way in which efficiency
savings should be dedt with at the next review. These proposas will be considered by
the Regulator in developing his proposed approach. However, given that the level of
activity is far from norma requirements, he does not believe tha it will be possble to
devise a purely mechanistic approach.
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3. Activity and expenditure

I ntroduction

31 Raltrack’'s projections of the total operating, mantenance and renewa expenditure
required to sudtain the network essentidly in steady State over the next control period
have increased from £12.3 hillion in May 1999 to £14.5 hillion in November 1999 to
£15.0 hillion in May 2000 and to £15.9 hillion in July 2000 (before any alowance for
the impact of traffic growth in the second control period). This compares with around
£2 hillion per annum (£10 hillion over five years) assumed when the initid price
controls were set and budgeted expenditure of £2.8 billion in the current year (£14.1
billion if taken over five years).

3.2 Ralltrack argues that there are three main reasons for the increase in expenditure
requirements:

inadequate knowledge of asset condition and incrementa costs when the
exiging charges were set — Ralltrack argues that the combined impact of
remedia backlog expenditures and increased outputs have led to increased
expenditures which were not provided for in current charges,

higher outputs to be achieved in the second control period than the first —
Raltrack argues that, assuming no traffic growth from 2001, the average
levels of traffic and other network outputs (performance, temporary speed
redrictions, station condition, broken rals etc) will be better than in the firs
control period; and

the higoric patterns of expenditure in the public sector — dgnificant
proportions of assets were upgraded within a short period and, as the relevant
asts life-expire in the next two control periods, the consequentid renewals
expenditures will aso be bunched.

3.3  Railtrack acknowledges that these factors mean it is not possble to rely entirdy on
hisoric expenditure levels to project future expenditure requirements. However, in
December 1999, the Regulator concluded that he did not, at that stage, have enough
evidence to satisfy himsdf that the increased projections for the second control period
were judtified. He therefore emphasised the need for Railtrack to demondrate that any
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increase in activity was necessary, that it could be delivered and that it was not due to
under-delivery in the current control period. He adso consders that the projected
increase in activity greetly increases the need to define the outputs which Railtrack is
expected to deiver from this activity as clearly as possble. This issue is discussed
further in Chapter 14.

The Regulaor dso commissoned Booz Allen & Hamilton (BAH) to review the
projections in Raltrack’'s 2000 Network Management Statement (NMS) and
asociated cost submissons and to update their assessment of Railtrack’s expenditure
requirements for the next two control periods. Ther report is avalable on the ORR
website.

Since the December 1999 periodic review document, Railtrack has revised its
dgndling drategy for the WCRM. The Regulator's provisona views on the cost
implications of this change were contained in the June 2000 periodic review
document. The Regulator’'s cost projections were based largely on the work done by
the joint (ORR/Railtrack) study. However, the Regulator took a different view from
Railtrack on the gppropriate treatment of risk and the scope for improved efficiency.

The remainder of this chapter consders the required level of operaing, maintenance
and renewals expenditure for the network as a whole over the next two control periods
based on current traffic levels and efficiencies. Given the proposed usage charges
which are described in Chepter 9, increased traffic levels should be broadly sdf
financing (i.e. the increased cods reaulting from traffic growth would be equa to the
increased revenues from usage charges over the period). The potentid for improved
efficiency is discussed in Chapter 4.

Each magor category of expenditure is conddered in turn. In each case, the
Regulator's proposed approach is compared with Railtrack’s pogtion. Railtrack’s
projections for non-WCML expenditure are derived from its May 2000 cost
submisson and those for the WCML are derived from the supplementary information
which Railtrack provided in July 2000. The July 2000 submisson showed a dight
reduction in the current and prior year spend and some changes in the mix of
enhancement and renewd. In addition, it was not possble to reconcile Railtrack’s
dlocation of on-cods and dte specific works between asset categories with the
assumptions in the joint (ORR/Railtrack) report on the WCRM.
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Train control systems

3.8 The fird column in Table 3.1 bdow summarises Ralltrack’s projected maintenance
and renewd expenditure on tran control systems (i.e sSgndling and
telecommunications) over the next control period before efficiency improvements.

3.9 Ralltrack’s pre-efficiency WCML figures are assumed to be in line with the esimates
derived by the joint (ORR/Railtrack) study a P80 (i.e. the edtimated cost from a
Quantified Risk Assessment (QRA) process in which there is a 20% chance of the
edimated cost being exceeded). The train control eement of ste specific works and
other costs which were identified in the June 2000 periodic review document are aso
shown in this table. The Regulator's projections are based on the P50 cost estimates
from thisjoint study (i.e. thereis a 50% chance of the estimated cost being exceeded).

3.10 As explained in the June 2000 periodic review document on WCRM, the use of P50
cost edimates is consgtent with Railtrack’s gpproach to non-WCML maintenance and
renewas projections and with its earlier goproach to the estimation of the costs of the
WCRM. The Regulator recognises that there is condderable uncertainty about
required sgndling expenditure. However, he and his consultants consder that, in this
case, the P50 cogt egtimate from the joint report represents the best available estimate
of the expected cost of the project. It is therefore consstent with the approach adopted
by other regulators and other regulated utilities. This approach reduces the projected
expenditure on train controls by £176 million before efficiency improvements.

3.11 Railtrack’'s projection of pre-efficiency tdecommunications expenditure for the
remainder of the network was assessed udng high levd assumptions about the
required outputs and the unit cost of ddivering those outputs. Although BAH
concluded that these assumptions were reasonable, the resulting cost projections are
subject to consgderable uncertainty. There is dso some uncertainty about the extent to
which Railtrack will be able to exploit some eements of its operationad network (eg.
magts and troughs) for commercia purposes.

312 The nonrWCML sdggndling edimates are based on Raltrack’'s dgndling asst
maintenance plan (SAMP) for the network as a whole, adjusted to remove the
edements relating to WCRM renewas undertaken by maintenance contractors and
TPWS (since these are provided within maintenance or as additions to the RAB). The
deduction made by Railtrack appears to be based on the projected expenditure of £29
million per annum over the AMP period as a whole (£145 million over five years).
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However, since there is not expected to be any materid dgnaling renewa on the
WCML after completion of the WCRM in the third control period, it would be more
gopropriate to deduct £58 million per annum (£290 million over five years). Given
that projected activity on non-WCML renewals is expected to be higher in the third
control period than in the second, the Regulator believes that this approach is
reasonable. This adjustment would reduce Railtrack’s projected expenditure by £145
million.

The Regulator has aso reduced Railtrack’s proposed alowance for acceerated
renewas 0 that it is only pad the net present value of future savings in renewds
expenditure. Findly, expenditure on performance improvements has been removed
from ggndling renewas on the assumption that this would be treated as enhancement
(athough the Regulator has not removed £24 million of performance relaed renewas
expenditure as part of the WCRM).

Table 3.1: Train control expenditure projectionsin second control period

1998/99 £ million Railtrack ORR
Renewal
WCRM renewal
Signaling - 1271
Telecoms - 9
Oncost - 245
Site specifics - 49
Accelerated renewal - 80
Total 1,920 1,744
Non-WCRM renewal
Network AMP 1,842 1,808
Maintenance -185 -188
TPWS -111 -63
WCRM -145 -290
Accelerated renewal 146 85
Performance 50 0
Telecoms renewal 620 620
Total 2,217 1972
Total renewal 4,137 3,716
Maintenance
Non-WCRM maintenance 668 668
WCRM maintenance 164 164
Total maintenance 832 832
Total Maintenance & Renewal 4,969 4,548

The Regulator's projected maintenance and renewas expenditure on train control
systems in the second control period is therefore £4,548 miillion before taking account

OFFICE of the RAIL REGULATOR - July 2000



Periodic review of Railtrack’s access charges: Draft conclusions

of growth and efficiency improvements. He intends to dlow for this totad expenditure
in Ralltrack’s revenues. Given this, he has adopted Railtrack’s assumed expenditure
profile which takes account of potentia congtraintsin the supply market.

3.15 Of the difference between the Regulator's projection and Railtrack’s projection, £321
million is dtributeble to the adjusment for WCRM risk (£176 million) and the
WCRM adjusment to SAMP (£145 million). Given the need to ensure that Railtrack
is able to finance the potentid level of dgndling renewds, he proposes to include this
difference in the RAB at least until the next review. Railtrack would therefore be pad
for the financing cods on this potentid expenditure rather than the expenditure itsdlf.
As explained in Chepter 6, the RAB would be adjusted following the next periodic
review to compensate for under- or overspend compared to the assumed level of
expenditure. This would include adjusment for the financing cods associated with the
£321 million.

3.16 The ovedl effect of this is a mgor increese in dgndling renewas activity and
expenditure over the next control period both on the WCML and the remainder of the
network. In particular, Raltrack is being funded to renew or life extend a sgnificant
number of the eectrica interlockings which date back to the 1970s as pat of a
programme which will extend well into the third control period.

3.17 The Regulator is concerned to ensure that Railtrack has robust plans for securing
deivery of the planned outputs. This is primarily a matter for the management of the
company. However, given the importance of this issue, the higory of ddays in
ggndling projects and the lead times involved, the Regulator proposes to require
Raltrack to prepae a dealed implementation drategy for both sgndling and
telecoms, including proposed fdlback postions in reation to high risk dements of the
srategy. The proposed strategy would need to be developed well in advance of the
2001 Network Management Statement. As explained in Chapter 14 the Regulator
therefore proposes that this is reflected in a supplement to the 2000 NMS.

Track
3.18 The firg column of Table 3.2 bdow summarises Railtrack’s projected expenditure

requirements on track maintenance and renewd over the next control period before
efficiency improvements,
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As with train controls, Ralltrack’s pre-efficiency WCML figures are assumed to be in
line with the P80 edtimates derived by the joint ORR/Railtrack study. Railtrack’s
projections for non-WCML expenditure are based on the 1998 track AMP for the
network as a whole adjusted to remove the WCML dement. However, since this was
based on 1997/98 traffic levels, an adjustment has been made for growth in the firg
control period. Further adjusments are made to provide for additiona renewas
required to deliver and maintain the targeted reduction in broken rails and accelerated
renewals relating to Thamedink 2000.

Railtrack's May 2000 cost submisson dso included £420 million of renewds arisng
from projected growth in freight and passenger traffic during the second control
period. In its July 2000 submisson, this figure was reduced to a leve which is
intended to be consgent with the expected growth in income from track access
charges. However, Railtrack argues tha this understates the actual impact of growth
in the next period snce it assumes a Seady date and ignores the fact that a large
proportion of the assets are already nearly life expired.

Table 3.2: Track maintenance and renewals expenditure

1998/99 (£ million) Railtrack ORR 1 ORR 2
Renewal
WCRM renewal
JPT Track renewals - 202 202
Usage costs - 154 154
Oncosts - 112 112
Site specifics - 17 171
Accelerated renewals - 0 0
Sub-total 639 729 729
Variable usage revenues' -37 -37 -37
Total 652 692 692
Non-WCRM renewal
Network renewals exc. WCRM 1,066 1,066 1312
Growth in first control period 135 53 10
Other renewals 187 167 167
Total 1,388 1,286 1,489
Total renewal 2,040 1,941 2,144
Maintenance
Non-WCRM maintenance 1,556 1,556 1,556
WCML incremental maintenance A A A
WCRM maintenance 178 178 178
Total maintenance 1,768 1,768 1,768
Total Maintenance & Renewal 3,808 3,709 3,912
1. Railtrack’s figures have been adjusted for comparability
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The second and third columns of Table 3.2 illugsrate the Regulator's proposed
adjusments usng two dternative approaches. In the case of the WCML, both
gpproaches use P50 rather than P80 estimates derived from the joint ORR/Railtrack
sudy. For non-WCML renewds, the gpproach in the firg column is smilar to that
adopted by Railtrack, except that there is a smdler adjustment for growth in the firs
control period (based on work which has been done in connection with usage charges)
and a smaler dlowance for acceerated renewas (so0 that Railtrack is only paid the net
present vaue of future renewas expenditure saved).

The agpproach in the second column garts from the average level of expenditure on
track renewas (excluding WCML) in the last two years of the current control period.
This expenditure is reduced by 2% per annum to 2001 to dlow for the efficiency
savings which Railtrack clams to have achieved over the first control period. This
amount is then adjusted to take account of the impact of growth in the current control
period and to dlow for the additiond expenditure rdating to broken rals plus the
present value of accelerated renewals.

This second approach results in projected expenditure over the next period equal to
£1,489 million before efficiency improvements and growth. This is therefore £101
million higher than Ralltrack’s proposd. This reflects the consstent advice from BAH
that Railtrack’s activity rates for renewa of key dements of the network are
inadequate. The Regulator adso consders that this difference represents a reasonable
dlowance for the impact of growth which would not be captured through usage
charges which are based on steady state assumptions. He therefore proposes to adopt
this gpproach and to assume aflat profile of expenditure over the next period.

Given the proposed expenditure projections, the Regulator expects Railtrack to
deliver the renewd activities set out in its May 2000 cost submisson. This comprises
annual renewa rates excluding WCML equd to 1.1% of rail, 2.4% of deepers, 2.8%
of balast and 1.8% of switches and crossings. Since Railtrack has projected further
increases in renewd activity in the third control period, the Regulator considers that it
is important that the projected activity in the second period is not deferred to the third
period. The implications of the projected expenditure for Railtrack’s broken rails and
track quality targets are discussed further in Chapter 14.
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Other assets

Sructures

3.25

3.26

3.27

Raltrack's 1998 sructures AMP projected maintenance and renewa expenditure of
£147 million per anum over ten years (£735 million over five years). By contrast,
Railtrack's expenditure in the first two years of the AMP period is likely to average
£117 million. This is partly because of accderated works in 1997/98 and partly
because of deferrd into the second control period (which Railtrack argues was
necessary to enable the works to be planned efficiently). It therefore proposes
expenditure of £155 million per year for the second control period (£775 million over
five years). This represents a 5% red increase over the expected average annud
expenditure in the first control period.

Againg this background, the Regulator proposes to deduct the projected expenditure
on dructures as pat of WCRM (£89 million excluding accelerated renewds) from
£775 million to derive an esimate of non-WCRM AMP for the second control period
(£686 million). By comparison, Railtrack deducts £55 million to derive an estimate of

£720 million. However, if this £55 million were deducted from the AMP-based figure
of £735 million this would imply an adlowance of £680 million. This is dso broadly
consstent with WCML accounting for 11% of the network since this would imply a
non-WCML cost of around £690 million.

Given this base, the Regulator proposes to accept Railtrack's projection of the
additiond expenditure requirements for Bridgeguard 3 (to strengthen road over rail
bridges) and other minor renewas (£133 million in the second control period). This
resultsin a projected expenditure before efficiency and growth of £819 million.

Sations and depots

3.28

Railtrack's May 2000 cost submission projects pre-efficiency expenditure for sations
and depots of £877 million in the second control period. This is up from £674 million
in the May 1999 cogt submission. Overdl, this represents a 33% red reduction in total
expenditure compared to the first control period. However, this was a period in which
goending was targeted primarily at the backlog dements of the Station Regeneration
Programme.
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3.29 Railtrack's projected cyclical and reactive AMP expenditure on stations and depots is
£480 million, based on a mode of asst condition and renewa needs which BAH
have confirmed to be satisfactory. From this base, the Regulator proposes to add £14
million of other renewas a depots and an dlowance of £73 million for maintenance
and renewa of linesde buildings (this latter dlowance compares with £124 million
proposed by Railtrack dthough some alowance has dready been made for linesde
buildings esewhere in its submission).

3.30 The Regulator proposes to treat a further £132 million of expenditure as enhancement,
as this comprises expenditure for additiond functiondity a daions which is provided
for sepaatdy in the RAB. No dlowance has been made made for backlog
expenditure (E34 million) as this should be funded via the baance sheet provison
made at privaisation. Findly, no dlowance has been made for Railtrack’s proposed
increese in the provison for heritage maerids (from £41 to £74 million) or
accdderated renewd (£12 million) sSnce Ralltrack has not provided sufficient
judtification for their inclusion.

Electrification

3.31 Railtrack's dectrification renewads proposds for the non-WCML network have
remained unchanged since the May 1999 cogt submisson (£236m for the second
control period). These projections are based on system age, refined by engineering
judgement and condition assessments and validated by a peer review process. From
this base, the Regulator proposes to add projected expenditure of £84 million for the
WCRM based on the andysis by BAH.

Information systems

3.32 Raltrack's renewas expenditure proposas on information systems for the second
control period were £111 million in the May 1999 cogt submission. The estimated
cost was amended to £335 million in the November 1999 cost submission on the basis
that a mgor Information Systems drategy review was underway. This review was
expected to result in a mgor programme of investment in the second control period.
Thefigure of £335 million was effectively the result of cross-industry benchmarking.

3.33 The Regulator has yet to see detals of the outcome of the IS drategy review.
However, it is gpparent that Railtrack currently has inefficient, fragmented and poorly
mantained legacy sysems. The Regulator regards the development of robust
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information sysems as a pre-requiste for the efficient management of the business
and for the provison of accurate and timely information to the industry. Indeed, he
has indicated that he intends to propose a new licence condition requiring Railtrack to
develop a comprehensve and rdiable asset regiger. Findly, he notes that Raltrack
has lagged behind other companies in IS expenditure over the first control period and
will need to spend at a considerable rate to overcome this backlog.

Based on comparisons with other industries, the Regulator accepts that Railtrack’s
revised edimate is a reasonable projection of the spending that will be required. In the
light of the circumstances described above, he therefore proposes to accept Railtrack's
expenditure estimates for the second control period and to goply his overdl efficiency
assumptions to these projections.

Plant and machinery

3.35

Other

3.36

3.37

In the May 2000 cost submission, Railtrack projected expenditure on plant and
machinery of £125 million in the second control period. Tracksde plant shows a
sgnificant increase compared with the overdl leve in the firs control period, partly
due to the age profiles of the assets. However, there is dso a sgnificant increase in
goending on assats directly affecting train performance (eg. points heaters and
ggndling power supplies) and on other peformance-rdaed investments (eg.
replacement of the ral head conditioning vehide fleet and additiond condition
monitoring equipment). As explained in Chapter 6, the Regulator presently intends to
provide for thisin the RAB and he has therefore deducted £25 million from renewals.

Railtrack’s projected expenditure on other renewals is £25 million (pre-efficiency). In
previous years, this has included expenditure on linesde buildings and network
management centre which are now provided for dsewhere. The Regulator has
included this expenditure in his projections for the draft conclusons subject to
clarification about the items of future expenditure which are included in this category.

Other infrastructure maintenance (i.e. mantenance of infradructure outwith the
RT1A/IMC2/IMC2000 contracts) is projected to be £455 million before efficiency
over the second control period. This category of expenditure includes materids
haulage for maintenance works (£60 million) and other works including lesf fal and

OFFICE of the RAIL REGULATOR - July 2000



Periodic review of Railtrack’s access charges: Draft conclusions

vegetaion clearance and operation and maintenance of enginering plant (£395
million). BAH has advised that these projections are reasonable.

Operating expenditure

3.38

3.39

3.40

341

Railtrack's May 2000 cost submission projects operating expenses of £4.03 hillion in
the second control period (excluding expenditure associated with the independent rall
sfety activity). This projection is before efficiency and growth but does include some
invesment-led savings in operaing codts (i.e. where Railtrack expects capitd
expenditure to lead to a reduction in staff requirements).

Operating cods are expressed net of other operating income (e.g. recoveries from
third parties in respect of infragtructure projects, sdes of gandards and revenue
grants). During the latter years of the first control period, this income averaged £85
million (dthough this incduded income of £5.8 million of income from Government
which has now ceased). In the May 2000 cost submission, Railtrack projected income
of £75 million annualy in the second control period which is broadly consgtent with
the current levd of income. The Regulator therefore proposes to accept this
projection.

Railtrack’s projected net operating expenditure represents a £301 million increase
ove the edimate made in the May 1999 cost submisson. This increase is due to
additional cogts in the base year (increased expenditure on deivery of outputs,
additionad expenditure on the safety plan, increases in non-controllable charges from
HSE and ORR), an increase in anua pensons provison to £20 million and a
provison of £10 million per annum for the codts of feashility studies for proposed
enhancements which are not pursued.

Following his review of Railtrack’s operating cogts and the advice given by BAH, the
Regulator proposes to accept most elements of Railtrack's projected operating
expenditure (pre-efficiency and growth). As explained in Chapter 11, the Regulator
adso proposes to dlow £205 million of additiona compensation to operators as a
result of proposed changes to the Schedule 4 possessions regime (in addition to costs
which are adready provided for in the WCRM cost projections). However, he proposes
to disdlow Railtrack’s proposed contingency of £100 million since this has not been
judtified. In addition, he has made no dlowance for the additiond £50 million of
potentiad costs which Ralltrack has cdamed for the implementation and administration
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of the incentive framework over the next control period. He is considering the extent
to which these activities can be accommodated within the existing opex projections.

Independent rail safety activity

3.42

The proposed budget for the Independent Rail Safety Activity (IRSA) is £152 million
over the next control period. This condsts mainly of R&D expenditure (£87 million)
and gaff costs (E40 million). For the purposes of this document, the Regulator has
taken these projections as given. Before reaching find conclusons on the periodic
review, however, he intends to discuss these projections with the HSE and the SSRA.
Chapter 9 discusses the way in which these costs would be recovered.

Conclusions and next steps

3.43

3.44

3.45

The implications of the preceding andyss for Raltrack's overdl operating,
maintenance and renewa expenditure requirements before efficiency and growth are
summarised in the Tables below. Table 3.3 compares the Regulator's aggregate
expenditure dlowance for the next control period before efficiency and growth with
the equivalent projections made by Railtrack. The unadjusted difference between
these projections is £981 million (column 1 versus column 3). However, if Raltrack’s
figures are adjusted to take account of expenditure which the Regulator proposes to
include in the RAB, this difference is reduced to £454 million (column 2 versus
column 3).

Table 34 summarises the resulting expenditure profile. Detalled projections for the
next two control periods by asset category for the WCML and the non-WCML are
provided in Appendix D. The Regulator expects these ten year projections, together
with the underlying assumptions about asset condition and activities to form an
important input to the next periodic review. As a further input to this process, the
Regulator will dso expect Raltrack to provide the detalled zona busness plans
which have been developed in support of its top-down projections. These plans and
assumptions will also need to be reflected in the proposed supplement to the 2000
NMS which is discussed further in Chapter 14.

Figures 31 and 32 provide a graphicd illustration of the proposed expenditure
profiles. The firs graph highlights the fact that the main source of the projected
incresse in expenditure is train control sysems. Similarly, the second graph shows
that the expected increase in expenditure over the next control period can be attributed
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largely to the WCRM. These grgphs adso highlight the fact that, if the assumed leve
of renewds activity is delivered over the next control period, there should be a
sgnificant decline in expenditure in the third control period.

346 Consultees are invited to comment on the proposed projections of pre-efficency

expenditure and the proposa to include an dement of potentiad signdling expenditure
inthe RAB.
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Table 3.3: Expenditure projectionsfor control period 2 (pre-efficiency)

1998/99 £ million Railtrack Railtrack ORR
Adjusted

WCRM

WCRM renewal
Track 652 652 692
Train Controls 1,920 1,744 1,744
Electrification 230 230 176
Structures 249 249 123
Total 3,051 2,874 2,735

WCRM maintenance 415 415 415

Non-WCRM

Non-WCRM renewal
Track 1,388 1,388 1,489
Train Controls 2,217 2,022 1,972
Electrification 235 235 235
Structures 853 853 819
Stations & Depots 877 745 567
Plant & Machinery 125 100 100
IS 336 336 336
Other Assets 25 25 25
Total 6,056 5,704 5,543

Non-WCRM maintenance 2,790 2,790 2,790

Opex
Controllable 2,844 2,844 2,791
Non-controllable 1,610 1,610 1,510
Total Opex 4,454 4,454 4,301

Total renewal 9,107 8,578 8,278

Total maintenance 3,205 3,205 3,205

Total Maintenance & Renewal 16,765 16,238 15,784

Table 3.4: Annual expenditure projections (pre-efficiency)

1998/99 £ million | 200102 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | CP2Total
WCRM

Renewals 687 620 620 548 259 2,734
Maintenance 71 78 84 90 92 415
Non-WCRM

Renewals 1,069 1,114 1112 1,124 1,125 5,543
Maintenance 575 569 558 550 539 2,791
Opex

Controllable 553 570 559 555 554 2,791
Non-controllable 300 303 302 301 304 1,510
Total

Renewals 1,756 1,734 1,732 1672 1,384 8,277
Maintenance 646 647 642 640 631 3,206
Opex 853 873 861 856 858 4,301
Total M&R 3,255 3,254 3235 3168 2,873 15,784
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Figure 3.1: Maintenance, renewal and oper ating expenditure by asset
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Efficiency

I ntroduction

41

4.2

4.3

4.4

The December 1999 periodic review document concluded that Railtrack should be
able to achieve efficiency savings on controllable costs (i.e. excuding cumulo rates,
British Transport Police and ORR licence fees) of 3-5% per annum over the next price
control period as a whole. For the purposes of his provisond conclusons on
Raltrack’s revenue requirements the Regulator assumed savings of 5% per annum
which he conddered to be chalenging but achievable. Separate dlowance was made
for potentia incresses in maintenance and renewa activity needed to maintan the
required asset condition, to improve performance and to dlow for growth. The
assumed rate of efficiency improvement did not therefore correspond to the expected
rate of changein costs.

Consultees were invited to comment on the range of expenditure projections
identified by the Regulator, and particulaly on the assumed rate and profile of

efficdency savings

A number of respondents expressed a bdief that there is subgtantiad scope for
Raltrack to make efficiency gains over the coming control period. Indeed, severd
parties suggested that the range proposed by the Regulator was relaively modest.
Some respondents referred to international benchmarking work in support of this view
and some suggested that there should be economies of scade and scope arising from
the magnitude of investment in the industry. By contrast, other respondents expressed
concern that the potentid for efficiency gains would be reduced because of this leve
of investment. Some aso sressed that cost savings should not be pursued at the
expense of asset condition.

Railtrack’s response to the December 1999 periodic review document focussed on the
Regulator's assessment of the efficency savings made by other utilities and ther
gpplication to Railtrack’'s total controllable costs. Railtrack suggested that  its
proposed efficiency saving of 2% on total cods is broadly equivalent to 5% redl unit
cos efficiencies per aanum (i.e. after dlowing for anticipated growth and economies
of scale). Railtrack adso argued that it was ingppropriate to gpply efficiency savings of
3-5% per annum to its controllable costs from a 1998/99 base since this would amount
to retrospective clawback.
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The remainder of this chapter discusses the relevant evidence on the potentid for
improved efficiency and explains the reasons for the Regulator's conclusons. The
following issues are considered in turn:

bottom- up assessments of potentia efficiency savings,

comparisons with other privatised indudtries;

comparisons with other regulators, and

benchmarking and productivity trendsin other raillways.

Bottom up assessments of efficiency savings

4.6

4.7

The December 1999 periodic review document highlighted the Regulator's view that
detailed bottom-up andyss will tend to understate the scope for improved efficiency.
In paticular, this gpproach does not take account of potentid savings from
unspecified improvements which cannot (by definition) be anticipated now, but which
might be expected to be achieved in response to effective incentive regulation. Since
December 1999, Railtrack has acknowledged that:

past peformance is not a good guide to Railtrack’s future expenditure
requirements. This means that expenditure projections in a number of aress are
based on high levd assumptions about required levels of activity and unit
rates. The Regulator consders that the potentid for efficiency savings on such
a base may be greater than if the costs were derived from higtoric information
or detailed bottom up andysis, and

it does not have a detailed bottom-up plan for ddivering savings of 2% per
annum, which ingtead represents the company’s high level judgement about
the scope for efficiency savings.

These factors reinforce the weaknesses of detailed bottom-up efficdency andysis. In
reaching a judgement about the scope for efficiency savings, the Regulator has been
guided largely by the top-down comparisons discussed in the following sections.
However, he has dso had regard to the more detailed advice and analyss provided by
Booz Allen & Hamilton (BAH).
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Initial BAH report

4.8

4.9

The initid BAH review of Raltrack's expenditure requirements concluded that
Railtrack should be able to achieve savings equivdent to 4% per annum, rether than
the 1.7% projected by Railtrack in its May 1999 cost submisson. These savings were
based on efficiencies in the areas of contracting, project delivery, possessons
management, use of new technology and improved work specification.

Railtrack subsequently accepted some of the efficiency savings projected by BAH,
including those associated with project delivery, contract terms and conditions,
technology and specification. In its November 1999 cost submisson Ralltrack
projected savings of 2% per anum. It argued that supply-sde condraints and
condraints on poskessons preclude the achievement of grester efficiency savings in
the short term. In response, BAH point out that Railtrack should be able to manage
these areas more efficiently through the development of its supply chain.

WCRM efficiencies

4.10

In June 2000, the Regulator published a further report by BAH relating to the required
level of expenditure for the WCRM. On the bads of their detalled involvement in the
joint project team, referred to above, they identified substantia costs which were not
consgdered wholly appropriate in the context of a renewds programme (eg.
contingencies and additiond programme management costs). In  addition, they
identified sgnificant efficiencies (eg. savings from improved packaging and planning
of work, supply chain and risk management). They aso noted that Railtrack hed
assumed productivity benefits within the WCRM programme from the improved use
of possessons (dthough Railtrack had previoudy denied this). Overdl, BAH
concluded that Railtrack should be able to achieve scope and cost efficiencies of 5%
per annum on WCRM renewals costs over the programme from 2001/2.

Review of the 2000 NMS and related cost submissions

411

Further experience of rolling out the IMC2000 maintenance contracts led Railtrack to
include dightly greater efficiencies in its May 2000 and July 2000 cost submissons.
However, the overdl projections remained conssent with an aggregate efficiency
saving across al controllable costs of 2% per annum.
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The Regulator commissoned BAH to review the projections in Railtrack's 2000
Network Management Statement and associated cost submissions and to update their
earlier assessment of Ralltrack's expenditure requirements for the next two control
periods (their report is available on the ORR website). BAH concluded that there were
benefits identified within WCRM which could be extended to the rest of the network.
These included benefits from the extenson of dliance contracts and improved
arrangements for increasing the productivity of possessons.

BAH is in broad agreement with Railtrack’s assessment of the likdy magnitude and
sources of efficiency savings, but there are dgnificant differences of view in the
timing of ther ddivery. For example, both parties accept that benefits in terms of
reduced renewd requirements from the introduction of new materids or maintenance
methods will be achieved only in the longer term; smilarly, changing the nature of
sub-contracts with suppliers may require severd years given the gructure and terms
of current agreements. Neverthdesss BAH ague that dgnificant savings ae
achievable more immediately through improvements to Railtrack's own processes and
procedures. Such savings have aso been identified by Railtrack's own consultants
through detailed bottom up analysisin key cost aress.

Ovedl, BAH conclude tha efficency savings of 3-4% per annum should be
achievable on the network over both the second and third control periods. This
excludes the WCRM, where they conclude that efficiencies of 5% per annum should
be achieveable (see above).

Contracting strategy

4.15

4.16

The Regulator asked BAH to review Railtrack’s contracting strategy. They concluded
that the new IMC2000 maintenance contract represents an improvement on the
origind (mogly pre-privatisation) contracts and that these improvements should
endble Ralltrack to achieve dgnificat efficiencies. They dso identified a number of
missed and future opportunities, and Railtrack recognises the potentid for further
improvements in the future Fndly, they concluded that there ae smilar
opportunities to improve the dructure and management of Raltrack’'s renewas
contracts.

Railtrack has acknowledged that it would expect to achieve savings of around 30%

through its supply chain raiondisation. However, it argues tha these savings would
require a least two full control periods to achieve and that hdf of the savings would
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need to be shared with its contractors. BAH have examined a number of case sudies
of dliancing and drategic sourcing. They conclude that the greastest scope for savings
aises in rdaivedy complex dgtuations They dso emphasse the importance of
motiveting the programme manager to deliver cost savings, rather than necessarily the
works contractor (although Railtrack’s contractors are more closdy integrated into
Railtrack’ s activities than contractors in other industries).

4.17 One example of such dliance-based contracts is from the UK water and sewerage
sector. In this case, the company achieved savings of about 20% on the target for its
capitd programme in the second control period after privatisation. It anticipates that
further mgor savings will be achieved in the third control period from continued use
of the same arrangements. In this case, less than 50% of the saving was shared with
the project manager (dthough this share has been increased in the third control period,
it fill remains below 50%).

418 As indicated in the June 2000 periodic review document, the Regulator is dso
concerned about the extent to which dliance-based target cost estimates can provide
an appropriate bass for future projections. For example, dthough the origind
ggndling dliance contract for the WCRM was subject to a form of competitive
tendering, there have been dgnificant changes in scope and the target cost projections
for the current scope have effectively been derived through negotiation. Railtrack
recognises tha target codts resulting from a competitive bid process may be
ggnificantly different from those arisng from an dliance where no competition on
the finad scope was caried out. The Regulator notes that in some cases where a
regulated utility has entered into an dliance based contract, the target cost estimates
have been adjusted following the periodic review.

International best practice

419 Since late 1999 the Regulator has been receiving extendve submissons from freight
tran operators on the subject of Ralltrack’s efficiency. These submissons have
incduded a technicd examinaion of the man drivers of track mantenance and
renewal costs, usng North American practices as a ‘best practic€ comparator with
current Railtrack practices. The technica work has been carried out on behaf of EWS
by Trangportation Technology Center, Inc. (TTCI) and the US transport and railway
research organisation, usng its very extendve technica expertise and world-wide
experience of modern track construction and maintenance practices.
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TTCI has suggested that Raltrack’s current practices are lagging well behind world
best practice It has recommended that Railtrack should be usng improved
components such as harder rail sted and different specifications (eg. deeper spacing
and bdlast depths) to give longer asst life a a lower life cycle cost. TTCl has dso
recommended that Railtrack should change aspects of its mantenance and renewa
regime to deliver better asset management of the track components.

Although Railtrack has emphassed the dgnificant operationd differences between
US freight railways and its own network, it has largdy accepted the vdidity of
TTCI’s technica conclusons, and tha there is indeed sgnificant scope for Railtrack
to improve its efficiency in track maintenance and renewd. The key issue is the speed
at which such changes can be implemented and the catch-up efficiencies achieved.

Raltrack agues that practicd difficulties prevent it from implementing such
extendve changes in a way tha will sgnificantly reduce its track maintenance and
renewa costs during the second control period. The Regulator recognises that these
changes will take some time. He condders that, dthough they will show some benefit
in the next control period, they should result in larger benefits in the third control
period and beyond.

Comparisonswith other privatised utilities

4.23

4.24

The December 1999 periodic review document described Europe Economics anayss
of the efficdency savings made by compaable indudries (paticulaly UK utilities)
and the implications for Raltrack’s potentid efficiency savings. On the bads of this
evidence, Europe Economics concluded that Railtrack should be able to reduce its
controllable cogts in the order of 3-5% per anum in red terms.

Railtrack commissoned responses from McKinsey and OXERA, and following a
seminar held with the Regulator, it made a further submisson in July 2000 setting out
its proposed adjustments to the Europe Economics assumptions. The Regulator asked
Europe Economics to review these responses. Europe Economics concluded that both
ther origind condusons and the way in which they were used by the Regulator
reman vaid. The Regulator dso commissoned Mr Geoffrey Horton (Horton 4
Conaulting) to provide a further independent review of the rdevant consultants
reports and he provided further support for Europe Economic's conclusons. These
reports are available on the ORR website.
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Volume and capital substitution adjustments

4.25 One of the key issues concerns the gppropriate adjustments to unit cost reductions
achieved by other companies to take account of volume growth (due to economies of
scale) and subditution of capitd for labour. Even after making these adjustments,
however, it is cdear that Sgnificant savings have been achieved by these companies.

4.26 In dectricity digribution, the regiond €ectricity companies (RECs) have achieved
average unit cogt reductions of 6.5% per annum since ther privatisation in 1990. If
this figure is adjusted for the impact of growth, the implied savings are 5.9% per
annum (based on growth of 1.2% per annum and assuming, for illugtration, that a 1%
increese in volume increases cogts by 0.5%). In addition, Europe Economics propose
an adjusment for capitd subdtitution effects of up to 1%, which would reduce the
savings to 4.9% per annum. It should be noted, as well, that these companies achieved
sgnificant improvements in sarvice qudity (as wel as quantity) in conjunction with
these cogt savings.

4.27 Aduding the savings achieved in dectricity transmisson in the same way implies a
saving of 5.2% per annum. Moreover, in the period when volume growth has been
relatively dow (below 5% a year), Transco has gill reduced total operating costs by
over 10% per annum. Average water and sewerage companies achieved savings of
3% per anum since privatisation in 1989. This lower rae may reflect the greater
increases in qudity sandards and the lower competitive pressures in the water
indugtry.

4.28 The Regulator therefore condders that there is strong evidence that other regulated
network businesses have achieved savingsin the range of 3-5% per annum.

Choice of industry

4.29 Anocther key issue concerns the choice of comparators, where Railtrack questions the
Regulator’'s focus on regulated network businesses. Railtrack prefers to rely on nature
of work comparisons. This approach uses a weghted average of total factor
productivity growth rates in comparator industries where the weights are based on a
judgement about how sSmilar the nature of the work is to Railtrack. Alternatively,
Raltrack favours andyds of total factor productivity in other privatised industries
(mainly competitive and non-infrastructure industries).
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However, given the absence of direct ralway comparators, the regulated network
businesses provide the only avalable UK evidence of the extent to which Railtrack
can be expected to catch-up to the efficiency frontier. At the hearing on 28 June 2000,
Railtrack acknowledged that it was not a the frontier. By contrast, reliance on
Railtrack’ s proposed comparators would imply that there is no scope for catch-up.

The Regulator therefore believes that other UK regulated network businesses provide
the most relevant comparators to assess the scope for Railtrack to achieve improved
efficiency. This view is supported by Europe Economics, NERA and Horton 4
Consulting.

Relative efficiency

4.32

4.33

4.34

Railtrack argues that it was created de novo from a clean sheet and was therefore a
leest as efficient as other companies at the time of ther privatisation. However, there
is no evidence that companies which are newly formed shortly before privatisation
have been undble to achieve large efficiency gains. In any case, this would only affect
heed office and zond management cods, which represent a rdativedy smal
proportion of Railtrack's overdl cost base. Finaly, the Regulator considers that
experience from other privatised infrastructure companies suggests that Raltrack is
likedy to have lot some ground on most of the comparators since they have been
privatised for longer. Unlike Ralltrack, they can therefore be expected to have
exhaugted many of the “quick wins’ available in the years following privatisation.

At the hearing on 28 June 2000, Railtrack acknowledged that it had not focussed on
improved efficiency during the current control period. It did, however point to a
number of initiatives which are now being developed (eg. asset regidter, replacement
of the pre-privaisation maintenance contracts, supply chain review and organisationa
change both in the centre and the zones).

The Regulator consders that these factors provide further grounds for believing that

Railtrack should be able to achieve smilar caich-up efficiencies to those achieved by
other utilities.
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Distinguishing factors

435 Fndly, Raltrack argues that there are a number of “didinguishing factors’ which
condrain its ability to achieve the savings which have been achieved by other
infrastructure companies. These include:

The scale of the enhancement programme. Railtrack dams that this may
lead to supply market condraints and difficulties in optimisng possessions
and therefore increased costs. However, Railtrack has profiled its expenditure
to overcome these supply congraints and the Regulator considers that the
potentid for economies of scae/scope provides a sSgnificant opportunity for
cost efficiencies (particularly as Railtrack develops a better understanding of
its assets);

Safety constraints. Railtrack points out that the long lead time to develop new
dandards and get them approved and implemented represents a judtifiable
condraint on efficiencies. The Regulator regards safety as paramount and
notes that safety conscious companies will aso tend to be efficient companies,

Relatively dow technical change. Ralltrack cdams tha technica change is
dow in the ral industry. However, it has introduced new technology in a
number of aeas (eg. high output track laying equipment) and freght
operators have proposed a number of further areas where new technology
could result in efficiency improvements, and

Real wage inflation. Ralltrack argues that its high labour intendty makes it
particularly subject to the effect of risng rea wage costs. Europe Economics
note the gpparent lack of correlation between labour intensity and the rate of
tota factor productivity improvement in other sectors of the economy.
Raltrack has adso recognised that savings in sgndling operating cods are
likely to be investment led.

Comparisonswith other regulators
4.36 As noted in the December 1999 periodic review document, the efficiency assumptions

adopted by other UK regulators have been around 2-4% per annum for most
companies. After adjusting for the different treatment of growth and potentia
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subgtitution between capital and operating costs, Railtrack argue that the appropriate
cost reduction range based on other regulators’ targetsis 0.7-3.8% per annum.

However, the Regulator consders that Railtrack has overstated the adjustment for
capita subdtitution in this case. For example, where other regulators have referred to
ggnificant investments to reduce operaing cods, they have generdly assumed that
these would be sdlf-financing.

More importantly, other regulators have generdly assumed greater efficiency
reductions for the less efficient companies (4-5% per aonum both for dectricity
digribution and water). Railtrack argues that there is no reason to assume that it is any
less efficient than other utilities and that it is therefore necessary to compare Railtrack
with the average efficiency assumption made by other regulators. For the reasons
explaned in the previous section, however, the Regulator does not believe it is
plausble to ague that Raltrack is as efficient as the average of the other
infrastructure companies which have been privatised for much longer.

Findly, Ralltrack focuses on the most recent regulatory determinations. Although the
ealier assumptions were of a Imilar magnitude or higher, the actud efficiency gains
achieved by the companies in quesion were dgnificantly higher than the targets set
by ther regulators. In response, Railtrack point out that this is consstent with what
one would expect under an incentive based regime.

Benchmarking and productivity trendsin other railways

4.40

The December 1999 periodic review document referred to submissions received from
freight train operators comparing Ralltrack’s freight charges per gross tonne mile with
the infrastructure costs per gross tonne mile of Class | ralroads in the United States.
This work was commissoned by EWS and caried out by LEK Consulting (LEK).
The study refers to both cross-sectiond benchmarking andysis and productivity trend
andyss for US Class | ralroads since the 1980 Staggers Act. LEK conclude that
Railtrack’s freight charges to EWS are dgnificantly higher than the infrastructure cost
per gross tonne mile observed in the US Class | railroads; that the US Class | railroads
have achieved average productivity gains of 6-7% per annum since the 1980 Staggers
Act; and that Railtrack would have to achieve efficency gains sgnificantly greater
than those identified by the Regulator if it were to reach US levels of efficiency by the
end of the third control period.
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In response to this evidence, Ralltrack stressed the differences between the US Class |
rallroads and the UK ralway infrastructure. In particular, it argued that the unit cods
obsarved in the US could not be achieved in the UK because the US Class |
infrastructure handles dmost exclusvely freight traffic, while Railtrack operates a
mixed ralway, requiring track and signdling which is geared towards higher Speed,
mixed load traffic.

The Regulator commissioned Nationa Economic Research Associates (NERA) to
sudy the efficiency experience of oversess ralway infragtructure (NERA’s report is
avalable on the ORR webdte). They emphasse the difficulties involved in
benchmarking Ralltrack againgt other companies due to the dgnificant differences
between the operational and organisationa characteristics of different rallways (eg.
traffic mix, traffic dendty, geographicd factors, inditutiond <tructure and accounting
policies). They conclude that andyss of overseas productivity trends is more relevant
to the assessment of Railtrack’s ability to achieve efficiency savings.

NERA carried out time series trend analysis of US Class | railroads using econometric
techniques to correct for both scale effects and densty effects. Given this, they
observe that the US class | railroads achieved rapid reductions in red unit codts in the
early 1980s. However, they aso note that this was partly attributable to the significant
rationdisation which took place immediaiey following the Staggers Act and that
Railtrack will not face the same conditions over the next control period. They argue
that, by 1986, the US Class | ralroads were likely to be a or near to the efficiency
frontier and that the time trend observed for the period 1986-1998 therefore primarily
represents productivity gains due to shifts in the efficiency frontier.

NERA conclude that US Class | ralroads have achieved productivity gains in
infragtructure  provison of 33-39% a year. This is in addition to efficiency
improvements resulting from increased traffic volumes and network raiondisation.
They argue that this provides a suitable benchmark for long run productivity growth
in ral infragtructure provison and that Railtrack should be able to achieve caich-up
efficency improvements in addition to this productivity growth.

Given this, NERA conclude that the scope for Ralltrack to improve efficiency over
the next control period is of a smilar magnitude to the savings achieved by regulated
network utilities in the UK. They therefore support Europe Economics assessment
that it should be able to achieve savings of between 3% and 5% over the next control

period.
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Conclusions and next steps

4.46

4.47

4.48

4.49

4.50

On the basis of the evidence discussed in this chapter, the Regulator consders that,
over the next price control period as a whole, Railtrack should be able to achieve
efficiency savings towards the top end of the 3-5% range referred to in December
1999. He aso recognises that the nature of the periodic review process may have
provided an incentive for Raltrack to defer some efficiency savings until after the
current year (athough he does not have any evidence of this behaviour).

However, the Regulator believes that it isimportant to set the efficiency target so that:

the resulting cost levels are achievesble having regard to Railtrack’s current
postion and the need to achieve savings in a manner which is sugtainable
without compromising the required outputs;

Raltrack is incentivised to outpeform the assumed efficiency savings by
being dlowed to retain the benefits for a period of years, and

it is not unduly difficult for Raltrack to finance the activities in reation to
which the Regulator has functions under Part | of the Railways Act 1993.

In the light of these congderations, the Regulator is presently minded to assume
efficiency savings which average around 4% per anum on dl controllable costs from
the current year to the end of the next control period. He is, however, considering
whether this rate of efficiency saving should be applied from 1999/00 which
represents the last audited accounts.

With regard to the timing of these assumed savings, the Regulator consders that there
is likey to be less scope for savings in the early years of the next control period.
Given this, he assumes savings of 3% in the firg year, followed by 4% per annum for
the next two years and 5% per annum for the last two years. This is equivaent to
annua savings of 4.2% per annum. Looked a over the period as a whole, this results
in and aggregate savings equa to 10% of total expenditure.

Table 4.1 beow illugtrates the resulting impact on the projected level of maintenance,
renewal and operating costs for the next control period (assuming zero growth).
Figure 4.1 compares the projected expenditure with the pre-efficdency expenditure
and Railtrack’ s projections.
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451 Conaultees are invited to comment on the assumed rate and profile of assumed
efficency savings.

Table 4.1: Expenditure projections (constant traffic)

Year

u] T T T T T T T T T T T T
FELTE S TS

1998/99 £million | 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | CP2Total
WCRM
Renewals 666 577 554 465 209 2,472
Maintenance 69 73 75 76 74 367
Non-WCRM
Renewals 1,037 1,037 94 954 07 4,930
Maintenance 558 530 499 467 435 2,488
Opex
Controllable 536 531 500 471 447 2,485
Non-controllable 300 303 302 301 304 1,510
Total
Renewals 1,703 1,615 1,548 1,420 1,117 7,403
Maintenance 627 602 574 544 509 2,856
Opex 837 835 802 773 751 3,997
Total M&R 3,167 3,052 2,924 2,736 2,377 14,256
Figure 4.1: Expenditure projections (constant traffic)
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5. Cost of capital and financial indicators

I ntroduction

51  Chapter 4 of the December 1999 periodic review document set out the Regulator’'s
provisond conclusons on the cost of capitd and the rdevant financid indicators.
This chapter outlines the responses to these provisond conclusons and the
Regulator’ s current views on these matters.

Cost of capital

52  The gpproach adopted by the Regulator in his December 1999 periodic review
document highlighted the need for condstency with other regulators. With regard to
the generd cogt of capitd assumptions (the risk free rate and the equity risk premium)
he therefore adopted values which were consstent with the approach adopted by other
regulators. With regard to the company specific assumptions (gearing, debt premium,
and equity beta), he focussed on the extent to which the underlying risks faced by
Raliltrack are different to those faced by other utilities.

5.3  Given this goproach, the Regulator identified a range of 5.9-7.9% for the pre-tax red
weighted average cost of capitd. In the light of the uncertainty relating to the level of
the risk free rate and the need for the Regulator to be confident that the rate of return
would be sufficient to enable Railtrack to raise new finance without undue difficulty,
the Regulator proposed to assume a value towards the top end of his assumed range.
His provisond concluson was that the appropriate value for the red pre-tax cost of
capital was in the range 7.0-7.5%. He pointed out that this is 0.5-1.0% higher than the
vaue proposed by OFGEM on the same bass for dectricity digribution. This
difference reflects differences in the underlying risks of the businesses and the need
for Railtrack to raise new equity finance.

54  The Regulaior aso indicated that if any of the water or dectricity didribution price
controls were referred to the Competition Commission, his find conclusons on the
cos of capitd would take account of the conclusons from these inquiries.
Subsequently, Mid Kent Water Plc and Sutton and East Surrey Water Pic were
referred to the Competition Commisson. It is anticipated that the Commission’s
report will be published in August 2000. This would therefore enable the Regulator to
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have regard to the implications for the genera cost of cgpitd assumptions in his find
conclusions.

In response to the Regulator’ s provisional conclusions, Railtrack argued that:

the Regulator had underestimated the required pod-tax return by
underestimating both the company specific factors — in particular, Railtrack
argues that the return on index linked gilts underdates the red risk free rae
gnceit ignores the inflation risk premium;

depending on the outcome of the Competition Commisson’s water inquiries it
may aso be appropriate for the Regulator to change his estimates of the two
generic parameters,

on taxation, Railtrack supports the Regulator’ s conclusons.

Although Railtrack has previoudy proposed a much higher range for the cost of
capital, its response to the December 1999 periodic review document concluded that
the Regulator's find assumption should be based on the Competition Commission
figures for the risk free rate and the equity risk premium, aong with an equity beta of
1.3-1.45, adebt premium of 1.75-1.85, gearing of 50% and a tax wedge of 1.43.

Severd investment banks responded to the consultation and provided some support
for Ralltrack’s pogtion on the cost of cepita. Few other consultees provided detailed
responses on these issues. However, some operators argued that Railtrack could
achieve gearing in excess of 50%, that Railtrack does not require an equity beta above
one and that the proposed tax wedge fails to take account of the value of capitd
alowances relating to enhancements.

The Regulator intends to review thee issues in the light of the Competition
Commisson’'s conclusons, particularly with regad to the generd cost of capitd
assumptions. In addition, he will wish to take account of the potentid impact on
Railtrack’s risk profile of the periodic review and the new modd clauses for track
access agreements.
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Financial indicators

5.9

5.10

511

5.12

5.13

Chapter 4 of the December 1999 periodic review document described the Regulator's
provisond views on the role of financid indicators, the relevant retios, the applicable
credit rating and the implied levels of the ratios. These conclusons were based on a
series of discussons with a range of equity and credit anaysts, credit rating agencies
and mgor lending banks. Since then he has held further discussons on these issues
with Railtrack and other parties. The remainder of this chapter therefore summarises
the Regulator’s current views on these issues.

The Regulator condders that the way in which Ralltrack finances its invesment
requirements is a matter for the company. However, he has discussed a range of
dterndive financing options with Raltrack and he continues to have a congdructive
didogue on these issues. He dso recognises the role of financid indicators as a check
that the conventional gpproach of setting the price controls does not make it unduly
difficult for Railtrack to finance its relevant activities.

Most respondents supported the indicators proposed by the Regulator and the
emphass on cash-based interest cover reios. Rdaivedy little emphass was given to
measures of gearing. As a result of these responses, a number of minor changes were
made to the proposed definitions and the key measures are summarised in Table 5.1
below.

There has dso been some discusson with Railtrack on the appropriate treatment of
renewas expenditure in Ralltrack’s accounts. In examining the impact on Railtrack’s
financid ratios, the Regulator has therefore examined the implications of a range of
dternative accounting trestments. However, given the proposed treatment of
sgndling expenditure in the RAB and the need to make comparisons with other
companies on a like-for-like bass, he condders that it is appropriate to focus
primarily on the impact under Railtrack’ s existing accounting policies.

Most respondents supported the need to adopt a forward-looking approach which
takes account of trends over the second control period and beyond, rather than
concentrating on the vaue of any single indicator & any one point in time. They dso
agreed that it was necessary to recognise that other factors, such as the perception of
regulatory and commercid risks, have a mgjor impact on these issues.
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In the light of the potentid scde of Railtrack’s investment requirements the Regulator
argued that there needed to be a degree of headroom and he indicated his intention to
asess his proposals againg the relevant financid indicators that would be required to
mantan a fla A raing (dthough severd respondents suggested tha an A- rding
would be reasonable). The resulting ratios are shown in Table 5.2 below.

Standard & Poor confirmed in January 2000 that the ratio guidelines proposed by the
Regulator were, under the present regulatory environment in the UK, broadly
condgent with maintaining a rating in the sngle A caegory (i.e A- to A+). This
conclusion assumed that Railtrack maintained alow businessrisk profile.

Table5.1: Definitions of relevant financial indicators

Indicator Definition
EBITDA interest Earnings from continuing operations before interest,
coverage taxes, depreciation and amortisation
Divided by
Grossinterest incurred before subtracting capitalised interest and interest
income
FFO interest Funds from operations (i.e. net income from continuing operations plus
coverage depreciation, amortisation, deferred income taxes, and other non-cash items)
plus grossinterest before subtracting capitalised interest and interest income
Divided by
Gross interest before subtracting capitalised interest and interest income
FFO tototal debt Funds from operations (i.e. net income from continuing operations plus
depreciation, amortisation, deferred income taxes, and other non-cash items)
Divided by

Long term debt plus current maturities, commercial paper, and other short-
term borrowings

Net cashflow to Net cash inflow from operating activities
capex (i.e. FFO minus cash dividends paid)

Divided by

Total capital expenditure
EBIT interest Earnings from continuing operations before interest and tax
coverage Divided by
Grossinterest before subtracting capitalised interest and interest income
Gearing Net debt (i.e. long term debt plus current maturities, commercia paper,
and other short-term borrowings)
Divided by

Long term debt plus current maturities, commercial paper, and other short-
term borrowings + shareholders’ equity (inc preferred stock) plus minority
interest

Debt to RAB Net debt (as above)
Divided by
RAB plus value of enhancements not included in RAB
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Table5.2: Congtraintson relevant financial indicators

ORR

OFWAT

OFGEM

EBITDA interest coverage

Min 3x

Min 3x

Min 2.25x

EBIT interest coverage

Min 2x

Min 1.5x

FFO interest coverage

Min 3x

Min 2x

FFO to total debt

Min 15%

Min 12%

Cashflow to capex ratio

Min >40%

Min 40%

5.16

5.17

In its response to the December 1999 periodic review document, Railtrack indicated
that it had EBIT/otd interest covenants of 1.75x in its public bond documentation
and 2.0x in its other loan agreements. It dso argued that to ensure that it can maintain
a fla A raing, the raio levels would need to include a cushion of around 0.25 over
the dated leves (eg. this would increase the EBIT interest cover ratio to 2.25x and
the FFO interest cover ratio to 3.25x). Based on responses to his consultations and
discusson with rdevant financid inditutions, the Regulator is not convinced that this
cushion is necessay to endble Railtrack to rase the finance which it is likdy to
require. He has, however, examined the implications of such a cushion when
congdering the impact of his draft conclusonsin Chapter 8.

Findly, as indicated in the December 1999 periodic review document, Railtrack PLC
has proposed substantid specid dividends to Railtrack Group PLC. In the light of his
duties and given his current andyss of the implications of the periodic review for
Raltrack’'s financid podtion, the Regulator is presently minded to accept its
agument that these dividends should not be written back for the purposes of the
periodic review. However, intends to keep this maiter under review in findisng his
conclusons. He adso intends to introduce a ring-fencing licence condition adong the
lines adopted for other UK regulated network businesses. He plans to discuss a draft
of thislicence condition with Railtrack later in the year.

Conclusions and next steps

5.18
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Water is published.
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6. Regulatory Asset Base
Introduction
6.1 A key dement of the financia framework for a regulated company is the vadue of the
assats upon which it is dlowed to earn a reasonable rate of return. This is usudly
referred to as the Regulatory Asset Base (RAB). Chapters 5 and 6 of the December
1999 periodic review document st out the Regulator's provisona conclusons on
this issue. This chapter outlines the responses to these provisond conclusons and
presents the Regulator's draft conclusons on the RAB. The following issues ae
congdered in turn:
initid RAB;
backlog spending at stations,
additiona renewa's expenditure in the current period,
additiona revenues from the performance regime;
under-delivery by Railtrack in the current period;
enhancementsin the current period (from privatisation to March 2001); and
enhancements in the next period (from April 2001 to March 2006).
Initial RAB
6.2
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There is agreement between Railtrack and the Regulator about the first day trading
vaues for equity and debt. In December 1999, the Regulator proposed that the initial
RAB gshould include an uplift of 10-15% (£200 - £300 million) on the first day trading
vdue of equity. However, Raltrack argues that this dgnificantly undervaues the
impact of the circumgtances in which Raltrack was floated and that it has limited
regulatory precedent. It proposes an uplift of 23% in line with its July 1999 proposals
(athough it had previoudy proposed an uplift of 60%).
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Few other consultees provided detailed comments on this aspect of the Regulator's
provisond conclusons. However, some operators and funders expressed the view
that no uplift was required (e.g. because the risks a privatisation were overstated or
because there has been a downward trend in the uplift provided for by other
regulators).

The Regulator’s views on the arguments raised by consultees are discussed below:

Railtrack argues that it is incorrect for the Regulaior to assume that there
would have been a one-for-one relationship between Railtrack’s share price
and the FTSE 100 index. It dso notes that other regulators did not adjust for
movements in the market as a whole when congdering the appropriate level of
uplift for water and dectricity digribution. However, the Regulator believes
that it would be incorrect to make no adjustment for this factor and, given the
inevitably smadl sample in the period immediady after privaisation, he
consders that it is reasonable to assume a beta of one (he dso notes that
Railtrack arguesthat its equity betais now much higher than one);

Railtrack clams that it is not possble to atribute the share price increase of
2.8% on 11 November 1996 to the publication of its results on 15 November
1996. Whether or not the market had any information on the results in advance
of their publication, the Regulator finds it implausble that this increese was
unrelated to speculation about the forthcoming results;

Railtrack argues that the investors in Railtrack faced grester commercid risks
than investors in Northern Irdland Electricity (NIE) or the regiond eectricity
companies (RECs) where respective uplifts of 7.5% and 15% were adopted.
However, Railtrack do not refer to the concerns about whether the new
eectricity trading market (the pool) would work and the fact that the REC
privatisstion coincided with the Gulf War. It can dso be argued that the initid
market vaue of NIE was affected by company specific concerns which
unwound in the period following privatisation; and

Railtrack clams that the Regulator has not responded to its views that the
commercia risks unwound over a period of 226 days. This is incorrect. After
adjusing for the increese in the market in generd, the average share price
increased by 16% over the period proposed by Railtrack (just above the top
end of the range proposed by the Regulator). The Regulator indicated that he
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believed tha most of the risks associated with the new regime would have
unwound over a shorter period up to 11 November 1996 and noted that much
of the industry and over haf of the passenger train operators had been
privatised by that date. When examining the shorter period, however, he
concluded that it would be appropriate to focus on the overall share price
increese rather than the average increase. This implied an uplift of 13%
(around the middle of his proposed range); and

Railtrack dso asserts that the Regulator has not responded directly to its view
that there were subgantid politica risks associated with its privatisation.
However, these risks and the way in which they unwound over the period to
Railtrack’s results and to day 226 are reflected in the share price movements
which the Regulator consdered when reaching a concluson on the proposed
range. As indicated in his December 1999 periodic review document, the
Regulator does not consider that it would be appropriate for al share price
increeses (including those relating to the unwinding of politica risk) to be
reflected in the RAB snce pat of these increases would have rdated to
changes in expected outperformance in the first price control period for which
shareholders will have dready benefited.

6.5  The reasons for the proposed uplift of 10-15% on the first day’s trading vaue were
given in the December 1999 periodic review document. For the reasons given above,
the Regulator is satisfied that this proposed range remains gppropriate. In the light of
these arguments, he aso proposes to adopt a vaue a the top end of his proposed
range (equivaent to 20% on the offer price). This compares with:

an uplift of 16% (22% on the offer price) based on the average increase in the
share price rdative to the FTSE 100 index over the 226 days from flotation;

an uplift of 13% (19% on the offer price) based on the overadl increase in the
share price relaive to the FTSE 100 index over the period to 11 November
1996 (or 16% to 15 November 1996); and

the MMC's recommended uplift for NIE of 7.5% (or just over 20% on the
offer price).
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Backlog spending at stations

6.6

6.7

6.8

6.9

The December 1999 periodic review document concluded that £450 million (£480
million in 1998/99 prices) of provisons reaing to backlog expenditure at dations
should be included in the RAB on the basis that this amount was assumed when the
price controls were set and provided for in Railtrack’ s accounts at privatisation.

Railtrack points out that the figure assumed when the price controls were set was
£500 million not £450 million. This difference reaes to provison for environmenta
ligbilities which stood a £70 million a privatisation and have since been reduced to
£53 million. Railtrack has indicated that dgnificant additiond expenditure (not
included in its submisson) may be required for new environmenta legidation (eg.
relating to fue dumps). The Regulator agrees with this interpretation and proposes to
indude this amount in the RAB on the bass tha future ligbilities in this area will be
financed out of this provison.

The proposed RAB adjusment is therefore increased from £480 million to £533
million in 1998/99 prices.

Railtrack dso argues that a further £310 million of backlog expenditure on dations
should be included in the RAB. However, the Regulator gill consders that this should
be treated as additiond renewa expenditure since this was not anticipated when the
price controls were set.

Additional renewals expenditurein the current period

6.10

6.11

The December 1999 periodic review document concluded that around £1 hillion of
additionad renewals which were anticipated at privatisation but not provided for when
the price controls were sat should be included in the RAB since this was equivaent to
additional debt. This includes the additiond backlog referred to in the previous
section.

However, the Regulator also concluded that the value of the change in tax trestment
just before privatisation should be netted off these additional renewas to produce a
net increase of £300 million (£320 million in 1998/99 prices). He dso concluded that

additiond renewds which were not anticipated at privatisation should not be included
in the RAB on the bass that this represents inefficiency or risks which investors were
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expected to bear. In June 2000, the Regulator confirmed this gpproach in relation to
the additiond renewas on the West Coast Main Line.

Railtrack has argued thet it is ingppropriate to net off the tax gain snce this would
pendise investors retrospectively. However, the Regulator’s proposas do not have the
effect of clawing back the tax gain. This is because investors have aready benefited
from this gan over the firg control period (through profits and dividends over that
period) and its value would dso have been reflected in a higher initid vaue of equity.
It follows that deducting this vaue from the initid vaue of equity would merdy have
the effect of ensuring that Railtrack did not benefit twice from thistax change.

Railtrack has subsequently made further arguments in response to the Regulator's
proposds. In particular, Railtrack provided evidence which suggests that the reduction
in tax during the first control period was £450 million rather than £700 million. The
Regulator recognises that each of the different parties to the privatisation would have
andysed a range of scenarios and it is unsurprising that there are different projections
for taxation. He proposes to deduct the net present vdue of this change in tax
provided by Railtrack from the net present vadue of the additiond renewas. This
implies anet addition to the RAB of £530 million in 1998/99 prices.

Raltrack dso made a number of further arguments. However, for the reasons
provided below, the Regulator does not consder that these warrant any further
change to the RAB:

Railtrack argues that investors would not have been aware of this benefit at the
time of privatision (athough this contredicts its earlier postion on this
issue). However, they point out that most andysts assumed an effective tax
rate of 15% partly because of the additional renewals. The Regulator consders
that this implies an adjustment to the RAB a least equa to the net present
vaue of the tax benefit from the additiond renewds. Deducting this from the
net present value of the additiond renewds, implies a net addition to the RAB
of around £800 million. However, this would ignore the impact of changes in
the tax treatment of other assets which may have been taken into account if the
price controls had been reopened at privatisation;

Railtrack argues that the additionad renewals would not have been reflected in
the initid vadue of equity (because investors would have assumed that the
investment would be added to the RAB) but the initidly reduced effective tax
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rates would have been reflected in this vdue. With regard to the first part of
this argument, the December 1999 periodic review document pointed out that
this is one possble interpretation of what investors might have assumed about
the treetment of the additiond renewads and this is conggent with the
Regulator's approach. As explained above, the second pat of the argument
implies that this part of the initid vadue of equity should not be incdluded in the
RAB,;

Railtrack argues that it is impractica, unwarranted and unprecedented to plit
the initid RAB into components. However, the Regulator considers that this is
a materid pat of the initid vaue and that it would be ingppropriate to ignore
this. Other regulators (including the MMC) have dso adjusted the initid vaue
of equity to remove the vaue of other businesses;

Railtrack argues tha investors would have expected the low initid effective
tax rate to have reversed in a later period. However, this is dso consstent with
the approach adopted by the Regulator; and

Railtrack argues that the change in tax treatment would not have been taken
into account by the Regulator if access charges had been resat at privatisation
snce returns would have been set on a pre-tax bass. However, some other
regulators have set returns on a pod-tax basis and the previous Regulator had
proposed to adopt this approach for the periodic review. One operator has aso
argued that the Regulator's use of pre-tax rates of return is ingppropriate since
it gives Railtrack the benefit of accumulated capital alowances.

In the light of these arguments, the Regulator proposes to adjust the RAB by £530
million due to the net effect of the additiona £1 hillion of renewds and the reduction
in taxation.

Railtrack dso argues that unanticipated increases in renewas have arisen because of
poor asset knowledge a privatisation, unanticipated growth for which the exising
sructure of charges has provided inadequate compensation and improved outputs. As
indicated above, however, the Regulator consders that Railtrack was intended to bear
these risks. He adso notes tha maintenance expenditure has been dgnificantly less
than assumed a privatisation and that, dthough the varigble charges may not have
compensated Ralltrack for the full impact of growth, it did earn some additiona
revenues as aresult of this growth.
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6.17 Snce December 1999, the Regulator indicated to Railtrack that if it could
demondrate that the additiona renewads expenditure in the firg control period
delivered genuine enhancements to the network, he would condgder including this
eement of expenditure in the RAB. In his June 2000 periodic review document, he
indicated that he was congdering whether to incdude £170 million of renewds
expenditure on the West Coast Main Line relaing to safety, R&D and acceerated
renewds. These matters are discussed further below in the context of enhancements.

Additional revenues from performance regime

6.18 Some operators argued that Railtrack’s additional profits under the performance
regime aose from poor cdibration of the benchmarks raher than improved
efficiency. It has dso been argued that falure to claw back these profits would
encourage poor cdlibration, poor delay attribution and ingppropriate benchmarking.
The Regulator agrees that the benchmarks are likely to have been sat inappropriately
and tha the additiond profits are unlikey to be attributable purely to Raltrack’s own
efforts. However, he consders that the benchmarks were set based on the best
information available a the time. As emphassed in December 1999, the Regulator
consgders that to claw this money back would not be in the long term interests of
operators and funders because of the impact on perceived risks and incentives.

Under-ddivery by Railtrack in the current period

6.19 The December 1999 periodic review document identified a number of areas where
Raltrack may have under-ddivered on the outputs which it might reasonably have
been expected to ddiver in the first price control period. The initia report by Booz
Allen & Hamilton (BAH) on Railtrack’s peformance in the firs control period
provided some evidence in support of thisview.

6.20 However, the December 1999 periodic review document also highlighted the fact that
the Regulator had adready taken action in relaion to operationd performance (delays),
that the other outputs which Railtrack was expected to deiver were not defined
explicitly a privetisation, and that he proposed to disdlow most of the additiona
renewals in the first price control period. Given this, the Regulator consulted on the
cae for a reduction in the RAB of up to £120 million based on the scde of the
adjustments proposed by other regulators for relatively poor performance.
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Railtrack rgected the argument that it had underddivered during the first price control
period. In paticular, it argued that al measures of performance apart from broken
rals have shown a steady improvement since privatisation. The Regulator has taken
action requiring Railtrack to submit an explanation for the increase in broken rails and
to provide arecovery plan.

Most other respondents supported the proposed adjustment to the RAB and argued
that Railtrack had failed to meet their expectations. In relation to track, the Regulator
has dso compared the level of track renewds activity assumed in AMP 1995 with the
actud levd of activity snce privaisation. This confirms that ral renewas have been
above expectation, but renewa of deepers, bdlast and switches and crossngs has
been sgnificantly below what would have been expected. Applying unit rates to these
activities, implies a net under-ddivery of around £170 million in 1998/99 prices.

In the light of the evidence st out in Booz Allen & Hamilton's initid report, the
responses to the conaultation and the further evidence relating to track renewals, the
Regulator proposes to reduce the RAB by £120 million. This is a the top end of the
range proposed in the December 1999 periodic review document and is therefore in
line with the equivdent adjusments for relaively poor peforming water or dectricity
companies.

L ogged up enhancementsin the current period

6.24

6.25

The December 1999 periodic review document reported that Railtrack had logged up
£463 million of enhancement expenditure net of grants or third party funding between
privatisation and March 1999. At tha dage, Railtrack projected further net
expenditure of £712 million in the last two years of the control period implying tota
expenditure for the period of £1,175 million. The totad expenditure which Railtrack
has now logged up for incluson in the March 2001 RAB amounts to £2,038 million,
of which £953 million reaes to expenditure which was previoudy cdlassfied as
renewds.

Appendix E summarises the Regulator's andyds of Railtrack’s logging up. He
concludes that up to £1,130 million of expenditure should be reflected in the March
2001 RAB. This includes £399 million of expenditure which was previoudy dassified
as renewds. Given that the Regulator has dready proposed to provide for £530
million of additiond renewds (net of tax) which were anticipated at privatisation, this
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implies that around haf of the additiond renewas which were not anticipated when
the price controls were set will be included in the March 2001 RAB.

Enhancementsin next control period

6.26

6.27

This section condders the projected enhancement expenditure in the next control
period which is expected to deliver outputs over and above the sustained network and
which isincluded in the basdine for the periodic review.

Table 6.1 bdow summarises Raltrack’s recent enhancement submisson (adjusted to
1998/99 prices for comparability). The figures for the first control period relate to the
lagt two years of the period and the treatment of this expenditure was discussed in the
preceding section. Although the projections for the third control period are relevant to
the Regulator's assessment of the impact of the review on Ralltrack’s financid ratios,
they are not directly relevant to his determination of the RAB for the next period. This
section therefore focuses on expenditure in the second control period.

Train protection

6.28

6.29

As explained in Chapter 3, the Regulator proposes to include in the RAB £321 million
of potentid renewals expenditure in the RAB at least until the next periodic review.

Raltrack has included £461 million of expenditure in the second control period
relaing to train protection sysems. The Regulator has not yet reviewed the detailed
expenditure projections in this category but proposes that this expenditure should, in
principle, be included in the RAB as it is expected to be incurred. As with other
ggndling renewds expenditure, he proposes that under- or overspend relative to the
assumed level of expenditure should be taken into account through a rolling five
yearly adjusment to the RAB a the next periodic review. It is principaly a matter for
Railtrack as infrastructure controller, subject to HSE scrutiny, to decide what should
be done. Before findisng his conclusons on the periodic review, the Regulator will
however require Railtrack to document what it intends to provide through this
expenditure. This will enable him to monitor delivery of the outputs and ensure thet, if
some of the work is deferred to the next control period, Railtrack would not be paid
twice for the same outputs.
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Table 6.1: Future Enhancements (1998/99 £ milli on)

Heading Scheme CP1 CP2 CP3 Total
Safety TPWS 87 228 0 315
ERTMS (excl WCRM) 0 163 104 268
Other Train Protection 14 69 307 390
Stepping distances 0 42 0 42
Total safety 100 503 411 1,015
Other authorities Disabled access 5 143 138 285
|OS schemes 117 schemes 0 768 8 776
Capacity schemes WCRM 291 1,338 11 1,640
TL2K Core 59 750 6 815
TL2K Additions 15 180 2 197
Sunderland Metro 21 19 0 39
Waterloo — Fawkham Jn 9 50 0 59
ECML Phese| 83 31 0 113
Virgin Cross Country 6 73 0 79
RT recommended 14 2,569 134 2,717
Proxy for franchises 0 330 192 522
Total capacity 497 5,339 345 6,181
Stations Modern facilities 0 197 0 197
Major stations 44 654 6 704
Freight schemes Capability 0 242 98 341
Other Various smdl schemes 227 246 0 473
Total All schemes 874 8,091 1,006 9,971

Platform stepping distances

6.30

6.31

Following discusson with the indudtry, Railtrack has edtablished a priority lig of 116
dations which would require £42 million of expenditure over the firg three years to
make these platforms condgtent with required stepping distances. However, these
edimates are not yet a the feashility sage and Railtrack has edtimated that further
programme phases could cost in the region of £700 million.

It is not therefore gppropriate for the full programme to be included within the scope
of the periodic review. However, given the need for Ralltrack to begin work on this
programme, one option would be for the initid phase of work to be included in the
RAB as it is expected to be spent. Outturn expenditure on this part of the programme
could then be taken into consderation when establishing agppropriate charges for the
remainder of the programme during the next control period. For the purposes of the
draft conclusons on the periodic review the Regulator has assumed that this approach

OFFICE of the RAIL REGULATOR - July 2000




Periodic review of Railtrack’s access charges: Draft conclusions

will be adopted (dthough this is subject to discusson with SSRA, HSE and
Railtrack).

Disabled access

6.32

6.33

Raltrack has edimated that the totad cost of compliance with the Disability
Discrimination Act 1995 (DDA) Part 11l would be £720 million over 20 years. Based
on its interpretation of the Act, however, the March 2000 Network Management
Statement proposed a programme of works cogting £281 million over the next ten
years (£143 million in the next control period).

Expenditure required as a result of legd requirements such as this would normdly be
included in the RAB (unless it was dedt with as a pass-through item under the change
of law provisons in Schedule 7 of the track access contracts). However, the Regulator
has not yet received full details of ether the proposed programme of works or the
cogts of this programme. He therefore proposes that these enhancements are dedlt
with through dation specific adjustments to the long term charge which ae
edtablished under the generad framework for enhancement before the reevant work is
undertaken. He expects Ralltrack to set out details of the required programme and
asociated codts as a matter of urgency in order tha this can be discussed with the
SSRA and other relevant funders.

| OS schemes

6.34

6.35

The Regulator published his views on Railtrack’s initid coging of the Incrementa
Output Statement (I0S) schemes in June 2000. This included a number of
adjusments to Railtrack’'s methodology and the Regulator expects Railtrack to reflect
these adjustments in its subsequent development of these schemes.

One of the main adjusments proposed in the June 2000 document related to the
trestment of contingencies. However, the Regulator has provided further clarification
with respect to his proposed approach to contingencies in Chapter 17 of this
document. This suggedts that a contingency of up to 15% may be appropriate for
enhancement schemes which are gpproved in the first year of the next control period.
In the light of the risk characteristics of the 10S schemes, the Regulator congders that
the relevant contingency should not exceed 10% of the mean cost edtimate (this
compares with a premium of around 15% based on P80 cost estimates proposed by
Raltrack). The case for any contingency will, however, depend on Railtrack
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demondtrating that the projected cost of the schemes incorporates potentid efficiency
savings.

On 12 July 2000, the SSRA provided Railtrack with a shortlist of incremental outputs
they wish Railtrack to develop further. Based on the adjustments set out in June 2000,
this change reduces the cost of 143 schemes (which would be included in the RAB)
from £572 million to £388 million. The reevant expenditure in the second control
period is £388 million, of which £14 million is rolled forward from the find year of
the current control period. This amount is therefore included in the RAB as it is
expected to be spent (Chapter 9 discusses the way in which these outputs would be
reflected in charges when the outputs are delivered).

The June 2000 periodic review document proposed that the periodic review should
edablish indicative prices for 10S schemes based on exiding information but that
these prices should be adjusted when firmer cost information becomes available. The
Regulator proposed that this could be achieved through ether a narrowly defined
interim review which would be completed by July 2001 or through ex post
adjusments at the next periodic review. Both SSRA and Railtrack supported the first
gpproach. The figures referred to above should therefore be regarded as provisond,
subject to further review by July 2001.

Performance

6.38

6.39

Railtrack has indicated that it would cost £15 million a year to achieve an average
annua improvement in performance of 2.5% over the next period. However, Booz
Allen & Hamilton (BAH) rgued that Railtrack should be able to achieve further
improvements & a lower cogt by investing in peformance rather than incurring
additional operating cogts. Given this, they argue that average improvements of 2.5%
per annum could be achieved at a cost of around £10 million per annum.

The Regulator condders tha the scde of the renewa programme and the 10S
progranme should adso result in dgnificant improvements in peformance (athough
he recognises that these may have an adverse effect in the short term due to increased
disruption). He therefore proposes to adopt the figure proposed by BAH and to
include this amount in the RAB over the next control period (dthough he notes that
there is an dement of performance related renewa s within the WCRM).
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Capacity schemes

6.40 The Regulaior proposes to include £31 million of expenditure on ECML Phase |
(Leeds Fire) in the RAB as it is expected to be spent (see discussion in reation to
enhancement expenditure in the first price control period).

6.41 The Waterloo - Fawkham Junction scheme provides additional capacity for Eurostar
trans and other rights If Raltrack can demondrate that the dngle till income
associaed with it is a least equd to the cost of the investment (£50 million in CP2),
the Regulator expects to include this enhancement in the RAB as it is expected to be
goent. If Railtrack fails to deliver this enhancement, open access income would be less
than assumed and the RAB would be reduced at the next periodic review.

6.42 The other capacity schemes proposed by Railtrack are outsde the scope of the
periodic review (in the case of exiding schemes, because they are separatdy ring-
fenced or, in the case of new schemes, because the parties have not yet submitted
access agreements for approva). However, Railtrack argues that the Regulator will
not be fulfilling his section 4 duties if he does not take account of the tota leve of
enhancement expenditure he expects Railtrack to incur over the next control period
when sdting the levd of access charges. Although these enhancements are not
included in the RAB, they are taken into consderation when assessng the potentia
implications for Railtrack’s financid pogtion. This issue is therefore discussed further
in Chapter 8.

Sations

6.43 Ralltrack has been discussing with SSRA a possible programme of enhancements at
dations focussed on information, comfort and convenience a a cost of approximately
£200 million. If the SSRA wishes to procure these enhancements as pat of the
periodic review, the Regulator proposes that this expenditure should be treated in the
same way as other 10S enhancements. The projected expenditure is therefore included
in the RAB as it is expected to be spent (and these amounts could then be subject to
review in conjunction with other 10Ss by July 2001). The way in which the aggregate
amounts would be trandated into the dation long term charge as the outputs are
delivered is discussed further in Chapter 13.

6.44 Railtrack has aso proposed £654 million of enhancement expenditure a major
dations in the second control period. However, the Regulator does not propose to
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include any of this expenditure in the RAB since he anticipates tha this will be dedlt
with through the enhancement framework outsde the scope of the periodic review
(e.g. as part of the franchise replacement process).

Freight and other small schemes

6.45

6.46

Railtrack has projected £242 million of freight-related enhancements in the second
control period. This consss mainly of the Fdixstowe-Nuneston scheme. Railtrack is
dso in discusson with SSRA regarding various enhancements arising from the 2000
goending review. The Regulaor's present view is that there is insufficient time for
these schemes to be andysed for incluson within the scope of the periodic review. He
therefore assumes that this expenditure will be financed outsde the scope of the
review.

Raltrack has dso identified £246 million of other smdl schemes in the second
control period. However, these were not intended for incluson within the periodic
review.

Conclusions

6.47

The following table illustrates the expenditure which the Regulator currently proposes
to include in the RAB for the second and third control periods. As explained in
Chepter 3, this includes £321 million of dgndling renewas which may arise over
next control period. In order to assess the potentia implications for Railtrack’s
financid pogtion, the table aso summarises the other enhancement expenditure
which Railtrack assumes that it will need to finance This indicates that totd
enhancement expenditure over the second control period could be around £8 billion.
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Table 6.2: Projected enhancement spend in the second and third control periods

1998/99 £ million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | Total
Schemesincluded in RAB
Train Protection 242 163 107 118 150 781
Fatform Stepping 14 14 14 0 0 42
Shortlisted |OS schemes 102 181 75 23 7 388
Performance 10 10 10 10 10 50
Waterloo — Fawkham Jn 22 24 4 0 0 50
ECML Phas | 31 0 0 0 0 31
Stations modern facilities 39 39 39 39 39 197
Total 461 432 250 190 206 1,539
Enhancementsnot in RAB 875 1,391 1696 1,631 909 6,503
Total 1,336 1,823 1,946 1,822 1,115 8,041
1998/99 £ million 2006/07 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | Total
Schemesincluded in RAB
Train Protection 120 116 98 77 0 412
Performance 10 10 10 10 10 50
Total 130 126 108 87 10 462
Enhancementsnot in RAB 294 96 67 62 18 537
Total 425 223 175 149 28 999

Networ k downgrades

6.48 The December 1999 periodic review document sated that the Regulator was

6.49

6.50

conddering whether to include a downward adjusment to the RAB rdating to
network downgrades. He considers that such an adjustment could be based on either:

the cost of reingtating the network to its previous capacity and capability; or

the saving in maintenance and renewa costs in the relevant period.

Although Raliltrack’s response to the December 1999 periodic review document did
not address the policy issue, the company has since provided an estimate of just under
£100 million to reingate 69 schemes to ther origind capacity and capability. It has
adso confirmed tha the mantenance and renewad codt savings in the first control
period would have been de minimis.

Although the Regulator has not reviewed these cost edtimates in detail, he consders it
is plausble that the short term cost savings would have been very low. Moreover,
given that Railtrack consulted interested parties (including freight and passenger
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operators) before downgrading the network, he does not beieve it would be
gppropriate to deduct the full reinstatement cost from the RAB.

6.51 With regard to future downgrades, where Railtrack has consulted al interested parties
and there have been no material objections, the Regulator proposes to deduct only the
short term cost savings (if there are no such savings, he would question why the
downgrade was required). If Railtrack has falled to consult adequately, however, he
would expect to deduct the full reinstatement costs.

Conclusions and next steps

6.52 Table 6.3 bdow summarises the Regulator's assessment of the RAB for each year of
the next price control period. Consultees are invited to comment on the Regulator’'s

proposed RAB of £5.11 hillion in March 2001 increasing to £6.63 hillion by March
2006.
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Table 6.3: The Regulatory Asset Base (RAB)

Initial value (1996 prices)

Equity 1.99
Uplift at 15% 0.30
Debt 0.54
Totd 2.84
Initid value (1998/99 prices) 3.04
Rall forward in first control period (1998/99 prices)
Backlog spending 0.53
Renewals 0.53
Enhancementsiin first control period 1.13
Under-ddivery adjustment -0.12
Totd 2.07
Roll forward second control period (1998/99 prices)*
2001/02 0.45
2002/03 0.43
2003/04 0.25
2004/05 0.19
2005/06 0.20
Tota 1.52
RAB (1998/99 prices)
March 2001 511
March 2002 5.57
March 2003 6.00
March 2004 6.25
March 2005 6.43
March 2006 6.63
1 Thefigures are net of depreciation
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7. Other singletill income

I ntroduction

7.1  The purpose of this chapter is to outline the Regulator's assumptions for the level of
income from other single till items (property, freight, open access and depots) over
the next control period. In the following chapter these sources of income are deducted
from the overdl revenue requirement in order to assess the implications for
Railtrack’ s track access charges for franchised passenger services.

Stations

7.2  Chapter 13 describes the gpproach which the Regulaior has used to edimate
Raltrack’s income from dations. The reaulting dlowance in the sngle till is £1.1
billion over the control period, as st out in Table 7.1 below. Resdud trading income
of aound £28 million per annum has not been incduded in these figures as it is
included in the basdline for the Property Allowance Scheme (PAS) discussed below.

Table 7.1; Station income

1998/99 £ million 2001/02 |2002/03| 2003/04 | 2004/05 | 2005/06 | Total

Major Station Qualifying expenditure 29 29 28 28 27 140

Major Station long term charge 5 5 5 5 5 26

Franchised Station long term charge 178 178 178 178 178 890

Total 212 212 211 211 210 1,056
Property

7.3 In the December 1999 periodic review document, the property income was projected
a £975 million over the next control period. This was based on advice from the
Regulator’s property advisers (DTZ Pieda).

7.4 A number of responses to the December 1999 document commented on the basdine
property income. Railtrack generally supported DTZ Pieda's methodology but argued
that income of £975 million is too optimigtic. The mgority of other responses were
supportive dthough there was some concern about the levels of regulatory control
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over property disposals. The proposed asset disposal licence condition will remedy
this dtuation.lt should aso be noted that outperformance of the basdine is shared
with operators through the property allowance scheme (PAS).

75 Table 7.2 bdow presents Railtrack’'s July 2000 estimate of the appropriate basdine
for the PAS, together with Regulator's provisond conclusons published in
December 1999.

7.6  DTZ PFeda have confirmed that the Regulator's projection contained in the December
1999 periodic review document remains approprigte. The Regulator has therefore
retained these projections for his draft conclusons. As explained in Chapter 12 the
Regulator intends to adjust the PAS to take account of the impact the proposed asset
disposa licence condition.

Table 7.2: Property Income

1998/99 £ million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 Total

Railtrack July 2000 164 168 164 165 172 833

ORR December 1999 190 195 195 195 200 975

Freight

7.7  In the December 1999 periodic review document, freight income was assumed to be

7.8

£825 million based on continuation of the exiging policy with no alowance for
growth. The Regulator has since commissoned studies on the standalone cost of a
fragnt-only network and an economic andyss of the ral freight maket. The
Regulator has dso initiated a fundamentd review of freight charging policy and he
expectsto publish further views on thisin August 2000.

Table 7.3 below compares the December 1999 projection with Railtrack’'s latest
projection and projection prepared by NERA for the Regulator. These are based on
the exiging charging policy combined with projected growth of around 2.5% per
annum in each case. For the purposes of his draft conclusions, the Regulator proposes
to adopt the NERA projections which are based on an annud reduction in charges of
5%. He will review this assumption before reaching find concdusons in light of the
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review of freight charging policy and recent Government announcements relaing to
ral-freight enhancements.

Table 7.3 Freight income

1998/99 £ million 2001/02 2002/03 2003/04 2004/05 2005/06 Total
Railtrack July 2000 190 188 186 185 184 94
ORR December 1999 165 165 165 165 165 825
NERA January 2000 181 178 174 169 163 866
Open access

7.9  Open access is a andl component of Railtrack’s overdl income. Table 7.4 beow
compares the projection made in the December 1999 periodic review document with
Railtrack’s latest projection. The Regulator does not expect franchise replacement or
moderation of competition to have amaterid effect on these figures.

7.10 For the purposes of the Regulator's draft conclusons, he has adopted Railtrack’s
laest projection. Before findisng his conclusons, however, he will need to be
satisfied that these projections are consstent with the enhancements which have been
logged up in the RAB.

Table 7.4: Open accessincome

1998/99 £ million 2001/02 2002/03 2003/04 2004/05 2005/06 Total
Railtrack July 2000 50 a7 48 48 48 241
ORR December 1999 58 58 58 58 58 290
Other singletill

7.11 Other areas of income which need to be taken into account within the angle till are
light maintenance depots, connections income and other operating income. The leve
of income which the Regulator has therefore assumed over the next control period
from other sngletill itemsis st out in Table 7.5 below.
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7.12 The Regulator agrees with Railtrack’'s projected income in respect of light
maintenance depots. In respect of connections the Regulator has received information
concerning current connections income. For the purposes of the draft conclusons he
has assumed a congtant level of income from connections.

Table 7.5: Other singletill income

1998/99 £ million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 Total

Light maintenance depots 37 37 37 37 37 185

Connections 6 6 6 6 6 30

Total 43 43 43 43 43 215

Conclusions

713 Table 76 bdow summarises the Regulator's conclusons on dngle till income

Consultees are invited to comment on the Regulator's projected income of £3,352
milion for sations and other singletill items over the next control period.

Table 7.6: Singletill income

1998/99 £ million 2001/02 2002/03 2003/04 2004/05 2005/06 Total
Stations 212 212 211 211 210 1,056
Property 190 195 195 195 200 975
Freight 181 178 174 169 163 865
Open access 50 47 48 48 48 241
Other 43 43 43 43 43 215
Total 676 675 671 666 664 3,352
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Assessing Railtrack’ srevenuereguirements

8.1

The preceding chapters explain the reasons for the Regulator's draft conclusons on
each of the key building blocks used to establish Ralltrack’s revenue requirements for
the next control period: that is, operating, maintenance and renewa expenditure
projections, the RAB; the cost of cepitd; and single till income. Table 8.1 below
compares these conclusions with Railtrack’ s proposals.

Table 8.1: Key assumptions

ORR Railtrack
July 2000 July 2000

Cost of capital 7.0-7.5% pre-tax 7.1% post-tax

March 2001 RAB £5,110 million £6,860 million

CP2 RAB enhancements £1,520 million £1,700 million*

CP2 alowed expenditure £14,256 million £15,592 million?

Stations and other singletill income £3,352 million £3,278 million®

wN

8.2

8.3

Railtrack figures adjusted for comparability to include £321 million of potential signalling renewals plus £50 million of
performance related renewals, and to exclude enhancements which have been excluded from the scope of the periodic review.
The difference therefore relates to differences in the assumed cost of 10S enhancement schemes.

Railtrack figures adjusted to exclude items included in the RAB.

Railtrack figure includes ORR proposed station long term charge.

This chapter describes the implications of these draft conclusons for the aggregate
level of revenue which Railtrack requires from access charges for franchised
passenger train sarvices to endble it to finance its activities. Given the proposed
changes to the dructure of charges (see Chapter 9), the effect of traffic growth will
generdly be sdf financing and the revenue projections in this chapter are therefore
basad on zero traffic growth.

The following section assumes that the increese in Raltrack's overdl revenue
requirements is met entirdy through increased access charges and examines the
implications for the Regulator's duty not to meke it unduly difficult for Railtrack to
finance the activities in relaion to which he has functions under Pat | of the Ralways
Act 1993. The subsequent section consders the implications of the duty on the
Regulator to have regard to the Franchisng Director's financid pogtion, particularly
in relaion to the profile of revenues over the period and the choice between increased
access charges and grants.
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Increasein revenue funded entirely through increased access char ges

84  Table 82 bdow shows the implications of the Regulator's draft conclusons on each
of the building blocks for Railtrack’s revenue requirements in each year of the next
control period. Pending further review before the Regulator findises his concusions,
these figures are based on an assumed cost of capitd of 7.5% pre-tax red. Thisis &
the top end of the range proposed in December 1999.

85 Snce the daion long term charge is induded with other single till income, the
revenue requirement shown in the penultimate line of the table relates to track acccess
charges from franchised passenger train services. The revenue requirement aso
excludes the dements of track access charges which relate to 10S enhancements and
the IRSA since these are dso shown separately.

Table 8.2: Annual revenuerequirements

1998/99 £ million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | Total

Return oninitial RAB 333 333 383 383 3383 1,916

Depr eciation/return on enhancements 18 49 72 87 101 327

Allowed expenditure 3,167 3,052 2924 2,736 2,377 14,256

Stationsand other singletill income 676 675 671 666 664 3,352

IRSA income 36 35 30 26 26 152

IOSincome 2 12 24 31 3 102

Other franchised track accessrevenue 2854 2,766 2,662 2,495 2,150 12,927

Per centage change* 57.9% -3.1% -3.8% 63% | -138%

1

8.6

8.7

Franchised track access revenues in 2000/01 were £1,807 million.

This table shows that, if revenues were profiled to follow the revenue requirement for
each year, there would need to be an initid incresse in track access charges for
franchised passenger services of over 50%. After this initid increase, required access
charges would decline in red terms a an average rate of 7% per annum. By the end of
the next period, these charges would siill be 19% higher than in the current year.

The implied X factor to maintain a constant expected red rate of return on the RAB
would therefore be aound 7%. This is patly atributable to improvements in
efficiency (snce the Regulator has assumed annud efficiency savings of 3-5% per

OFFICE of the RAIL REGULATOR - July 2000



Periodic review of Railtrack’s access charges: Draft conclusions

annum over the period). The other main driver, however, is the profile of activity
which isloaded towards the front end of the period, particularly WCRM expenditure.

8.8  However, there is a range of dternative combinations for the initid price adjustment
(often referred to as the Py adjustment) and annud price adjustment (referred to as X)
which yied the same net present vaue. It is dso necessary to teke account of the
impact of the proposed changes to the structure of charges which are discussed in
Chapter 9.

8.9 Table 83 bdow therefore illudrates the initid increase in track access charges for
franchised passenger services which is implied by a range of dternative X factors (a
range of plus or minus 2% is shown snce the current charges include an X factor of
2%). This shows that:

assuming a cost of cepitd of 7.5% and an X factor of zero (i.e. charges are

condant in red terms during the next control period), the initid increase in
revenues would be 44%;

if the assumed cost of capitd is reduced from 7.5% to 7%, the initid increase
in revenues fals by about 1.7 percentage points,

if X is st a minus 2% (fadling red prices), the initid increese in revenues
rises by 4.7 percentage points;

if X is set & plus 2% (risng red prices), the required initid increase in
revenues falls by 4.5 percentage points.

Table 8.3: Franchised track access charges exc |0Sand |RSA with no grants*

1998/99 £ million 7.5% pre-taxreal return 7.0% pretaxreal return
Year 1revenue % change Year 1revenue % change

X =2 (real increasein charges) 2512 39.0 2482 374

X =0 (constant real charges) 2,595 435 2,562 418

X =-2(real reduction in charges) 2677 48.2 2,646 464

1. The detailed calculations are shown in Appendix F.
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The Regulator has examined the implications of these dternative revenue profiles for
Railtrack’s financid pogtion. In doing so, he has had particular regard to the impact
on the financid ratios discussed in Chapter 5, including the covenants relating to
Railtrack’ s existing debt.

On the basis of this andyss, he concludes that the overdl revenues for the second
control period as a whole would not make it unduly difficult for Railtrack to finance
the activities in rdaion to which the Regulaior has functions under Part | of the
Ralways Act 1993. In paticular, Railtrack would be able to finance the basdine
expenditure requirements underlying these revenues. It would dso be able to finance
the other enhancements covered by Railtrack’'s enhancement submisson, implying
tota enhancement expenditure over the next period of around £8 hillion (see Chapter
6). If Railtrack concludes that it needs to provide some headroom over the relevant
financia ratios described in Chapter 5 throughout the next control period or it needs
to finance sgnificant further enhancements, it may be necessary for it to raise new
equity for the regulated business or to adopt more innovative financing solutions.

Implications of the Franchising Director’sfinancial postion

8.12

8.13

In reaching conclusons on the periodic review, the Regulator is required to have
regard to the Franchising Director's financid podtion. Due to the exceptiond nature
of some of the mantenance and renewds requirements identified in the following
chapters (particularly the WCRM), the Franchisng Director has indicated that he
would prefer to pay for the exceptionad eement of these costs by way of grant rather
than through access charges. He has dso expressed a desire for the overal increase in
charges (access charges plus grants) to be profiled towards the later years of the next
control period.

In conddering this issue, however, the Regulator is aso required to discharge his
other duties. Given these duties, he concludes tha the following conditions would
need to be stidfied for these grants to be offset fully against access charges for
maintenance and renewa of the network:

payment of grants must be unconditiond, unrelated to specific assets and
accounted for as revenue rather than capitd - i.e grant income would be
equivdent to additional fixed access charges (otherwise this choice would
introduce unnecessary risks and could have an atificid effect on Railtrack’s
reported profitability);
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dthough Railtrack would be compensated at the cost of capita for deferra of
grant income to later years in the next control period, this deferra must not
make it unduly difficult for Raltrack to finance the activities in reaion to
which the Regulator has rdevant functions (this therefore depends on the
impact on Railtrack’ s financid position); and

the aggregate level of access charges should not fal from present levels as a
result of the proposed grants since this would result in an unsugtainable leve
of access charges (which could increase perceived regulatory risk since access
charges may need to incresse subgtantidly at the next review) and may mean
that the fixed charge for some operators becomes very low.

To reinforce the fact that this grant income should be regarded as equivdent to
income from fixed track access charges, the Regulator considers that track access
charges should be adjusted automaticaly if the assumed grants are not paid. This
should aso provide sufficient predictability to enable Railtrack to finance the deferred
income. The Regulaor therefore proposes to publish a schedule of the assumed grants
with his find conclusons. He would dso include a provison in Schedule 7 of the
track acccess agreements which dates that, if the actud leve or timing of grant
payments differs from the published schedule, access charges would be adjusted to
compensate Railtrack for this change.

The find two conditions referred to above depend on the scade of the grants and the
extent to which revenue is deferred from the beginning of the next control period
towards the end of the period. These issues are therefore discussed further below.

Implications for Railtrack’s financial position

8.16

Based on information on the likedy cost of the WCRM which was published by the
Regulator in the June 2000 periodic review document, the Government's recent
gpending review assumed the profile of grant payments illustrated in Table 8.4 beow.
The firg line of the table represents the costs which are covered by the reevant
grants. The second line shows the amount of grant which is assumed would be paid in
the middle of each year in rdation to expenditure which is incurred in that year. The
third line shows the amount of grant which is paid on 1 April in each year rdating to
expenditure in previous years. The sum of the grants payable is greater than the
expenditure to which it relates because Railtrack is assumed to earn a rate of return
equal to its cost of capital on the deferred eement of the grant.
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8.17 The lagt two lines in the table illudrate the potentid impact of the deferred grants on
Raltrack’s financid postion on the assumption that Railtrack accounts for these
grantsin the same way as it accounts for fixed track access charges:

the penultimate line illudtrates the impact of the proposed deferrd on cash-
flows (before financing cods). This shows that the deferrd would have a
sgnificantly negative impact on cash flows in the fird two years. This would,
however, be more than offset by a postive effect in later years, and

the find line illudrates the potential impact on earnings before interest and tax
(EBIT). This is based on the (conservative) assumption that only the grants
which are received in the year or deferred to 1 April in the following year
would be credited to profits. On this basis, there would be a negative impact in
the firg year, but not in subsequent years.

Table 8.4: Assumed grants

1998/99 £ million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | 2006/07 | Total
Expenditure supported by grants* 79 760 733 711 683 100 3,783
Mid-year grant recurrent year 0 0 28 413 351 100 892
1April grantreprior years 0 243 1,351 800 311 348 3,053
Net effect on cash-flows? -796 517 646 502 -1 348 162
Net effect inc 1 year deferral® -553 591 9% 13 16 0 162

1 Including financing costs @ 7.5% real pre-tax.

2. Line 2 plusline 3 minusline 1.

3. Line 2 plusline 3 for following year minus line 1.

8.18 Given the overdl profile of Ralltrack’s expected revenues and expenditure (including
enhancement expenditure which is outsde the scope of the periodic review), the
Regulator’'s present view is that these effects would not make it unduly difficult for
Railtrack to finance its reevant activities. It may dso be possble for Railtrack to
borrow againg the deferred grants off-balance sheet, which would reduce the impact
on the rdevant financid ratios.

8.19 If, however, the proposed grants were trested as capitd income in Railtrack’'s

accounts, this would have a materid impact on its reported financid pogtion
compared to the stuation where Railtrack is paid entirdy through access charges. The
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Regulator therefore intends to obtain further advice on this maiter and to discuss this
issue with Railtrack and SSRA.

Implications for access charges

8.20 Table 85 bdow illudrates the potentid impact of these grants on Railtrack’s revenue

requirement from track access charges for franchised passenger train services
(excluding 10S and IRSA charges). This shows that the proposed leve of grants
would reduce the initia increase in required revenues from 58% to 14%. By the end
of the period, the net revenue requirement is dso dgnificantly less than the current
levd of charges. Given the conditions refered to above, the Regulator would
therefore be concerned that these charges towards the end of the next period may not
be sugainable in the third control period and that the fixed charge for some operators
would be very low.

Table 8.5: Annual revenue requirementswith grants

1998/99 £ million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | Total

Grossrevenuerequirement 2,84 2,766 2,662 2,495 2,150 12,927
Grants 796 760 733 711 683 3,683

Net revenuerequirement 2,058 2,006 1,929 1784 1,467 9,244

Per centage change* 13.9% -2.5% -3.8% 75% | -17.8%

1

8.21

8.22

Franchised track access revenues in 2000/01 were £1,807 million.

By contrast, Table 8.6 shows that, if X is set equa to zero for the next control period,
franchised track access charges for 2001/02 would be 2.5% higher than the previous
year and would remain a that leve in red terms throughout the next control period
(assuming a cogt of capitd of 7.5%). Assuming a cost of capital of 7% reduces the
initid increase in charges to 0.7%. This profile of charges (i.e. with X=0) dso results
in a more appropriate financid profile for the company than the profile implied by
Table 8.5.

In the light of these congderations and given his draft conclusons on each of the
building blocks, the Regulator proposes to set track access charges for franchised
passenger train services to achieve revenues of between £1,820 million and £1,852
million in 2001/02 before dlowing for the codts of the independent rail safety activity,
incremental  output datement enhancements or traffic  growth. Revenues for
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subsequent years would be calculated using an X factor equd to zero (i.e. the base
level of charges would be congtant in real terms over the next control period).

Table 8.6: Franchised track access chargesexc |OSand IRSA with assumed grants

1998/99 £ million 7.5% return 7.0% return
Year 1revenue % change Year 1revenue % change
X =2 (real increasein charges) 1,798 -05 1,766 -22
X =0 (constant real charges) 1,852 25 1,820 0.7
X =-2(real reduction in charges) 1,908 5.6 1875 38

Conclusions and next steps
8.23 The publication of these draft conclusons provides the fina opportunity for Railtrack,
operators, funders and othes to comment on Raltrack's overdl revenue
requirements. Each of the individua components has aready been subject to separate
consultation. Comments are invited on Railtrack’'s overdl levd and profile of
revenues and the treatment of grants. In reaching his find conclusons on these
matters, the Regulator will particularly wish to consult with Railtrack and SSRA. He
will dso seek advice from HSE to ensure that his conclusons are consstent with the
relevant safety obligetions.
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PART I1:

INCENTIVE FRAMEWORK
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Structure of charges— Schedule 7

9.1

9.2

The Regulator set out his provisond conclusons on the structure of charges in Part |
of the April 2000 periodic review document. He asked Railtrack to undertake work to
edablish the effect of the proposals on franchised passenger train operating
companies. The Regulator's draft conclusons take account of the preiminary results
of this andyds Before publishing his find concusons, however, he intends to
underteke further andyss of these issues including the interaction with the proposed
increase in performance incentives discussed in Chapter 10.
The remainder of this chapter sets out the Regulator’ s draft conclusions on:

Setting usage charges,

the introduction and derivation of capacity charges,

changes to the arrangements for charging for traction eectricity;

the proposed volume incentive;

the alocation of the fixed charge;

adjusments relating to incremental output statement (10S) enhancements,

charges relating to the independent rail safety activity (IRSA); and

implementation issues associated with changing the structure of charges.

Usage charges

9.3
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The April 2000 periodic review document consulted on the use of the top down usage
cost modd. This modd was developed by Booz Allen & Hamilton (BAH) for
deriving usage charges. Most of the train operators supported this approach. Railtrack
continued to argue that a detailed bottom-up cost estimation model should be used to
St charges directly and that an important issue with the top-down approach was the
linkage it creates between the usage charges and the expenditure on different asset

types.
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9.5

9.6

9.7
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While the Regulator believes that the top-down model remains most appropriate, he
believes that the usage charges should reflect the steady sate level of expenditure on
the network. He therefore intends to set usage charges by applying the relevant factors
to the expected level of expenditure for each class of assets over the next ten years (as
aproxy for the steady dtate usage costs being incurred by Railtrack).

Since April 2000, the Regulator has consulted Railtrack and operators on the detail of
the top-down model and the inputs it requires. In the light of this process a revised
verson of the modd has been developed. The Regulator expects to use this mode to
set usage charges and intends to make it available to operators. This means that usage
charges will account for around 9% of totd track access charges. By comparison,
Railtrack’s most recent proposads imply charges equa to around 12% of tota track
access charges.

The Regulator also consulted on setting usage charges based on the assumed level of
efficiency over the next control period as a whole. Ralltrack objects strongly to this
approach and advocates a “standard RPI-X profile’. Railtrack has argued that this
goproach will not dign its incentives with those of the train operators, giving it a
lower incentive to promote growth in the firg pat of the control period. The
Regulator does not find this persuesve as the planning horizon in the railway industry
is longer than the two to three year period to which Railtrack is referring. Given the
ineviteble lags between traffic growth and maintenance and renewa requirements, the
Regulator is not convinced that this gpproach will provide any disncentive to
Railtrack. The Regulator dso condders that a larger initid price rise followed by a
red decline in charges could create sgnificant digtortions to operators incentives. He
therefore intends to adopt the gpproach set out in the April 2000 periodic review
document.

A number of other changes to the arangements for usage charges have been
suggested during the periodic review process. These include the introduction of a
performance regime to incentivise better track and vehicle maintenance and the
introduction of other variables into the usage charge. The Regulator believes that it
may be appropriate to introduce these changes a a later stage. The April 2000
periodic review document, therefore, announced the Regulator's intention to initiate
an invedigation into the feashility and codt effectiveness of a regime to incentivise
track and vehicle qudity. It is the Regulator's current view that this change may
promote dgnificant efficiency gains. He therefore intends to provide for a narrowly
defined re-opener to alow such aregime to be introduced, if appropriate, before 2006.
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Raltrack has suggested other changes including levying the usage chage on a
geographica basis or on the basis of the speed of the service. However, the Regulator
has concluded that it would not be appropriate to introduce such changes during the
next control period. Therefore, for the next control period the Regulator expects the
usage chargesto be levied on the basis of nationd vehicle miles.

Table 9.1 shows the expected usage charge revenue in the next period based on
Railtrack’s growth assumptions. As explained below, the eectrification dement of the
cogs will be included in eectric traction charges. In addition, the impact of growth
has been excluded from the financid modd on the bass tha the expected cost would
be equa to the expected revenues. The Regulator intends to send the relevant
charging tables to passenger operators by 14 August 2000.

Table 9.1: Usage charge

1998/99 £ million

2001/02 2002/03 2003/04 2004/05 2005/06 Total

Usage charge

165 177 178 185 190 8%

Electrification asset (to beincluded in 7 7 7 7 8
electric traction charge)

Total

172 184 185 192 198 929

Capacity charges

9.10

911

Railtrack proposed that a pre-determined tariff be introduced to replace case-by-case
negotiation for the recovery of congestion costs. These costs represent the expected
increese in Ralltrack’'s payments under the performance regime dtributable to an
additional service. The April 2000 periodic review document set out the Regulator's
provisond concluson tha a samplified verson of the proposed charge should be
introduced from May 2002.

As amounced in the April 2000 periodic review document, the Regulator
commissoned Symonds to advise him on the introduction of the capacity charge.
They were asked to review the approach teken by Railtrack to caculating the
congestion costs and to propose an appropriate set of tariffs to recover these costs. He
is publishing this report in conjunction with a technicad consultation document which
sets out the gpproach the Regulator expects to take in implementing this new charge.
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The technica consultation document explains the proposed basis for the capacity
charge. This would be gpplied to al franchised passenger services and would be fixed
over the course of the control period. Where an operator negotiates an enhancement
with Railtrack, the Regulator will expect the total cost estimate for the project to be
reduced by the congestion cost savings which it is edimaed Railtrack will make
folowing the enhancement. This will ensure that the benefit of the increese in
capacity accrues to the operator who is paying for that increase in capacity. The tariff
itsedf would only be recdculated and reduced where al the operators using a section
of track are jointly paying for an enhancement or the enhancement is being jointly
purchased on their behaf (e.g. by the SSRA funding the enhancement).

Symonds have advised the Regulator that the proposed capecity charge could be
amplified by introducing a de minimis threshold beow which there would be no
capacity charge and banding the proposed charges. The Regulator dso intends to
aoply assumed efficiency gains (i.e. the peformance improvement of 25% per
annum) to the capacity charges in a way which is congstent with the gpproach taken
with the usage charges. The charges will therefore remain congtant in rea terms over
the course of the control period.

Some respondents (including the SSRA and ATOC) have expressed concern over the
effect of increesing the margina track access charges for services. However, it is
generdly recognised that the proposed charge does represent a legitimate variable
cost which Railtrack needs to recover through access charges. It is dso recognised
that, in the case of new sarvices, the proposed tariff merdy replaces an exising
negotiated charge and would not therefore increase the overdl variability of charges
a the margin. Findly, as indicated in the April 2000 periodic review document, the
risk that the capacity charge would create an incentive for operators to reduce existing
sarvices would be neutrdised by the SSRA proposds to link pass-through of the
periodic review conclusons to maintenance of current service levels.

At the same time, however, the Schedule 8 performance rates are being increased by
roughly 100% to reflect the higher socid vaduation of delay. The Regulator is not
satisfied that it would be appropriate for the capacity charge faced by operators to be
increased to reflect this higher vauaion of delay. He is therefore proposing that the
capacity charge paid by operators should recover hdf of the estimated congestion
cods. The remaning congestion costs would be reflected in the fixed charge. This
cost would be effectively borne by SSRA.
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9.16 This means that the varidble charge would not include the full impact of unanticipated

9.17

9.18

growth in traffic. The effect of this growth will therefore be reflected in the RAB after
the next periodic review. The adjusment to the RAB would be equd to the difference

between the actud capacity charge income and the assumed capacity charge income
over the period.

Further concerns have been expressed about the robustness and transparency of the
underlying daidicd relationship, the data and the model which are used to caculae
charges. The Regulator will expect Railtrack to demondrate that the results are robust.
For practica reasons, the Regulator has dready announced that the introduction of the
cgpacity charge will be for the Summer 2002 timetable. He intends to keep this
trangtiond arangement under review, especidly in light of any practicd issues
concerning the calculation of gppropriate tariffs.

Table 9.2 shows Ralltrack’s current projection of the tota level of congestion costs to
be recovered through access charges. Following discusson with the Regulator,
Railtrack is revisng this model and the Regulator expects Railtrack to produce draft
charging tables for asample of routes for passenger operators by 14 August 2000.

Table 9.2: Capacity charge

1998/99 £ million 2001/02 2002/03 2003/04 2004/05 2005/06 Total

Expected capacity charge 181 187 1 196 200 958

Traction electricity charges

9.19
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In the April 2000 periodic review document, the Regulator made a number of
proposals concerning the traction electricity charges. These included:

geographically disaggregating the wash-up payments to improve the incentives
towards efficient use of dectricity by train operators;

encouraging the introduction of metering on trans by dlowing charges to be
levied on metered consumption and excluding such arangements from the
wash-up cdculation;
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9.21

9.22
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including a provison for a limited review to dlow operators the option of
purchasing traction eectricity from competing ectricity suppliers,

continuing to index the tariffs Ralltrack charges, but rebasng them to take
account of any divergence between Railtrack’s purchase costs and the prices it
charges during the current control period; and

reviewing the individuad vehide consumption rates, to remove any anomdies
and set the rates so that the expected value of the wash-up paymentsis zero.

Respondents were generdly supportive of these proposas and the Regulator expects
to introduce them. Railtrack has further reviewed the consumption rates in the light of
comments received from operators, and the Regulator will provide the results of this
work to the passenger operators which it affects. The dectricity consumption rates of
freight operators are being reviewed through a separate process as pat of the
consultation on the Regulator’s policy towards the gpprova of freight access charges.

Railtrack has indicated that there are dgnificant practica difficulties with introducing
the geographicdly disaggregated wash-up payments in May 2001 (part way through
the financid year). It argues that there will be consderably less work and cost
involved in cdculating the wash+up using a common gpproach for a whole financid
year. The Regulator's present view is that the geographicaly disaggregated wash up
should therefore be introduced in April 2001. If it could be demonsrated that this
ealier introduction would cause dgnificant and unreasonable difficulties for any
operator then the change could be delayed by ayear.

Table 9.3 shows the projected dectric traction charges, including the dectrification
aset dement of cogts (which is currently included in usage charges). The Regulator
intends to send the relevant charging tables to passenger operators by 14 August 2000.

Table 9.3: Electric traction charge

1998/99 £ million

2001/02

2002/03

2003/04

2004/05

2005/06

Total

Electric traction

114

117

121

124

128

Electrification asset (currently in
usage charges)

7

7

7

Total

121

124

128

131

136
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Volume incentive

9.23

9.24

9.25

9.26

The April 2000 periodic review document proposed a variable charge to incentivise
Raltrack to promote the use and development of the railway network. As proposed,
this charge would have been caculated as a percentage mark up on the usage charge
and the capacity charge. The Regulaior made it clear that he consdered this incentive
not as a means of funding dgnificant enhancements, but rather as a means of
incentivisng Railtrack to be more responsve to the needs of its cusomers in
delivering the outputs which they require.

The difficulty with this gpproach is that providing a podtive incentive for Railtrack
could result in a disgncentive for operators to run margind services. The Regulaor
therefore proposes that the proposed incentive will be provided to Railtrack through
an adjusment to the RAB raher than through variable charges. This avoids any
impact on the margind incentives faced by operators and should help to ensure that
Railtrack is more respongive to their requirements.

Raltrack has argued that a vaue-based volume incentive, based on the growth in
passenger miles, would provide the bet dignment of their incentives with those of
funders and operators. As indicated in the October 1999 periodic review document,
the Regulator agrees with this view (athough operators were opposed to this approach
if gpplied to a variable charge). In response to the April 2000 periodic review
document, Ralltrack dated that its analyss showed that the socid vaue of additiond
traffic on rail is in the range 1.5 to 3.5 pence per additiond passenger mile. Assuming
Railtrack is paid a amilar share of socia benefit to the 25% average negotiated with
operators as the share of net benefit of new services under the current arrangements
for supplementa agreements, this leads to a volume incentive of 0.8 to 1.3 pence per

passenger mile.

The Regulator therefore proposes that the RAB is adjusted at the next periodic review
by the difference between the actud and assumed growth in passenger miles over the
control period as a whole multiplied by a rate per passenger mile. The Regulator's
present view isthat:

the average rate per passenger mile should be around 1 penny per passenger
mile
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it may be gppropriate to weight passenger miles (e.g. one possibility would be
to use the farebox); and

the assumed growth in passenger miles should be no more than hdf of the
growth in passenger miles which is projected in the 2000 NMS (this would
provide limited downsde for Raltrack and would compensate for any
additiond risk).

9.27 Table 9.4 shows the potentid expected vaue of this incentive on an annualised bass.

9.28

This assumes a rate of one penny per passenger mile with no assumed growth. If the
assumed rate of growth was hdf the rate in the NMS, these amounts would need to be
divided by two. One option would be to include this amount in revenues over the
period and only to adjust the RAB for the difference between actua passenger miles
and the full projection in the NMS. This may be more trangparent and would result in
stronger cash-flows over the next control period (with a lower RAB theresfter) but
should not have any impact on incentives. The Regulator intends to discuss the
precise workings of this mechanism with SSRA and Railtrack before reaching a find
concluson on thisissue.

The amounts shown in Table 94 represent a relatively smdl proportion of tota
income from access charges (less than 2%) because they relate only to additiond
passenger miles. However, the margind incentive rate is much higher and the
underlying volume incertive is therefore equivaent to around 15% of access charges.

Table 9.4: Volumeincentive - one penny/passenger mile

1998/99 £ million 2000/01 2001/02 2002/03 2003/04 2005/06 Total

Potential volume incentive 9.7 196 30.0 410 520 152.2

Fixed charge

9.29

9.30

The fixed charge is desgned to recover Railtrack’s resdud revenue requirement after
deducting the other dingle till items (property, freight, open access and dHations
income) and expected variable charges. The remaining amount then needs to be
allocated between the different operators.

The April 2000 periodic review document dtated that the Regulator beieved these
cods should be dlocated on the bass of the maximum tran miles associated with
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each individud operator's rights under its track access agreement. Rights in the
agreements are expressed in a number of different ways and the maximum train miles
asociated with these different expressons are, in some cases, ambiguous or open to
interpretation.  While the Regulaior's proposed mode causes may make this
cdculatiion less subjective in future, his present view is that a proxy will need to be
used for the maximum tran miles associated with each agreement. For the present
periodic review, therefore, the Regulator proposes to require Railtrack to dlocate the
zond and nationd residud revenue requirements on the bads of the totd timetabled
miles of each operator for the financid year 1999/2000.

| OS enhancements

9.31 The incrementa output Statement (I0S) defines a number of enhancements to the
network which the SSRA may choose to purchase as part of the periodic review (see
Chapter 6). Railtrack will receive payment for these enhancements through the fixed
charge when the outputs have been ddivered (see the June 2000 technicd periodic
review document). Provison is included within the modd Schedule 7 for the fixed
charge to increase by a predetermined amount for the relevant operators when the
Regulator is satisfied that the enhanced outputs have been delivered.

9.32 The Regulator dso intends to include a provison for pro rata adjusments to the
extent that the outputs are partidly ddivered and have vadue to the beneficiary. In
edablishing whether (and to what extent) the outputs have been ddivered, the
Regulator would have regard to the evidence submitted by Railtrack, the relevant
operator(s) and the SSRA. Payment would not depend on whether the increased
capacity or capability is used by operators. Responses from consultees indicated broad
support for the Regulator’ s proposals.

Independent Rail Safety Activity

9.33 In June 2000 the Regulator consulted on the proposed changes to Condition 3 of
Raltrack’s network licence. This resulted from the DETR Ral Safety Policy Review
which recommended a clearer separation of Ralltrack’'s Safety and Standards
Directorate from Railtrack’s commercia activities.

9.34 This proposed licence modification would creste a set of safety activities referred to
as the Independent Rail Safety Activity (IRSA) undertaken by a separate Railtrack
subsidiary company. Under the proposed arangements, Raltrack will recover the
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costs of IRSA through the fixed track access charges. In order to ensure that these
costs are transparent, the Regulator presently believes that relevant costs and charges
should be separatdy identified. It is his view that Railtrack should be able to pass
through these codts directly into track access charges, subject to the approva of the
Regulator. Before giving his approva to these charges, he would expect to seek
advice from the HSE and discuss the proposed charges with the SSRA. This will aso
ensure that any further adminidrative or funding changes for safety activities can be
eadly accommodated.

I mplementation and changesto Schedule 7

9.35 The Regulator proposes that the changes to the Structure of charges outlined in this

9.36

9.37

9.38

chapter should be implemented as follows:.
capacity charge: May 2002;
usage charges. May 2001; and
electric traction charge: April 2001.

The Regulator will ask Railtrack to prepare draft charges condgtent with the proposals
st out in this document. He expects to share these draft charges with passenger
operators and funders by 14 August 2000 and seek their views on them. Following the
publication of the Regulator's find conclusons, Schedule 7 of the franchised track
access agreements will need to be amended. A new model Schedule 7 is attached at
Appendix M.

At present, the charges in the track access agreements are not published and are
removed from the versons of the track access agreements which are placed on the
public register. The Regulator believes that it is not appropriate for the charges of a
monopoly supplier such as Railtrack to be confidentia. He is therefore proposing to
publish dl the variable charges in a price lig which will be placed on the public
register. This should result in greater transparency and predictability for operators. To
increase trangparency further, the Regulator is conddering whether the fixed charges
should aso be published.

The current Pat 9 of Schedule 7 provides operators with the ability to change the
quantity or quaity of their access rights. The Regulator believes these provisions
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would be more appropriate in the Track Access Conditions (TACs) as extended
through his work on the development of modd clauses and potentidly in the new Part
J which he has proposed. He will be consulting further on these issues. The verson
of Schedule 7 a Appendix M dill contains a verson of these provisons and the
Regulator would expect that any changes to the TACs would be reflected in the track
access agreements.

The Regulator is aso conddering whether it is necessary to darify or improve the
arrangements in relation to changein law (in Part 3 of Schedule 7).

Impact on overall charges

9.40

941

9.42

9.43

As indicated @bove, the Regulator is andysng the implicaions for individud
operators of the proposed dructure of charges. This section identifies the impact on
Railtrack and operators at an aggregate level.

The top left segment of Figure 9.1 below illustrates the current structure of charges
for the base dlocation of rights. This shows that around 8% of current track access
charges are variable. By contradt, the top right segment illustrates the structure which
effectivdly goplies to rights under supplementa access agreements (including
negotiated elements to recover congestion cods and a share of the net benefits of the
new services). This shows that, for these services, a much higher proportion of the
charges are effectively variable.

The impact of the changes which are outlined in this chapter is illusraed in the
bottom two segments of Figure 9.1. From Railtrack’s point of view, the varigbility of
charges associated with the base dlocation of rights increases from 8% to 41%
(bottom left). This should therefore provide much stronger incentives for Railtrack to
be responsive to the needs of its customers than under the current regime. From the
operators perspective, however, the increase is from 8% to 21% for base rights. For
new rights, there would be little difference between the new and proposed structures.

The proposed arrangements would therefore limit the impact on operators of a more
appropriate dtructure of charges for Railtrack. It should dso be noted that under
Railtrack’s proposas, the level of variability faced by operators would have been
sonificantly higher than under the Regulator's proposds. The usage charges done
would have been around 3 percentage points higher based on Railtrack’s latest
proposas (and its earlier proposas implied much greater variahility).
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Conclusions and next steps
9.44 Consultees are invited to comment on the Regulator’s conclusions for the structure of
charges, with particular reference to the overal impact on Railtrack and operator

incentives, and the proposal to increase the trangparency of Railtrack’s charges.

Figure 9.1 The proposed structure of charges

Current structure of charges Structure of charges under
supplemental access agreements

14%
24%
18%
18%
92%
26%
Proposed structure of charges Proposed structure of charges
faced by Railtrack faced by operators
5%
%
15%
7%
5%
5%
9% 59%
7% 79%

O Fixed charge (including IRSA)

O Traction electricity charge

O Usage charge

U Capacity charge / negotiated share of net benefit
O Capacity charge in fixed charge

OVolume incentive / share of net benefit
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10. Operational performance— Schedule 8

I ntroduction

10.1

10.2

10.3

In Chapter 7 of the April 2000 periodic review document, the Regulator presented his
provisonad conclusons on the operationa performance regime. He aso announced
his intention to develop a new template for Schedule 8 of the franchised passenger
track access agreements and described the re-calibration work being undertaken by
KPMG.

KPMG's report was sent to operators, funders and Railtrack on 12 July 2000 and they
have been invited to comment by 16 August 2000. The report has adso been published
on the ORR website. Each operator received detals of the new societd and margina
revenue effect (MRE) rates and the TOC-on-TOC rate for each of ther service
groups, the monitoring point weightings and the cancdlation minutes for each of their
services. In addition, each TOC recaeived the relevant portions of the responshbility
matrix under which ther TOC-on-TOC related payments are estimated. Railtrack and
the SSRA have received the information for dl operators.

In April 2000 the Regulator set out his views on the dructure of the template, his
criteria for approving any customised arangements and the arangements for
monitoring and enforcement of performance. The Regulator dso st out his views on
improvements to the delay attribution process and to monitoring and enforcement of
performance standards. This chapter presents the Regulator's draft conclusons on
these issues. Chepter 16 discusses the role of enforcement for operationa
performance (as a backup to the Schedule 8 arrangements).

New template Schedule 8

10.4 Thekey dements of the structure which the Regulator outlined in April 2000 are:

a template regime with a sngle Railtrack payment rate for each service group,
based on the MRE (estimated using new research into journey time eadicity
and the effect of unscheduled ddlay on passenger revenue) and the societd
effect (as calculated by the SSRA);

incentivisation of dl sarvices,
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benchmarks in the template regime set above current levels of performance
based on the SSRA’s “aspirationd benchmark” for Schedule 7 of the franchise
agreement;

incluson of the passenger’s charter provisons proposed by the SSRA for the
new franchise agreements; and

supplementary access charges to offset the expected effect of the regimes for
Railtrack.

105 Most of these concepts drew broad support in responses to the consultation. In

10.6

particular there was strong support for the proposed single incentive rate. There was
dso a drong view tha the arrangements should ensure a “back-to-back” relationship
with the arrangements in Schedule 7 of the Franchise Agreement.

Railtrack welcomed most aspects of the proposed approach. However, it was
concerned that the:

doubling of the societa rate hed little judtification;

benchmarks should be based on current performance (with an alowance for
expected improvements including those resulting from improvements in
Railtrack’ s management of delays funded in the basdline);

tran-based template regimes proposed for high-speed, long-distance services
which could not be calibrated effectively;

MRE should be discounted to reflect lags in passenger reections to
performance changes; and

arangements for the passenger’s charter reflecting SSRA aspirations should
be incduded in the sar modd, but only when adopted in each franchise
agreement.

10.7 Having reviewed dl of the comments he received, the Regulator remans of the

opinion that his basic gpproach as set out in April 2000 is appropriate. In particular,
he does not propose to change his gpproach to setting the societal rate. Railtrack itself
has argued that there is a strong economic case for subgtantidly higher incentives and
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the Regulator agrees with this view. The proposed rates aso reflect the SSRA’s views
on the societal vaue of on-time performance since the rates in Schedule 8 of the track
access agreements must be the same as the rates in Schedule 7 of the Franchise
Agreement. Smilarly he does not propose to meke any adjusment for the lag in
passenger response to the changes in the level of delay. The Regulator takes the view
that the effects vary condderably depending on the service type and that current
research is not sufficiently advanced to dlow service group specific lags to be taken
into account. He aso believes that his revised methodology is the most appropriate
gpproach given current knowledge (reflecting the new research on eadicities and the
multiplier effect of unscheduled deay). Findly, if any lagged effect were taken into
account this could incentivise Railtrack to take a short term view.

10.8 However, as KPMG undertook the recalibration work, he asked them to incorporate
some refinements to his conclusons. These changes were informed by the
recalibration work itsdf and by the comments made in response to his consultation.

Benchmarks

10.9 The benchmarks proposed by the Regulator in April 2000 were those selected by the
SSRA as its “aspirationa targets’. However there was consderable concern from
operators, Ralltrack and the SSRA that these could not redigticaly be achieved by
gther paty during the control period, that dividing the tota figure between the two
parties would be difficult to achieve fairly, and that they would be difficult to explain
at an operationd levd.

10.10 The April 2000 periodic review document noted tha the incentives will be
independent of the benchmark itsdlf, hence the benchmark is only rdevant in terms of
the supplementary access charge required to compensate Railtrack for the expected
costs of the performance regime. The Regulator, therefore considered two options for
setting the benchmark ether based on:

expected peformance improvements, which implies that there would be no
need for any supplementary access charge; or

100% on-time peformance, which implies that the supplementary access
charge would be equa to the expected value of delay.
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The Regulator consders that the first option provides the most effective solution as it
will dlow Railtrack to monitor its progress directly againg the expected leved of
performance improvement. It will be paying operators when performance is not as
good as expected and recelving payments from the operators when its performance is
improving more than expected. The choice of option should not have any impact on
the expected profits of either Railtrack or operators. The Regulator therefore proposes
to adopt the first approach.

Passenger Charter

10.12

10.13

10.14

The SSRA is in the process of negotiating the new arangements for the Passenger
Charter as part of the franchise replacement process. The arangements will indude
tighter trigger leves and different remuneration arrangements, as noted in the April
2000 periodic review document. However it is not yet clear when these arrangements
will comeinto effect or a whet levd.

The Regulator has therefore concluded that the template arrangements should reflect
the exiging passenger charter provisons and tha Railtrack and operators should
negotiate any changes to the performance regime according to the criteria for gpprova
of customised arrangements which he outlined in April 2000.

KPMG's review of current peformance suggests that the exising charter
arangements will not be triggered during the next control period. Hence no
supplementary access charge is required.

The drafting of Schedule 8

10.15

10.16

The current template Schedule 8 is complex and difficult to follow. Given these
shortcomings and the need to reflect the proposed changes to the template in the
drafting, the Regulator has prepared a revised template for Schedule 8. The template
isset out in Appendix N and reflects the conclusions discussed above.

The new Schedule 8 is dructured aong lines shown in Fgure 10.1 beow. This
Schedule should be read in conjunction with the revised Schedule 4 (in Appendix L),
given their exiding rddionship via the Amended Timetable provisons in Schedule 8
and the payment rates. The key changes ae the remova of the thresholds and
different payment rates and the amended timetable and other non-core elements.
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Figure 10.1: Schedule 8 structure

How performance information is recorded by the performance monitoring system (para. 4)
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to
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of dispute
resolution
(para. 16) Payment procedures (para. 12)
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10.17 In addition, the drafting of the passenger charter arrangements has changed to reflect
KPMG's recdibration and the exising arangements for each operator. The
arangements for void days have dso been daified. The new draft dso carifies the
process for alocation of cancellation minutes between the operator and Railtrack. The
Regulator has dso daified the arangements for amendments to the detall of the
regime. All amendments would of course be subject to regulatory gpproval.

Regulator’s criteriafor consdering customisation of regimes

10.18 The April 2000 periodic review document st out the Regulator's provisond
conclusons on his criteria for the gpprovd of operationd performance regimes, as
follows

the “rules’ governing operation of the network must ensure that safety
consderations are paramount;

achieving an appropriate baance of risk and reward between Railtrack and
train operators and incentivisng improvements in performance;

avoiding undue discrimination between operators,

promoting cooperation between Railtrack and operators to improve capacity
utilisation and operationa performance;

avoiding unduly congraining negotiations on performance regimes with other
train operators; and

enauring that individud regimes operate in the interests of passengers and
freight users and are congstent with the Regulator’ s section 4 duties.

10.19 The Regulator dso noted in April 2000 that, if asked to approve bespoke performance
regimes following the periodic review, he would need to be satisfied that they do not:

change the value of Railtrack’s expected cash-flows,

make it difficult for the operator to meet its financid commitments to the
SSRA; or
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require unnecessary additiona delay attribution systems.

10.20 There was generd support for these criteria and the Regulator therefore proposes to
adopt them. The process for implementation of the periodic review is st out in
Chapter 20 below. The Regulator understands that some operators, as part of ther
franchise replacement bids, are aready developing new concepts for their customised
performance regimes. He would encourage operators to discuss concepts with
Railtrack and his office a an early stage.

Changesthrough the control period

10.21 Additiond trans operating in exiding savice groups will not require new
arrangements within the performance regime. This is because the capacity charge will
have been cdibrated to reflect the additiond cods aisng from traffic growth.
However for completdly new services (eg. the Gawick—Rugby services introduced
during the current control period), a new performance regime will be required.

10.22 Currently the typica approach for introducing an operational performance regime for
new services has been to alow operations to run for a year and then to base payment
rates and benchmarks on the evidence from that first year of operation. The Regulator
views this as genedly unstisfactory since it does not incentivise operations in the
firda year — good performance during that year will only mean high benchmarks and
therefore a need to continue to achieve such peformance to be hdd financidly
neutral from the regimes.

10.23 The Regulator therefore proposes that in the case of new services, a benchmark based
on the expected level of delay should be adopted. The expected level of delay should
be estimated usng avalable tools, including MERIT. The Regulator undergands that
Railtrack is developing these models further and expects this to continue. In addition
the payment rates should be based on the modeling of expected revenue as caried
out by the operators and the new societal rate agreed with the SSRA.

Delay attribution and management of disruption

10.24 An Indusry Deay Attribution Board has now been edablished though the
Professond Head of Attribution within Railtrack has yet to be gppointed. The
Regulator has not received detailed explanations of the proposed approach, but is
supportive of any move to make the delay attribution process more transparent and
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professond. The arangements will need to demondrate both that they are feasble
and ensure accurate delay attribution, with areduction in disputed alocations.

The Regulator consders that amendments to Part B of the Track Access Conditions
should be made to ensure accurate recording of delays and will be discussing this with
industry parties, including the Industry Delay Attribution Board and Nationd
Performance Task Force. If there were a fundamental revison to the basis on which
delays are attributed between the paties (eg. if there were a mgor change in the
understanding of delay causation), the Regulator would consder how this should be
reflected in access agreements. He is adso consdering whether to issue specific
criteria or guiddlines reaing to any changes submitted for gpprova under the
amendment provisons of Schedule 8.

The Regulator congders that his reporters should undertake full reviews of the
performance attribution sysem periodicaly. He will expect to receve quarterly
reports on traning and competency of the deay atribution daff as wel as
performance indicators. These reports will dso be made avalable to the Industry
Deay Attribution Board.

The Regulator will dso want to discuss with the indudtry various changes to Part H of
the Track Access Conditions. The changes will be intended to create Stronger
obligations on the parties to form contingency plans and will make explicit reference
to the need for these plans to be coordinated across zones.

Conclusions and next steps

10.28

10.29

10.30

The new clearer and sronger incentives will improve operationd performance across
the network. The Regulator consders that well managed companies will be both safe
and efficient, and that the increased incentives should not therefore compromise
safety. He will, however, seek HSE' s advice on this point.

The Regulator expects to review the payment raes and other figures in the new
Schedule 8 following responses from operators and Railtrack in August 2000. He will
then ask KPMG to make any necessary changes. Appendix 1 of Schedule 8 for each
TOC will be published in conjunction with the rest of the template Schedule 8 with
the find review notice.

The Regulator would welcome comments on the proposed drafting of Schedule 8.
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11. Possessions regime — Schedule 4

I ntroduction

11.1 The Regulator has consdered how the possessons compensation arrangements can be
refined to incentivise Railtrack to plan possessons more efficiently. In the April 2000
periodic review document the Regulator set out his provisonad conclusons on the
possessons regime, as follows:

possessions taken for enhancement should be charged a the same rate as
possessions for renewas (under Schedule 4 of the franchised passenger track
access agreements);

there should be no free possessions allowance in Schedule 4; and

the compensation should depend on the Railtrack rate in Schedule 8 and the
amount of notification given.

11.2 The Regulator dso concluded that the new arangements should not be introduced
until the summer timetable for 2002 because of the long lead times for engineering
and timetable planning.

11.3  Sincethe April 2000 provisona conclusons:

the Regulator has developed these concepts further, taking into account the
changes he intends to make to Schedule 8 and the responses to his provisonad
conclusons,

Halcrow Fox have advised the Regulator on the costs of providing substitute
bus sarvices and the variability of those costs. Their report is available from

the ORR website; and

Railtrack has been estimating the expected costs of the new regime.

11.4 This chapter outlines the detalled arangements which the Regulator concludes are
appropriate, and gives the current estimate of the expected costs of the regime to
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Railtrack. It dso sets out how that estimate will be developed for the Regulator's find
conclusions.

New structure

115 The dructure outlined in Chapter 8 of the April 2000 periodic review document

116

11.7

received general support from most operators. Many noted, however, that they would
prefer a sysem which retained negotiation for compensating enhancement-related
possessions. Railtrack and some operators suggested that negotiation should replace
the tariff arrangements for specific circumstances. The Regulator has concluded that,
because of the need for smplicity and darity, a tariff-based approach remains more
appropriate. Operators will be able to contribute to the development of the possession
drategy, managing any negative effects for their business, through both:

thelr involvement in the Rules of the Route process; and

the arangements which the Regulator is proposing for the development of
enhancement projects in Pat G of the Track Access Conditions, with multi-
laterd discussons at leve 2 in the development process.

In setting the tariff the Regulator considered basing the compensation on the actud
codts to the operators of the change to an amended timetable, including provison of
subdtitute bus services, notification of passengers and training drivers for the
dternative routes. The mgor component of these costs would be the cost of providing
subgtitute bus services and the Regulator asked Halcrow Fox to assess these costs and
their variability. The report confirmed the Regulator’s view, set out in April 2000, that
the variability of these cogtsis such that no effective tariff could be developed.

As he has worked through the detailed arrangements, the Regulator has determined
that the following refinements are required:

dl Railtrack possessons notified more than 26 weeks before the publication of
each Nationd Ral Timetable will be compensated by comparison with a
“Corresponding Day”. The exising definition has been refined to alow the
regtrictions which the possesson places on the timetable to be edtimated from
an equivdent day, if any, in the rdevant timetable period in the preceding
year. If there is no equivdent day, the parties may agree the effect of the
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possession taking into account the operator’s rights under Schedules 4, 5, and
8;

snce the amended timetable regime has been removed from Schedule 8, the
formula for compensation should be incuded in Schedule 4. The
compensation formula will reflect the extenson to actuad journey times for
those services which are not cancelled, the extent to which services ae
cancelled, and the Railtrack payment rate in Schedule 8;

the 90% reduction of the sum payable in the exiting amended timetable
arrangements in Schedule 8 should be removed. This was smply a negotiated
rate a privaisation which did not have any agpparent economic rationde.
However, the Regulator is aso consgdering whether it would be more
appropriate for the compensation payable to operators to be based only on the
margind revenue effect of ddays, and

the extended journey time caculations should be based on time and not on the
different speeds of operation. Severa respondents noted that the existing
formula has, in some cases, produced unexpected results snce diversonary
routes can have higher operational speeds than the base routes.

The Regulator has concluded that compensation for possessons notified before T-26
should be based on the corresponding day arrangements. However, he has adso notes
that his provisond conclusons on modd dauses include some journey time
protection in Schedule 5. He consders that, when mode clauses are introduced,
operators and Railtrack may wish to negotiate Schedule 4 arangements for early
notification based purdy on the journey time protection and quantum of rights in
Schedule 5 and the cancdlaion minutes in Schedule 8, rather than the corresponding
day.

In addition, the Regulator has concluded that where an operator requests a diverson
from the route in the first working timetable, any Railtrack costs should be based on
the capacity charge paid by the operator for the amended timetable. The compensation
will therefore relate to the additiond costs of the re-routing to Railtrack under the
performance regime and will replace the diverson provisions currently in Schedule 8.
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11.10 In paragraph 8.8 of the April 2000 periodic review document, the Regulator presented
a basc option for the reduction in compensation payable based on the extent of
notification given. In paagraph 89 he presented a range of options. Having
considered the options further, he considers that a three rate structure would be most
appropriate, given the need to meet timetable planning licence conditions.

11.11 Railtrack argued in its response to the April 2000 periodic review document that the
incentives for early notification should be grester than those proposed by the
Regulator. Other respondents were concerned that the arrangements would give

Railtrack an incentive to over-notify possessons early. In the light of these comments,
the Regulator has concluded that the arrangements should be asfollows:

for any possession notified before T-46, the compensation should be based on
5% of the Railtrack ratein Schedule 8;

before T-26 for any week, the compensation should be based on 50% of the
Railtrack rate in Schedule §;

thereafter, the compensation should be based on 100% of the Railtrack rate in
Schedule 8.

11.12 Appendix L presents the Regulator's draft Schedule 4. The sructure of the draft
Schedule 4 is asfollows:

Pat A: Applicable Rules of the Route and Rules of the Plan;

Pat B: Compensation for Possessions and Protected Journey Times
(Applicable from 1 April 2001 to the Summer Timetable Change Date 2002);

Pat C. Compensation for Possessons and Protected Journey Times
(Applicable from the Summer Timetable Change Date 2002); and

Pat D: CTRL and Thamedink: the Regulator does not intend to change the
arrangements which have been negotiated, but understands that the remova of
free possessons periods may have materia effects in these regimes. Since the
arrangements are customised to meet the requirements of different operators,
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he would welcome comments from parties on how they would best like to
manage these changes.

11.13 Pat B is dgmply the current Pat B of Schedule 4, incorporating the amended
timetable arangements in Schedule 8 and the rdevant diverson and missed
intermediate gations compensation, based on the recdibrated payment rates in
Schedule 8. Part C reflects the changes described in this chapter.

11.14 The current arangements for maximum and key journey times in Schedule 4 have
been retained. The Regulator is consulting on including journey time protection in
Schedule 5 as part of his development of modd clauses. He is not however seeking to
change exiging journey time protection as pat of the periodic review. When moded
clauses are incorporated into an agreement therefore he would expect to see the
relevant paragraphs removed from Schedule 4.

11.15 The changes from the exiding regime are fairly substantid. The Regulator expects to
review the detalled provisons to ensure that the drafting will be robust before
publishing his find conclusons and would welcome detailed comments. Railtrack has
made severd proposals rdating to the drafting of Part C of Schedule 4:

since the incentive to notify possessons early has been increased, and the cost
of dl possessons has risen (given the remova of the free possessons
dlowance), there should be a compensating reduction in the cost of a
possesson if a change to the arangements are subsequently notified by
Railtrack before 22:00 on the day before the timetable comes into effect. The
Regulaor's current view is that additiond complexity in the notification
factors would smply detract from the basic objective of incentivisng early
notification. Combined with the Regulator's efficiency targets and the access
rights of operators under Schedule 5, the Regulator expects that Railtrack will
have the necessary incentives to plan accurately and early;

the arrangements for competent authority possessons should be the same as
those for other possessons, on the bass that a smple tariff structure is being
introduced in Pat G to harmonise the arangements for possessons. The
Regulator’s current view is that, Snce this is a reative infrequent occurrence
and is a passthrough from Railtrack to the relevant authority, there are
grounds for compensating such possessons on the basis of actua cods to the
operators,
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the timetable for completion of the natification is tight and, given the likdy
level of compensation payments, Railtrack is concerned that this places too
much pressure on al parties. Railtrack has proposed that the relevant dates in
be dtered to give it more time both to provide a statement a the end of the
period and to make the payment thereafter. Similarly Railtrack proposes that
the period for consultation in should be extended; and

the sar modd is not reflected in the proposed drafting. Railtrack believes that
there will be occasons on which one train operator requires Railtrack to take
possesson of the network (eg. where mantenance of a dation beng
undertaken by the operator requires it to close one platform and the associated
track). Railtrack will then be required to compensate other operators. The
Regulator would welcome comments from consultees on the likdy magnitude
of thisissue and the options for addressing it.

11.16 The Regulator believes that, taken together, these changes will incentivise Ralltrack to

reduce the frequency and extent of short-notice disruptive possessons and  will
encourage more productive use of those possessions which are taken. However these
changes do not obviate the need for Ralltrack to develop improved practices in

consultation with operators. The Regulator will expect to see Railtrack teking this
work forward.

Effect on Railtrack’srevenuerequirements

11.17 In its May 2000 cost submisson, Railtrack estimated that the cost of maintenance and

11.18

renewa possessons would be £300 million over the next control period as a whole. In
July 2000 the company provided the Regulator with a new estimate based on detailed
edimation for the Southern Zone which was then pro-rated for al other zones. The
July 2000 egtimate was £192 million between 2002 and 2006 and a further £17
million during the firg year, giving a totd of £209 million for the control period as a
whole. The company has based al these estimates on the possessons which it has
taken and notified over the current control period with an alowance for the higher
levels of activity (dating 6% per annum higher), growth of traffic (averaging 5%
p.a), and efficiency in managing possessons (2% improvements per annum).

Railtrack’s July 2000 submisson argued that the cost of maintenance and renewd

possessons in the fird year of the second control period would be £17 million.
However earlier projections (as st out in the December 1999 periodic review

OFFICE of the RAIL REGULATOR - July 2000



Periodic review of Railtrack’s access charges: Draft conclusions

document) for 1999/00 and 2000/01 were £8 million and £9 million respectively. The
Regulator has therefore made an dlowance of £8 million in the first year of the next
control period.

11.19 The Regulator is aware of condderable activity within Railtrack to refine and improve
the possessons management process and therefore expects that efficiency in the
management of possessons will improve by a least as much as efficiency in other
aspects of maintenance and renewa expenditure.

11.20 Railtrack has based its figures on the discount factors presented in paragraph 8.8 of
the April 2000 periodic review document. However, rebasing these edimates using
the conclusons above would give a totd figure in the region of £188 million from
2002-2006. Assuming, in addition, efficiency improvements of 4% p.a. (rather than
Raltrack’'s 2% assumption) and haf the increase in activity leves but with traffic
growth figures & 4% per annum, the figure would fdl further to £177 million. The
Regulator has used this figure in edimating Ralltrack’s revenue requirements. He has
not adjusted the figure for the first year of the control period.

11.21 The current arangements provide dgnificant “free possesson” periods for many
operators. This means that estimating the future cods of the new regime is not smple
for Railtrack and it has had to gaher new information from al zones Thus far the
esdimates are based on daa from one zone and the current amended timetsble
arangements in Schedule 8. Railtrack will be providing the Regulator with an
edimate based on data from dl zones during August 2000. The Regulator will
therefore take this into account in his find conclusons. Railtrack has further argued
that the cogts of maintenance and renewa possessons in the second hdf of the control
period will remain uncertain, and hence tha making any assumptions will import
additional risk, because planning is not wel developed. The Regulator considers that
Railtrack is best placed to manage this risk and that the proposed regime should
incentivise Railtrack to plan efficiently.

11.22 The cost of possessons taken for enhancements will of course be part of the target
cost estimate produced by Railtrack for each enhancement and therefore do not need
to be edimated in advance. For those enhancements which have dready been
negotiated, the Regulator believes that Railtrack has taken the risk on changes to the
possessions regime. For those possessions negotiated in the future, the Regulator
expects that Railtrack will estimate the possessons codts based on the regimes which
will bein place following the periodic review.
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Conclusions and next steps

11.23

11.24

11.25

11.26

Following the 1999 NMS, the Regulator required Railtrack to coordinate an industry
debate on best practice. However, the need for better possessons management and
planning remains a key theme in the regponses to the Regulator’s consultation on
Railtrack’s 2000 NMS. The recent events in the Euston area highlight this problem.
As pat of his provisond conclusons on modd clauses, the Regulator has therefore
proposed a process for establishing the Rules of the Route. He beieves that this,
together with the improved incentive mechaniam, will ensure more timdy and
effective operator involvement in possession planning.

Table 111 bedow presents Railtrack’'s estimates of the costs of possessons for
maintenance and renewa over the next control period, together with two estimates
prepared by the Regulator, based on Railtrack’s modelling. These numbers do not
include the possessions costs of the WCRM renewads work. Railtrack’s figures are
presented on the assumption of the discount factors referred to above. The Regulator’s
figures assume 4% per annum traffic growth and activity levels increesing a hdf the
rate assumed by Raltrack (with ether no efficiency improvements or savings of 4%
per annum).

Table 11.1 Cost of Possessions Compensation

£ million 2001/2 | 2002/3 | 2003/4 | 2004/5 | 2005/6 | Tota
Railtrack July 2000 17 43 45 49 51 | 205
(rebased)

ORR (1o fficiency) 17 43 45 48 52 | 205
ORR (4% efficiency p.a) 17 43 44 45 46 | 194

The Regulator's figures with a 4% efficiency assumption have been included in the
finandd modd and the operaing cost figures in Chapter 4. Railtrack will submit a
further estimate of its codts to the Regulator, based on these draft conclusions, in the
middle of August 2000. The Regulator will review those cost estimates before making
hisfind conclusons.

The Regulator intends to review the drafting of Schedule 4 thoroughly before
findigng his concdusons and would paticulaly wdcome ealy comments from
consultees the proposed drafting.
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12. Property allowance scheme — PAS

121 This chepter outlines the Regulator's conclusons on the arangements for the
property dlowance scheme (PAS) for the next control period. The PAS provides
Railtrack with an incentive to manage its substantia property portfolio in an efficient
manner. The following issues are conddered in turn:

the structure of the PAS;
the sharing of income in excess of the basdine; and
anumber of detailed issues discussed in the December 1999 DTZ report.

122 The Regulaor has previoudy indicated that he is adso conddering amending
Railtrack’s licence to place controls on its ability to dispose of its assets, including its
property portfolio. This is in line with the controls in other network utility licences.
The Regulator will consult separately on thisissue.

The structur e of the PAS

12.3 As explained in the December 1999 periodic review document, the PAS involves a
basdine levd of projected income which forms part of the sngle till. Any income
earned in excess of the basdine is currently shared 75%:25% between Ralltrack and
the franchised passenger train operators (who currently have a back-to-back
arrangement under their franchise agreements whereby the savings are passed back to
Government).

124 The Regulator's property consultants (DTZ Feda) published a report in parale with
the December 1999 periodic review document and this contained recommendations
on the dructure of the PAS. Their principa concluson was that the PAS should be
retained in broadly in its present form. This was based on the view that the PAS has
worked generdly as intended. Railtrack supported this concluson and agreed that the
75%:25% sharing ratio continues to be appropriate.

125 There was generd support from other respondents for the continuation of the PAS in
the form described in the December 1999 periodic review document. However, some

respondents felt that the other parties should benefit from the share of excess income.
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The main concern raised related to the protection againgt disposa of property which is
potentialy useable for rail purposes.

The Regulator therefore proposes to continue the PAS in broadly its current form with
the basdine of £975 million as outlined in Chapter 7. He confirms his provisond
concluson that the share of income above this basdine should remain a 75% to
Railtrack and 25% to other franchised passenger operators. His property advisers and
most respondents indicated that this approach had worked well in the current control

period.

Detailed issues on the PAS

12.7

12.8

12.9

12.10

1211

A number of issues of detail concerning the workings of the PAS were discussed in
DTZ's report. Several of these issues were aso raised in the Regulator's June 1999
consultation on the PAS. The remainder of this chapter addresses these issues.

The Regulator condders that any under- or over-performance in the find year of the
present control period should be rolled forward to the next control period. This should
ensure that Railtrack’s incentives with respect to its propety assets are not
unnecessarily distorted between control periods.

The Regulator does not believe it would be appropriate to introduce any tapering of
the sharing of income earned above the basdine as had been suggested. In addition,
he sees no reason a present to incorporate any regiona adjustment into the sharing of
income under the scheme.

Railtrack has argued that the threshold and de minimis levels should be reviewed in
line with inflation. No other consultee raised this issue. DTZ argue that this would not
be agppropricte as property prices do not move specificaly in line with generd
inflation. The Regulaor does not believe that this change is necessary at this sage,
but would expect to review this at subsequent reviews.

A further issue raised is the possble ringfencing of magor dation developments from
the PAS. The Regulator bdieves that the adminigration cogts of agpplying such an
gpproach automaticaly to schemes would not be justified. However, he believes that
the ringfencing approach may be appropriate for certain schemes. He therefore
proposes to continue the current Stuation where the Regulator has provisons for
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gpecid trestment of such schemes. The excluson of certain schemes from the PAS
will therefore continue to be assessed on acase by case basis.

As dated above the Regulaior will consult on issues rding to ensuring a sufficient
level of control over the disposd of Railtrack’s assets. It is, however, necessary to
consgder the impact of any control on disposds to a payment to an operator for
ingtance if a digposa is prevented from taking place due to the proposed asset disposa
licence condition. The implications of the proposed licence condition on the PAS is of
course dependent on the content of the condition and the cases that arise. The
Regulator intends to make a provison for adjugting the workings of the PAS such
thet, if the Regulator were to exercise his powers to block a sale under the proposed
licence amendment, he would aso be able to take this into account in approving
payments made to TOCs under the PAS.

Conclusions and next steps

12.13

The Regulator invites consultees to comment on the proposed arangements for the
property alowance scheme for the next control period.
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Station charges

131

13.2

13.3

The December 1999 periodic review document set out the Regulator’s initid thinking
on dation charges. In June 2000 he published his provisond conclusons on Sation
charges and consulted on the Station Access Conditions.

This chapter sets out the Regulator’s draft conclusions on Long Term Charges (LTCs)
and management fees, the peformance regime, and changes to contractud
arrangements during the control period.

The SSRA has asked Railtrack to cost some dation enhancements as part of its
Incremental Output Statement (10S). The contractud arrangements are discussed in
this chapter. Findly, the process which the Regulator is currently expecting to follow
in his review of the Station Access Conditions is outlined.

Long Term Charges

134

13.5

13.6

In December 1999, the Regulator presented his proposed methodology for resetting
Long Term Charges for the next control period. He confirmed the methodology in
June 2000 and described how he expected Railtrack to develop a model to dlocate
charges based on the modern facilities categories. Most respondents supported the
approach which the Regulator proposed, but wished to see the specific effects for ther
own charges.

The overdl LTC for dlocation between sations is £183.1 million in 1998/99 prices.
This includes dlowances for the firg reserved rent (FRR) and for mgor dtation
trading income and specific enhancement related charges.

Table 13.1 below sets out the components of the gross figure of £250 million, before
the reduction of first reserved rent or mgor dation trading income. The maintenance
and renewal figures reflect the adjustments described in Chapters 3 and 4 . The cost of
enhancements for which changes to the LTC have been gpproved are removed from
the base edimation s0 that Railtrack is not pad twice for these enhancements. The
Regulator is awvare of severd dations which have been enhanced by Railtrack at the
request of specific operator(s) and yet no change to the LTC has been approved. He
consders it important that the value of these enhancements is not charged to Al
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operators. Given this, the Regulator has excluded from the logged up enhancement
expenditure any expenditure at stationsif:

the enhancement has taken place a the specific request of any operator since
November 1998; and

no change to the LTC has been approved.

13.7 The Regulator beieves that before November 1998 (when he published “A Fair Ded
— Guiddines on Adjusments to Station Long Term Charges’) there was some
uncertainty in the industiry about the basis for changing LTCs. Hence, where Railtrack
enhanced a dation before November 1998 but no increase in the LTC has been
gpproved, the expenditure has been logged up and added to the tota Gross Book
Vauefor recdculaion of dl LTCs

Table 13.1 Calculation of gross Station Long Term Charge

1998/99 £ million

2,197

Gross Book Value (1995/96 val ues rebased to 1998/99)
79

L ogged up enhancement
Enhancement expenditure for which LTC change has been approved -4
Tota GBV 2161
Return on GBV at 7.5% p.a 162
Average maintenance and renewal costs p.a. (incl. efficiency adjustment) &8
Total grossLTC p.a. 20

13.8 Ralltrack has developed a model to dlocate the gross LTC to each dation, on the
bass of dation category and dation Sze within the category. The modd uses the
following figures as a proxy for deion sze:

number of lifts and escalators,

number of platforms; and

average annua expected FRR or mgor station trading income.
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The Regulator proposed the firg two of these in his June 2000 provisond
conclusons on dation charges, and this received broad support. Some respondents
suggested additiond factors (eg. FRR and mgor dation trading income) which could
be taken into account in determining the charge for a paticular dation. The
Regulator's present view is tha including expected trading income in the dgorithm is
most effective, since it reflects different dimensons of the daion from those covered
by lifts, escdaors and plaforms. It dso results in LTCs which reflect, more
accurately, the differences between stations within a category.

The mode adjusts the gross station specific LTC by any approved change to the LTC.
Findly the FRR, or daion trading income in the case of mgor dations, is deducted
from the charge. Where dation trading income is larger than the gross LTC, the actud
LTC is s to zero. The remaining dation trading income of £28 million per annum,
not offsetting the LTC, is then included in the PAS basdine,

The Regulator has made two specific adjusments to LTCs to take account of unusua
ddtion characterigtics:

Farringdon: where Railtrack owns only a short piece of each plaiform. This
dation has been included with the Caegory E dations for the purposes of
cdculating the LTC, and it has been assumed to have 1 platform, no lifts, and
no trading income; and

the five Merseyrail sub-surface gations: where the LTCs were the subject of a
Rall Industry Disputes Resolution (RIDR) Committee determination in
October 1998. An independent expert reviewed the repair and maintenance
repongbilities a these dations (which are subdantidly different from the
dandard arangements) and the resulting adjusments to the charges were
approved by the Regulator on 10 May 2000. The Regulator therefore proposes
to retan the current charges at these five dations in the forthcoming control

period.

The dation specific LTCs caculated from this process are being sent to the parties.
Figure 13.1 below presents the distribution of the franchised sation LTCs according
to bands of vaue. The baance between the bands is Smilar to that in the first control
period though a dightly higher proportion of dations fdl into the bands between
£10,000 and £50,000 per annum.
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Figure 13.1 Digtribution of Station Long Term Chargesfor CP2
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13.13 The resulting Railtrack income for each year of the next

control period is presented in

Table 13.2 below.

Table13.2: LTC income
£ million 2001/2 2002/3 2003/4 2004/5 2005/6 Tota
Major Station LTC 5 5 5 5 5 26
Franchised Station LTC 178 178 178 178 178 890
Total 183 183 183 183 183 916

M anagement Fees

13.14 There was broad support for the Regulator's proposas that operators should have a

rignt of goped to him with regard to the setting of Sation management fees The
Regulator has therefore concluded that this should be introduced in conjunction with
other changes proposed for the Station Access Conditions. Smilarly the Regulator has
concluded that the Nationd Station Access Conditions should contain a provison
enabling operating charges to be fixed for more than one yesr.
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13.15 The Regulator has dso teken into account Railtrack’'s recovery of operating
expenditures a mgor dations. These Qudifying Expenditure (QX) costs and the
management fees associated with them are estimated by Railtrack on the basis of the
2000/01 budgeted income and are reduced by 2% per annum in red terms. Railtrack’s
operating expenditure is 3.5% less than these figures which are based on a mark up
for profit. Table 13.3 below presents Railtrack’ s forecasts for thisincome.

Table 13.3 Railtrack’srecovery of major station qualifying expenditure

£million 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 Total

Major Station QX recovery 29 29 28 28 27 140

Performance Regime

13.16 The June 2000 periodic review document on station charges and access conditions
noted that neither Ralltrack nor operators had made progress in developing the
arrangements for the performance regime a sations. The responses to that document
did provide a number of suggestions for changes to the regimes, and the Regulator has
concluded that any changes to these regimes should be negotiated specificaly
between the rdlevant station facility owner and Railtrack.

13.17 The Regulaor lad out his basc criteria for the approva of any new performance
regime in the June 2000 periodic review document on dation charges and access
conditions. They were that:

the regime should be easy to understand and smple to administer;

the default definition of falure should be related to outputs (i.e. capability of
the assat);

falure should be essly messurable and the asset should be systematicaly
monitored;

the regime should provide specified levels of compensation for specified
falures,
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compensation levels should reflect the impact of the particular falure on the
train operator's business and the wider impact on passengers and should aso
provide an effective incentive to remedy equipment or service falure; and

the regime should not change the value of Railtrack’ s expected cash flows.

Most respondents were broadly supportive of these criteria and the Regulator

therefore proposes to adopt them.

Changesto contractual arrangements over the control period

13.19 As described above, the LTC has been edimated on the bads of the current

13.20

13.21

13.22

13.23

maintenance and renewa responshilities a each dation and the rdevant FRR or
mgor gation trading income. Each of these is likely to change over the second control

period.

There is generd agreement amongst operators and Ralltrack that the current division
of maintenance and renewa respongbilities is not dways the most practicd. Railtrack
has proposed a new arrangement and this was included in Annex B to the June 2000
periodic review document on dation charges and access conditions. Operators
responses to these proposals are currently being considered by the Regulator.

The Regulator condders that any change to the mantenance and renewd
arangements at a ecific daion would conditute an amendment to an access
agreement and would therefore require his approval. As pat of that gpprova he
would take into account the change in Railtrack’s financid exposure and expect to see
acommensurate changeinthe LTC.

Changes to the trading income at stations are expected because:
many leases will expire during the control period; and

franchise replacement will mean transfer of control and therefore automatic
termination of leases.

Hence, either a new lease will be put in place or the gation will revert to Ralltrack as

the fadlity owner. Where a new lease is agreed, Railtrack’s income may change.
However, if the facility owner changes new access agreements would be required.
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The Regulator would only expect to gpprove LTCs which reflect any changes to the
lease income and the responghilities of the parties. If the Station reverted to Railtrack
operation, then a new LTC would aso need to be established and the Regulator would
expect to approve LTCs which included an alowance for station trading income.

Station 10S

13.24 As noted in the June 2000 periodic review document on 10S enhancements, the SSRA
has adso asked Railtrack to develop a programme to ddiver enhanced facilities a
dations. The SSRA has defined the improvements in three of the modern facilities
categories, relaing to:

safety and security;
comfort; and
customer information systems.

13.25 Ralltrack has given the SSRA an edimate of between £150 and £200 million for
enhancements to provide the rdevant improvements (sedting, toilets, shdters,
cusomer information systems and CCTV). The improvements will be made a 4l
dations other than those included in any committed enhancements, or in the firs two
batches of the franchise replacement process, or where either Midland Main Line or
West Coagt Trans is the dation facility owner. The SSRA intends that the station 10S
programme should be complete before the end of CP2.

13.26 The Regulator has agreed that these incrementa outputs could be included as part of
the basdine in the periodic review in a smilar way to the other 10S enhancements.
However, he would require more information about the outputs to be provided and the
timetable to which those outputs were being provided before accepting the plans.
Raltrack is drawing up a database of daions with deficiencies on the reevant
Modern Facilities at Stations standards. This will establish the expected asset position
at 1 April 2001.

13.27 In addition, the SSRA and Ralltrack are developing an implementation programme in
consultation with operators and other funders. The Regulator will require that
progranme to define the incrementa output being dedivered, the cost of the
enhancement, and the date by which it isto be delivered.
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The Regulator proposes to make a dmilar adjusment to the Long Term Charge
formula in the rdevant Station Access Conditions as he has to the Fixed Charge
formula in schedule 7 of the track access agreements. The review notice in Appendix
| includes this provison. As with track related 10S enhancement he expects to publish
a table of scheme codts for the dation 10S in conjunction with his find condusions
He would then expect to review those codts in a narrow interim review before July
2001.

Station access conditions

13.29

13.30

13.31

13.32

In the June 2000 periodic review document on sation charges and access conditions,
the Regulator adso suggested a range of changes to Station Access Conditions and
requested comments and suggestions. The responses were generdly supportive of the
Regulator's ams in reviewing the conditions and contained a number of detaled
Suggestions.

However, the Regulator recognises that many respondents argued againgt fundamenta
change to the Station Access Conditions and related documentation, because the
resource requirement would outweigh the benefits The Regulator has therefore
concluded that two key dements should be taken forward on a “fast track” basis,
whilst more detailed proposds on the other dements of the review will be addressed
later in the year.

The timetable he proposes for the fast tracked elements are as follows:

draft template repair and maintenance schedule and proposals for performance
regimes published for consultation during October 2000; and

templates for repair and maintenance schedules and performance regimes and
detailed proposds for reviang the Station Access Conditions, including the
station change procedure, in December 2000.

To that end he has asked Railtrack to prepared further templates which he will then
review.
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Conclusions and next steps

13.33

13.34

13.35

The Regulator will write to gation facility owners and access beneficiaries setting out
the new LTCs cdculated usng Railtrack’s modd. The Regulator expects Railtrack to
make the modd available to dl consultees on request. He will dso require Ralltrack
to prepare a find verson of the LTCs, under his guidance, following condderation of
the responses which he receives to this document. This find verson will be published
with his review notice and final conclusons

The Regulator will review the dation 10S cods, and further information from
Railtrack, during August 2000. He will present his view of those costs and the dtation
IOS programme to the SSRA. The SSRA will then prepare a shortligt of those 10S
items which it wishes to fund for incluson in the basdine. An 10S output table, with
the Regulator's view on the codts, will be presented in conjunction with his find
conclusons. The Regulator then expects to review the cods further in or before July
2001.

Consultees are invited to comment on the output from Raltrack’'s modd for the
dations long term charge.
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14. Baseline outputs

I ntroduction

141 The levd of expenditure and revenues dlowed for in Pat | of this document is
intended to enable Ralltrack to deliver the basdline outputs in accordance with best
practice and in a timely, economic and efficient manner o as to stisfy the reasonable
requirements of operators and funders in respect of the quality and capability of the
network. As indicated in the December 1999 periodic review document, the basdine
outputs cons s of:

the sustained network outputs, essentidly based on existing network outputs
and ddivery of the current Rallway Group Safety Plan, which are achieved
primarily through maintenance and renewa of the network; and

incrementd  outputs which ae included in the basdineg generdly as
enhancements to the exiding network, to accommodate the needs of
passengers, operators and funders.

14.2 However, the basdine outputs exclude additiona enhancements which may be
separately negotiated (or otherwise established) with operators/funders and approved
by the Regulator. They dso exclude the impact of potentid new safety obligations
over and above the current Railway Group Safety Plan.

14.3 The Regulaor's proposed approach to the definition, monitoring and incentivisation
of basdine outputs has dready been discussed in the December 1999 and April 2000
periodic review documents. Consultation responses to both these documents have
provided widespread support for the Regulator’s proposed approach. The purpose of
this chapter is primarily to describe the sustained network outputs which Railtrack is
expected to ddiver in return for the dalowed revenues. These requirements are
consdered in terms of:

measures of network capability and performance;

measures of servicesbility and condition;
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the mantenance and renewd activities which Ralltrack is expected to
undertake over the next ten years, and

the decison rules which Railtrack uses to edablish the actud levd of
maintenance and renewa activity and to define the basdine before further
enhancements.

Given the expected outputs from the sustained network, the following two chapters
describe the proposed approach to monitoring and enforcement of the relevant
outputs.

Network capability and performance

14.5

14.6

As indicated in Chapter 6 Ralltrack has been funded to provide an expected
improvement in operational performance of 2.5% per annum on average over the next
control period. Moreover, the darting point for this projection is the target level of
performance for 2000/01. The way in which performance improvements are to be
monitored, incentivised and, if necessary, enforced is discussed in Chapter 16.

The Regulator consders that the sustained network should not (subject only to agreed
network changes) offer any less functiondity over the next control period than in
April 2001. Railtrack aready reports network capability to the Regulator by means of
its bi-annua report on network maintenance and renewd qudity indicators and the
annua Network Management Statement. The Regulator intends to continue to
monitor network capakility through the next control period based on measures of:

network size: track and route kilometres open for passenger and freight traffic;

permissble speeds track kilometres open for traffic, presented by speed
bands;

loading gauge: track and route kilometres cleared for traffic in each loading
gauge category;

permitted axle loads. track and route kilometres open for traffic in Route
Avallability categories 1 to 10;
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eectrification sysems track and route kilometres open for traffic for both
third rail d.c. and 25kV overhead systems,

passenger dations: number of Sations (reported by category) and dation
facilities provided.

Asset serviceability and condition

14.7

14.8

14.9

The Regulator confirms that he intends to adopt the framework of measures which
was published in Table 9.1 of his April 2000 periodic review document. For each
magor class of asst, this includes measures of:

serviceability: reported by recording an aspect of asset rdiability, and hence
ovedl avalability for the service Certan asst categories (eg. sgndling
sysdems and dectrification equipment) are most eedly represented in this
way);

age: reported as a measure of remaining useful life for a large sample of assets.
Individua assessments will be combined to represent an age profile for the
whole asset population; and

condition: certain assets (eg. track and dtructures) can be measured by a
quantified index number or quality indicator.

Raltrack has accepted the Regulator's proposed suite of measures. In addition,
subgtantia  progress has been made towards the establishment of detailed definitions
for each of these measures. The Regulator expects to be able to establish the required
measures in conjunction with hisfina conclusions.

Other respondents also supported the Regulator's proposas in this area. Some
proposed additiond measures which they consider important (eg. the number of rock
fdls and the number of linesde fires). The Regulator recognises that many other,
perfectly vdid, messures will be rdevant to individua akeholders. However, he
condders that further requirements for the reporting of customer specific asset
condition and serviceasbility measures should be addressed through local output
gatements (provided for in the proposed Track Access Conditions arisng from work
on mode clauses for track access agreements) and the proposed modification to
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Raltrack’'s network licence requiring it to prepare and maintain a comprehensve
asset regidter.

Table 14.1: Expected network condition and serviceability

Asset type Measure Expected output over the next control period

Track Serviceability
Temporary speed | Improving output: number and total severity to be reduced
restriction (TSR) | annually from 2001 reference position to meet Railtrack’s
targetsin the 2000 NM S

Broken rails I mproving output: to meet forecast targets
Quality Steady state required post 2001: meet and sustain its own April
Ride quality 2001 targets
Output expectations to be confirmed
Exceedances
Earthworks Serviceability
TSRs At least Steady state: annually reported position must be no
Delays worsethan total impact at 2001 (reference position) and must
facilitate reduction in network wide targets to meet Railtrack’s
2000 NM S targets
Signalling Serviceability
Delay mins. Steady state: annual serviceability no worse than 2001
from failures (incentive also exists within overall performance targets)
Age Remaining life profile of signal interlockings; age profile
should not worsen over the period 2001 — 2006
Electrification Serviceability
(separately for (asfor signals) Output expectations to be confirmed
AC and DC) (incentive also exists within overall performance targets)
Condition
Profile of assessed Steady State: profile should not worsen 2001-06
condition.
Structures Serviceability
TSRs Improving output: number and total severity to be reduced
annually from 2001 reference position to meet Railtrack’s
targetsinthe 2000 NM S
Condition

Steady State required: annually reported position to be no
worsethan total impact at 2001 (reference position) subject to
satisfactory ‘baseline’ sampling of reference position

Stations Condition [mproving output: to meet and sustain Railtrack’ s own annual
target values for both average condition and distribution
between categories and condition bands

Depots Condition Steady State required: annually reported position to be no

worsethan 2001 reference position

14.10 Where there is dready an edtablished measure of what Ralltrack is expected to
achieve (eg. ride qudity and broken rails), the Regulator condders that this defines
the expected level of the rdlevant measure over the next control period. Where there is
no established measure of what Railtrack is expected to achieve, it will be required to
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maintan a least the current (reference) postion. The Regulator therefore expects
Railtrack to establish a robust reference postion for al classes of asset as soon as
practical.

Table 14.1 summarises the Regulator's present view of the network servicesbility and
condition assumptions which underlie the proposed periodic review settlement. The
remainder of this section discusses the key issues in reation to each of the mgor asset
categories.

The Regulator accepts that precise forecasting of numbers of broken rails a number of
years ahead is not presently possble. However, Railtrack does prepare annud
forecasts. Since January 2000 it has increased its forecast for the next control period.
The Regulator has therefore required the company to provide further details of its
proposals so that he can reach a view on the expected level of broken rals over the
next control period. Subject to this review, he is minded to adopt the figures which
Railtrack submitted in January 2000 (700 broken rals in 2000/01 and 560 in
2005/06). Given this, he proposes to interpolate between these projections to establish
expected values for each year. However, the Regulator has not yet concluded his
andysis of Ralltrack’s response on this issue and he expects to review this andysis in
advance of hisfind conclusons on the periodic review.

As a reault of undertakings given to the Regulator in July 1998, Railtrack established
targets for improvements in track (ride) qudity by April 2001. The Regulator expects
Railtrack to achieve these targets and then to sustain network track quality at these
levels throughout the next control period.

The Regulator also proposes to introduce new measures of Level 2 (L2) exceedances.
These are routindy recorded by Railtrack and, since each exceedance represents a
fault, the number occurring is indicative of overdl track qudity. The find definition
of this measure and its expected level have yet to be edtablished. Although the
principle of deady date output from the April 2001 reference postion may be
goplicable, the Regulator understands that Raltrack is targeting reductions in these
measures within its maintenance contracts. The Regulator therefore requires Ralltrack
to confirm its plans and targets for L2 exceedances before he reaches a concluson on
this maiter.
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Sgnalling and electrification

14.15

14.16

The Regulator proposes to introduce new measures of the servicesbility of signdling
eectrification assets. However, he aso recognises that the performance incentive
regime dready provides a dgnificant incentive for Ralltrack to reduce delays arisng
from these failures.

The Regulator adso proposes to monitor the age profile of sgndling assets (eg.
interlockings) expressed in terms of remaning useful life He would expect dl
rdevant dgndling assets with a remaining life which is assessed @ less than five
years in April 2001 to be renewed before the end of the control period. He therefore
requires Ralltrack to provide information on the number of interlockings and tota
ggndled track kilometres for which dgndling condition assessment has  been
completed. He dso requires information on the digtribution of the assessed remaining
life

Sations

14.17 In the 2000 Network Management Statement, Railtrack sets out the following

information for each of its 9x daion categories (ranging from ‘nationd hub' to small,
ungtaffed gations):

its 2005/6 targets for the average condition; and

the distribution of condition across five quality bands.

14.18 The Regulator expects the spread of the condition measures for each of the Sx dation

categories to be no worse through the next control period than the reference postion
in April 2001. Based on Railtrack’s own 2000 NMS target, aso expects the average
gation condition for al 2,500 stations over the next control period to be 2.2.

Sructures

14.19 The Regulator accepts that there are some categories of long life assets where it will

be appropriate for Railtrack to implement the new condition reporting methodology
on a gradud bass in conjunction with its exiding ingpection cycle. This paticularly
applies to bridges and other dtructures, where the current ingpection cycle means the
full population of assts will not have a complete reference posdtion until the end of
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the next control period. However, he has made it cler that Raltrack must
demondtrate that its assessments provide robust and meaningful samples.

In other cases, Railtrack’s response to the Regulator's April 2000 periodic review
document suggedts that it does not intend to implement condition measures for other
key network assets such as tunnds, retaning wals and drainege sysems until it
provides a reference basdine for the third control period, commencing in 2006. This
will be a full ten years after Ralltrack privatisation, and it is not acceptable that
Railtrack should continue to lack a comprehensve basdine condition for such key
gructures for s0 long. The Regulator therefore requires Railtrack to remedy this
gtuation by the middle of the next control period a the latest.

Activities

14.21

14.22

14.23

The Regulator does not propose to regulate inputs directly. In particular, he would not
expect to enforce ddivery of specific inputs provided that the necessary outputs are
being delivered and that irreversble problems are not being created for the future.
However, he condgders that it is necessay to monitor eactivities agang the
assumptions which are either explicit or implicit in the periodic review settlement.
There are four main reasons for this.

Fird, due to the importance of the WCRM, the higtory of the project and the way in
which the enhancements are to be funded, it is important that Railtrack is properly
incentivised to deliver the required outputs. As explained in Chapter 18, the Regulator
therefore intends to edtablish monitoring milestones againg which Railtrack will be
required to report. These milestones will, as far as possble, be based on outputs or
works completed. In some cases, however, intermediate milestones may be required
(e.g. miles of track renewa completed and specific resgnaling projects).

Second, in the light of the uncetanty associaed with dgndling and
telecommunications expenditure and the proposed treatment of this expenditure in the
RAB, the Regulator is concerned to ensure that Railtrack has robust plans for securing
deivery of the planned outputs. As explained in Chapter 3, this is primarily a matter
for the management of the company. However, given the importance of this issue, the
Regulator proposes to require Raliltrack to prepare a detailed implementation strategy
for both signdling and tdecoms, including proposed fdlback postions in relaion to
high risk dements of the drategy. This would need to cover both maintenance and
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renewas and the activities or potential activities which have been provided for in the
RAB.

14.24 Third, in reation to track renewas, the Regulaior proposes to dlow ggnificant
additiond expenditure compared to the leve which is judified solely on the bass of
current traffic levels adjusted for the deady date effect of additiond traffic (which
would be oHf-financing through usage charges). The Regulator therefore expects
Railtrack to ddiver the renewa activities st out in its May 2000 cost submission.
This comprises annua renewas excluding WCML equd to 1.1% of ral, 24% of
deepers, 2.8% of balast and 1.8% of switches and crossngs. Since Railtrack has
projected further increases in renewd activity in the third control period, the
Regulator congders that it is important that the projected activity in the second period
is not deferred to the third period since this would result in unacceptable levels of
disruption to services.

14.25 Findly, as indicated in Chapter 2, the Regulator believes it is important to provide
cler incentives for the company to improve efficiency throughout the next price
control period and to ensure that Railtrack is not paid twice for work which can be
deferred to the next period. It will therefore be necessary to specify the activities
which underlie the expenditure projections. In addition to the information referred to
above, there are two man ways in which the Regulator intends to assess these
activities

zond busness plans — Ralltrack has referred to these plans in support of its
top-down cost projections a least in relation to the first three years of the next
control period. The Regulator would therefore expect any schemes which are
included for the first three years to be completed a some point over the next
control period and he would not therefore expect to provide for the same
schemesin the third control period; and

AMP projections — since most eements of the renewas programme are based
on ten year Asset Management Plans, this includes explicit assumptions about
the overdl level of activities over this ten year period. At the next review, the
Regulator would not therefore expect to dlow for more activity in the third
control period than has been assumed as part of this review.

14.26 In concluson, the Regulator does not consder that the 2000 Network Management
Statement sts out with sufficient clarity or specificity the activities which Ralltrack
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consdders ae necessary to sudtain the network. Railtrack’s subsequent cost
submissons, information provided to the hearing on 28 June 2000, and discussons
with the Regulator's consultants have given much more information, and this has
been the basis of the draft conclusions in Chapter 3. The Regulator therefore requires
Railtrack, by 15 September 2000, to produce a draft supplement to the 2000 NMS
sting out in detall the levels of activity which, on its current information, will be
needed over the next two control periods to sudain the network on an efficient
minimum whole life cogt bass

Decision rules

14.27

14.28

14.29

The output of the sustained network is essentidly that of the exiging network as it is
reneved over time. Capability and condition are therefore maintained without
deterioration, but some gradud improvement should result from an  efficient
maintenance and renewa cycle. This is the basic principle embedded in Railtrack’s
criteria for investment published under Condition 7 of its network licence in
September 1998. The decison rule is essantidly tha of minimum whole life cost
maintenance and renewd in accordance with best practice, thus embracing improved
practices and technologies. As indicated in December 1999, the Regulator supports
this decison rule and expects it to be applied trangparently and equaly across the
network.

The Regulator believes that this decison rule should result in some improvements in
output. In particular, he would expect Railtrack to:

develop the network through replacement of assets according to best practice
a the time, using up to date materids, components and designs, and

exploit the opportunity which renewa provides to adgpt, improve and
rationdise the ralway to meet the current reasonable requirements of
operators and funders in the mogt efficient manner.

These issues were discussed in more detail in Chapters 12 and 13 of the December
1999 periodic review document and in Chapter 11 of the April 2000 periodic review
document. Following the periodic review, the Regulator expects Railtrack to reflect
the principles set out in these documents in its revised Condition 7 criteria. Combined
with the September 2000 supplement to the NMS and more detail in the 2001 NMS
will define the boundary between maintenance and renewdl.
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Conclusions and next steps

14.30 Further work is required in advance of the Regulator's find conclusons in order to
define the sustained network outputs and activities which Railtrack is expected to
deliver in return for the alowed level of revenues.

14.31 Consultess are invited to comment on the outputs which Railtrack should be expected
to deliver in return for the alowed revenues proposed by the Regulator.
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15. Information reporting

I ntroduction

151 Chapter 12 and Appendix C of the April 2000 periodic review document set out the
Regulator's proposds to improve the exiding information reporting requirements,
including licence modifications relaing to regulatory accounts, the development of an
annud information return and the gppointment of reporters.

15.2 Most respondents agreed that the regulatory reporting arrangements needed to be
strengthened and supported the Regulator’'s proposas. Railtrack also welcomed the
Regulator's proposal to improve the effectiveness and transparency of these
arrangements. It argued that some of the proposals were impractica or serve no useful
purpose. In paticular, it questioned the need for licence modifications and preferred
shorter licence conditions focussng on genera principles with more detall contained
in the proposed guiddines. The Regulator consders that the key principles need to be
st out clearly in the licence condition and that consderable detaill will need to be
included in the guiddines. In some areas, he agrees that there is further scope for
including more of the detailsin the guiddines.

15.3 The following section discusses the responses to the Regulator’s proposds in more
detall. In the light of these responses, the Regulator has made a number of minor
changes to the proposed licence modifications which are reproduced in Appendix P.
The subsequent section discusses the way in which the Regulator expects the
proposed reporting arrangements to operate in the context of the measures discussed
in the preceding chapter.

Proposed licence modifications

Regulatory accounts

154 Ralltrack argues that there is no need for a licence modification and that detailed
guiddines would be sufficient. However, the Regulator bdieves tha the key
principles should be included in the licence condition itsdf and that this should
provide greater transparency and predictability for investors.
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Raltrack and its auditors (Deloitte & Touche) argue that separate accounts for
separae busnesses would be unnecessay and potentidly mideading. However,
Dédloitte & Touche indicate that it would be possble to produce regulaory accounts
for the busness as a whole with ssgmenta andysis of the turnover, cods, operating
profits and net assets for the separate business types in notes to the accounts. The
Regulator condders that detalled andyss for these separate businesses is essentid
and that the reevant information should be collected in an appropriate form on an
ongoing bads (rather than waiting for the next periodic review). He therefore
proposes to modify his origind proposal so that Ralltrack is required to provide
segmentd andlyss for each of the separate businesses (see paragraph 3() of
Condition X). The detalled arangements would be set out in the Regulatory
Accounting Guiddines.

Raltrack dso sad tha it did not understand the proposd to link the vauation of
relevant operating assats to the way in which the RAB is edtablished at the periodic
review. The Regulator condders that the licence condition should make explicit
reference to this requirement but that the detalled way in which this would be
achieved could be included in the Regulatory Accounting Guiddines He has
therefore proposed a minor change to his proposals (see paragraph 3(c) of Condition
X).

Railtrack agreed that it should provide a statement of actua results (eg. renewds by
aset caegory, opex, freight income) showing comparisons agang regulatory
assumptions and an overdl commentay highlighting the reasons for the key
vaiations. Deloitte & Touche argued that this commentary should form part of the
executive summary which precedes the auditor's report in the same way as the
Directors report does for the published accounts. The Regulator consders that the
primary statement referred to in paragraph 3(f) of Condition X must be subject to the
audit opinion and the detaled form of this datement would be st out in the
Regulatory Accounting Guiddines.

Railtrack refers to the need for issues of practicdity to be consdered before findising
the reporting requirements, particularly in relaion to the firsg year of the next price
control period. The Regulator agrees that systems requirements will need to be taken
into condderation when drawing up detaled guiddines which may provide for
increasing levels of detail over the next few years.
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Findly, Ddoitte & Touche argue that the requirement to provide a true and far view
is not gppropriate (see paragraph 5(b) of Condition X). They suggest an dternative
wording that the accounts have been properly prepared in accordance with the
Regulatory Accounting Guiddines and as described in the relevant notes to the
accounts. It should be noted, however, that the reference to a true and fair view is
secondary to the requirement for consistency with the purpose of the proposed licence
condition. The Regulator recognises that this issue is common across other regulated
industries and he therefore proposes to give further consideration to the appropriate
wording of the audit opinion teking account of developments in other regulated
industries. However, he is not presently convinced that the proposed wording is
inappropriate.

Information reporting and appointment of reporters

15.10

1511

15.12

Before publication of the proposed licence conditions on the annua return and the
gppointment of reporters, drafts of these conditions were discussed with Railtrack and
it indicated that it agreed with the proposed approach. Indeed the Regulator's
proposas were subgtantidly in line with the company’s own proposas which were
received in February 2000. Railtrack’s response to the April 2000 periodic review
document did not contain further detailed comments on this issue. However, the
company is commissoning further work in preparation for the introduction of
reporters.

Railtrack has proposed that the date for the annua return should be changed from 1
July to 31 July each year. The Regulator considers that this would be reasonable for a
leest the first year and his origind proposds therefore provide for the return to be
submitted on a later date which he has approved (see paragraph 7 of Condition 13).
Given this, the Regulator does not see any need to change the proposed licence
modification.

Some other respondents emphasised the need to ensure that the reporters are
aufficiently independent of Railtrack and that they have aufficient experience. The
Regulator recognises the importance of these issues. He intends to reflect these
requirements in his proposed Reporter Guiddines. It will be particularly important to
ensure that the agppointed Reporters continue to provide an independent view of the
company’ s information and that they are not subject to capture.
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Reporting baseline outputs

The annual return and review by reporters

15.13

15.14

15.15

15.16

15.17

Railtrack’'s annual return would need to report on its peformance agangt the
mesasures  discussed in the previous chapter. This would therefore include the
proposed measures of network capability and performance, measures of serviceahility
and condition, and measures of maintenance and renewa activities. In each case, it
would provide:

a reconciliation of the peformance of each measure in the reported year
agang previous years, to show developing trend information;

a reconcilistion of the peformance of each measure in the reported year
againgt the 2001 expected pogtion defined in the periodic review conclusons
(i.e. the monitoring target);

relevant commentary and explanations.

In the case of the WCRM, for example, this would include a report of progress against
the established milestones and an assessment of the extent to which the overal
programme is on schedule.

As long as the relevant outputs and condition measures are being ddivered,
information on the actud levels of activity compared to the assumptions underlying
the periodic review may not be reviewed in detall until the next periodic review.
However, the Regulator consders that this information should ill be reported on an
on-going bass He will therefore be defining what measures of activity he expects
Railtrack to include in its annud return to the Regultor.

The Regulator would require his reporters to review the annua return and provide a
report to him. Following his consderation of this return and his reporters reports, he
would expect to publish a commentary on the levdl of performance in the year and
describe any action which he proposes take in order to remedy any identified
shortcomings.

The firs annua return should be produced by 31 July 2001 (since the Regulator
accepts that in the first year, Railtrack will need some more time to develop the
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framework). The Regulator would, however, expect to work closdy with Railtrack in
establishing the appropriate form of the document.

15.18 In the case of some measures of asset condition and serviceability, the firs annud
return will establish the reference podtion againg which future improvements are
assessed. However, the Regulator is concerned that Railtrack would have an incentive
to underdate the reference postion. He therefore consders that a key element of the
reporters role in the first year will be to review the robustness of the assessed darting
position, and where necessary to propose adjustments to this pogtion. In the case of
those measures for which forecasts are shown in the 2000 NMS, he would not expect
the reference position to be less than the relevant forecadts.

15.19 The Regulator expects Railtrack to confirm precisdy the extent and detail of reference
position that it proposes to edtablish, and when that information will be available. If
he is not satisfied with their proposal, he would expect to remedy this Stuation ether
through the proposed asset regider licence condition or through Condition 7 of
Railtrack’ s network licence,

15.20 These arangements will provide a much improved form of reporting. In paticular,
they will dgnificantly extend the current range of indicators published annudly in
Railtrack’s Network Management Statement. The Regulator expects to confirm his
find requirements by providing a draft outline of the form and content Statement for
the proposed annua return.

Four-weekly returns

15.21 In responding to the Regulator's April 2000 periodic review document, some
consultees were concerned that annual reporting of measures may be a too long a
frequency for many of Railtrack’'s cusomers and dtakeholders. Particular reference
was made to the need for more frequent reports about temporary speed restrictions.
The Regulator recognises these concerns, but considers that consultees concerns
should be addressed through local output statements (provided for in the proposed
modd clauses for track access agreements) and the proposed modification to
Railtrack’'s network licence requiring it to prepare and maintain a comprehensve
asset regidter.

15.22 The Regulator therefore congders that the annud return should be the primary means
of reporting peformance againgt the measures referred to in the previous chapter.
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However, he dso believes that this should be supplemented by more frequent reports
s0 that he is able to develop a better understanding of the trends or cyclicd patterns
and anticipate issues which are likey to arise in the annud return (eg. so that he can
focus the attention of his reporters on these issues). The Regulator aready receives
four weekly reports of Raltrack’s train performance indicators, as well as four weekly
reports of the number of broken and defective rails occurring on the network. He aso
understands that Railtrack has recently introduced a four-weekly reporting cycle of
network asset condition indicators for its own interna management purposes.

As with the annud return, the Regulator proposes to discuss with Railtrack what
information should be provided on a four-weekly basis and to provide a draft outline
of the proposed monthly return.

Conclusions and next steps

15.24

15.25

15.26

15.27

The Regulator proposes to implement the proposed network licence modifications in
conjunction with the periodic review conclusons. Railtrack has dready indicated that
it agrees with the principles underlying these licence conditions However, if
Railtrack is not willing to agree to these modifications, this would require a reference
to the Competition Commission.

The Regulator dso intends to develop the proposed regulatory accounting and
reporter guiddines by the end of March 2001. As a practicd metter, however, he
recognises the need to agree the regulatory accounting requirements for the first year
as soon as possible so that the necessary systems can be put in place.

Findly, the Regulator will expect Railtrack to appoint reporters as soon as practica
and to discuss with Railtrack the gppropriste form of the annua/monthly returns
(which are subject to his approvad).

Consultees are invited to comment on the proposed changes to the licence

modifications and the proposed way in which the new reporting arrangements would
be used in relation to monitoring of basdline outputs.
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16. Enforcement and monetary penalties

I ntroduction

16.1

16.2

16.3

16.4

Chapter 10 of the April 2000 periodic review document provided genera guidelines
on the issues to which the Regulator would expect to have regard when deciding
whether to impose a mongtlary pendty and in determining the amount of pendty
associated with enforcement action under section 55 of the Ralways Act 1993. In
addition, Chapters 7 and 9 of the April 2000 document respectively described the
Regulator’'s proposed approach in relation to operationa performance and other
basdline outputs.

The Regulaior is firmly of the opinion that incentive regulation is preferable to
enforcement action. However, he congders that the threst of enforcement, including
the posshility of monetary pendties should be seen as essentid components of the
overd| incentive framework. Given that the possbility of enforcement action areedy
exiss, the Regulator's proposed approach to clarifying the circumstances in which
enforcement action would be taken and establishing the bass for the cadculation of
any monetary pendties, should reduce (not increase) risk. It should aso provide
clearer incentives for the company to ddiver the required outputs. Exactly the same
consderations gpply to financia incentives in the track access charges or adjusments
to the RAB for under-ddivery.

Railtrack’s response to the April 2000 periodic review document Stated that it was
disappointed that the Regulator was not convinced of the need to clarify the status of
any forecasts published in the NMS. To the contrary, the Regulator has dready
provided dgnificant guidance on the cdrcumgances in which he would normaly
expect to take enforcement action. The datement to which Railtrack refers merely
relates to the question of whether Condition 7 of Raltrack’s network licence needs to
be modified.

This chapter reviews the proposed guiddines in the light of consultation responses. It
then provides further details on the proposed approach to operational performance and
other basdline outputs.
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General guidelines on penalties

16,5 Railtrack has made a number of detalled comments on the proposed guidelines and
these are discussed in turn below.

Flat-rate versus stepped rate incentives - Railtrack argues that where the
margind cost of securing compliance increases as it draws closer to meeting
the requirement, the Regulator ought to set stepped pendties that match the
cods of the intramargind improvements in peformance. However, the
Regulator is concerned tha this requires impracticably detailed and precise
information on the margind cost of compliance. More fundamentdly, even if
this information is accurate, Ralltrack’s proposed approach would leave the
company indifferent between compliance and non-compliance. Applying
Railtrack’s proposed approach would therefore be inconsgent with the
purpose of the pendlty;

Long-run versus short-run costs - Ralltrack argues that any penaty should be
based on the long-run cogt of compliance. However, this would aso be
inconsgtent with the purpose of the pendty if the cogts have increased because
of the company’s falure to address the problem a an ealier sage in the
process;

Timing - Ralltrack argues that in order to incentivise compliance the pendties
need to be announced well in advance of the date & which they are to be
imposed. However, this may not be possible if it only becomes apparent that
the company is likely to breach the condition or obligation shortly before this
date;

The level of bendfits — Ralltrack objects that it is inappropriate to set pendties
based on the benefits resulting from compliance even where there is no
information on the cost of compliance The Regulator beieves tha it is
preferable to base the pendties on costs but that where this is not possble it
may be reasonable to derive the appropriate pendty from an assessment of the
relevant benefits;

Financing functions — Railtrack argues that only targets agreed as part of the
periodic review process would judtify the impodtion of a financid pendty by
the Regulator. The Regulator does not agree with this assessment dnce it
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implies that conditions or obligations which are established between periodic
reviews could not be enforced effectively. The extent to which Railtrack is
remunerated for these additiona obligations would aso depend on the
treatment of this expenditure in the RAB & the next periodic review;

Mitigating factors — Railtrack agreed with the Regulator that any pendty
should take account of any mitigating factors. The factors which are rdlevant
will vary from caseto case;

Upper limits — Railtrack suggested that there should be upper limits on the
possble level of pendties in respect of an enforcesble target, but did not
comment on the appropriate level of these limits. The Regulator is presently of
the view that it would not generdly be practicable to determine an appropriate
upper limit in advance;

Part recovery of payments — Railtrack proposed that it should be dlowed to
recover pat of any payment if it is shown that it had subsequently fully
recovered the underperformance and had met the relevant target for the end of
the 5 year control period. However, the Regulator considers that, even
assuming that he has the power to provide for pat recovery of pendty
payments, this is unnecessary because the avoidance of further falures (and
pendties) would dready provide an incentive to recover from an initid falure.

16.6 Few other respondents to the April 2000 periodic review document commented on
this issue. Those respondents who did comment on the issue were generdly
supportive of the Regulator's proposas. Figure 16.1 illudtrates the relevant targets for
the next control period.

Operational performance

16.7 The draft periodic review odtlement funds Railtrack to achieve performance
improvements of 25% per annum in addition to the target for the current year. This
therefore represents the relevant monitoring target for the next control period.

16.8 As indicated in the April 2000 periodic review document, the enforceable target will
be defined in rdation to this monitoring target. If the Regulator is satisfied that
Railtrack is contravening or likely to contravene its enforcegble target for any year, he
would expect to teke action requiring it to provide an explanation and to prepare a
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detailed recovery plan. He would aso expect to ask his reporters to assess the reasons
for the falure and to review the recovery plan. He would not, however, expect to
impose monetary pendties a this stage in the process. Once the Regulator has
reviewed Railtrack’s action plans and considered the view of his reporters he would
need to decide whether further action is required. If he is saidfied tha the
contravention is due to exceptional factors or that the company is taking adequate
seps to secure compliance with the enforcesble target for that year, he would not
generdly expect to take further action. If the Regulator is not satisfied with
Railtrack’s plans or if the company subsequently fails to meet the enforcesble target
for that year, he would expect to take further action to secure compliance with that
target by the end of the following year.

The Regulator is presently minded to set this enforcesble target a a levd of 5-10%
more delay minutes per passenger tran mile per year than the monitoring target.
Given the process described above, this should meen that the risk of enforcement
action would only arise in cases of exceptiondly poor performance. Before findising
thisfigure, the Regulator intends to discuss this with Railtrack.

Figure 16.1 Monitoring and enfor ceable performance tar getsfor Railtrack
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The April 2000 periodic review document aso referred to the factors which the
Regulator would expect to take into account in establishing the appropriate level of
any monetary pendty for poor operationa performance. These would include both the
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cos of meding different levels of performance and the incentive which is dready
provided in Schedule 8.

16.11 Based on advice from Booz Allen & Hamilton (BAH), the Regulator has assumed a
cog of £10 million for an improvement of 25% per annum, and this expenditure has
been provided for as part of the periodic review. This implies a cost of £4 million per
percentage point which is broadly in line with the new average incentive of £3.8
million per percentage point reduction in delay minutes per passenger train mile.

16.12 In its May 2000 cost submission, Railtrack stated that the cost of achieving a 2.5% per
annum improvement in performance would be around £15 million per annum, or £6
million per percentage point. It dso argued that further improvements would be much
more expensve to achieve. Given the level of incentive provided by Schedule 8,
Railtrack’s figures imply that the pendty would need to be a leest £2.2 million per
percentage point (£6 million — £3.8 million).

16.13 However, the April 2000 periodic review document aso noted that there might be
circumstances where a larger pendty would be required (for example, if it were clear
that Raltrack had not planned its performance programme in an efficient manner).
There may dso be circumstances where more far reaching enforcement action is
required, though these would be extraordinary cases and the factors to which the
Regulator would expect to have regard in such cases were discussed further in the
April 2000 periodic review document.

16.14 At the disaggregated leve, the Regulator considers that the contractud incentive
regime is generdly the mod gppropriate mechanism for incentivisng operationa
performance. To reinforce this, he has proposed the development of operator specific
loca output datements (LOS) as pat of his deveopment of model clauses. He
expects that operators may wish to indude a minimum leve of operationd
performance in those satements, following the same broad principles as the network
level enforcement target. This is consgtent with ATOC's response to the April 2000
periodic review document which argued that the Regulator should dso have regard to
whether or not the remedies under access agreements had been used when
determining the need for enforcement action.
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Enforcement of other outputs

16.15

16.16

16.17

As indicated in the October 1999 and April 2000 periodic review documents, falure
to deiver the expected levels of servicesbility and condition or the assumed activity
levels would not normadly result in enforcement action. Rather the most appropriate
goproach may be to take any failure into account a the next review. However, if
Railtrack is seen to be fdling wel short of the rdlevant levels of performance or the
matter requires prompt intervention, this may be an indicator of mgor Stewardship
problems necessitating more immediate action.

The previous periodic review document dso st out the steps which the Regulator
would expect to take in these circumstances. As with operational performance targets
discussed above, his first step would be to require Railtrack to provide an explanation
for any falure together with a recovery plan. This would be reviewed by the
Regulator’'s reporters, before he decides whether any further action is required. The
Regulator confirms that he intends to adopt this approach.

Raltrack has made condructive proposds in reaion to the way in which the
Regulator might be able to set out, in advance, the bass on which he would consder
actud peformance to be wdl short of the expected levels (monitoring targets)
discussed in Chapter 14. The Regulator intends to consder these proposas further
and discuss them with Raltrack before findisng his conclusons on the periodic
review.

Brokenrails

16.18

16.19

One important measure of Railtrack’s stewardship is the number of broken rails. As
indicated in Chepter 14, the Regulator is conddering Raltrack's most recent
submission in relation to the number of broken rails and the implications for its future
targets. He is aso congdering the best way of ensuring that these targets are met over
the next control period and beyond.

His present view is that it would not be appropriate to adjust access charges according
to the actud number of broken rals on the network as a whole since this would
expose operators to unnecessary risk (unless it was passed on to the SSRA). He
therefore proposes that ddivery would be incentivised ether through enforcement
action with monetary penaties to secure compliance, or through an adjusment to the
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RAB a the next periodic review to claw back the level of expenditure which would
have been required to meet the target.

16.20 The Regulator condders tha the appropriate pendty rate under the first option
(enforcement) would be equivaent to the appropriate rate of clawback under the
second option (RAB adjusment). In edtablishing the appropricte rae of
pendty/clawback, the Regulator would clearly need to have regard to dl the
circumstances of the case, including his section 4 duties. He would adso have regard to
the generd guiddines st out in the April 2000 periodic review document and
discussed at the beginning of this chepter. Given this, however, he bdieves that it is
important to provide as much clarity and predictability as possble. He is therefore
conddering the extent to which it would be gppropriate for him to specify the rate of
pendty/clawback which he would expect to apply (subject to the circumstances of the
case).

16.21 Railtrack has made congructive proposas in this regard based on the marginad cost of
sugtained reductions in broken rals minus the incentives which are dready faced by
Ralltrack. This is therefore consgent with the Regulaior's agpproach to the
edablishment of pendties relating to operationd performance. On this basis Ralltrack
has proposed a rate of around £100,000 per broken raill a year. The Regulator is
congdering this gpproach and plans to discuss this issue with Railtrack before
reaching finad conclusions on the periodic review.

Conclusions and next steps
16.22 The Regulator would welcome further comments on the appropricte level of the

enforceable targets for operationa performance and broken rals as wel as the
proposed basis for establishing monetary pendtiesin these cases.
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17. Enhancement framework

I ntroduction

171 The December 1999 and April 2000 periodic review documents described the way in
which the RAB would be cdculated a future periodic reviews. In paticular, they
described the proposed process for establishing what and when expenditure will be
included in the RAB before commencement of the project. The Regulator would not
expect to gpprove new access agreements which provided for access rights on the
enhanced network without a clear understanding about how the enhancement
invesment will be trested in the RAB. He intends to confirm the proposed
arrangements in a forma policy satement as part of his conclusons on the periodic
review. This should ensure that there is an gppropriate alocation of risk and reward
between Railtrack, operators and funders.

17.2 The proposed network licence modifications on regulatory accounting and the
associaed guiddines will st out the information which Raltrack is expected to
provide to the Regulator in support of these proposas. This should ensure that the
way in which the RAB is rolled forward is transparent and predictable. As explained
in Chapter 15, the detailed guideines on these matters will be developed over the next
Sx months,

17.3 The Regulator has adso proposed a number of changes to help streamline the process
of negotiating enhancements. These changes will be implemented through revised
Track Access Conditions and mode clauses relating to enhancements. The Regulator
intends to publish further detalls on these proposds in advance of his find
conclusions on the periodic review.

17.4 There has been strong support for the Regulator's proposals on the framework for
enhancement. Ralltrack initidly welcomed the Regulator's proposds but has snce
expressed concern that the proposed policy statement falls some way short of a code
of practice which would be agreed between the Regulator, operators, funders and
Railtrack. A code of practice could not be a contract to which the Regulator would be
a bound paty because of his public lav obligations. However, the Regulator
congders that his proposals provide for the necessary trangparency and predictability
about the bass on which the RAB will be edablished at future reviews. Taken
together with the other proposds refered to above and the further cdlaification
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described below, the Regulator beieves that this should create the right framework
for enhancements in the next control period and beyond.

Railtrack has dso clamed that the proposed arangements will not provide sufficient
incentive for it to invest in enhancements and that it will tend to favour the lowest risk
projects because of inadequate proposds to reward Railtrack for taking risk. SSRA
has dso said that it would be concerned if the proposed framework led Railtrack to
conclude that leaving congruction and ddivery risk to customers was the easy option.
The remainder of this chapter discusses the proposed treatment of risk and return in
more detail.

Risk and return

17.6

17.7

17.8

The April 2000 periodic review document st out the Regulator's view that, for
enhancement projects which have been developed to level five, the capitd cost should
be based on the mean cost edimate for the Quantitative Risk Assessment (QRA)
process. He argued that, since the risks should be well understood by this stage in the
devdopment of a project, this would include a specific dlowance for dl identified
asymmetric risks. He dso indicated that, if Ralltrack were to commit to a fixed price
before leve five, this may increase the estimated mean cost from the QRA process
and that there may be a case for including some contingencies for unidentified risks.

Until recently, Railtrack proposed the use of the P80 figure as the bads for developing
target codts, with the difference between the P80 and the estimated mean cost acting
as a proxy for the gppropriate contingency. However, Railtrack’s response to the April
2000 periodic review document acknowledged that it would be more consstent with
practice in other sectors to provide a percentage mark-up on the mean cogt estimate.
Railtrack’s latest proposa is that dl projects should be subject to a contingency of 15-
25% (depending on the risk and nature of the project) over the mean cogt estimate
from a QRA once leve five has been reached, and that there should be an dement of
risk sharing if actua codts vary from the target cost eimate. Railtrack also argued
that it should receive a premium rate of return on enhancements to provide a postive
incentive for investors.

Railtrack has questioned the Regulator’s view that it would be up to the company to
ensure that QRA process takes account of al reevant risks. In particular it argues
that, even where risks have been identified, the lack of higtorical information makes it
impossble to quanttify ether the probability of the risk materidisng or the
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digribution of the potential consequences. Other interested parties have also argued
that the transparency and predictability of the process for establishing the cost of
enhancements would be improved if the Regulaior were to give more detaled
guiddinesin relation to the way in which these risks would be provided for.

Railtrack has submitted a report which was prepared for it by Cap Gemini Erngt &
Young. The report differentiates between traditiond “fixed price’ contracts in which
there is actudly considerable scope for variation or clams on the contract and more
recent “guaranteed maximum price’ contracts where there is a rigid celing on the
amount a contractor will be paid for a pre-defined scope of work. It notes that it is not
aurprisng that publicly available studies have found that cost overruns paid for by the
client are common in traditiona fixed price contracts. The report aso argues that the
scae of the contingency on guaranteed maximum price contracts is often in the range
15-20%. In Railtrack’s case the report concludes that the risks are higher than most
congtruction contracts because of the congraints of working on an operationa railway
and that the gppropriate contingency would be of the order of 20% of the expected
cost (at level 5 on Railtrack’ s development scale).

Cap Gemini Erng & Young recognise tha much of the evidence relates to reports
prepared on projects for public sector bodies and they note that details of private
sector contractud terms and project cost overruns ae generdly commercidly
sendtive and hence not available for comparison. However, they do not mention that
many of the same reports highlight the benefits from competitive tendering and the
Regulator condders that this should result in dgnificant savings compared to
Raltrack’s initid assessment of the costs Some operators have aso provided
examples of cases where initid quotes have been reduced consderably following
chdlenge by the customer.

In addition, the Regulator is concerned that the comparisons made with other projects
may not be on an entirdy like for like basis. In particular, he is not satisfied that the
contingencies or overruns referred to in other Stuations are aways expressed relative
to the expected cost from a detalled QRA process rather than a smpler engineering
cost edimate. In the case of the West Coast Route Modernisation, for example,
Railtrack’s mean cost estimate from the QRA process aready includes a risk premium
of 16% over the engineering cost estimate.

The Regulator condders that risk assessment should be a core competence for
Railtrack and that it is best placed to manage condruction and ddivery risks in most
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cases. However, he recognises that there is scope for Railtrack to improve its risk
assessment  techniques and to take account of emerging information on the relevant
risks as well as improving its ability to manage these risks. Findly, he bdieves that
Railtrack should be incentivised to respond postively to the needs of its customers
rather than delaying until adl concelvable risks have been andysed or passed on to
contractors.

17.13 Given the avalable evidence and the other consderations referred to above, the
Regulator proposes to provide for an eement of contingency over the mean cost
estimate from the QRA process. Moreover, he proposes that:

contingencies should only be added to costs which have been demonstrated to
be efficient (eg. through market testing, comparisons with smilar schemes or
comparisons with assumptions made by the Regulator at the periodic review);

for enhancements which are approved in the firsd year of the next control
period, the dlowed cost should include a contingency of up to 15% over the
expected cost from a QRA process;

for enhancements which are approved in subsequent years, the maximum
contingency should decline by between 1 and 2 percentage points per annum;
and

the level of contingency in a particular case should depend on the risk nature
of the project including factors such as the complexity of the project, the
interaction with the exidting operationd assets, the extent to which the contract
is defined in terms of outputs rather than inputs, the magnitude of any price
adjustment provisions and the level to which the project has been devel oped.

17.14 The Regulator condgders that this gpproach to contingencies should ensure that
Railtrack:

receives appropriate compensation for taking sensible business risks;

has a dear incentive to ddiver enhancements in an efficent and timdy
manner and to improve itsrisk assessment cgpabilities
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has aufficient daity aout the way in which enhancements will be
remunerated to enable it to raise the necessary finance.

17.15 When combined with the proposed volume incentive, Railtrack should have a pogtive
incentive to promote enhancements and be responsive to the needs of customers and
funders.

Conclusions and next steps

17.16 Consultees are invited to comment on the proposed approach to contingencies,

including the proposed cgp on their level and the rate a which this cap should decline
over time.
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PART I11:

ENHANCEMENT OF
THE WEST COAST MAIN LINE
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18. West Coast Route Modernisation

I ntroduction

181 The West Coast Route Modernisation (WCRM) incorporates both renewd and
enhancement of the route to provide the exising service patterns plus additiona
capacity and reduced journey times. The estimated cost of the programme has
increased dramatically since it was announced. Early expectations were that it would
be ddivered for £2.3 hillion. Railtrack’s estimates are now in the region of £5.85
billion. The company explans the increase primarily as a result of the decison to
adopt conventiona dgndling technology indead of a moving block sysem and
improved knowledge by the company of its own assets and their condition.

18.2 The June 2000 periodic review document described the background to the WCRM
and set out the Regulator's provisond views on the treatment of the renewa eement
of the programme (the Regulator's assessment of the maintenance and renewd
requirements for the West Coast Main Line (WCML) is discussed further in Chapter 3
of this document). The June 2000 document also raised a number of questions relating
to the treatment of the enhancement eement of the programme which are dedt with in
this chapter. These enhancements can be divided into three main components which
have different arrangements for remuneration:

outputs required for West Coast Trains (WCT) as part of the Passenger
Upgrade 2 (PUG2). Phase 1 of PUG2 involves improved capecity and
journey times (125 mph running) by 2002 and Phase 2 involves further
improvements in capacity and journey times (140 mph running) by 2005. This
was a commercid ded agreed a a fixed price, with a revenue sharing
arrangement and remuneration for the agreed costs a a premium rate of return;

additional 42 paths per day on the sdow lines. Railtrack gave undertakings
that, on completion of PUG2, the WCML would provide these additiond
paths. However, no comfort was given by the Regulator at the time about the
way in which the costs would be treated at the periodic review or about what
prices Railtrack would be alowed to charge; and

additional two and a half high-speed paths per hour. Raltrack aso gave
undertakings that, on completion of PUG2, the WCML would provide these
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additiona paths. In this case, Railtrack took the risk of being able to sdl them
without any indication of the price it would be adlowed to charge.

In conjunction with the June 2000 periodic review document, the Regulator published
the report from the joint (ORR/Railtrack) project team which examined the costs of
these (and other) options for the WCML. He dso published a separate report by Booz
Allen & Hamilton (BAH) which set out ther view of the rdevant cogsts. These
documents are available on the ORR website.

The following sections describe the exising arrangements relating to each of the man
enhancements, the implications for the periodic review and the proposed
arrangements for ensuring delivery of the required outputs.

Existing arrangements

West Coast Trains enhancements

18.5

18.6

18.7

Having entered into a fixed price commercial ded with respect to the provison of
enhancements for WCT, Ralltrack accepted responshility for the extra costs now
associated with ddlivering these outputs, while safeguarding existing service patterns.

Contractua enforcement is normaly a meatter for the parties and & the hearing on 11
May 2000 Railtrack’s Chief Executive confirmed that it is reasonable for a party to a
contract to expect to have that contract honoured. He added that “In the rea world —
in many senses the railway is not in the red world — if a migake is made and one ends
up with an onerous contract and the economics are such that it is better to renegotiate,
you renegotiste. The contract with Virgin has pendty dauses and in the red world if
we were in the dtuation we now find ourseves we would enter into discussons with
them about various options’.

In response to the transcript, Virgin indicated that it continues to drive to meet dl its
obligations under PUG2 and it expects Railtrack to do the same. The SSRA sad that
any redefinition of the outputs is a matter for the parties, dthough it will dso be
monitoring the ddivery of Virgin's franchiss commitments which are dosdy linked
to delivery of the PUG2 contract.
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The 42 additional slow line paths

18.8 At the formd hearing on PUG2 on 6 March 1998, Mr Richard Middleton of Railtrack
dated that “PUG2 is a congderable commercia risk for Railtrack. We are planning to
inves a capitd sum, as | say, of goproximatey £600 million only 65% of which is
secured by access contract. We are planning to create spare capacity which we will be
able to sl to other operaors on both the very fast and the fast lines whilst ill
dlowing exiding operators quiet enjoyment of their rights. | should dso point out that
the origind agreement we tabled incuded a contract from 2012 to 2027 for open
access operation on the route. Railtrack decided to withdraw that agreement because
we could see that it was causng difficulties which could get in the way of dlowing
PUG2 to proceed. While taking that part of the ded off the table does lower
Railtrack’s rate of return and exposes us to more risk, in order to get on with the
modernisation of the route, we decided not to pursue it at this stage.” In this statement
Mr Middleton was describing the fast lines as the “very fag” lines and the dow lines
asthe“fagt lines'.

18.9 Ralltrack sought comfort in 1998 that £100 million of the additiond spend in respect
of regulaiory commitments should be included in the RAB a the next periodic
review. The comfort given by the Regulator on 8 June 1998 with regard to the
treetment of capitd charges negotiated with West Coast Trains noted, but did not
comment on, the proposed treatment of this expenditure.

18.10 OPRAF's letter to ORR on the same date stated that it did “not expect these additiond
outlays to be included in franchise access charges a the next periodic review unless
Railtrack is able to demondrate that additional output is being provided for franchised
passenger services over and above that provided for WCTL or the Regulator accepts
that the cost of renewd of the network is higher than he provided for in establishing
the level of access charges for the period 1995-2001.”

18.11 Railtrack argues that it was not intended that it should take risk for the additiona
capacity on the dow lines and, therefore, that it should be remunerated for these
outputs as pat of the periodic review. The statement by Mr Middleton and the letter
from OPRAF referred to above do not gppear to be consgtent with this view.
However, the postion with respect to freight and open access has changed since
PUG2 was agreed. At that time, it was assumed that charges for these services would
make a dgnificant contribution to common cods, incuding the cost of providing
capacity. However, it is now apparent that this may not be the case. For example, the
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Regulaior's recent consultetion document on  freight charging highlighted  the
diginction between the charges for exising cgpacity and remuneration for the
provison of new capacity. The approach to open access has dso evolved since PUG2
and the SSRA’s view is tha new services should in generd be encompassed within
franchise agreements.

In the light of these condderations, the Regulator condders that if there is a
reasonable expectation that Railtrack will be remunerated for the incrementad cost of
providing the additiond 42 dow line paths the provison of these paths would be a
reasonable requirement under Condition 7 of its network licence The SSRA has
confirmed that ddivery of the 42 dow line paths is vitd and recognises that this will
require SSRA funding. The implications for the gppropriate levd of funding and the
periodic review are discussed in the following section.

On 24 July 2000, Railtrack submitted timetabling and additiond information to the
Regulator in support of its contention that it would be uneconomic to provide the
cgpacity to meet continuation of exigting rights as described in the undertakings given
in 1998. As the Regulator noted in his June 2000 document on the treatment of
renewas expenditure, some affected services are covered by access contracts which
provide the relevant access beneficiaries with remedies. He dso explained that, in
respect of other rights, the Regulator will consder the reasons advanced by Railtrack
as to why these are not reasonable requirements. As required by Condition 7, he will
adso need to congder the practicability and fundability of meeting those requirements
which Ralltrack says are no longer reasonable.

The two and a half fast-line paths

18.14

18.15

Unlike the 42 additiona dow-line paths, it was clear when PUG2 was approved that
Railtrack was expected to bear the demand risk associated with the additiona two and
hdf fad-line pahs Given this additionad risk, Railtrack would have expected the
Regulator to approve access charges for these paths which include a premium return
on the incremental cost of providing these services. This means that the price for these
paths had not been set and remained to be determined.

However, Railtrack argues that, with the benefit of hindsght, it should not have taken
the demand risk associated with the additiona fast line paths. In particular, it argues
that the increase in costs means that these additional paths are no longer a
commercidly viable prospect.
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In the light of the increase in costs and in the absence of a currently identifigble
commercid use for this cgpacity, the SSRA has confirmed that it is unlikely to fund
this dement of the programme at the present time. It points out that the main physica
work would be involve expensve and disruptive remoddling. However, it argues that
it is possble that commercidly or economicdly judifiable uses for this capacity can
be developed, in which case thiswork can be considered at alater date.

In concluson, the Regulator considers that unless there is a reasonable expectation
that operators would be willing to pay for the additiona 2.5 fagt-line paths, this could
not be regarded as a reasonable requirement under Condition 7 of Railtrack’s network
licence. In assessing the implications for Ralltrack’s financia pogtion as pat of the
periodic review, the Regulator proposes to assume that these outputs will not be
required.

Funding requirements and the periodic review

Incremental costs of the 42 slow line paths

18.18 One way of cdculating the gppropriate charge for the 42 dow-line paths would be to

base it on the incremental cost of providing these paths. However, there are a number
of aternative waysin which these cogts can be caculated:

BAH edimate that the incrementa cost of providing the 42 dow-line paths
over and above the cost of the WCT outputs would be between £103-£107
million a PS0. This increases to £134 million based on Railtrack’s efficiencies
and risk assumptions. The reevant incremental costs are shown in Table 18.1

Table 18.1: Incremental enhancement costs (WCT outputs delivered first)

1998/99 £ million Railtrack™ BAH @ P50
@ P80 2% efficiency 6% efficiency

WCT outputs 1,403 1,226 1,175

42 dow line paths 134 107 103
Sub-tota 1,537 1,333 1,278

2.5 fast line paths 139 116 108

Totd 1,676 1,449 1,386

1. Railtrack total from 22 May 2000 memorandum on WCRM . Incremental costs derived by deducting

incremental costs from the joint (ORR/Railtrack) study at P80 with no further efficiencies.

BAH dso edimate that the incremental cost of providing the 42 dow-line
paths without Phase 2 of PUG2 (i.e. based on 125 mph running with reduced
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capacity) would be between £586 and £556 million. This increases to £725
million based on Railtrack’ s efficiencies and risk assumptions;

if joint costs which are common to both the WCT outputs and the 42 dow-line
paths (i.e. the difference between the two preceding estimates) are alocated
pro rata to the incremental costs of the relevant outputs, the cost of providing
the 42 dow-line paths would be around £160 million a P50 with BAH
efficiency assumptions. This increases to around £200 million based on
Railtrack’s efficiencies and risk assumptions; and

Railtrack alocates the cost of works which contribute to the deivery of
combined outputs pro rata to the outputs. Given its assumptions about
efficiency and risk, this implies a cog of £810 million reaing to the
regulatory undertakings as a whole. If this cost is dlocated between the
relevant undertakings pro rata to their incrementd codt, the implied cost of the
42 paths would be £398 million (810*134/273). This fdls to £326-342 million
based on BAH' s view of the potentid efficiency savings at P50.

18.19 In principle, the Regulator consders that the first approach is the most reevant basis
for assessing the appropriate charges for the 42 additional dow-line paths. It ensures
that Ralltrack is responsble for the full cost of ddivering the West Coast Trains
outputs, regardiess of whether or not the additiona outputs are delivered. This is
because Railtrack has a binding commitment to do so a a fixed price. Furthermore,
the Regulator condders that there is no bass for treating Phase 1 of PUG2 as a
rdlevant basdine for the assessment of incrementa costs snce this was never
approved as a standaone project; it was always only atranstional stage to Phase 2.

18.20 While the dternative gpproaches referred to above may be relevant to the alocation
of joint cogts for a new project, the Regulator does not believe that it would be
gopropriate to apply such an approach retrospectively, paticularly where a
commercia contract has aready been agreed for part of the outputs. This would result
in an ahbitrary portion of the cost of delivering this contract being apportioned to the
42 dow line paths and would therefore send the wrong price signals to operators and
funders.
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Financial implications

18.21 In practice, however, this approach would mean that, if Railtrack were to ddiver the
outputs required for WCT, it would have to bear very substantiad unremunerated costs
associated with the additional 42 paths. Based on the BAH assessment of costs at P50
and the costs which are covered by the exigting contracts, this would amount to £629-
680 million (1175546 to 1226-546). Given Railtrack’s view of the enhancement
cogts, thiswould increase to £857 million (1403-546).

18.22 This could have dgnificat implications for Ralltrack’s ability to finance further
enhancements. In addition, these amounts are sgnificantly greater than the maximum
compensation for which Railtrack would be liable under the terms of its contract with
WCT (dthough WCT may have access to other remedies). If the charges were based
on incremental codts, it is likdy that Railtrack would therefore seek to renegotiate its
contract with WCT or pay the contractua compensation rather than deivering the
contracted outputs. Since the regulatory undertakings to safeguard existing service
patterns and provide additiona dow line capacity were predicated upon the
completion of PUG 2, thiswould aso have implications for these enhancements.

18.23 When Railtrack announced its revised WCRM cogt edtimates in December 1999, it
indicated that it would be willing to bear £500 million of the cost overrun. Given this,
it is possble to cdculae the implied charge for the 42 dow-line paths. Usng
Railtrack’s assessment of the cost of the enhancements, this implies a charge of £491
million for the 42 dow-line paths (1537-546-500). Smilaly, the BAH cost
projections imply a charge of £232-287 million (1278-546-500 to 1333-546-500)
which is over twice the incrementa cost referred to above.

18.24 In May 2000 Railtrack proposed that it should bear £320 million of the increase in
costs based on its dlocation of these costs between the different outputs. This implies
that the required charge for the 42 dow-line paths increases to £671 million based on
Railtrack’'s assessment of the costs and £412-£467 million based on the BAH
assessment. These results are clearly sendtive to the assumed efficiency savings: for
example, efficiency savings of 3% per annum (on the same basis as the 4-6% per
annum assumed by BAH) would imply a charge of £498 million.
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Conclusions

18.25 In the light of these congderations, the Regulator is presently minded to conclude that
if Raltrack were pad £500 million linked to ddivery of the 42 dow-line paths and
the outputs required for West Coast Trains, provison of network capability to deliver
the following outputs would be a reasonable requirement under Condition 7 of
Railtrack’ s network licence:

the ability to continue to meet existing access rights (save to the extent that the
Regulator had determined that any of these were no longer reasonable
requirements);

the 42 additiona dow-line paths, and
the outputs for WCT specified in itstrack access contract asit currently stands.

18.26 It is a matter for the SSRA to determine whether it is willing to fund this cost. The
Regulator therefore intends to discuss this matter with SSRA and Railtrack before
reaching find conclusions on the periodic review.

18.27 For the purposes of assessing Ralltrack’s financia postion as pat of his draft
conclusions on the periodic review, the Regulator has assumed that this amount would
be paid through staged payments in proportion to the overdl cost of the enhancements
in each year. Based on the BAH assessment of the enhancement codts, this means that
Railtrack would bear £232-287 million of unremunerated cods, while Railtrack’s
assessment of the cogts implies that it would bear £491 million of unremunerated
costs. The Regulator's present view is that ddivery of these requirements would not
make it unduly difficult for the company to finance its activities in reaion to which
he has functions under Part | of the Railways Act 1993.

Securing delivery of enhancementsto the WCML

18.28 Due to the importance of the WCRM, the higtory of the project and the way in which
it is to be funded, it is important that Railtrack is properly incentivised to deliver the
required outputs. Thiswould be achieved in three ways.

ddivery of the contractud commitments to WCT will continue to be enforced
primarily through the existing contract;

OFFICE of the RAIL REGULATOR « July 2000
176



Periodic review of Railtrack’s access charges: Draft conclusions

payment of the additiond £500 million would be conditiond on ddivery of
the additiona 42 dow-line paths in addition to ddivery of the outputs required
for West Coast Trains (including 140 mph running); and

if necessary, the required outputs could be enforced as a reasonable
requirement under Condition 7 of Railtrack’'s network licence. Due to the
inter-relationships  between the different outputs, these requirements include
the maintenance and renewd of the network (discussed in Chepter 3), the
enhancements required for WCT and the 42 additionad dow-line paths.
Alternatively, under-delivery could be taken into account through a downward
adjusment to the RAB at the next periodic review.

18.29 The key priority is to ensure that Railtrack ddivers the required network capability,
including the outputs required for WCT, the exiding service paterns and the
additiond 42 pahs. Unlike the origind undertakings given by Ralltrack, the
Regulator has st out the way in which Railtrack will be remunerated for these
requirements. In addition, he proposes to establish a works programme (relating to
both renewds and enhancements) againgt which he will monitor progress. In
particular, he proposes to require Railtrack to provide:

details of the proposed programme of works necessary to dediver the required
output capability. Substantial progress has dready been made with regard to
the programme of works required to deliver the full undertakings and this will
need to be adjusted to remove works which are not consdered to be
reasonable requirements,

aufficient confirmation that the proposed programme of works will ddiver the
required output capability. Again Railtrack has completed much of this work
in response to the enforcement action teken by the Regulator in May 2000.
Depending on the quaity of the timetabling work done by Raltrack, the
Regulator believes that the modifications arisng from the remova of the 25
fast-line paths should be relatively straightforward; and

monitoring milestones againg which Railtrack will be required to report.
These milestones will, as far as possble, be based on outputs or works
completed. In some cases, however, intermediate milestones may be required
(e.g. miles of track renewa completed and specific resgnaling projects).
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The proposed milestones will be discussed with Railtrack and SSRA. Following these
discussons, the Regulator will make a determinaion usng his powers under
Condition 7 of Railtrack’s network licence.

Raltrack will be required to produce an annud report against the monitoring
milestones as pat of the annud return in accordance with the licence condition
discussed in Chapter 15. The Regulator will aso expect Raltrack to give the
Regulator advance warning if there are reasonable grounds for believing that it is
likely to miss any of the established milestones.

As explained in Chapter 15 the Regulator also plans to appoint reporters to provide an
independent assessment of the information provided by Railtrack. Ther terms of
reference will include specific reference to the WCRM, requiring them to review the
reports provided by Railtrack and to provide an assessment of the extent to which the
overdl programme is on course to meet the output requirements. The reporters will
a so be expected to monitor progress with the project on an on-going basis.

If any of the milestones are not fully achieved, or the reporters are not satisfied with
overdl progress towards the god of ddivering the required network capability, the
Regulator would require Railtrack to provide him with an explanation and a recovery
plan. If this is not adequate, or is not delivered, he would expect to take enforcement
action to secure delivery.

Conclusions and next steps

18.34

The Regulaor intends to findise the arangements in redion to WCML
enhancements in conjunction with the periodic review. Following receipt of the
information from Railtrack in response to his enforcement action, further work will be
required to verify that the revised outputs can be delivered from the specified works
and to develop project milestones. Consultees are invited to comment on the proposed
funding arrangements and the arangements for securing ddivery of enhancements to
the WCML.
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PART 1V:

TIMETABLE AND
IMPLEMENTATION
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19. Further work

Detailed charging proposals

19.1 This document sets out the Regulator's draft conclusons on Ralltrack’s overdl leve
and profile of revenues and the overdl incentive framework. However, it does not
provide detailed charges for the individual operators.

19.2 The Regulator is writing to the parties to Station access agreements in relation to the
dation long term charge (LTC) for each dation. These charges have been cdculated
udng the dlocation mode which was developed by Railtrack. Operators comments
on that modd, and the resulting charges, are invited together with ther responses to
this document. Railtrack will then prepare, on the advice of the Regulator, a find
versgon of the LTCsfor incluson in the review notice.

19.3 The Regulator will dso write to operators setting out the relevant usage and eectric
traction charging tables by 14 August 2000. The Regulator expects Railtrack to write
to operators with the relevant capacity charges and fixed charges by the same date.

19.4  Operators will be invited to comment on the proposed charges by 8 September 2000.
The Regulator will therefore be able to take account of any comments on these
detailed chargesin hisfind conclusons.

195 With regad to the charges for 10S enhancements (including the dations 10S),
Railtrack will provide the Regulator with its latest cost estimates by 18 August 2000.
The Regulator then intends to review the cost estimates and refer the results to the
SSRA in early September. The charges for the sdected schemes will be set out in a
table with the Regulators find conclusons. As explained in Chapter 9, however, these
chargeswill be subject to further review by July 2001.

Finalisation of the draft conclusions

19.6 Before reaching find conclusons on the overdl framework and on the detaled
charging tables, further work is required in a number of areas. The Regulator must
adso have regard to further responses made by Railtrack and other parties. Finaly,
there are certain issues which he will need to discuss with SSRA and he intends to
seek advice of the HSE.
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19.7 The Regulator's find conclusons will therefore need to teke account of further
andyss and additiond information available to him including:

further andyds of the implications of the draft conclusons for Railtrack’s
adility to finance the activities in redion to which the Regulator has
functions,

further andyds of the possble impact on operators of the overdl incentive
framework, particularly the proposed changes to the structure of charges;

further information required from Railtrack, particulaly in redion to the
activities and outputs which underlie its expenditure projections and the
proposed milestones relating to the WCRM,;

the impact of potentid new safety obligations over and above the current
Railway Group Safety Plan;

further clarification and smplification of Schedules4, 7 and 8 and the PAS;

provisona conclusons on model clauses for track access agreements and on
any proposed changesin freight charging policy; and

the condusons from the Competition Commission inquiry relaing to the Mid
Kent Water PLC and Sutton and East Surrey Water PLC references (expected
in August 2000);

reponses to this document, particularly in relation to the overdl levd and
profile of revenues and the overdl incentive framework; and

responses to the consultation on KPMG's re-cdibration of the operationd
performance regime, the technica consultation on capacity charges, and the
proposed charging tables.

Licence modifications

19.8 In addition to the changes to the relevant schedules to the track access agreements and
track access conditions, the Regulator proposes to introduce a number of licence
modifications as part of the periodic review package.
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19.9 Chapter 15 sets out the Regulator's proposed licence modifications in relation to
regulatory financid datements, the provison of information, and agppointment and
role of reporters. He is aso developing licence modifications relating to:

finendd ring-fendng dmilar to the arangements in other regulated
companies,

redrictions on the disposd of any Railtrack asssts with the potentid for
Railtrack use; and

the edablishment of a register of the condition and capability of Ralltrack’s
assats, including property, and populating it with religble data.

19.10 The Regulator expects to consult on the second set of three licence modifications
during August 2000. Responses to that consultation would be reflected in the

Regulaior’'s find conclusons on the periodic review, which would incude the
Regulator’s proposed modificationsin adl six aress.

Conclusions and next steps

19.11 Responses to the planned consultations up to the find conclusons are due on the
following dates:

16 August 2000: KPMG report on re-cdlibration of the performance regimes,

25 August 2000: draft conclusons on the periodic review, technica
consultation on capacity charges,

31 August 2000: provisona conclusions on mode clauses,
8 September 2000: charging tables;
15 September 2000: proposed licence modifications.
19.12 The Regulator dso plans to hold a forma hearing with Railtrack in early September
2000. He currently expects to publish his find conclusons on the periodic review
aound the end of September 2000. Consultees are invited to comment on the

proposed timetable for publishing find conclusions.
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20. | mplementation process

I ntroduction

20.1 In the April 2000 periodic review document and the June 2000 periodic review
document on dations, the Regulator consulted on the most appropriate arrangements
for the implementation of the periodic review. On 19 July 2000 he wrote to the parties
and the Franchisng Director to consult on extending the review date by up to 90 days.
Such an extenson is provided for in both the exiging dation and track access
arangements. This chapter presents the Regulator's current views on  the
implementation process, taking into account responses to these consultations and the
further work which is described in the previous chapter.

Timetable and process under track access agreementsand station access conditions

20.2 As noted in the April 2000 periodic review document, the arrangements within the
relevant sections of the track access agreements and Sation access conditions alow
him to extend the review notice by up to 90 days if he is sisfied that the following
conditions have been met:

on reasonable grounds that the information available to him for the purposes of
the review is insufficient in any materid respect or that his conclusons as to
the maters in question are likedy to be incomplete or unsaisfactory in any
materia respect, if the notice in question is not given; and

he has conaulted the relevant parties and users and the Franchisng Director
and taken into account any representations or objections which any of them
have made.

20.3 The Regulator consulted on a proposed extenson of the timetable, extending the
review notice to 11 September 2000 and the date for submisson of agreements for
gpprova to 31 October 2000 in his April 2000 document. The mgority of consultees
who commented supported the proposed extension since they considered that this was
necessary to ensure the robustness of the final conclusions.

204 The Regulator aso noted, in the reevant periodic review documents, that he wished
to keep the issue of an extenson to the timetable under review. On 19 July 2000, he
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consulted the relevant parties on extending the dates by up to the full 90 days. He did
this on the basis that he:

did not anticipate publication of these draft conclusons until the end of July
2000;

needed to give consultees a reasonable period to consder and comment on the
draft conclusons,; and

needed a reasonable period to consider and take account of those comments as
appropriate in the fina conclusions and review notice.

Without reasonable periods for consultation and for considering the responses, the
Regulator believed that his conclusons were likely to be incomplete or unsaisfactory
in material respects.

The responses which he received were supportive of the extenson. The review
extenson notices have therefore been sent to the reevant parties in conjunction with
the publication of this document, and these are reproduced in Appendices J and K.
Given this, the key dates are asfollows.

27 October 2000: in order to give effect to the periodic review, the Regulator
is required to sarve review notices on the reevant paties dating his
conclusons,

12 January 2001: if the contracting paties fal to submit the necessary
amendments to the Regulator for his gpprova, the Regulator may serve a
termination notice terminating the agreement with effect not less than 150
days after the notice;

30 March 2001: if the Regulator has not gpproved the proposed amendments
he may issue a termination notice as above.

The Regulator may issue review notices before 27 October 2000. His current intention
is that these should be issued around the end of September 2000. In that event, he may
reflect the earlier notification in each subsequent date. The Regulator has developed
draft review notices for both track and dations. These are presented in Appendices H

and | respectively.
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The Regulator aso expects to issue a genera gpprova notice for the reevant dtation
documentation, given the number of agreements concerned and the scde of the
changes required to most Long Term Chages. This will be limited to those
circumgtances in which the parties are dtering only the LTC provisons in the access
conditions, and making those dterations in the manner st out in the find conclusons
and review notice. If amendments do not smply reflect the Regulator's find
conclusons and the review notice then amended access agreements will need to be
submitted on sufficient time for gpprova on or before 12 January 2001.

Timetable and process under the Transport Bill

20.9

20.10

20.11

The Regulator has given his strong support for the indusion in the Transport Bill of
an amendment to the periodic review process afording Railtrack a full right of gpped
to the Competition Commisson on a smilar bass as in other regulated companies.
Schedule 24 of the Trangport Bill now before Parliament contains this provison and it
is hoped that thiswill be enacted so that it can apply to the current periodic review.

It is unlikey that the Bill will be passed before October 2000. The review notices
which the Regulator publishes with his find condusons will therefore be served
under the exiging contractua arrangements. However, if the Trangport Bill is enacted,
further review notices will be required in which the Regulator will be required to set
Out:

his concdlusons on the access charge review and the reasons why he reached
those conclusions;

the changes (amendments to access agreements and modifications of any
licence) which he proposes to make for or in connection with giving effect to
those conclusions;

the date on which he proposes that each change should come into effect; and
the period (not less than sx weeks from publication of the notice) within
which objections with respect to any of the proposed changes or the date on

which they should come into operation, should be made.

In these circumstances, if no objections are raised the Regulator must then give notice
dating that fact and terminating the relevant access agreement (within 28 days of the
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notice of agreement). The termination notice must specify the date on which the
access agreement terminates, which must be between sx months and one year after
the termination notice is served.

20.12 The Regulator will then dso sarve a review implementation notice dating that his
conclusions are to be implemented as proposed in the review notice.

Competition Commission — Transtional arrangements

20.13 If Ralltrack or other facility owners object to the Regulator’'s review notice, within the
period specified in the review notice, the Regulator may:

give anew review notice; or
make a reference to the Competition Commission.

20.14 A reference to the Competition Commission would require it to investigate and report
on:

whether the matters considered on the access charges review which are
gpecified in the reference operate, or may be expected to operate, against the
public interest; and

if s0, whether the effects adverse to the public interes which those matters
have or may be expected to have could be remedied or prevented by making of
relevant changes.

20.15 If necessary, the reference to the Competition Commission is likey to be made early
in 2001. Once any reference had been made to the Competition Commission it would
require Sx months or more in which to undertake its inquiry. The Regulator would
then publish the report and consider how its conclusons could be implemented. This
means that trangitional arrangements from 1 April 2001 may be required.

20.16 In the April 2000 periodic review document, the Regulator consulted on the
trangtional arrangements, if any, he should adopt. Railtrack proposed that the periodic
review conclusons, and particularly the new Schedules 4, 7, and 8 should be
introduced in 1 April 2001, in any circumstance. It then proposed that any necessary
changes following a report by the Competition Commisson would be implemented
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retrospectively. However, Railtrack adso argued that the complexity of Schedule 8, the
individua varidble usage charges and the traction eectricity charge would mean that
retrospective adjustments to these dements of the charging structure would be more
difficult to implement. It therefore argued that any retrospective adjusments should
be made to the fixed charge and that any new arangements should come into force
from April or May 2002.

20.17 The SSRA dressd the importance of minimisng uncertainty. The Regulator agrees
that thisis an important consideration.

20.18 The draft conclusons do not provide for a sgnificant change in access charges in the
fird year. Given this, the Regulator consders that it would be for Raltrack to
demongrate that there was dgnificant benefit in introducing the proposed changes in
April 2001. Otherwise it would be preferable to introduce dl the changes in April
2002.

Bespoke arrangements

20.19 As pat of his review the Regulator has re-visted his criteria for the approva of track
and dation performance regimes. This is the main area in which he expects parties to
propose bespoke arrangements. The other area where bespoke arrangements are likely
isin the dlocation of maintenance and renewd responghilities at Sations.

20.20 In the April 2000 periodic review document, the Regulator noted that he would expect
operators and Railtrack to be negotiating the bads for any such arangements
following publication of these draft conclusons. If the Trangport Bill is enacted,
operators requiring bespoke arrangements would need to make specific submissons
to the Regulator for amendments to the relevant agreements under the provisons in
the Railways Act 1993.

Conclusions and next steps
20.21 If the Transport Bill is enacted in broadly its current form in October or November
2000, the timetable for implementing the periodic review conclusons would be as

follows

End-September:  Regulator  publishes review notices under the current
contractud arrangements,
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October/November 2000: Regulator publishes review notice under the
Trangport Act 2000;

Six weeks following review notice Railtrack and other facility owners accept
or regect the Regulator’ s conclusons,

December 2000 / January 2001: Regulator makes reference to the Competition
Commission, if objections are raised; and

1 April 2001: New arrangements implemented, if no objections raised.

20.22 Consultees are invited to comment on the proposed implementation arrangements
taking account of the potentid implications of the Transport Bill.
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Appendix A: Periodic review documents and

consultant reports

Periodic Review Consultation documents

A proposed framework and key issues

The framework and timetable and further consultation on financid issues

The Regulator’ s conclusons on the financid framework

Timetable, process and issues

Electricity for traction

The incentive framework

Usage charges

Provisona conclusons on revenue requirements
Provisond conclusions on the incentive framework

Provisona conclusions on gtation charges and
consultation on the Station access regime

Incrementa outputs

West Coast Route M odernisation

Capacity Charges
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December 1997
July 1998
December 1998
August 1999
September 1999
October 1999
November 1999
December 1999
April 2000

June 2000

June 2000
June 2000

July 2000
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Consultant’sreports

Lambert Smith Hampton:

Station performance incentive and abatement of charges April 1999
Booz Allen and Hamilton:

Railway infrastructure cost causation: November 1999
Booz Allen and Hamilton:

Railtrack’ s performance in the control period 1995 — 2000 November 1999
Europe Economics. Review of Ralltrack efficiency December 1999
Booz Allen and Hamilton:

Railtrack’ s expenditure needs 2001 — 2006 December 1999
DTZ Reda Consulting: Railtrack property forecads,

Reviewing the basdline for the Property Allowance Scheme December 1999
NERA: An economic analyss of the freight market January 2000
Lambert Smith Hampton:

Station Access Regime, Appendices 1-5 June 2000

Booz Allen and Hamilton:

Railtrack’sNM S 2000 Review of the IOS programme at build 3 June 2000

Booz Allen and Hamilton: West Coast Route modernisation June 2000
KPMG: Schedule 8 recalibration report July 2000

Booz Allen and Hamilton: Responseto Raltrack’s

May 2000 cost submission July 2000
Europe Economics: Andysis of responsesto review of

Railtrack efficiency July 2000
NERA: Review of overseasralway efficiency July 2000
Horton 4 Conaulting: The efficiency growth assumption for Railtrack

in the 2001- 6 price control period July 2000
Symonds. Assessment of capacity charges July 2000
Hacrow Fox: Costs of substitute bus services July 2000

OFFICE of the RAIL REGULATOR « July 2000
192



Periodic review of Railtrack’s access charges: Draft conclusions

Appendix B: Responses to consultation

Responsesto consultation on provisional conclusions on the incentive framework
Railtrack

Passenger Train Operators and Owners of Passenger Operators
Connex

GB Ralways

Great North Eastern Railways
Mersgyrail Electrics

Nationa Express Group
Northern Spirit

PrismRall PLC

South West Trains

Virgin Trains

Wales and West

Freight Operators
English Welsh & Scottish
Freightliner

Government, Local Government & Other Government Bodies
Shadow Strategic Rail Authority

Centro

Strathclyde Passenger Transport Executive

West Yorkshire PTE

Industry Associations
ATOC
Rail Freight Group

Others

Ddoitte and Touche
Dondd Box
Powdl Duffryn Rall
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Responsesto consultation on West Coast Route M oder nisation
Railtrack (confidential)

Passenger Train Operators and Owners of Passenger Operators
Eurostar

Priam Rall

Scotrall

Virgin Trains

Freight operators
English Welsh and Scottish Railways

Government, Local Government & Other Government Bodies
Merseytravel

Grester Manchester Passenger Trangport Executive

Strathclyde Passenger Transport Executive

Industry Associations
Rail Freight Group

Others
London Underground
WestCoast 250

Responses to consultation on incremental outputs
Railtrack

Passenger Train Operators and Owners of Passenger Operators
Eurostar

First Great Eastern

Great North Eastern Railway

Northern Spirit

Priam Rall

WAGN

Wales and West

Virgin Trains

Freight Operators
English Welsh and Scottish
Freightliner

Government, Local Government & Other Government Bodies
Shadow Strategic Rall Authority

Merseytravel

Strathclyde Passenger Trangport Executive

Others

London Underground
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Responsesto consultation on station char ges and accessregime

Railtrack

Passenger Train Operators and Owners of Passenger Operators

Anglia Ralways

Centrd Trains

Connex

First Great Western
First Great Eastern

First North Western
Great North Eastern Rallway
Mersgyrail Electrics
Midland Mainline
National Express Group
Northern Spirit

Priam Rall

Siverlink

Thamedink

Virgin Trans

Freight Operators
English Welsh and Scottish
Freightliner

Government, Local Government & Other Government Bodies

Shadow Strategic Rail Authority

Association of Trangport Co-ordinaing Officers
Grester Manchester PTE

Loca Government Associgtion

Merseytravel

Nexus

PTEG

Strathclyde Passenger Transport

Woking Borough Coundil

Industry associations
ATOC
Rall Freight Group

Others

Angd Trans

Kavanagh Knight & Co Ltd

London Underground

Railway Industry Dispute Resolution Committee
Taylor Johnson Garett
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Appendix C: Consultation questions

Part |: Revenue Requirements

1 Consultees are invited to comment on the proposed projections of pre-efficency
expenditure and the proposa to include an dement of potentid sgnaling expenditure
inthe RAB.

2. Consultees are invited to comment on the assumed rate and profile of assumed
effidency savings

3. Consultees are invited to comment further on Ralltrack’'s cost of capitd when the
Competition Commisson report on Mid Kent Water and Sutton and East Surrey
Water is published.

4. Consultees are invited to comment on the Regulator's proposed RAB of £5.11 billion
in March 2001 increasing to £6.63 billion by March 2006.

5. Consultees are invited to comment on the Regulator's projected income of £3,352
milion for stations and other singletill items over the next control period.

6. Comments are invited on Railtrack’'s overdl levd and profile of revenues and the
trestment of grants.

Part 11: Incentive framework

7. Conaultees are invited to comment on the Regulator's conclusons for the structure of
charges, with particular reference to the overall impact on Railtrack and operator
incentives, and the proposal to increase the trangparency of Railtrack’ s charges.

8. The Regulator would welcome comments on the proposed drafting of Schedule 8.

0. The Regulator intends to review the drafting of Schedule 4 thoroughly before

findiang his condusons and would paticulaly welcome early comments from
consultees the proposed drafting.
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10.

11.

12.

13.

14.

15.
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The Regulator invites consultees to comment on the proposed arrangements for the
property alowance scheme for the next control period.

Conaultees ae invited to comment on the output from Railtrack's modd for the
dations long term charge.

Consultees are invited to comment on the outputs which Railtrack should be expected
to deliver in return for the dlowed revenues proposed by the Regulator.

Consultees are invited to comment on the proposed changes to the licence
modifications and the proposed way in which the new reporting arrangements would
be used in relation to monitoring of basdine outputs.

The Regulator would welcome further comments on the appropriate level of the
enforcegble targets for operationd performance and broken rals as wel as the
proposed basis for establishing monetary pendtiesin these cases.

Consultees are invited to comment on the proposed approach to contingencies,
including the proposed cep on ther leve and the rate a which this cgp should decline
over time,

Part I11: Enhancementsto the West Coast Main Line

16.

Conaultees are invited to comment on the proposed funding arangements and the
arrangements for securing delivery of enhancements to the WCML.

Part IV: Timetable and implementation

17.

18.

Consultess are invited to comment on the proposed timetable for publishing fina
conclusons.

Conaultees are invited to comment on the proposed implementation arrangements
taking account of the potentia implications of the Transport Bill.

OFFICE of the RAIL REGULATOR - July 2000



Appendix D: Cost projections

Periodic review of Railtrack’s access charges: Draft conclusions

Summary Annualisation [pre-efficiency)

158 TA £ milion | ECTEN| LT ] | 200aCd | 2004 [ 0506 [OFE Teml | S00G00 [ 200706 [ 200800 [ X0RA0 [ A0 1 [CPF Tomd
Tuack
‘s Coast
Hermmus [ 2 | 18 =] 13 -7 [ e 1] 1] 1] [ o 1] [
Maiierancs & | a4 FE] id | ¥ EE; I EEI
Non'dre ! Coast
Farsmas | == | =a =] =5 2d | 1488 F=1] =g X7 | & | 13H
Makananca [ 3z | =\ EIF] T =6 | 1.9 F=1] =] =8| e = | 14
Tokad
Flermmas [ 6% [ 48 ] 43 =] | IFALT 28 27 T X | LM
Fdamierance [ % [ =0 ¥E 0 W | 176 EE]] =] =R T T
Train Contnl
ot Coasd
Farsmis [ 8 | =@ *E £ X5 | 1aM 136 1] 0 [ @ 0 | i
Mantlananca | = | Fe] ] 52 [T 12 A 7 [ T
Moo-Freal Coast
Renmens [z | =3 210 414 a4 | 1472 e ] 4% [ dm T
Mamisrance | EE- I [ES) 13z ) ] ] iE | im 18| %0
Todad
Ruaramas [ oo | 7ei TG i B8 | ik 50 [T] A6 | 4w i | 2z
Tamlananca [ &2 [ 66 1EE 170 mn | s 17 ¥ 7z [ w6 TE | #64
Ebectrification
‘We'ma! Cioant
Aereesls [ @ | & 7] A I ] i] o] 1 o] ©
i -a. | ] | ] E] ] i | E] B B | 8 E__| 48
Mool & Coasd
Ranawals [ 8 T =i 51 44 41 | ¥ 12 3 Fr T S [ m
Mamisranca | ] | & X 21 X | i F7 22 F= 2 22| 1
Totar
Reremds I T 5] R I ) [¥] % i A
] q | T =T 0 = = | W Ex] Ed] E E
ST b
o Ciowst
Hereamle [ [ = X ] a [ 2% 1] 1] 1] [ o 1] [
tdamisrancs | [i] | 1] [i] 1] [i] | 1] [i] i} [i] | 0 1] | 1]
Non'eal Coast
Ruarawd [ &7 [ w4 = 161 1Ed | [E [E3 RS 15| 78d
tamlananca | 1] | 1] [x] 1] 1] | 1] 1] [i] [x] | ] 1] | 1]
Total
Renmals [ i [ W 154 [ [FF N T (=] 166 156 | 166 = T
Tdamisnancs | ] | 1] [1] 1] | n 1] 1] 0 [0 [
Stalines & Nopats
Wiaa Coast
Furswmds [ o [ o 5] i 1] [ @ 5] 1] 0 [ o o | o
tammenanca | i] | ] ] 1] [i] | [1] [i] i} [i] | 0 1] | 1]
Nonte ot Gomst
Fereese | IR T a7 125 13 | 67 12 0 I T T
Fdamisnance | ] |0 [1] [1] [1] | m [1] 1] o [0 [ )
Todal
Faramids | I T T a7 125 [ I T [F] ] [Tora T I T
tamananca | | 1] 1] 1] | n 1] 1] o [ o [T
Plant & Mackinery
‘elmad Cioaat
Flerssms [ @ [ a 1] a [ @ 1] 1] a [ o 1] [0
Tl ammananca | o | 1] [1] 5] | ® [1] 5] a [ o o [ o
Nos e & Coast
Farawss |- i) 15 11 | 0k 12 11 i1 [ 1 0 | 5§
fdamienanca | | 7] 1] 1] | 0 1] 0 [ n [
Toka
Aereeds [ @= | = ] 1 R ) 1z T [ 0 m_| %
T q | o |10 [1] 1 [1] | o 1] 0 0| @ o | 0
15
‘ot Coast
Capial Expardilrs | 0| 1) 7 i [ ] 0 n ] 0 [
Non-v'e'e ot Dot
CaplnlExpendiue | 75| 74 & = I 1) 1] I B
Fdainiananca | o | 1] [1] 1] | @ [1] ] o [ o 0o | o
Todal
CopffalExparefioa | 75 | T4 [E] 7] [ [ X 30 T T T
Tdamisnancs | o | ] [i] 1] 1] | 0 0 1] o [ 0 [
Uigher fnmess
‘erlmad Comet
Farawmids [ o [0 5] 1 2] [ @ =] 0 o[ @ o[ 0
tdamiananca | ] | ] a [1] 1] | @ o o [1] | [1] | o
NonWa sl Coask
Frreens | [] | [ [ [ i | & & [ & | 1 1 | IE
Tdamierance I 81 [ = [1] Tl I o Ell FII T D [ 455
Tl
Faramids B 5 5 5 i ] 5 5 5 1 1 [
T aiananca 51 Ell 81 El] 81 A5E 81 Ell a1 Ell Ell A58
Opax
Zorinol b bils [T £ ] S =] KL 5S40 ] [ 9 513 2AK
Morrconirol bbis 300 33 e 3 3 SH 7] 1] v 311 314 15K
Tolal Aid =t BEl i) <] T a4 5] A3 = 1) 5T 817
Tatsd
‘Wema Coast
Reremds | T [F] 3] Fa__| & 1% ] o[ 1 0|
1] q | T T ] E1] 5 | 418 [E] B B | &= | 4H
Koo e o Coast
Ranaamis [ 1088 T 1114 1112 1,124 10 | 553 1042 100 1048 | 1064 108 | 618
flamisnancs | &6 [ & =] B | xmi 53 ] E T
Totaf
Rereeds 1,756 1,7 1732 1572 1.3 BITT 1,18 1,008 1058 1063 1043 5,516
Mamiananca BIE Eo {H B0 B3 106 52 =] BZ7 EE = EXES]
Opar B EE] BT _ =3 (2] [FEES EIE] = B4 | @0 = [REL
Tatall BER F 3.5 1235 A16H EATT 1507% 2hH 2,860 P 4520 NI 1L6H

OFFICE of the RAIL REGULATOR - July 2000

199



Periodic review of Railtrack’s access charges: Draft conclusions

Summary Annualisation st-afficien
19329 [ b oei) Temne] aeme | sonaod | sooame | aosos | €P2 | soeo | omme | sooene | aoeno | amoen | CFF
Tiark
Wzt Comt
Reiraks Taw | 1o | w8 | nr | 4 [ e | © | 0 | | I [ o T @
Mumterance = | = | = | = | = | w8 | = | = [ w | w [ = | 18
Moo B Toast'
Farawals I [ #1 | % [ == | 3.0 [ 138 | w6 [ we [ . | 1w [ 16 | w4
Mainiterinne Taa | = | w8 | w0 | 2w [ i3 [ =0 | s [ 23 | 4 [ s [ 1865
Toutd
Rairruk [ 516 | axg | am [ sm | am [ 103 | =6 [ 1w [ am [ im [ e | #si
Mesilerinie [an | = | a7 | = | xs T 15m [ oz | 384 | 20 | 34 | ma [ 128
Train Ceatral
Haer Cosst
Farawals [ | =& [ o [ @1 | a4 | ise1 | ®@ [ @ [ o [ o [ @ T =
Muiemenie @ 1T » 1T = 1T 37 | = [T W[ 33 | = | 3 [ = | = 1w
Mo Bt Coust
Retrank Tam | = | aw | = [ 74 [ 10480 [ =4 | 3w [ =3 | 3@ [ e | 1403
W umlerancs s | 1% | us | T T ] | | [ | T | & | | 458
Tkl
Farawais &8 | v | & | e | 5@ | 330 | & | w0 | =a | wm | we | 138
Waaiternie [Tw T 1= | e | 1 | w [ ™ [ 9 | e | 92 | wm [ we | &n
Hrrindrasea
By Dot
Fararwals % [ & | = [ w T 37 T & | o T u [ o T o [ @® T @
Mainilerine =1 « T =+ T 1 [ % | & [ = [ ¢ T s [ 5= T =&
Ham Bt Coast
Reseabs o ] [ & | = [ = T 2w [ mm [ & [ 3 | = [ 335 [ 14
M unizmncs || a1 | o | [F] | 18 | o | [5] | i6 | 15 | 1% | L5 | ™
Tkl
Farawals T [ a5 | & ] [ = | 3% [ m | = [ = | = [ 35 [ &
Meiterinie lw | & T & | 33 T @ [ s [ = | = [ o | @& [ a | i
Strurms
Wt Coast
Farawals 3 Fi] F £ 7 [1E3 1 i i i i 1]
q [ 1 ] q [] i [ il i
P Bt Tt
FParawale s T % | s [ 957 | | 78 [ 3% | s | 10 | wd | aE | e
Weaiternie ol o [ @ [ v | @ [ & 1 | [ v T o [ o T @
Tkl
Resank Tw T 188 [ wa | 13 [ 1 [ ed [ 13 | us [ wm | w [ wa | Seé
Mumterancs o T o 1 & | o [ a | & | o | u [ o | o [ o 1 ®
Slatiars & Depets
et Coat
Regwrals o [ o T o T &® 1 [ o | o [ o [ o [ o | o T o
Wamierance o | o | o ] [ o | & [ ®© 1 = [ o | o [ &® 1 ®©
T 25! o
Farawals T [ a5 | & [ e | ww | e | @ [ 7 [ w= [ v [ @ | 387
Meiterinie o 1T o T n I o | 4 [ # | o [ = | I [ o T @
Tt
R [w | = | & [ mw | w | % | = | 1 [ = | 1= [ e | wr
Mumizrancs a1 1] | [1] | 1] | 1] | [] | [1] | 1] | 1] | [1] | 1] |
Flawt & Machinery
West Comt
Reiraks [T o] o T @ o T @ v T o [ = o T o [ o T @
Mumterance o T o 1 & | o | wa | & | ® | u & 1 o [ @® 1 ®
P 8t St
Farawals = [ = | & [ w | & T & [ & T a & T & T % | ]
Mainiterinne o T o T = [ v | [ # | o [ = | T [ o T @
Toutd
Rereraks [=m | » [ = | B [ = | wm [ =& [ = [ ® | =8 [ 1 T W™
Weaderaiie [0 [ v 1 w | v 1 «w | ® | ®w | 1 [ v | o [ w1 =
iH]
Wiy Gt
Capital Expanditn @ [ o 1 o [ o T ® [ ©o T @& [ © ] @& [ ® ] @ T ®
P Bt ot
Capital Expunditurs [ 74 T [ | 5 | E] | ] [ ] = | ] | il | 3l | o [ o7
Maiiteriie ol o T » T o T o [ & T o T o [ o 1] [ o T 1w
Capital Exgenikfues [ ] e | = [ = | & [ 3 [ = [ 1w [ @ [ =: [ = [ wr
Munisrmnre @ o 1 o 1 o T @® | & [ @& 1 o [ wa | ® [ wa | ®
iikew Assess
West Cozat
Resmrsks o T o T = [ ®» T o [ o [ o [ a [ ® [ a ] [_n
Mumterance [ | o 1 & o 1 [ & | o [ a [ o [ «a [ o [ o
P MRt Couist
Farawralr & | & 7 | | 2 T a T 4 4 T 1t | I | IEE]
Mederinie [ | & | wm | w | = | w [ m | & [ & | @& | m | WS
Taied
Fegearnls | & | s | 4 | a | ] | x| 4 | | a | 1 | 1 |
Muternncs & | a5 | = | = | 3 | w8 | = | @& | & | e | &1 | 35
Oipes.
Contiolhhl 5 =] Er] E1 Fro] 2488 [ 0 T 1% =T 1881 |
Hasponriralabls m i m ] M 510 E) m El L 14 1,51
] Fr = Ei 3 35 535 Tt &8 = 5a7 &5l EFFH]
Tuanal
Worsd Cowd
Rarerwals [ [1E] [ &5 ] [T ] 1] 1] 1 1] i
Wi enanta = ¥ 7= 76 T 3T 72 71 70 BE E5 HE
Tatel ] [21] (] [1E] 3 PRI (1] il n B [ [T
Tlon'Prast Coast
Rarerwals 1047 10T f] [ 7 dam [ Ta0 E L] Taz 1] kit
Wainienanta = 53 [Ee] = [ES 2888 417 401 E= E=] *5 ST
Taisl 150 1 567 1490 1421 1342 L] 1236 1150 1,134 1101 1,030 AT
Todal
Rarwals 1,703 1515 1548 1430 1,116 T [ i Fi8 [EF [1E] Bk
Warmienanca =0 7] =74 T Er 1856 =] 471 £5 437 [ 27T
Clpax 835 [E] 1 EiF] a1 B85 ] 2] [ [H B51 ]
Toial MAR EALH T LA FNE] E0Th 18.85F AL 14 1807 1Ll 518 ETH

OFFICE of the RAIL REGULATOR + July 2000
200



Periodic review of Railtrack’s access charges: Draft conclusions

Appendix E: Logging up enhancements

1. The December 1999 periodic review document reported that Railtrack had logged up
£463 million of enhancement expenditure net of grants or third party funding between
privatisation and March 1999. At that stage, Railtrack projected further net expenditure
of £712 million in the last two years of the control period. Although the Regulator hed
not reviewed Ralltrack’s logging up, his provisond condusions assumed £460 million
of expenditure in the 2001 RAB based on actual audited expenditure to date (i.e. to
March 1999).

2. In April 2000 Railtrack provided further detalls of 1,573 schemes including 581
schemes which were previoudy categorised as renewas. The total cost net of grants
and other third paty funding was £1,587 million. Railtrack’'s June 2000 submisson
induded an additiond £281 million, including £182 million of spend on ast
management and track initistives which was previoudy dassfied as renewas.
Raltrack has confirmed that these figures exclude dl expenditure on ring-fenced
schemes (eg. WCRM), and backlog expenditure which is adready provided for in the
RAB.

3. The June 2000 periodic review document indicated that the Regulator was considering
whether £170 million of expenditure on R&D, safety and accelerated renewas as part
of the West Coast Route Modernisation (WCRM) should be included in the March
2001 RAB. The totd expenditure which Railtrack has logged up for indusion in the
March 2001 RAB therefore amounts to £2,038 million, of which £953 miillion relates to
expenditure which was previoudy classfied as renewals.

4.  However, it is implausble that none of the reclassfied renewas would have been
anticipated at privatisation. Railtrack has agreed that it is reasonable to assume that the
ovewhdming mgority of expenditure incurred in 1996/97 would have been
anticipated at flotation, together with any expenditure in future years on the same
schemes. In fact, £198 million of expenditure relaes to schemes which commenced in
1996/97 (the year of privatisation). This condsgs manly of invesments reating to
performance improvements (£82 million) and cost savings (E78 million), where there
should aso have been significant benefits in the current control period.
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The Regulator therefore proposes to disdlow this dement of Railtrack’s proposed
reclassfication. This reduces the totad cdam from £2,038 million to £1,840 million of
which £755 million relates to expenditure which was previoudy classfied asrenewdls.

The Regulator's present view is that up to £1,130 million of expenditure should be
reflected in the March 2001 RAB. The main items of expenditure which the Regulator
proposes to reflect in the RAB (and those which he proposes to disdlow) are described
in more detail in the remainder of this section.

The dlowed expenditure includes £399 million of expenditure which was previoudy
classfied as renewas. Given that the Regulator has dready proposed to provide for
£530 million of additiond renewds (net of tax) which were anticipated at privatisation,
this implies that around hdf of the additiond renewads which were not anticipated
when the price controls were set will be included in the March 2001 RAB.

Franchised passenger enhancement projects (up to £189 million)

This amount is net of grants and other third paty funding and conssts mainly of
schemes which have dready been completed. However, the Regulator will need to
deduct any depreciaion on these enhancements which has dready been paid for in the
current control period. He will dso need to be saisfied that the logged-up expenditure
is condgtent with the assumptions which were made when the access agreements were
approved. Before reaching a find concluson on whether these enhancements should be
included in the RAB, the Regulator will dso need to take account of responses from the
relevant operators and funders as wdl as Ralltrack. The main items of expenditure are
therefore summarised below:

cab secure radio in the South East (£38 million);

Chiltern capacity works (£13 million, based on the assumed vadue when the
agreement was approved);

Old Oak Common depot (£14 million, subject to agreement of the parties and
approva by the Regulator);

Felixstowe route modernisation (£11 million);

Networker Kings Cross — Peterborough (£9 million);
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Chester depot (£9 million)

other depot schemes (£15 million);

Midland Mainline timetable (£6 million);

Greenfiddd ROCCs resigndling scheme (£6 million);
Chiltern line franchise schemes (£5 million);
Connex SE capacity upgrades (£5 million);

Robin Hood line upgrade (£5 million); and

other smdl schemes under £5 million (£53 million).

9. Since pat of this expenditure relates to schemes which have not yet been completed,
the Regulator will dso require Railtrack to provide a detailed description of the outputs
which are intended to be provided by this expenditure. This will enable him to monitor
delivery of the outputs and ensure that Railtrack is not paid twice for the same outputs.

East Coast Main Line (up to £135 million)

10. Expenditure on the ECML includes £77 million on Leeds Firg remoddling and
resgnaling (excdluding renewds and the net present vdue of accederated renewads).
Railtrack authorised this scheme for implementation in 1999 prior to any contractua
agreement with customers and funders. Railtrack has aso initiated work on a number of
other ECML schemes on the same basi's, costing £568 millionin all.

11. The Regulator has welcomed Railtrack’s approach to these schemes, which are required
before further progress can be made on the future upgrade of the ECML. He therefore
proposes to include this expenditure in the RAB and, since this means tha Railtrack
will not be taking demand risk on this enhancement, he proposes to allow the same rate
of return as for other dements of the RAB. When conddering proposds for
enhancements to ECML, he will take account of the expenditure which has aready
been included in the RAB.
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Other enhancement expenditure within the singletill (up to £282 million)

12. The Regulator condders that the 2001 RAB should include £282 million of
enhancement expenditure relating to investments which are not for the direct benefit of
franchised passenger train services. However, as with core franchised passenger
enhancement projects, it will be necessary to deduct any depreciation which has aready
been paid for in the current control period and confirm that the logged-up expenditure
is condgent with the assumptions which were made when the access agreements were
approved. In this case, he will dso need to be satidfied that expected future income
associated with these enhancements is included within projected freight, open access or

property income.
13. Themainitemsin this category are summarised below:

£121 million of expenditure relaing to open access operator schemes,
including the North London Line project (E76 million), Heathrow Express
(E17 million) and various other European Passenger ServicesEurostar
schemes (E£27 mi llion);

£14 million of freght-rdated enhancements incdluding various Royd Mail
schemes (£13 million); and

£147 million of propety and dation schemes for which the Regulaor is
satisfied that appropriate approvas have been granted, including magor
gations (E45 million), franchised daion schemes (E34 million induding £4
million which was formely cdassfied as renewds) and other commercid
property schemes (£68 million).

Safety and reclassified renewal s expenditure (up to £524 million)

14. The Regulator proposes to dlow up to £524 million of expenditure on safety and
reclassfied renewas expenditure. The main items are discussed below:

WCRM renewds (£170 million). As explaned in the June 2000 periodic
review document, this conssts of £60 million on safety, £60 million on R&D
and £50 million on accelerated renewds,
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safety and competent authority schemes (£135 miillion). This raes primarily
to expenditure arisng from new safety requirements, eg. on TPWSAWS and
access for passengers with disabilities. Part of this expenditure was previoudy
classfied as renewas (£27 million);

other expenditure which was previoudy classfied as renewads but which
results in additiond outputs (£153 million). Most of this expenditure relates to
invesments in improved peformance (£72 million), cost savings (£18
million) and track mantenance equipment (£28 million). The Regulator
condders tha this expenditure should be included in the RAB since most of
the benefit will accrue to customers beyond the current control period. Indeed
it could be seen as accderated renewds, which therefore results in future
savings. He has, however, depreciated this expenditure over seven years for
performance schemes and ten years for cost savings schemes. This reduces the
total by £17 million (Railtrack has agreed this adjustment);

the enhancement dement of expenditure which provides a combinaion of
renewa and enhanced outputs (E37 million). In the absence of more detalled
information about the appropriate proportion to treat as enhancement, the
Regulator proposes to dlow up to haf of the tota expenditure in this category
(E75 million). This incudes ggnificant expenditure on dlowed peformance
improvements (£28 million); and

feaghility schemes (£29 million). This expenditure relates to abandoned
projects where the cost was not recovered from the customer/funder and the
Regulator condders that this amount should be included in the March 2001
RAB.

15. Since a dgnificant proportion of this expenditure is in the current year, a the next
periodic review the Regulator would expect to remove any of this expenditure which is
not actudly spent or where the outputs have not been delivered.

Disallowed expenditure
16. The expenditure which the Regulator presently proposes to disdlow amounts to £693

million (in addition to the £198 million on reclassfied renewds schemes which
commenced in 1996/97). The main dements of this expenditure are summarised below:
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enhancement schemes which the Regulator consders should have been
classfied as renewds (£102 million). This incdudes £75 million rdaing to
Settle and Carlide and associated schemes, which the Regulator regards as
remedid renewals works,

reclassfied renawds schemes where there is a mix of renewa and enhanced
outputs (£37 million) and track initiatives which should be trested as renewd
(£90 million);

schemes where the definition or output remans unclear (£157 million). These
items have been excluded pending further clarification from Railtrack;

franchised dtation schemes where the Regulator has yet to approve a change to
the LTC reaing to the scheme (£79 million);

mgor dation schemes where the Regulator has yet to receive appropriate
documentation (£105 million); and

IT schemes (£122 million). This expenditure was initidly classfied by
Railtrack as renewas and, as explained in the December 1999 periodic review
document, the Regulator congders that Railtrack should have made further
progress with its IT sysems in the firs control period (athough Railtrack
agues that this was because of the Y2K freeze). Even if the Regulator
concluded that this expenditure should be reflected in the RAB, the gross
amount would be reduced dggnificantly once depreciation is taken into
consderation (Railtrack depreciates both software and hardware over 3-5
yearsin its accounts).
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Appendix F: Revenue requirements

Table F.1: Revenue requirementswithout grants

Total  Average

1998/99 £million control control
2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 period2 period 2

Regulatory asset base (RAB)

RAB at end of year 5,110 5,519 5,933 6,225 6,404 6,631 5,990
Value of projects under construction 15 52 68 21 28 35
Total asset base 5,125 5,571 6,001 6,246 6,431 6,631 6,025
Average asset base | 5348 5786 6124 6339 6531 | 6025
Required franchise passenger track access revenue

Return on RAB @ 7.50% 401 434 459 475 490 2,260 452
RAB amortisation/depreciation 0 2 4 5 6 18}

Renewals expenditure 1,423 1,703 1,615 1,548 1,420 1,117 7,403 749
Maintenance expenditure 635 627 602 574 544 509 2,856 471
Net operating expenditure 743 801 800 772 747 725 3,845 677
IRSA charges (S&SD) 12 36 35 30 26 26 152 30
Gross revenue requirement 3,568 3,488 3,388 3,217 2,873 16,533] 2,384
"Single till" revenue deduction -659 -676 -675 -671 -666 -664 -3,352] -670
Required revenues 2,892 2,813 2,717 2,551 2,209 13,181 2,636
NPV of revenue requirement at 31/3/01 11,096

Franchise passenger track access revenue

Base fixed revenue 1,641 2,232 2,232 2,232 2,232 2,232 11,160 2,232
Required revenues for incremental outputs 2 12 24 31 33 102 20
Total fixed revenue 1,641 2,234 2,244 2,257 2,263 2,265 11,262 2,252
Electricity for traction revenue 93 114 117 121 124 128 605 121
Usage charge 61 172 172 172 172 172 858 172
Capacity charge 75 90 90 89 89 433 87
Volume incentive charge

Charges in respect of IRSA 36 35 30 26 26 152 30
Grant revenues

Other variable revenue 11 0 0 0
Total revenue 1,807 2,631 2,658 2,669 2,673 2,679 13,310 2,662
NPV of revenue at 31/3/01 11,096

Revenue basis for Po and X calculations 1,641 2,232 2,232 2,232 2,232 2,232 11,160 2,232
Po and X (-ve = fall) +36.0% 0.0% 0.0% 0.0% 0.0%

Return 177 313 441 624 986 2,541 508
Return on RAB 3.3% 5.4% 7.2% 9.8% 15.1% 8.4% 8.4%
Base franchise track access revenue

Required (excluding grants) 1,807 2,854 2,766 2,662 2,495 2,150 12,927 2,585
Percentage change 57.9% -3.1% -3.8% -6.3% -13.8%

Outturn (excluding grants) 1,807 2,593 2,611 2,614 2,617 2,620 13,055 2,611
Percentage change 43.5% 0.7% 0.1% 0.1% 0.1%
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Table F.2: Revenuerequirementswith grants

Total  Average

1998/99 £million control control
2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 period 2 period 2
Regulatory asset base (RAB)

RAB at end of year 5,110 5,519 5,933 6,225 6,404 6,631 5,990
Value of projects under construction 15 52 68 21 28 35
Total asset base 5,125 5571 6,001 6,246 6,431 6,631 6,025
Average asset base | 5348 5,786 6,124 6,339 6,531 | 6,025
Required franchise passenger track access revenue

Return on RAB @ 7.50% 401 434 459 475 490 2,260 452
RAB amortisation/depreciation 0 2 4 5 6 18

Renewals expenditure 1,423 1,703 1,615 1,548 1,420 1,117 7,403 749
Maintenance expenditure 635 627 602 574 544 509 2,856 471
Net operating expenditure 743 801 800 772 747 725 3,845 677
IRSA charges (S&SD) 12 36 35 30 26 26 152 30
Gross revenue requirement 3,568 3,488 3,388 3,217 2,873 16,533] 2,384
"Single till" revenue deduction -659 -676 -675 -671 -666 -664 -3,352] -670
Required revenues 2,892 2,813 2,717 2,551 2,209 13,181 2,636
NPV of revenue requirement at 31/3/01 11,096

Franchise passenger track access revenue

Base fixed revenue 1,641 1,491 1,491 1,491 1,491 1,491 7,457 1,491
Required revenues for incremental outputs 2 12 24 31 33 102 20
Total fixed revenue 1,641 1,494 1,503 1,516 1,522 1,524 7,558 1,512
Electricity for traction revenue 93 114 117 121 124 128 605 121
Usage charge 61 172 172 172 172 172 858 172
Capacity charge 75 20 20 89 89 433 87
Volume incentive charge

Charges in respect of IRSA 36 35 30 26 26 152 30
Grant revenues 796 760 733 711 683 3,683 737
Other variable revenue 11 0 0 0
Total revenue 1,807 2,686 2,677 2,661 2,643 2,621 13,289 2,658
NPV of revenue at 31/3/01 11,096

Revenue basis for Po and X calculations 1,641 1,491 1,491 1,491 1,491 1,491 7,457 1,491
Po and X (-ve = fall) -9.1% 0.0% 0.0% 0.0% 0.0%

Return 232 333 434 593 928 2,520 504
Return on RAB 4.3% 5.8% 7.1% 9.4% 14.2% 8.4% 8.4%
Base franchise track access revenue

Required (excluding grants) 1,807 2,058 2,006 1,929 1,784 1,467 12,927 2,585
Percentage change 13.9% -2.5% -3.8% -7.5% -17.8%

Outturn (excluding grants) 1,807 1,852 1,870 1,873 1,876 1,880 13,035 2,607
Percentage change 2.5% 1.0% 0.2% 0.2% 0.2%
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Appendix G: Issues arising from Railtrack’s
2000 NM S

I ntroduction

1. Following the publication of Railtrack's 2000 Network Management Statement
(NMS), the Regulator consulted train operators, funding bodies (including the Shadow
Strategic Rall Authority) and other interested parties on the issues arisng from it.
Copies of those responses for which consultees did not request confidentidity have
been placed in the ORR Library, and will be placed on the ORR webste during
August. He has dso identified issues of continuing concern aisng from Railtrack’s
performance and its stewardship of the network. In broad terms, these issues fal into
two categories:.

the adequacy of what Railtrack has done and is doing againg the background
of thegrowthin ral traffic Snce privatisation; and

the adequacy of Railtrack’ s response to the chalenges posed by future growth.

Coping with increased traffic

2. Railtrack has found difficulty in meeting the targets it has set itsdf for:

reducing delays to train operators. Chapter 10 describes how Railtrack will be
incentivised to improve its performance during the next control period;

improving track quality. Chapters 14 and 16 describe how the maintenance of
track quality will be monitored and enforced during the next control period, on
the bass of the levds which the current Track Qudity Improvement
Programme are intended to achieve; and

reducing the number of broken rails. Chapter 14 describes how the number of

broken rails will be monitored, and what action will be taken in the event that
monitoring targets are not met.
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3. Responses from consultees include suggestions that Railtrack:

has delayed the implementation of some plans which would have ameiorated
exiding cgpacity condraints (paticularly resgndling). Chapter 9 explains
how the deivery of those plans intended to ddiver incrementa outputs will be
monitored and enforced. Chapters 3 and 14 set out specific proposds for
Railtrack to develop a sgndling plan for the next control period and Chapter
17 provides further details on the framework for enhancement;

may not be acting quickly enough to reduce the number of temporary speed
redrictions (TSRs). Chapter 14 refers to a measure of the severity of
temporary Soeed redrictions which will enable the Regulator to monitor
trends. In addition, he will be examining whether Raltrack's estimates of
reductions in the number of TSRs and its plans in respect of PSRs demondrate
that it isdoing dl that it should do to comply with the generd duty; and

continues to ded with third paties which ae dependent upon it for
information and cooperation in ways which conditute unacceptable behaviour.
The Regulator has dready announced that he is conddering introducing a new
condition in Railtrack’s network licence which would require it to develop a
code of practice on behaviour towards third parties.

Dealing with new growth

4, The Regulator notes that Railtrack:

has not yet succeeded in developing timetabling capabilities which endble it to
asess in a timdy fashion the implications of new scenarios, as demondrated
by the time it took to respond to the fina order on the WCML. The Regulator
will be discussng with Railtrack what further action it needs to take to

improve its cgpabilities;

has not yet devedoped and applied the bet practice in possessons
management which will be needed if it is to manage mgor improvements to
the infragtructure without causng dgnificant disuption to current  rall
savices, a view reinforced by comments from consultees. Chapter 11
decribes how changes to the possessons regime will incentivise better
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practice. The Regulator will require Raltrack to acceerate the development
and application of best practicein this area; and

has not yet developed plans for timey completion of an asset register covering
both condition and capability, and fdls a long way short of being able to
provide timely advice to tran operators on the scope for vaue-for-money
improvements to capability, a view supported by consultees. As indicated in
Chapter 14, the Regulator intends to require Ralltrack to develop and maintain
a comprehengve regiger of the condition and capability of its assets. He will
be consulting on a draft licence condition next month.

5. Responses from consultees include suggestions that Railtrack:

has made progress in forecasting new capacity requirements, but needs to
devdop more sophidicated tools which dlow for the impact of locd
circumgtances on likedy growth in demand, and which recognise that the
practicd condraints on capacity are probably reached before 90% of
theoretical capacity is used;

does not understand the nature of the freight market, has underestimated the
scope for growth in the freight traffic, accords freight traffic a lower priority
than passenger traffic, and 0 has inadequate plans to ded with freight traffic
in future, both in terms of providing adequate track capacity. The Regulator's
review of freight access charges, and the SSRA’s plans for a freight strategy,
will hdp to daify this the rdationships and responghilities of the different

parties,

continues to develop edtimates for work which appear to operators and
funding bodies to be opaque and over-priced. Chapter 17 sets out changes to
the enhancement framework will help to improve transparency of edimates
and limit the scope for over-charging. The Regulator intends to publish further
detalls rdating to this framework, including Pat G (network change) of the
Track Access Conditions, and

has few plans to remodel mgor dations to accommodate planned increases in
passenger traffic, and in paticular plans to dgnificantly increase the number
of passengers ariving a Euston despite LUL’s concerns that it will be unable
to cope with the consequentia increase in demand for underground travel.
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