
Doc #  64785  Version 1 

 
 

THE PERIODIC REVIEW OF RAILTRACK’S  
ACCESS CHARGES: 

 
DRAFT CONCLUSIONS 

 
VOLUME I 

 
 

 
 



 

 



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 

 

Contents 

Regulator’s foreword............................................................................................................1 

1. Introduction and summary .............................................................................................5 

PART I: REVENUE REQUIREMENTS 

2. Methodology for resetting price controls ......................................................................23 

3. Activity and expenditure...............................................................................................27 

4. Efficiency......................................................................................................................43 

5. Cost of capital and financial indicators.........................................................................57 

6. Regulatory Asset Base...................................................................................................63 

7. Other single till income .................................................................................................81 

8. Assessing Railtrack’s revenue requirements .................................................................85 

PART II: INCENTIVE FRAMEWORK 

9. Structure of charges – Schedule 7 .................................................................................95 

10. Operational performance– Schedule 8 ........................................................................107 

11. Possessions regime – Schedule 4..................................................................................115 

12. Property allowance scheme – PAS..............................................................................123 

13. Station charges ...........................................................................................................127 

14. Baseline outputs..........................................................................................................137 

15. Information reporting.................................................................................................147 

16. Enforcement and monetary penalties..........................................................................153 

17. Enhancement framework............................................................................................161 

PART III:  ENHANCEMENT OF THE WEST COAST MAIN LINE 

18. West Coast Route Modernisation................................................................................169 

PART IV: TIMETABLE AND IMPLEMENTATION 

19. Further work..............................................................................................................181 

20. Implementation process ..............................................................................................185 



 4



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 

 

Appendices 

VOLUME I: 

 
Appendix A: Periodic review documents and consultant reports ......................................191 

Appendix B: Responses to consultation.............................................................................193 

Appendix C: Consultation questions.................................................................................197 

Appendix D: Cost projections ...........................................................................................199 

Appendix E: Logging up enhancements............................................................................201 

Appendix F: Revenue requirements..................................................................................207 

Appendix G: Issues arising from Railtrack’s 2000 NMS...................................................209 

 
VOLUME II: 

 

Appendix H: Draft periodic review notice (track) 

Appendix I: Draft periodic review notice (stations) 

Appendix J: Timetable extension notice (track) 

Appendix K: Timetable extension notice (stations) 

Appendix L: Draft template Schedule 4: Possessions 

Appendix M: Draft template Schedule 7: Charges 

Appendix N: Draft template Schedule 8: Performance regime 

Appendix O: Draft Property Allowance Scheme 

Appendix P: Draft network licence modifications 

 
 
 
 

 
 
 
 



 

 
 

 



Periodic review of Railtrack’s access charges: Draft conclusions 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 

 

1 

Regulator’s foreword 

1. This document contains my draft conclusions on the periodic review of Railtrack’s 

access charges. 

2. The railway industry was privatised in 1995-97 on an assumption of no growth, with 

little long-term investment and the passive management of decline. It was set up with 

a lack of vision, poor quality contracts, uncertain expectations and a weak regulatory 

structure. The industry and the public have reaped what was then sown. In too many 

respects it has been a meagre, sometimes barren, harvest. 

3. The expectations of the mid-1990s have been shown to be dramatically mistaken. The 

railway is experiencing substantial growth in passengers and freight. The system is 

straining to accommodate much higher traffic. In too many places on the network, 

capacity is at or close to its maximum.  

4. Large-scale transport investment takes years to plan and implement before passengers 

and others see and feel the effects. It is therefore imperative that that investment is 

made in a timely, efficient, economical and sound manner, with the right money spent 

on the right things at the right times. This periodic review is about ensuring that 

Railtrack is properly financed to play its central role in maintaining and renewing its 

core network. It is also about putting in place a new framework to enable Railtrack to 

enhance the railway. 

5. In its ten year transport plan, the Government has allocated very substantial sums to 

the railway industry, to ensure its modernisation and its proper and effective 

stewardship. The railway needs a great deal more work to modernise and improve it. 

That work needs to be financed, and Railtrack’s revenue requirements for the next 

five year control period are therefore the higher. Much of that money will go to the 

maintenance and renewal of Railtrack’s network. There is rightly a very strong public 

and industry demand that the money will be spent wisely and well, and the years of 

deterioration of the network must not be repeated. 

6. As part of this review, I will ensure the public have from Railtrack very clear 

specifications of what it is required to deliver for the access charges it receives. In the 

1995-2001 control period, that was missing. I am today taking steps to give the 

company the clarity it needs. The current NMS fails to provide sufficient clarity on 
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maintenance and renewals for the next control period. I am therefore requiring the 

company to submit by 15 September 2000 a draft supplement to its 2000 network 

management statement, stating the levels of activity over the next two control periods 

to sustain the network on an efficient whole life cost basis. It will be published. 

7. With the obligation to deliver goes the expectation of prompt, adequate and effective 

accountability. Under the present system, that too has been lacking in certain 

important respects. This review - and other steps which I am taking to establish better 

access contracts and a reformed network licence - contains new tools to monitor 

performance against obligations, and to take action if there are failings. These are in 

the form of additional or strengthened conditions of Railtrack’s licence, and have 

received considerable support from the industry and the public, as well as public 

bodies including the SSRA. 

8. The case of the West Coast route modernisation merits special attention. The 

projected costs have risen substantially, both for renewals and enhancements. I have 

examined in considerable detail Railtrack’s expected costs, and have made 

judgements, published in this document, about what an efficient and competent 

infrastructure owner would need to complete the project. I have also made an 

assessment of which elements 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 remaining parts are for me to determine. This document contains my draft 

conclusions on those matters. 

9. The company has considerable scope to achieve efficiencies in its operations. It has 

neglected this area of its affairs for too long, and its future activities, if properly 

planned and managed, will yield significant opportunities for improved effectiveness 

and value. Improved knowledge of the condition, capacity and capability of its assets 

through the asset register which I will require the company to establish will, I believe, 

provide many opportunities for efficiency gains. On my visits round the network I 

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 I have established. 

10. High activity levels should not be confused with challenging efficiency targets. The 

growth of the railway and the willingness of the Government to see the infrastructure 

improved substantially mean that the amounts of public and private investment going 

into Railtrack’s programme will increase substantially in the next control period. The 

efficiency requirements which I am today announcing apply to those higher levels, 
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but they do not reduce the amount of money going into the industry. Under my draft 

conclusions there will be much higher outputs, which means more work done, and 

every extra pound of revenue will be made to go further. 

11. Incentive regulation is better than an overbearing culture of intrusion and 

enforcement. Command and control of the railway is not the best way to make 

competent companies perform to their greatest potential. Aligning Railtrack’s 

commercial incentives more closely with those of its customers and the public interest 

is more likely to secure long term benefits for passengers and freight. My proposals 

give Railtrack powerful economic incentives to respond to the needs of its customers. 

12. The Government and the SSRA wish to finance part of Railtrack’s programme with 

the use of grants. These grants must be treated in the same way as access charges. As 

such they do not change the underlying economics of my proposals, and I have 

therefore structured my draft conclusions so as to accommodate them. 

13. The public interest requires that Railtrack is a strong, competent and successful 

company, capable of financing a considerable work programme. I have stressed this 

point since I 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 renewal of the 

basic fabric of a railway which for too long has been neglected. Railtrack is at the 

heart of the railway. The way in which it meets its obligations and achieves its 

legitimate goals - commercial and public - is crucial for the development of the rest of 

the industry and so services to the passenger and the freight customer. 

14. The 1995-2001 financial regime for the railway was shaky and not fit for purpose. 

These draft conclusions provide a far greater degree of stability to the apparatus of 

infrastructure finance. They equip the company - and so the industry - for substantial 

growth. As such, they represent a balanced package of measures which is fair and 

challenging. The implementation of these arrangements will provide Railtrack with 

what it most needs - strength, 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 

Introduction 

1.1 This is the first periodic review of Railtrack’s access charges for franchised passenger 

train services since its privatisation in 1996. It therefore provides the opportunity for a 

comprehensive reappraisal of the commercial and regulatory framework within which 

Railtrack operates. The first periodic review document published by the present 

Regulator in August 1999 set out the main challenge as creating an environment 

which protects the interests of users and funders whilst creating appropriate incentives 

for Railtrack to deliver increased investment and improved performance. 

1.2 In reaching draft conclusions on the periodic review, the Regulator is satisfied that he 

has discharged all his duties under section 4 of the Railways Act 1993. With regard to 

his assessment of the overall level of Railtrack’s revenue requirements, this requires 

him to balance 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 Part I of the Railways Act 1993 with his other duties, including the duty to 

have regard to the financial position of the Franchising Director. In considering these 

financing duties, and the duty to promote the use of the railway, the Regulator has 

taken account of the potential implications of the periodic review for Railtrack’s 

ability to finance enhancements to the network. However, this does not require him to 

establish access charges for the existing network which are higher than they would 

have been in the absence of these enhancements. Similarly, while he has discharged 

the duty under section 21 of the Channel Tunnel Rail Link Act 1996 not to impede the 

performance of the development agreement, this does not require him to set access 

charges for the domestic railway which are higher than they would otherwise have 

been. 

1.3 In developing his proposals for reform of the incentive framework, the Regulator 

considers that the following duties are particularly relevant: to protect the interests of 

users of railway 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 restrictions on 

operators. These duties have a particular bearing on the incentives on Railtrack to be 

responsive to the needs of their customers and on the implications of the proposed 

charging structure for the incentives faced by train operating companies. 
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1.4 The Regulator has also discharged the duty to take account of the need to protect all 

persons from dangers arising from the operation of railways including any advice 

given to him by the Health and Safety Executive. For example, this has implications 

for the level of safety related expenditure which Railtrack will need to finance. Safety 

is paramount and well managed companies will be both safe and efficient. 

1.5 Given the current absence of a right of appeal for Railtrack to the Competition 

Commission, the Regulator argued in December 1999 that it was particularly 

important for him to have regard to relevant precedents. He believes that this 

minimises unnecessary 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 appeal as part of the Transport Bill which is currently 

before Parliament. Schedule 24 of the Bill now provides for this right of appeal and it 

is expected that this will be enacted in time for it to apply to the current periodic 

review. 

1.6 The Regulator has also taken account of extensive comments provided by Railtrack, 

operators, funders, analysts, rating agencies and investors over a period of two years. 

He has published thirteen consultation documents on the periodic review and 

seventeen reports from independent consultants (a full list is contained in Appendix 

A). This includes provisional conclusions on Railtrack’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 also held three formal periodic review hearings with 

Railtrack (the transcripts from the two most recent hearings are now available on the 

ORR website) and two industry seminars on the structure of charges. 

1.7 Some elements of the periodic review have potential implications for freight charges 

(e.g. the structure of charges, the performance regime and the scope for efficiency 

savings). Freight operators have therefore made extensive submissions in response to 

the periodic review documents. In conjunction with the periodic review, the Regulator 

has initiated 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 finalising his conclusions 

on the periodic review. 

1.8 The purpose of this document is to set out the Regulator’s draft conclusions on the 

periodic review of Railtrack’s access charges for franchised passenger train services. 
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This provides the final opportunity for Railtrack, operators, funders and others to 

comment on the Regulator’s proposals. Each of the individual components has 

already been subject to separate consultation. Particular comments are therefore 

invited on the implications for the overall level and profile of revenues and the overall 

incentive framework. The Regulator would also welcome detailed comments on the 

drafting of the templates for Schedules 4, 7 and 8 of the track access agreements. In 

finalising his conclusions on these matters, the Regulator will particularly wish to 

consult with Railtrack and SSRA. He will also seek advice from HSE to ensure that 

his conclusions are consistent with the relevant safety obligations. 

1.9 In March 2000 Railtrack published its 2000 Network Management Statement (NMS). 

Following this, the Regulator carried out an industry consultation on the NMS 

(Appendix G summarises the responses). This document contains the Regulator’s 

response insofar as it relates to the periodic review. 

1.10 Volume I of this document is divided into four separate parts: 

• Part I describes the Regulator’s present view of Railtrack’s revenue 

requirements; 

• Part II describes the proposed incentive framework, including the new 

structure of charges; 

• Part III describes the Regulator’s proposed approach to remuneration of 

enhancements to the West Coast Main Line (WCML); and 

• Part IV outlines the process for reaching final conclusions and implementing 

these conclusions in Railtrack’s access agreements. 

1.11 Appendices A to G are also contained in Volume I and Appendices H to P (relevant 

legal drafting) are contained in Volume II. 
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1.12 The questions for consultation are summarised in Appendix C. Consultation responses 

should be sent to: 

Paul Plummer 

Chief Economist 

Office of the Rail Regulator 

1 Waterhouse Square 

138-142 Holborn 

London 

EC1N 2TQ 

 

0. by 25 August 2000. Respondents should indicate clearly if they wish all or part of 

their responses to remain confidential to ORR. Otherwise it is expected that they will 

be published in the ORR library and on its website and they may be quoted from by 

the Regulator.Where a response is made in confidence, it should be accompanied by a 

statement which can be published, placed in the ORR library and on its website and 

quoted from by the Regulator, summarising the submission but excluding the 

confidential information. The Regulator may also publish the names of respondents in 

future documents or on the ORR’s website, unless a consultee indicates that he wishes 

his name to be withheld. 

Summary of Part I: Revenue requirements 

1.13 Railtrack’s overall revenue requirement from access charges for franchised passenger 

train services 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 

single till (stations, property, freight, open access and other). 
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Expenditure requirements 

1.14 The current price controls allowed for annual expenditure of around £2 billion per 

annum (equivalent to more than £10 billion over five years). By contrast, Railtrack’s 

operating, maintenance and renewal expenditure is currently around £2.8 billion 

(£14.1 billion if taken over five years). This increase is due primarily to the poor 

knowledge of Railtrack’s assets at privatisation and the fact that the initial controls 

were not designed for a growing railway. 

1.15 In considering Railtrack’s expenditure requirements, the Regulator has examined a 

wide range of evidence relating to the potential for improved efficiency. This includes 

analysis of Railtrack’s detailed cost assumptions and contracting strategy as well as 

comparisons with regulated utilities and other railways. In the light of this evidence, 

he believes that Railtrack should be able to achieve efficiency improvements on 

controllable costs of 3-5% per annum over the next control period as a whole. He also 

believes that it is important for him to set challenging but realistic efficiency targets 

which provide an incentive for the company to achieve further efficiencies without 

compromising outputs. 

1.16 The Regulator has therefore assumed efficiency improvements on controllable costs 

of 3% per annum at the beginning of next period, increasing to 5% per annum by the 

end of the period. This is equivalent to an annual 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 

equivalent to about 10% of total operating, maintenance and renewal expenditure. 

1.17 These projected savings imply an overall 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 since the assumed efficiencies should result 

in improved outputs rather than reduced costs. 

1.18 The projected expenditure of £14.2 billion is, however, significantly less than the 

projected expenditure of £16.1 billion in Railtrack’s latest cost submission. Around 

£0.5 billion of this difference relates to expenditure which the Regulator has included 

in the RAB. A further £0.5 billion is attributable to adjustments to Railtrack’s pre-

efficiency projections. The remaining £0.9 billion is attributable to additional 

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 proposal of £6.86 billion). 

The proposed RAB includes: 

• an uplift of 15% on the first day trading value of equity - this is at the top end 

of the 10-15% range proposed in December 1999 and implies an initial value 

of £3.04 billion; 

• backlog renewals of £0.53 billion based on the provisions which were made 

when the initial price controls were established; 

• additional renewals of £0.53 billion which were not anticipated when the 

initial price controls were established 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 billion of expenditure which was previously classified as renewals but 

provides additional outputs; 

• a reduction of £0.12 billion due to under-delivery in the current period. 

1.20 The RAB for the end of the next control period also includes £1.52 billion of further 

enhancement expenditure over the next control period, implying a March 2006 value 

of £6.63 billion. This includes: 

• safety and performance related expenditure on TPWS and other train 

protection systems; 

• enhancements which SSRA has shortlisted from the original list of 

enhancements which was provided in the December 1999 Incremental Output 

Statement (IOS); 

• completion of initial works on the East Coast Main Line which Railtrack 

initiated without a formal contract; and 
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• expenditure on modern facilities at stations (which are to be treated in the 

same way as other IOS enhancements) and platform stepping distances. 

1.21 In December 1999, the Regulator set out the reasons for his provisional conclusion 

that Railtrack’s pre-tax real weighted average cost of capital was between 7.0% and 

7.5%. He intends to review this conclusion in the light of the Competition 

Commission’s conclusions on the current water references, particularly with regard to 

the general cost of capital assumptions. In addition, he will wish to take account of the 

potential impact (if any) on Railtrack’s risk profile of the periodic review and the new 

model clauses for Railtrack’s track access agreements. 

1.22 Combining the initial RAB with the assumed cost of capital, implies a base return of 

£0.36-£0.38 billion per annum. 

Single till income 

1.23 The projected income from stations and other single till items over the next control 

period is £3.4 billion compared with Railtrack’s projection of £3.3 billion on a 

comparable basis. The main source of difference relates to property. However, the 

Regulator’s assumed income from freight is subject to further review as part of his 

review of freight charging policy. 

Baseline revenue requirements 

1.24 Given the individual building blocks referred to above, it is clear that Railtrack’s 

overall revenue requirement after the single till items referred to above is substantially 

higher than its current revenues. However, due to the exceptional nature of some of 

the increased costs, the Franchising Director has indicated that he would prefer to pay 

for this element of the increased costs by way of grant rather than through access 

charges. He has also indicated a desire for the overall increase in charges to be 

profiled towards the later years of the next control period. Payment of these grants 

would be unconditional and accounted for as revenue rather than capital so that they 

are equivalent to additional fixed track access charges. 

1.25 In determining the overall level of revenue which is required from track access 

charges from franchised passenger train services, 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 consistent with the assumptions made by the Government in its recent 

spending review.  

1.26 Given these grants and assuming a cost of capital of 7.5%, the base level of franchised 

track access charges will need to increase by 2.5% in 2001/02. Thereafter, they will 

remain constant in real terms based on current traffic levels. 

1.27 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 level of charges would also 

increase with traffic growth and there would be an additional charge which would 

become payable when the IOS 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 Railtrack’s financial position. He is satisfied that the overall level of 

revenues for the second control period as a whole would not make it unduly difficult 

for Railtrack to finance its relevant activities. In particular, it would be able to finance 

the baseline expenditure requirements underlying these revenues. He is also satisfied 

that it would be able to finance the other enhancements covered by Railtrack’s 

enhancement submission, implying total enhancement expenditure of around £8 

billion over the next period. 

Summary of Part II: Incentive framework 

Structure of charges 

1.29 The Regulator has already consulted extensively on the proposed structure of charges 

and he set out his provisional conclusions on these issues in April 2000. The approach 

to usage charges and traction electricity charges is now well established. It is also 

recognised that the capacity charge represents a legitimate variable cost which 

Railtrack needs to recover through access charges. 

1.30 Usage charges will be based on the level of efficiency which Railtrack is expected to 

achieve over the next period as a whole rather than the expected level 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 constant in real terms for the 
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remainder of the period). This reflects the fact that the current usage charges are 

widely recognised to be well below cost reflective levels. 

1.31 Electric traction charges will also increase from 5% to 7% of total track access 

charges in 2001/02. This is primarily because the index used to adjust these charges 

has moved out of line with Railtrack’s actual power purchase costs and because of 

further work on consumption rates (to avoid unnecessary wash-up payments). 

1.32 The proposed capacity charge will be a simplified version 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 societal element of the performance incentive rates in 

Schedule 8 substantially increases the additional cost to Railtrack of running an 

additional service. In order to neutralise the effect of the increased Schedule 8 rates on 

the incentive for operators to provide additional services, the Regulator therefore 

proposes that the capacity charge payable by operators should recover half of the 

estimated congestion costs. The remaining congestion costs would be recovered in the 

fixed charge and any unanticipated growth would be reflected in the RAB at the next 

periodic review. Given this approach, the capacity charge faced by operators will be 

around 5% of the total track access charges. In the case of new services, this merely 

replaces an existing negotiated charge. 

1.33 Finally, the Regulator proposes to introduce the proposed volume incentive through 

an adjustment to the RAB rather than a variable charge to operators. The advantage 

with this approach is that it avoids any impact on the marginal incentives of operators 

but should help to ensure that Railtrack is more responsive 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 half of the projections in the 2000 NMS. 

He intends to discuss the detailed arrangements with SSRA before finalising his 

conclusions. 

1.34 A draft of the revised Schedule 7 is contained in Appendix M in Volume II. In 

addition, each operator will be sent details of the relevant charging tables by mid-

August 2000. In presenting his provisional conclusions, the Regulator asked Railtrack 

to undertake further work to establish the overall effect of the proposed structure on 

individual franchised passenger train operating companies. The draft conclusions set 

out in this document take account of the preliminary results of this analysis. Before 
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publishing his final conclusions, however, the Regulator intends to undertake further 

analysis of these issues. 

The performance and possessions regime 

1.35 The key changes to the performance regime increase the incentive rates and 

recalibrate the benchmarks to the expected level of performance over the next control 

period. The arrangements have also been simplified to a significant degree and an 

initial draft of the revised Schedule 8 is contained in Appendix N in Volume II. The 

Regulator believes that these changes will result in significant improvements in the 

effectiveness of the performance regime. 

1.36 The Regulator confirms his intention to modify the existing possessions regime to 

remove the free possessions allowance and to provide for the same compensation to 

operators regardless of whether the possession arises from enhancement or 

maintenance and renewal work. A revised draft of Schedule 4 is contained in 

Appendix L in Volume II. 

Station charges and the Property Allowance Scheme 

1.37 The Regulator has required Railtrack to develop a model of station long term charges 

based on the value of the assets and the costs of maintenance and renewal. This model 

allocates the charges between stations based on relative size and property income. 

1.38 The Regulator proposes to retain the broad structure of the Property Allowance 

Scheme (PAS). This provides an incentive for Railtrack to manage its property 

portfolio for the benefit of the industry as a whole. However, he proposes to refine the 

PAS to ensure that all station income is treated consistently. 

Defining, monitoring and incentivising delivery of baseline outputs 

1.39 The Regulator has received considerable support for his proposed approach to 

defining, monitoring and incentivising the delivery of baseline outputs. Given the 

very substantial increase in revenues, the Regulator considers 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 also necessary to define relevant 

measures of the serviceability and condition of the assets. Finally, although the 
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Regulator does not propose to regulate inputs directly, he will need to be able to 

monitor activities against the assumptions which are either explicit or implicit in the 

periodic review settlement. For example, at the next periodic review, he will expect 

Railtrack to explain any variations 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. 

1.40 The allowed levels of expenditure and revenue are consistent with the current Railway 

Group Safety Plan. Substantial progress has also been made towards defining robust 

measures and expected levels of asset condition. Railtrack has provided substantial 

information as part of the periodic review, effectively defining the activities which 

Railtrack considers are necessary to sustain the network. However, the Regulator does 

not consider that the 2000 NMS sets out these activities with sufficient clarity or 

specificity. He therefore requires Railtrack to produce a supplement to the NMS 

setting out in detail 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. 

1.41 The Regulator expects that the new annual return which Railtrack will be required to 

produce will report on its performance against the relevant measures of output and 

activity referred to above. He also expects that his reporters will review this annual 

return and that he will then publish an annual commentary on Railtrack’s performance 

in the preceding year. 

1.42 The draft periodic review settlement funds Railtrack to achieve improvements in 

operational performance of 2.5% per annum in addition to the target for the current 

year. The primary mechanism for incentivising Railtrack to achieve (and beat) this 

level of performance is through the improved performance regime. However, the 

Regulator proposes to establish an enforceable target at a level of delay which is 5-

10% higher than this expected level of performance. Based on Railtrack’s assessment 

of the cost of performance improvements and the incentives which will already be 

provided by the performance regime, he proposes that the monetary penalty for failure 

to meet this target should be at least £2.2 million per percentage point. 

1.43 As indicated in April 2000, failure to deliver the expected levels of serviceability and 

condition or the assumed activity levels would not generally result in enforcement 

action but would be taken into account at the next review. However, if Railtrack is 

seen to be falling well short of the relevant targets, this may be an indicator of major 
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stewardship problems, necessitating more immediate action. Railtrack has provided 

constructive input towards defining the relevant targets in these circumstances and the 

Regulator proposes to develop this approach to help define the circumstances in 

which he would expect to take such action. 

Enhancement framework 

1.44 Substantial detail has already been provided on the Regulator’s proposed approach to 

the enhancement framework. However, this document provides further clarification of 

his proposed treatment of contingencies when costing enhancement projects. His 

present view is that contingencies should only be added to costs which have been 

demonstrated to be efficient. Given this, he proposes that projects which are approved 

in the first year of the next control period would include a contingency of up to 15% 

over the estimated cost. For enhancements which are approved in subsequent years, 

the maximum contingency would decline by between 1 and 2 percentage points per 

annum. The level of contingency in a particular case would depend on specified 

elements of the risk of the project. 

1.45 The Regulator considers that this approach should ensure that Railtrack receives 

appropriate compensation for taking sensible business risks. It should also provide a 

clear incentive for the company to deliver enhancements in an efficient and timely 

manner and to improve its risk assessment capabilities. Finally, it should provide 

greater clarity and transparency about the way in which enhancements will be treated. 

Summary of Part III: West Coast Main Line enhancements 

Background 

1.46 The Regulator’s approach to the renewals element of the West Coast Route 

Modernisation (WCRM) was discussed in the June 2000 periodic review document 

and is a key element of the periodic review. By contrast, the charges for the 

enhancements to the WCML are largely outside the scope of the review.  

1.47 There are three main components of the proposed enhancements to the WCML. The 

first element consists of the outputs required for West Coast Trains as part of the 

Passenger Upgrade 2 (PUG2) contract. This was a commercial deal agreed at a fixed 

price with revenue sharing arrangements and provision 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. 

1.48 The second element provides an additional 42 paths per day on the slow line. In 1998 

Railtrack gave undertakings that, on completion of PUG2, these additional 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 allowed to charge. The SSRA 

has since confirmed that delivery of these additional paths is vital and that it 

recognises that this will require SSRA funding. Given this, the Regulator concluded 

that it was appropriate for him to establish relevant charges for these outputs in 

conjunction with the periodic review. Without charges, the undertakings lacked an 

essential element which the Regulator has now supplied. 

1.49 The third element provides an additional 2.5 paths per hour on the fast line. In 1998 

Railtrack also gave undertakings that, on completion of PUG2, these additional paths 

would be provided. It took the risk of being able to sell them without any indication of 

the price which it would be allowed to charge. The SSRA has confirmed that it is 

unlikely that it will want to fund this element of the programme. Unless there is a 

reasonable expectation that operators would be willing to pay for these paths, the 

Regulator does not consider 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 deliver these 

outputs. 

Charging arrangements 

1.50 In principle, the Regulator considers that the appropriate charges for the additional 42 

paths should be based on the incremental 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. 

1.51 In practice, however, setting the charges on this basis would mean that Railtrack 

would make a very substantial 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 level of compensation rather than delivering the contracted 

outputs. Since the 42 slow line paths were predicated on the completion of PUG2, this 

would also have implications for delivery of these enhancements. 
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1.52 In the light of these considerations, the Regulator is presently minded to conclude that 

if Railtrack were paid £0.5 billion linked to delivery of the 42 slow line paths and the 

outputs required for West Coast Trains, provision of the network capability to deliver 

these outputs would be a reasonable requirement under Condition 7 of Railtrack’s 

network licence. It is a matter for the SSRA to determine whether it is willing to fund 

this cost. 

1.53 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 

costs. Based on Railtrack’s own view of the costs, however, this would increase to 

around £0.5 billion. In the light of the implications for the SSRA and for Railtrack’s 

financial position, the Regulator intends to discuss this matter with SSRA and 

Railtrack before finalising his conclusions on the periodic review. 

Securing delivery 

1.54 Given the proposed arrangements 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, against which he will monitor progress. The 

proposed milestones will be discussed with Railtrack and SSRA before the Regulator 

finalises his conclusions on the periodic review. 

1.55 If any of the milestones are not fully achieved or if the Regulator’s reporters are not 

satisfied with overall progress, the Regulator will first require Railtrack to provide an 

explanation and a recovery plan. If this is not adequate, or is not delivered, the 

Regulator would expect to take enforcement action. Failure to deliver could therefore 

result in either monetary penalties or an adjustment to the RAB following the next 

periodic review. 

Summary of Part IV: Timetable and implementation 

1.56 Some further work is required before the Regulator finalises his conclusions. He 

currently expects to publish these conclusions around the end of September 2000. 

1.57 Responses to the planned consultations up to the final conclusions are due on the 

following dates: 

• 16 August 2000: KPMG report on re-calibration of the performance regimes; 
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• 25 August 2000: technical consultation on capacity charges; 

• 31 August 2000: provisional 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 conclusions would be as 

follows: 

• End-September 2000: Regulator publishes review notices under the current 

contractual arrangements; 

• October/November 2000: Regulator publishes review notice under the 

Transport Act 2000; 

• six weeks following review notice: Railtrack and other facility owners accept 

or reject 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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2. Methodology for resetting price controls 

Introduction 

2.1 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 overall revenue requirements as part of the periodic review. This involved 

a four step process: 

• Step 1: identify the baseline outputs which Railtrack is expected to deliver in 

the next control period (i.e. what it has to 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 baseline outputs (i.e. how much money 

Railtrack needs to do these things) – the methodology used to establish 

Railtrack’s overall revenue requirements is illustrated in Figure 2.1 below; 

 

 Figure 2.1: Revenue requirement 

Initial RAB

Enhancements

Renewals 

Under-delivery 

RAB
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• 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 financial indicators (gearing etc.) are consistent 

with the Regulator’s duties, including the duty not to make it unduly difficult 

for Railtrack to finance its relevant activities (i.e. check the implications for 

Railtrack’s profitability and its balance sheet). 

2.2 Railtrack’s response was generally supportive of the Regulator’s proposed 

methodology. However, it also made a number of detailed comments in response to 

the proposed approach. These are dealt with in the relevant chapters of this document. 

Other respondents were also supportive of the proposed methodology although 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. 

2.3 The remainder of this chapter focuses on the treatment of renewals (pay-as-you-go 

versus capitalisation), and the treatment of efficiency gains and under-delivery at the 

next periodic review. 

Pay-as-you-go versus capitalisation 

2.4 A key issue in step 2 above concerns the choice between a pay-as-you-go approach to 

renewals (as at present) versus capitalisation of some elements of renewals 

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 renewals 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 sufficient confidence in Railtrack’s 

expenditure projections for signalling and communications. 

2.5 Given this uncertainty, the Regulator proposes to provide for the expected level of 

renewals 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 

allowance. As explained in the June 2000 periodic review document, this adjustment 

would be implemented on a five year rolling basis (to preserve the incentive for 

efficiency) and would be subject to an efficiency review. 

2.6 This approach would not have any impact on the projected cash flows over the next 

five years, but would reduce significantly the level of risk to which Railtrack is 

exposed. The proposed treatment would need to be reflected in Railtrack’s regulatory 

accounts. 
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Efficiency gains and under-delivery 

2.7 A related issue concerns the treatment of efficiency savings and under-delivery at the 

next periodic review. The Regulator believes that it is important to minimise the 

potential distortions to incentives arising from a five yearly periodic review process. 

In particular, 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. 

2.8 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 itself provides a clear definition of the outputs which 

Railtrack is expected to deliver over the next control period as well expenditure 

projections for the third control period. In some cases, it will also be necessary to 

establish what activities Railtrack expects to deliver in return for the allowed 

expenditure. These assumptions must be made explicit so that they can be compared 

with the actual outturn. These issues are discussed further in Chapters 3 and 14. 

2.9 In response to the December 1999 periodic review document, Railtrack welcomed the 

Regulator’s intention to signal his proposed approach to the next review. The 

Regulator has also received strong support for this proposal from other parties. More 

recently, Railtrack has provided detailed proposals on the way in which efficiency 

savings should be dealt with at the next review. These proposals will be considered by 

the Regulator in developing his proposed approach. However, given that the level of 

activity is far from normal requirements, he does not believe that it will be possible to 

devise a purely mechanistic approach. 
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3. Activity and expenditure 

Introduction 

3.1 Railtrack’s projections of the total operating, maintenance and renewal expenditure 

required to sustain the network essentially in steady state over the next control period 

have increased from £12.3 billion in May 1999 to £14.5 billion in November 1999 to 

£15.0 billion in May 2000 and to £15.9 billion in July 2000 (before any allowance for 

the impact of traffic growth in the second control period). This compares with around 

£2 billion per annum (£10 billion over five years) assumed when the initial 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 Railtrack argues that there are three main reasons for the increase in expenditure 

requirements: 

• inadequate knowledge of asset condition and incremental costs when the 

existing charges were set – Railtrack argues that the combined impact of 

remedial 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 – 

Railtrack argues that, assuming no traffic growth from 2001, the average 

levels of traffic and other network outputs (performance, temporary speed 

restrictions, station condition, broken rails etc) will be better than in the first 

control period; and 

• the historic patterns of expenditure in the public sector – significant 

proportions of assets were upgraded within a short period and, as the relevant 

assets life-expire in the next two control periods, the consequential renewals 

expenditures will also be bunched. 

3.3 Railtrack acknowledges that these factors mean it is not possible to rely entirely on 

historic 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 himself that the increased projections for the second control period 

were justified. He therefore emphasised the need for Railtrack to demonstrate 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 also considers that the projected 

increase in activity greatly increases the need to define the outputs which Railtrack is 

expected to deliver from this activity as clearly as possible. This issue is discussed 

further in Chapter 14. 

3.4 The Regulator also commissioned Booz Allen & Hamilton (BAH) to review the 

projections in Railtrack’s 2000 Network Management Statement (NMS) and 

associated cost submissions and to update their assessment of Railtrack’s expenditure 

requirements for the next two control periods. Their report is available on the ORR 

website. 

3.5 Since the December 1999 periodic review document, Railtrack has revised its 

signalling strategy for the WCRM. The Regulator’s provisional 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 appropriate treatment of risk and the scope for improved efficiency. 

3.6 The remainder of this chapter considers the required level of operating, 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 Chapter 9, increased traffic levels should be broadly self 

financing (i.e. the increased costs resulting from traffic growth would be equal to the 

increased revenues from usage charges over the period). The potential for improved 

efficiency is discussed in Chapter 4.  

3.7 Each major category of expenditure is considered in turn. In each case, the 

Regulator’s proposed approach is compared with Railtrack’s position. Railtrack’s 

projections for non-WCML expenditure are derived from its May 2000 cost 

submission and those for the WCML are derived from the supplementary information 

which Railtrack provided in July 2000. The July 2000 submission showed a slight 

reduction in the current and prior year spend and some changes in the mix of 

enhancement and renewal. In addition, it was not possible to reconcile Railtrack’s 

allocation of on-costs and site 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 first column in Table 3.1 below summarises Railtrack’s projected maintenance 

and renewal expenditure on train control systems (i.e. signalling and 

telecommunications) over the next control period before efficiency improvements.  

3.9 Railtrack’s pre-efficiency WCML figures are assumed to be in line with the estimates 

derived by the joint (ORR/Railtrack) study at P80 (i.e. the estimated cost from a 

Quantified Risk Assessment (QRA) process in which there is a 20% chance of the 

estimated cost being exceeded). The train control element of site specific works and 

other costs which were identified in the June 2000 periodic review document are also 

shown in this table. The Regulator’s projections are based on the P50 cost estimates 

from this joint study (i.e. there is 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 estimates is consistent with Railtrack’s approach to non-WCML maintenance and 

renewals projections and with its earlier approach to the estimation of the costs of the 

WCRM. The Regulator recognises that there is considerable uncertainty about 

required signalling expenditure. However, he and his consultants consider that, in this 

case, the P50 cost estimate from the joint report represents the best available estimate 

of the expected cost of the project. It is therefore consistent 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 telecommunications expenditure for the 

remainder of the network was assessed using high level assumptions about the 

required outputs and the unit cost of delivering those outputs. Although BAH 

concluded that these assumptions were reasonable, the resulting cost projections are 

subject to considerable uncertainty. There is also some uncertainty about the extent to 

which Railtrack will be able to exploit some elements of its operational network (e.g. 

masts and troughs) for commercial purposes. 

3.12 The non-WCML signalling estimates are based on Railtrack’s signalling asset 

maintenance plan (SAMP) for the network as a whole, adjusted to remove the 

elements relating to WCRM renewals 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 material signalling renewal on the 

WCML after completion of the WCRM in the third control period, it would be more 

appropriate 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. 

3.13 The Regulator has also reduced Railtrack’s proposed allowance for accelerated 

renewals so that it is only paid the net present value of future savings in renewals 

expenditure. Finally, expenditure on performance improvements has been removed 

from signalling renewals on the assumption that this would be treated as enhancement 

(although the Regulator has not removed £24 million of performance related renewals 

expenditure as part of the WCRM). 

Table 3.1: Train control expenditure projections in second control period 

1998/99 £ million  Railtrack  ORR  

Renewal   
WCRM renewal   

Signalling  - 1,271 
Telecoms  - 99 
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 1,972 

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 

 
 

3.14 The Regulator’s projected maintenance and renewals expenditure on train control 

systems in the second control period is therefore £4,548 million before taking account 
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of growth and efficiency improvements. He intends to allow for this total expenditure 

in Railtrack’s revenues. Given this, he has adopted Railtrack’s assumed expenditure 

profile which takes account of potential constraints in the supply market.  

3.15 Of the difference between the Regulator’s projection and Railtrack’s projection, £321 

million is attributable to the adjustment for WCRM risk (£176 million) and the 

WCRM adjustment to SAMP (£145 million). Given the need to ensure that Railtrack 

is able to finance the potential level of signalling renewals, he proposes to include this 

difference in the RAB at least until the next review. Railtrack would therefore be paid 

for the financing costs on this potential expenditure rather than the expenditure itself. 

As explained in Chapter 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 adjustment for the financing costs associated with the 

£321 million. 

3.16 The overall effect of this is a major increase in signalling renewals activity and 

expenditure over the next control period both on the WCML and the remainder of the 

network. In particular, Railtrack is being funded to renew or life extend a significant 

number of the electrical interlockings which date back to the 1970s as part 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 

delivery of the planned outputs. This is primarily a matter for the management of the 

company. However, given the importance of this issue, the history of delays in 

signalling projects and the lead times involved, the Regulator proposes to require 

Railtrack to prepare a detailed implementation strategy for both signalling and 

telecoms, including proposed fallback positions in relation to high risk elements of the 

strategy. 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 first column of Table 3.2 below summarises Railtrack’s projected expenditure 

requirements on track maintenance and renewal over the next control period before 

efficiency improvements.  
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3.19 As with train controls, Railtrack’s pre-efficiency WCML figures are assumed to be in 

line with the P80 estimates 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 element. However, since this was 

based on 1997/98 traffic levels, an adjustment has been made for growth in the first 

control period. Further adjustments are made to provide for additional renewals 

required to deliver and maintain the targeted reduction in broken rails and accelerated 

renewals relating to Thameslink 2000.  

3.20 Railtrack’s May 2000 cost submission also included £420 million of renewals arising 

from projected growth in freight and passenger traffic during the second control 

period. In its July 2000 submission, this figure was reduced to a level which is 

intended to be consistent with the expected growth in income from track access 

charges. However, Railtrack argues that this understates the actual impact of growth 

in the next period since it assumes a steady state 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 - 171 171 
Accelerated renewals - 90 90 
Sub-total 689 729 729 
Variable usage revenues1 -37 -37 -37 
Total 652 692 692 

Non-WCRM renewal    
Network renewals exc. WCRM  1,066 1,066 1,312 
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 34 34 34 
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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3.21 The second and third columns of Table 3.2 illustrate the Regulator’s proposed 

adjustments using two alternative approaches. In the case of the WCML, both 

approaches use P50 rather than P80 estimates derived from the joint ORR/Railtrack 

study. For non-WCML renewals, the approach in the first column is similar to that 

adopted by Railtrack, except that there is a smaller adjustment for growth in the first 

control period (based on work which has been done in connection with usage charges) 

and a smaller allowance for accelerated renewals (so that Railtrack is only paid the net 

present value of future renewals expenditure saved). 

3.22 The approach in the second column starts from the average level of expenditure on 

track renewals (excluding WCML) in the last two years of the current control period. 

This expenditure is reduced by 2% per annum to 2001 to allow for the efficiency 

savings which Railtrack claims 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 allow for the additional expenditure relating to broken rails plus the 

present value of accelerated renewals. 

3.23 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 Railtrack’s proposal. This reflects the consistent advice from BAH 

that Railtrack’s activity rates for renewal of key elements of the network are 

inadequate. The Regulator also considers that this difference represents a reasonable 

allowance 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 approach and to assume a flat profile of expenditure over the next period. 

3.24 Given the proposed expenditure projections, the Regulator expects Railtrack to 

deliver the renewal activities set out in its May 2000 cost submission. This comprises 

annual renewal rates excluding WCML equal to 1.1% of rail, 2.4% of sleepers, 2.8% 

of ballast and 1.8% of switches and crossings. Since Railtrack has projected further 

increases in renewal 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 

Structures 

3.25 Railtrack's 1998 structures AMP projected maintenance and renewal expenditure of 

£147 million per annum 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 accelerated works in 1997/98 and partly 

because of deferral 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% real increase over the expected average annual 

expenditure in the first control period. 

3.26 Against this background, the Regulator proposes to deduct the projected expenditure 

on structures as part of WCRM (£89 million excluding accelerated renewals) from 

£775 million to derive an estimate 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 allowance of £680 million . This is also broadly 

consistent with WCML accounting for 11% of the network since this would imply a 

non-WCML cost of around £690 million. 

3.27 Given this base, the Regulator proposes to accept Railtrack's projection of the 

additional expenditure requirements for Bridgeguard 3 (to strengthen road over rail 

bridges) and other minor renewals (£133 million in the second control period). This 

results in a projected expenditure before efficiency and growth of £819 million. 

Stations and depots 

3.28 Railtrack's May 2000 cost submission projects pre-efficiency expenditure for stations 

and depots of £877 million in the second control period. This is up from £674 million 

in the May 1999 cost submission. Overall, this represents a 33% real reduction in total 

expenditure compared to the first control period. However, this was a period in which 

spending was targeted primarily at the backlog elements 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 model of asset condition and renewal needs which BAH 

have confirmed to be satisfactory. From this base, the Regulator proposes to add £14 

million of other renewals at depots and an allowance of £73 million for maintenance 

and renewal of lineside buildings (this latter allowance compares with £124 million 

proposed by Railtrack although some allowance has already been made for lineside 

buildings elsewhere in its submission). 

3.30 The Regulator proposes to treat a further £132 million of expenditure as enhancement, 

as this comprises expenditure for additional functionality at stations which is provided 

for separately in the RAB. No allowance has been made made for backlog 

expenditure (£34 million) as this should be funded via the balance sheet provision 

made at privatisation. Finally, no allowance has been made for Railtrack’s proposed 

increase in the provision for heritage materials (from £41 to £74 million) or 

accelerated renewal (£12 million) since Railtrack has not provided sufficient 

justification for their inclusion. 

Electrification 

3.31 Railtrack's electrification renewals proposals for the non-WCML network have 

remained unchanged since the May 1999 cost submission (£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 analysis by BAH. 

Information systems 

3.32 Railtrack's renewals expenditure proposals on information systems for the second 

control period were £111 million in the May 1999 cost submission. The estimated 

cost was amended to £335 million in the November 1999 cost submission on the basis 

that a major Information Systems strategy review was underway. This review was 

expected to result in a major programme of investment in the second control period. 

The figure of £335 million was effectively the result of cross-industry benchmarking. 

3.33 The Regulator has yet to see details of the outcome of the IS strategy review. 

However, it is apparent that Railtrack currently has inefficient, fragmented and poorly 

maintained legacy systems. The Regulator regards the development of robust 
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information systems as a pre-requisite for the efficient management of the business 

and for the provision 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 comprehensive and reliable asset register. Finally,  he notes that Railtrack 

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. 

3.34 Based on comparisons with other industries, the Regulator accepts that Railtrack’s 

revised estimate 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 apply his overall efficiency 

assumptions to these projections. 

Plant and machinery 

3.35 In the May 2000 cost submission, Railtrack projected expenditure on plant and 

machinery of £125 million in the second control period. Trackside plant shows a 

significant increase compared with the overall level in the first control period, partly 

due to the age profiles of the assets. However, there is also a significant increase in 

spending on assets directly affecting train performance (e.g. points heaters and 

signalling power supplies) and on other performance-related investments (e.g. 

replacement of the rail head conditioning vehicle fleet and additional condition 

monitoring equipment). As explained in Chapter 6, the Regulator presently intends to 

provide for this in the RAB and he has therefore deducted £25 million from renewals. 

Other 

3.36 Railtrack’s projected expenditure on other renewals is £25 million (pre-efficiency). In 

previous years, this has included expenditure on lineside buildings and network 

management centre which are now provided for elsewhere. The Regulator has 

included this expenditure in his projections for the draft conclusions subject to 

clarification about the items of future expenditure which are included in this category. 

3.37 Other infrastructure maintenance (i.e. maintenance of infrastructure outwith the 

RT1A/IMC2/IMC2000 contracts) is projected to be £455 million before efficiency 

over the second control period. This category of expenditure includes materials 

haulage for maintenance works (£60 million) and other works including leaf fall and 
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vegetation clearance and operation and maintenance of engineering plant (£395 

million). BAH has advised that these projections are reasonable. 

Operating expenditure  

3.38 Railtrack's May 2000 cost submission projects operating expenses of £4.03 billion in 

the second control period (excluding expenditure associated with the independent rail 

safety activity). This projection is before efficiency and growth but does include some 

investment-led savings in operating costs (i.e. where Railtrack expects capital 

expenditure to lead to a reduction in staff requirements). 

3.39 Operating costs are expressed net of other operating income (e.g. recoveries from 

third parties in respect of infrastructure projects, sales of standards and revenue 

grants). During the latter years of the first control period, this income averaged £85 

million (although this included 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 annually in the second control period which is broadly consistent with 

the current level of income. The Regulator therefore proposes to accept this 

projection. 

3.40 Railtrack’s projected net operating expenditure represents a £301 million increase 

over the estimate made in the May 1999 cost submission. This increase is due to 

additional costs in the base year (increased expenditure on delivery of outputs, 

additional expenditure on the safety plan, increases in non-controllable charges from 

HSE and ORR), an increase in annual pensions provision to £20 million and a 

provision of £10 million per annum for the costs of feasibility studies for proposed 

enhancements which are not pursued.  

3.41 Following his review of Railtrack’s operating costs 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 

also proposes to allow £205 million of additional compensation to operators as a 

result of proposed changes to the Schedule 4 possessions regime (in addition to costs 

which are already provided for in the WCRM cost projections). However, he proposes 

to disallow Railtrack’s proposed contingency of £100 million since this has not been 

justified. In addition, he has made no allowance for the additional £50 million of 

potential costs which Railtrack has claimed 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 consists mainly of R&D expenditure (£87 million) 

and staff costs (£40 million). For the purposes of this document, the Regulator has 

taken these projections as given. Before reaching final conclusions 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 The implications of the preceding analysis for Railtrack’s overall operating, 

maintenance and renewal expenditure requirements before efficiency and growth are 

summarised in the Tables below. Table 3.3 compares the Regulator’s aggregate 

expenditure allowance 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 Railtrack’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). 

3.44 Table 3.4 summarises the resulting expenditure profile. Detailed 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 also expect Railtrack to provide the detailed zonal business 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. 

3.45 Figures 3.1 and 3.2 provide a graphical illustration of the proposed expenditure 

profiles. The first graph highlights the fact that the main source of the projected 

increase in expenditure is train control systems. 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 graphs also highlight the fact that, if the assumed level 

of renewals activity is delivered over the next control period, there should be a 

significant decline in expenditure in the third control period. 

3.46 Consultees are invited to comment on the proposed projections of pre-efficiency 

expenditure and the proposal to include an element of potential signalling expenditure 

in the RAB. 
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Table 3.3: Expenditure projections for control period 2 (pre-efficiency) 

1998/99 £ million  Railtrack  Railtrack  
Adjusted 

ORR  

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  2001/02 2002/03 2003/04 2004/05 2005/06 CP2 Total 

WCRM 

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

Non-WCRM 

Renewals 1,069  1,114  1,112  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  1,672  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 3,235 3,168 2,873 15,784 
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Figure 3.1: Maintenance, renewal and operating expenditure by asset 

 
 

Figure 3.2: West Coast and other expenditure 
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4. Efficiency 

Introduction 

4.1 The December 1999 periodic review document concluded that Railtrack should be 

able to achieve efficiency savings on controllable costs (i.e. excluding 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 provisional conclusions on 

Railtrack’s revenue requirements the Regulator assumed savings of 5% per annum 

which he considered to be challenging but achievable. Separate allowance was made 

for potential increases in maintenance and renewal activity needed to maintain the 

required asset condition, to improve performance and to allow for growth. The 

assumed rate of efficiency improvement did not therefore correspond to the expected 

rate of change in costs. 

4.2 Consultees were invited to comment on the range of expenditure projections 

identified by the Regulator, and particularly on the assumed rate and profile of 

efficiency savings. 

4.3 A number of respondents expressed a belief that there is substantial scope for 

Railtrack to make efficiency gains over the coming control period. Indeed, several 

parties suggested that the range proposed by the Regulator was relatively modest. 

Some respondents referred to international benchmarking work in support of this view 

and some suggested that there should be economies of scale and scope arising from 

the magnitude of investment in the industry. By contrast, other respondents expressed 

concern that the potential for efficiency gains would be reduced because of this level 

of investment. Some also stressed that cost savings should not be pursued at the 

expense of asset condition. 

4.4 Railtrack’s response to the December 1999 periodic review document focussed on the 

Regulator’s assessment of the efficiency savings made by other utilities and their 

application to Railtrack’s total controllable costs. Railtrack suggested that its 

proposed efficiency saving of 2% on total costs is broadly equivalent to 5% real unit 

cost efficiencies per annum (i.e. after allowing for anticipated growth and economies 

of scale). Railtrack also argued that it was inappropriate to apply 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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4.5 The remainder of this chapter discusses the relevant evidence on the potential for 

improved efficiency and explains the reasons for the Regulator’s conclusions. The 

following issues are considered in turn: 

• bottom-up assessments of potential efficiency savings; 

• comparisons with other privatised industries; 

• comparisons with other regulators; and 

• benchmarking and productivity trends in other railways. 

Bottom up assessments of efficiency savings 

4.6 The December 1999 periodic review document highlighted the Regulator’s view that 

detailed bottom-up analysis will tend to understate the scope for improved efficiency. 

In particular, this approach does not take account of potential 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 performance is not a good guide to Railtrack’s future expenditure 

requirements. This means that expenditure projections in a number of areas are 

based on high level assumptions about required levels of activity and unit 

rates. The Regulator considers that the potential for efficiency savings on such 

a base may be greater than if the costs were derived from historic information 

or detailed bottom up analysis; and 

• it does not have a detailed bottom-up plan for delivering savings of 2% per 

annum, which instead represents the company’s high level judgement about 

the scope for efficiency savings. 

4.7 These factors reinforce the weaknesses of detailed bottom-up efficiency analysis. 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 also had regard to the more detailed advice and analysis provided by 

Booz Allen & Hamilton (BAH). 
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Initial BAH report 

4.8 The initial BAH review of Railtrack's expenditure requirements concluded that 

Railtrack should be able to achieve savings equivalent to 4% per annum, rather than 

the 1.7% projected by Railtrack in its May 1999 cost submission. These savings were 

based on efficiencies in the areas of contracting, project delivery, possessions 

management, use of new technology and improved work specification. 

4.9 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 submission Railtrack 

projected savings of 2% per annum. It argued that supply-side constraints and 

constraints on possessions preclude the achievement of greater 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 basis of their detailed involvement in the 

joint project team, referred to above, they identified substantial costs which were not 

considered wholly appropriate in the context of a renewals programme (e.g. 

contingencies and additional programme management costs). In addition, they 

identified significant efficiencies (e.g. savings from improved packaging and planning 

of work, supply chain and risk management). They also noted that Railtrack had 

assumed productivity benefits within the WCRM programme from the improved use 

of possessions (although Railtrack had previously denied this). Overall, 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 

4.11 Further experience of rolling out the IMC2000 maintenance contracts led Railtrack to 

include slightly greater efficiencies in its May 2000 and July 2000 cost submissions. 

However, the overall projections remained consistent with an aggregate efficiency 

saving across all controllable costs of 2% per annum. 
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4.12 The Regulator commissioned BAH to review the projections in Railtrack's 2000 

Network Management Statement and associated cost submissions and to update their 

earlier assessment of Railtrack'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 extension of alliance contracts and improved 

arrangements for increasing the productivity of possessions. 

4.13 BAH is in broad agreement with Railtrack’s assessment of the likely magnitude and 

sources of efficiency savings, but there are significant differences of view in the 

timing of their delivery. For example, both parties accept that benefits in terms of 

reduced renewal requirements from the introduction of new materials or maintenance 

methods will be achieved only in the longer term;  similarly, changing the nature of 

sub-contracts with suppliers may require several years given the structure and terms 

of current agreements. Nevertheless, BAH argue that significant savings are 

achievable more immediately through improvements to Railtrack's own processes and 

procedures. Such savings have also been identified by Railtrack's own consultants 

through detailed bottom up analysis in key cost areas. 

4.14 Overall, BAH conclude that efficiency 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 The Regulator asked BAH to review Railtrack’s contracting strategy. They concluded 

that the new IMC2000 maintenance contract represents an improvement on the 

original (mostly pre-privatisation) contracts and that these improvements should 

enable Railtrack to achieve significant efficiencies. They also identified a number of 

missed and future opportunities, and Railtrack recognises the potential for further 

improvements in the future. Finally, they concluded that there are similar 

opportunities to improve the structure and management of Railtrack’s renewals 

contracts. 

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

through its supply chain rationalisation. However, it argues that these savings would 

require at least two full control periods to achieve and that half of the savings would 
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need to be shared with its contractors. BAH have examined a number of case studies 

of alliancing and strategic sourcing. They conclude that the greatest scope for savings 

arises in relatively complex situations. They also emphasise the importance of 

motivating the programme manager to deliver cost savings, rather than necessarily the 

works contractor (although Railtrack’s contractors are more closely integrated into 

Railtrack’s activities than contractors in other industries).  

4.17 One example of such alliance-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 

capital programme in the second control period after privatisation. It anticipates that 

further major 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 (although this share has been increased in the third control period, 

it still remains below 50%). 

4.18 As indicated in the June 2000 periodic review document, the Regulator is also 

concerned about the extent to which alliance-based target cost estimates can provide 

an appropriate basis for future projections. For example, although the original 

signalling alliance contract for the WCRM was subject to a form of competitive 

tendering, there have been significant changes in scope and the target cost projections 

for the current scope have effectively been derived through negotiation. Railtrack 

recognises that target costs resulting from a competitive bid process may be 

significantly different from those arising from an alliance where no competition on 

the final scope was carried out. The Regulator notes that in some cases where a 

regulated utility has entered into an alliance based contract, the target cost estimates 

have been adjusted following the periodic review. 

International best practice 

4.19 Since late 1999 the Regulator has been receiving extensive submissions from freight 

train operators on the subject of Railtrack’s efficiency. These submissions have 

included a technical examination of the main drivers of track maintenance and 

renewal costs, using North American practices as a ‘best practice’ comparator with 

current Railtrack practices. The technical work has been carried out on behalf of EWS 

by Transportation Technology Center, Inc. (TTCI) and the US transport and railway 

research organisation, using its very extensive technical expertise and world-wide 

experience of modern track construction and maintenance practices. 
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4.20 TTCI has suggested that Railtrack’s current practices are lagging well behind world 

best practice. It has recommended that Railtrack should be using improved 

components such as harder rail steel and different specifications (e.g. sleeper spacing 

and ballast depths) to give longer asset life at a lower life cycle cost. TTCI has also 

recommended that Railtrack should change aspects of its maintenance and renewal 

regime to deliver better asset management of the track components.  

4.21 Although Railtrack has emphasised the significant operational differences between 

US freight railways and its own network, it has largely accepted the validity of 

TTCI’s technical conclusions, and that there is indeed significant scope for Railtrack 

to improve its efficiency in track maintenance and renewal. The key issue is the speed 

at which such changes can be implemented and the catch-up efficiencies achieved.  

4.22 Railtrack argues that practical difficulties prevent it from implementing such 

extensive changes in a way that will significantly reduce its track maintenance and 

renewal costs during the second control period. The Regulator recognises that these 

changes will take some time. He considers that, although they will show some benefit 

in the next control period, they should result in larger benefits in the third control 

period and beyond.  

Comparisons with other privatised utilities 

4.23 The December 1999 periodic review document described Europe Economics’ analysis 

of the efficiency savings made by comparable industries (particularly UK utilities) 

and the implications for Railtrack’s potential efficiency savings. On the basis of this 

evidence, Europe Economics concluded that Railtrack should be able to reduce its 

controllable costs in the order of 3-5% per annum in real terms. 

4.24 Railtrack commissioned responses from McKinsey and OXERA, and following a 

seminar held with the Regulator, it made a further submission 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 

their original conclusions and the way in which they were used by the Regulator 

remain valid. The Regulator also commissioned Mr Geoffrey Horton (Horton 4 

Consulting) to provide a further independent review of the relevant consultants’ 

reports and he provided further support for Europe Economic’s conclusions. 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 appropriate adjustments to unit cost reductions 

achieved by other companies to take account of volume growth (due to economies of 

scale) and substitution of capital for labour. Even after making these adjustments, 

however, it is clear that significant savings have been achieved by these companies. 

4.26 In electricity distribution, the regional electricity companies (RECs) have achieved 

average unit cost reductions of 6.5% per annum since their 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 illustration, that a 1% 

increase in volume increases costs by 0.5%). In addition, Europe Economics propose 

an adjustment for capital substitution 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 

significant improvements in service quality (as well as quantity) in conjunction with 

these cost savings. 

4.27 Adjusting the savings achieved in electricity transmission in the same way implies a 

saving of 5.2% per annum. Moreover, in the period when volume growth has been 

relatively slow (below 5% a year), Transco has still reduced total operating costs by 

over 10% per annum. Average water and sewerage companies achieved savings of 

3% per annum since privatisation in 1989. This lower rate may reflect the greater 

increases in quality standards and the lower competitive pressures in the water 

industry. 

4.28 The Regulator therefore considers that there is strong evidence that other regulated 

network businesses have achieved savings in the range of 3-5% per annum. 

Choice of industry 

4.29 Another 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 weighted average of total factor 

productivity growth rates in comparator industries where the weights are based on a 

judgement about how similar the nature of the work is to Railtrack. Alternatively, 

Railtrack favours analysis of total factor productivity in other privatised industries 

(mainly competitive and non-infrastructure industries).  
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4.30 However, given the absence of direct railway comparators, the regulated network 

businesses provide the only available 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 at the frontier. By contrast, reliance on 

Railtrack’s proposed comparators would imply that there is no scope for catch-up.  

4.31 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 Railtrack argues that it was created de novo from a clean sheet and was therefore at 

least as efficient as other companies at the time of their privatisation. However, there 

is no evidence that companies which are newly formed shortly before privatisation 

have been unable to achieve large efficiency gains. In any case, this would only affect 

head office and zonal management costs, which represent a relatively small 

proportion of Railtrack’s overall cost base. Finally, the Regulator considers that 

experience from other privatised infrastructure companies suggests that Railtrack is 

likely to have lost some ground on most of the comparators since they have been 

privatised for longer. Unlike Railtrack, they can therefore be expected to have 

exhausted many of the “quick wins” available in the years following privatisation. 

4.33 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 (e.g. asset register, replacement 

of the pre-privatisation maintenance contracts, supply chain review and organisational 

change both in the centre and the zones). 

4.34 The Regulator considers that these factors provide further grounds for believing that 

Railtrack should be able to achieve similar catch-up efficiencies to those achieved by 

other utilities. 
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Distinguishing factors 

4.35 Finally, Railtrack argues that there are a number of “distinguishing factors” which 

constrain its ability to achieve the savings which have been achieved by other 

infrastructure companies. These include: 

• The scale of the enhancement programme. Railtrack claims that this may 

lead to supply market constraints and difficulties in optimising possessions 

and therefore increased costs. However, Railtrack has profiled its expenditure 

to overcome these supply constraints and the Regulator considers that the 

potential for economies of scale/scope provides a significant 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 

standards and get them approved and implemented represents a justifiable 

constraint on efficiencies. The Regulator regards safety as paramount and 

notes that safety conscious companies will also tend to be efficient companies; 

• Relatively slow technical change. Railtrack claims that technical change is 

slow in the rail industry. However, it has introduced new technology in a 

number of areas (e.g. high output track laying equipment) and freight 

operators have proposed a number of further areas where new technology 

could result in efficiency improvements; and  

• Real wage inflation. Railtrack argues that its high labour intensity makes it 

particularly subject to the effect of rising real wage costs. Europe Economics 

note the apparent lack of correlation  between labour intensity and the rate of 

total factor productivity improvement in other sectors of the economy. 

Railtrack has also recognised that savings in signalling operating costs are 

likely to be investment led. 

Comparisons with 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 potential 
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substitution between capital and operating costs, Railtrack argue that the appropriate 

cost reduction range based on other regulators’ targets is 0.7-3.8% per annum. 

4.37 However, the Regulator considers that Railtrack has overstated the adjustment for 

capital substitution in this case. For example, where other regulators have referred to 

significant investments to reduce operating costs, they have generally assumed that 

these would be self-financing. 

4.38 More importantly, other regulators have generally assumed greater efficiency 

reductions for the less efficient companies (4-5% per annum both for electricity 

distribution 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 

explained in the previous section, however, the Regulator does not believe it is 

plausible to argue that Railtrack is as efficient as the average of the other 

infrastructure companies which have been privatised for much longer. 

4.39 Finally, Railtrack focuses on the most recent regulatory determinations. Although the 

earlier assumptions were of a similar magnitude or higher, the actual efficiency gains 

achieved by the companies in question were significantly higher than the targets set 

by their regulators. In response, Railtrack point out that this is consistent with what 

one would expect under an incentive based regime. 

Benchmarking and productivity trends in other railways 

4.40 The December 1999 periodic review document referred to submissions received from 

freight train operators comparing Railtrack’s freight charges per gross tonne mile with 

the infrastructure costs per gross tonne mile of Class I railroads in the United States. 

This work was commissioned by EWS and carried out by LEK Consulting (LEK). 

The study refers to both cross-sectional benchmarking analysis and productivity trend 

analysis for US Class I railroads since the 1980 Staggers Act. LEK conclude that 

Railtrack’s freight charges to EWS are significantly higher than the infrastructure cost 

per gross tonne mile observed in the US Class I railroads; that the US Class I railroads 

have achieved average productivity gains of 6-7% per annum since the 1980 Staggers 

Act; and that Railtrack would have to achieve efficiency gains significantly 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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4.41 In response to this evidence, Railtrack stressed the differences between the US Class I 

railroads and the UK railway infrastructure. In particular, it argued that the unit costs 

observed in the US could not be achieved in the UK because the US Class I 

infrastructure handles almost exclusively freight traffic, while Railtrack operates a 

mixed railway, requiring track and signalling which is geared towards higher speed, 

mixed load traffic. 

4.42 The Regulator commissioned National Economic Research Associates (NERA) to 

study the efficiency experience of overseas railway infrastructure (NERA’s report is 

available on the ORR website). They emphasise the difficulties involved in 

benchmarking Railtrack against other companies due to the significant differences 

between the operational and organisational characteristics of different railways (e.g. 

traffic mix, traffic density, geographical factors, institutional structure and accounting 

policies). They conclude that analysis of overseas productivity trends is more relevant 

to the assessment of Railtrack’s ability to achieve efficiency savings. 

4.43 NERA carried out time series trend analysis of US Class I railroads using econometric 

techniques to correct for both scale effects and density effects. Given this, they 

observe that the US class I railroads achieved rapid reductions in real unit costs in the 

early 1980s. However, they also note that this was partly attributable to the significant 

rationalisation which took place immediately 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 I railroads were likely to be at 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.  

4.44 NERA conclude that US Class I railroads have achieved productivity gains in 

infrastructure provision of 3.3-3.9% a year. This is in addition to efficiency 

improvements resulting from increased traffic volumes and network rationalisation. 

They argue that this provides a suitable benchmark for long run productivity growth 

in rail infrastructure provision and that Railtrack should be able to achieve catch-up 

efficiency improvements in addition to this productivity growth. 

4.45 Given this, NERA conclude that the scope for Railtrack to improve efficiency over 

the next control period is of a similar 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 On the basis of the evidence discussed in this chapter, the Regulator considers 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 also recognises that the nature of the periodic review process may have 

provided an incentive for Railtrack to defer some efficiency savings until after the 

current year (although he does not have any evidence of this behaviour). 

4.47 However, the Regulator believes that it is important to set the efficiency target so that: 

• the resulting cost levels are achieveable having regard to Railtrack’s current 

position and the need to achieve savings in a manner which is sustainable 

without compromising the required outputs; 

• Railtrack is incentivised to outperform the assumed efficiency savings by 

being allowed to retain the benefits for a period of years; and 

• it is not unduly difficult for Railtrack to finance the activities in relation to 

which the Regulator has functions under Part I of the Railways Act 1993. 

4.48 In the light of these considerations, the Regulator is presently minded to assume 

efficiency savings which average around 4% per annum on all 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. 

4.49 With regard to the timing of these assumed savings, the Regulator considers that there 

is likely to be less scope for savings in the early years of the next control period. 

Given this, he assumes savings of 3% in the first year, followed by 4% per annum for 

the next two years and 5% per annum for the last two years. This is equivalent to 

annual savings of 4.2% per annum. Looked at over the period as a whole, this results 

in and aggregate savings equal to 10% of total expenditure. 

4.50 Table 4.1 below illustrates 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-efficiency expenditure 

and Railtrack’s projections. 



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 
 

55 

4.51 Consultees are invited to comment on the assumed rate and profile of assumed 

efficiency savings. 

Table 4.1: Expenditure projections (constant traffic) 

1998/99 £million  2001/02 2002/03 2003/04 2004/05 2005/06 CP2 Total 

WCRM 

Renewals 666  577  554  465  209  2,472  
Maintenance 69  73  75  76  74  367  

Non-WCRM 

Renewals 1,037  1,037  994  954  907  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 

Introduction 

5.1 Chapter 4 of the December 1999 periodic review document set out the Regulator’s 

provisional conclusions on the cost of capital and the relevant financial indicators. 

This chapter outlines the responses to these provisional conclusions and the 

Regulator’s current views on these matters. 

Cost of capital 

5.2 The approach adopted by the Regulator in his December 1999 periodic review 

document highlighted the need for consistency with other regulators. With regard to 

the general cost of capital assumptions (the risk free rate and the equity risk premium) 

he therefore adopted values which were consistent 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 

Railtrack are different to those faced by other utilities. 

5.3 Given this approach, the Regulator identified a range of 5.9-7.9% for the pre-tax real 

weighted average cost of capital. 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 provisional conclusion was that the appropriate value for the real 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 

value proposed by OFGEM on the same basis for electricity distribution. This 

difference reflects differences in the underlying risks of the businesses and the need 

for Railtrack to raise new equity finance. 

5.4 The Regulator also indicated that if any of the water or electricity distribution price 

controls were referred to the Competition Commission, his final conclusions on the 

cost of capital would take account of the conclusions from these inquiries. 

Subsequently, Mid Kent Water Plc and Sutton and East Surrey Water Plc were 

referred to the Competition Commission. 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 general cost of capital assumptions in his final 

conclusions. 

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

• the Regulator had underestimated the required post-tax return by 

underestimating both the company specific factors – in particular, Railtrack 

argues that the return on index linked gilts understates the real risk free rate 

since it ignores the inflation risk premium; 

• depending on the outcome of the Competition Commission’s water inquiries it 

may also be appropriate for the Regulator to change his estimates of the two 

generic parameters; 

• on taxation, Railtrack supports the Regulator’s conclusions. 

5.6 Although Railtrack has previously proposed a much higher range for the cost of 

capital, its response to the December 1999 periodic review document concluded that 

the Regulator’s final assumption should be based on the Competition Commission 

figures for the risk free rate and the equity risk premium, along with an equity beta of 

1.3-1.45, a debt premium of 1.75-1.85, gearing of 50% and a tax wedge of 1.43. 

5.7 Several investment banks responded to the consultation and provided some support 

for Railtrack’s position on the cost of capital. 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 capital 

allowances relating to enhancements. 

5.8 The Regulator intends to review these issues in the light of the Competition 

Commission’s conclusions, particularly with regard to the general cost of capital 

assumptions. In addition, he will wish to take account of the potential impact on 

Railtrack’s risk profile of the periodic review and the new model clauses for track 

access agreements. 
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Financial indicators 

5.9 Chapter 4 of the December 1999 periodic review document described the Regulator’s 

provisional views on the role of financial indicators, the relevant ratios, the applicable 

credit rating and the implied levels of the ratios. These conclusions were based on a 

series of discussions with a range of equity and credit analysts, credit rating agencies 

and major lending banks. Since then he has held further discussions on these issues 

with Railtrack and other parties. The remainder of this chapter therefore summarises 

the Regulator’s current views on these issues. 

5.10 The Regulator considers that the way in which Railtrack finances its investment 

requirements is a matter for the company. However, he has discussed a range of 

alternative financing options with Railtrack and he continues to have a constructive 

dialogue on these issues. He also recognises the role of financial indicators as a check 

that the conventional approach of setting the price controls does not make it unduly 

difficult for Railtrack to finance its relevant activities. 

5.11 Most respondents supported the indicators proposed by the Regulator and the 

emphasis on cash-based interest cover ratios. Relatively little emphasis 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. 

5.12 There has also been some discussion with Railtrack on the appropriate treatment of 

renewals expenditure in Railtrack’s accounts. In examining the impact on Railtrack’s 

financial ratios, the Regulator has therefore examined the implications of a range of 

alternative accounting treatments. However, given the proposed treatment of 

signalling expenditure in the RAB and the need to make comparisons with other 

companies on a like-for-like basis, he considers that it is appropriate to focus 

primarily on the impact under Railtrack’s existing accounting policies.  

5.13 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 value of any single indicator at any one point in time. They also 

agreed that it was necessary to recognise that other factors, such as the perception of 

regulatory and commercial risks, have a major impact on these issues. 



Periodic review of Railtrack’s access charges: Draft conclusions 

 
 

OFFICE of the RAIL REGULATOR • July 2000 
 

 
60 

5.14 In the light of the potential scale of Railtrack’s investment requirements the Regulator 

argued that there needed to be a degree of headroom and he indicated his intention to 

assess his proposals against the relevant financial indicators that would be required to 

maintain a flat A rating (although several respondents suggested that an A- rating 

would be reasonable). The resulting ratios are shown in Table 5.2 below. 

5.15 Standard & Poor confirmed in January 2000 that the ratio guidelines proposed by the 

Regulator were, under the present regulatory environment in the UK, broadly 

consistent with maintaining a rating in the single A category (i.e. A- to A+). This 

conclusion assumed that Railtrack maintained a low business risk profile. 

Table 5.1: Definitions of relevant financial indicators 

Indicator Definition 

EBITDA interest 
coverage 

Earnings from continuing operations before interest, 
taxes, depreciation and amortisation 

Divided by 
Gross interest incurred before subtracting capitalised interest and interest 

income 
FFO interest 
coverage 

Funds from operations (i.e. net income from continuing operations plus 
depreciation, amortisation, deferred income taxes, and other non-cash items) 
plus gross interest before subtracting capitalised interest and interest income 

Divided by 
Gross interest before subtracting capitalised interest and interest income 

FFO to total 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 
capex 

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

Divided by 
Total capital expenditure 

EBIT interest 
coverage 

Earnings from continuing operations before interest and tax 
Divided by 

Gross interest before subtracting capitalised interest and interest income 
Gearing Net debt (i.e. long term debt plus current maturities, commercial 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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Table 5.2: Constraints on 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 In its response to the December 1999 periodic review document, Railtrack indicated 

that it had EBIT/total interest covenants of 1.75x in its public bond documentation 

and 2.0x in its other loan agreements. It also argued that to ensure that it can maintain 

a flat A rating, the ratio levels would need to include a cushion of around 0.25 over 

the stated levels (e.g. 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 

discussion with relevant financial institutions, the Regulator is not convinced that this 

cushion is necessary to enable Railtrack to raise the finance which it is likely to 

require. He has, however, examined the implications of such a cushion when 

considering the impact of his draft conclusions in Chapter 8. 

5.17 Finally, as indicated in the December 1999 periodic review document, Railtrack PLC 

has proposed substantial special dividends to Railtrack Group PLC. In the light of his 

duties and given his current analysis of the implications of the periodic review for 

Railtrack’s financial position, the Regulator is presently minded to accept its 

argument that these dividends should not be written back for the purposes of the 

periodic review. However, intends to keep this matter under review in finalising his 

conclusions. He also intends to introduce a ring-fencing licence condition along the 

lines adopted for other UK regulated network businesses. He plans to discuss a draft 

of this licence condition with Railtrack later in the year. 

Conclusions and next steps 

5.18 Consultees are invited to comment further on Railtrack’s cost of capital when the 

Competition Commission report on Mid Kent Water and Sutton and East Surrey 

Water is published. 
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6. Regulatory Asset Base 

Introduction 

6.1 A key element of the financial framework for a regulated company is the value of the 

assets upon which it is allowed to earn a reasonable rate of return. This is usually 

referred to as the Regulatory Asset Base (RAB). Chapters 5 and 6 of the December 

1999 periodic review document set out the Regulator’s provisional conclusions on 

this issue. This chapter outlines the responses to these provisional conclusions and 

presents the Regulator’s draft conclusions on the RAB. The following issues are 

considered in turn: 

• initial RAB; 

• backlog spending at stations; 

• additional renewals expenditure in the current period;  

• additional revenues from the performance regime; 

• under-delivery by Railtrack in the current period; 

• enhancements in the current period (from privatisation to March 2001); and 

• enhancements in the next period (from April 2001 to March 2006). 

Initial RAB 

6.2 There is agreement between Railtrack and the Regulator about the first day trading 

values for equity and debt. In December 1999, the Regulator proposed that the initial 

RAB should include an uplift of 10-15% (£200 - £300 million) on the first day trading 

value of equity. However, Railtrack argues that this significantly undervalues the 

impact of the circumstances in which Railtrack was floated and that it has limited 

regulatory precedent. It proposes an uplift of 23% in line with its July 1999 proposals 

(although it had previously proposed an uplift of 60%). 
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6.3 Few other consultees provided detailed comments on this aspect of the Regulator’s 

provisional conclusions. However, some operators and funders expressed the view 

that no uplift was required (e.g. because the risks at privatisation were overstated or 

because there has been a downward trend in the uplift provided for by other 

regulators). 

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

• Railtrack argues that it is incorrect for the Regulator to assume that there 

would have been a one-for-one relationship between Railtrack’s share price 

and the FTSE 100 index. It also notes that other regulators did not adjust for 

movements in the market as a whole when considering the appropriate level of 

uplift for water and electricity distribution. However, the Regulator believes 

that it would be incorrect to make no adjustment for this factor and, given the 

inevitably small sample in the period immediately after privatisation, he 

considers that it is reasonable to assume a beta of one (he also notes that 

Railtrack argues that its equity beta is now much higher than one); 

• Railtrack claims that it is not possible to attribute 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 implausible that this increase was 

unrelated to speculation about the forthcoming results; 

• Railtrack argues that the investors in Railtrack faced greater commercial risks 

than investors in Northern Ireland Electricity (NIE) or the regional electricity 

companies (RECs) where respective uplifts of 7.5% and 15% were adopted. 

However, Railtrack do not refer to the concerns about whether the new 

electricity trading market (the pool) would work and the fact that the REC 

privatisation coincided with the Gulf War. It can also be argued that the initial 

market value of NIE was affected by company specific concerns which 

unwound in the period following privatisation; and 

• Railtrack claims that the Regulator has not responded to its views that the 

commercial risks unwound over a period of 226 days. This is incorrect. After 

adjusting for the increase in the market in general, 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 that 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 half 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 

increase rather than the average increase. This implied an uplift of 13% 

(around the middle of his proposed range); and 

• Railtrack also asserts that the Regulator has not responded directly to its view 

that there were substantial political 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 considered when reaching a conclusion on the proposed 

range. As indicated in his December 1999 periodic review document, the 

Regulator does not consider that it would be appropriate for all share price 

increases (including those relating to the unwinding of political risk) to be 

reflected in the RAB since part of these increases would have related to 

changes in expected outperformance in the first price control period for which 

shareholders will have already benefited. 

6.5 The reasons for the proposed uplift of 10-15% on the first day’s trading value were 

given in the December 1999 periodic review document. For the reasons given above, 

the Regulator is satisfied that this proposed range remains appropriate. In the light of 

these arguments, he also proposes to adopt a value at the top end of his proposed 

range (equivalent 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 relative to the FTSE 100 index over the 226 days from flotation; 

• an uplift of 13% (19% on the offer price) based on the overall increase in the 

share price relative 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 The December 1999 periodic review document concluded that £450 million (£480 

million in 1998/99 prices) of provisions relating to backlog expenditure at stations 

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.  

6.7 Railtrack points out that the figure assumed when the price controls were set was 

£500 million not £450 million. This difference relate s to provision for environmental 

liabilities which stood at £70 million at privatisation and have since been reduced to 

£53 million. Railtrack has indicated that significant additional expenditure (not 

included in its submission) may be required for new environmental legislation (e.g. 

relating to fuel dumps). The Regulator agrees with this interpretation and proposes to 

include this amount in the RAB on the basis that future liabilities in this area will be 

financed out of this provision. 

6.8 The proposed RAB adjustment is therefore increased from £480 million to £533 

million in 1998/99 prices. 

6.9 Railtrack also argues that a further £310 million of backlog expenditure on stations 

should be included in the RAB. However, the Regulator still considers that this should 

be treated as additional renewal expenditure since this was not anticipated when the 

price controls were set. 

Additional renewals expenditure in the current period 

6.10 The December 1999 periodic review document concluded that around £1 billion of 

additional renewals which were anticipated at privatisation but not provided for when 

the price controls were set should be included in the RAB since this was equivalent to 

additional debt. This includes the additional backlog referred to in the previous 

section.  

6.11 However, the Regulator also concluded that the value of the change in tax treatment 

just before privatisation should be netted off these additional renewals to produce a 

net increase of £300 million (£320 million in 1998/99 prices). He also concluded that 

additional renewals which were not anticipated at privatisation should not be included 

in the RAB on the basis that this represents inefficiency or risks which investors were 
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expected to bear. In June 2000, the Regulator confirmed this approach in relation to 

the additional renewals on the West Coast Main Line. 

6.12 Railtrack has argued that it is inappropriate to net off the tax gain since this would 

penalise investors retrospectively. However, the Regulator’s proposals do not have the 

effect of clawing back the tax gain. This is because investors have already benefited 

from this gain over the first control period (through profits and dividends over that 

period) and its value would also have been reflected in a higher initial value of equity. 

It follows that deducting this value from the initial value of equity would merely have 

the effect of ensuring that Railtrack did not benefit twice from this tax change.  

6.13 Railtrack has subsequently made further arguments in response to the Regulator’s 

proposals. 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 

analysed a range of scenarios and it is unsurprising that there are different projections 

for taxation. He proposes to deduct the net present value of this change in tax 

provided by Railtrack from the net present value of the additional renewals. This 

implies a net addition to the RAB of £530 million in 1998/99 prices. 

6.14 Railtrack also made a number of further arguments. However, for the reasons 

provided  below, the Regulator does not consider 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 privatisation (although this contradicts its earlier position on this 

issue). However, they point out that most analysts assumed an effective tax 

rate of 15% partly because of the additional renewals. The Regulator considers 

that this implies an adjustment to the RAB at least equal to the net present 

value of the tax benefit from the additional renewals. Deducting this from the 

net present value of the additional renewals, 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 additional renewals would not have been reflected in 

the initial value of equity (because investors would have assumed that the 

investment would be added to the RAB) but the initially reduced effective tax 
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rates would have been reflected in this value. With regard to the first part of 

this argument, the December 1999 periodic review document pointed out that 

this is one possible interpretation of what investors might have assumed about 

the treatment of the additional renewals and this is consistent with the 

Regulator’s approach. As explained above, the second part of the argument 

implies that this part of the initial value of equity should not be included in the 

RAB; 

• Railtrack argues that it is impractical, unwarranted and unprecedented to split 

the initial RAB into components. However, the Regulator considers that this is 

a material part of the initial value and that it would be inappropriate to ignore 

this. Other regulators (including the MMC) have also adjusted the initial value 

of equity to remove the value of other businesses; 

• Railtrack argues that investors would have expected the low initial effective 

tax rate to have reversed in a later period. However, this is also consistent 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 reset at privatisation 

since returns would have been set on a pre-tax basis. However, some other 

regulators have set returns on a post-tax basis and the previous Regulator had 

proposed to adopt this approach for the periodic review. One operator has also 

argued that the Regulator’s use of pre-tax rates of return is inappropriate since 

it gives Railtrack the benefit of accumulated capital allowances. 

6.15 In the light of these arguments, the Regulator proposes to adjust the RAB by £530 

million due to the net effect of the additional £1 billion of renewals and the reduction 

in taxation. 

6.16 Railtrack also argues that unanticipated increases in renewals have arisen because of 

poor asset knowledge at privatisation, unanticipated growth for which the existing 

structure of charges has provided inadequate compensation and improved outputs. As 

indicated above, however, the Regulator considers that Railtrack was intended to bear 

these risks. He also notes that maintenance expenditure has been significantly less 

than assumed at privatisation and that, although the variable charges may not have 

compensated Railtrack for the full impact of growth, it did earn some additional 

revenues as a result of this growth. 
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6.17 Since December 1999, the Regulator indicated to Railtrack that if it could 

demonstrate that the additional renewals expenditure in the first control period 

delivered genuine enhancements to the network, he would consider including this 

element of expenditure in the RAB. In his June 2000 periodic review document, he 

indicated that he was considering whether to include £170 million of renewals 

expenditure on the West Coast Main Line relating to safety, R&D and accelerated 

renewals. 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 arose from poor calibration of the benchmarks rather than improved 

efficiency. It has also been argued that failure to claw back these profits would 

encourage poor calibration, poor delay attribution and inappropriate benchmarking. 

The Regulator agrees that the benchmarks are likely to have been set inappropriately 

and that the additional profits are unlikely to be attributable purely to Railtrack’s own 

efforts. However, he considers that the benchmarks were set based on the best 

information available at the time. As emphasised in December 1999, the Regulator 

considers 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-delivery by Railtrack in the current period 

6.19 The December 1999 periodic review document identified a number of areas where 

Railtrack may have under-delivered on the outputs which it might reasonably have 

been expected to deliver in the first price control period. The initial report by Booz 

Allen & Hamilton (BAH) on Railtrack’s performance in the first control period 

provided some evidence in support of this view. 

6.20 However, the December 1999 periodic review document also highlighted the fact that 

the Regulator had already taken action in relation to operational performance (delays), 

that the other outputs which Railtrack was expected to deliver were not defined 

explicitly at privatisation, and that he proposed to disallow most of the additional 

renewals in the first price control period. Given this, the Regulator consulted on the 

case for a reduction in the RAB of up to £120 million based on the scale of the 

adjustments proposed by other regulators for relatively poor performance. 
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6.21 Railtrack rejected the argument that it had underdelivered during the first price control 

period. In particular, it argued that all measures of performance apart from broken 

rails 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 a recovery plan.  

6.22 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 also compared the level of track renewals activity assumed in AMP 1995 with the 

actual level of activity since privatisation. This confirms that rail renewals have been 

above expectation, but renewal of sleepers, ballast and switches and crossings has 

been significantly below what would have been expected. Applying unit rates to these 

activities, implies a net under-delivery of around £170 million in 1998/99 prices. 

6.23 In the light of the evidence set out in Booz Allen & Hamilton’s initial report, the 

responses to the consultation and the further evidence relating to track renewals, the 

Regulator proposes to reduce the RAB by £120 million. This is at the top end of the 

range proposed in the December 1999 periodic review document and is therefore in 

line with the equivalent adjustments for relatively poor performing water or electricity 

companies. 

Logged up enhancements in the current period 

6.24 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 implying total 

expenditure for the period of £1,175 million. The total expenditure which Railtrack 

has now logged up for inclusion in the March 2001 RAB amounts to £2,038 million, 

of which £953 million relates to expenditure which was previously classified as 

renewals. 

6.25 Appendix E summarises the Regulator’s analysis 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 previously classified 

as renewals. Given that the Regulator has already proposed to provide for £530 

million of additional renewals (net of tax) which were anticipated at privatisation, this 
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implies that around half of the additional renewals which were not anticipated when 

the price controls were set will be included in the March 2001 RAB. 

Enhancements in next control period 

6.26 This section considers the projected enhancement expenditure in the next control 

period which is expected to deliver outputs over and above the sustained network and 

which is included in the baseline for the periodic review. 

6.27 Table 6.1 below summarises Railtrack’s recent enhancement submission (adjusted to 

1998/99 prices for comparability). The figures for the first control period relate to the 

last 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 Railtrack’s financial 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 As explained in Chapter 3, the Regulator proposes to include in the RAB £321 million 

of potential renewals expenditure in the RAB at least until the next periodic review. 

6.29 Railtrack has included £461 million of expenditure in the second control period 

relating to train protection systems. 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 

signalling renewals expenditure, he proposes that under- or overspend relative to the 

assumed level of expenditure should be taken into account through a rolling five 

yearly adjustment to the RAB at the next periodic review. It is principally a matter for 

Railtrack as infrastructure controller, subject to HSE scrutiny, to decide what should 

be done. Before finalising his conclusions 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 that, 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 

ERTMS (excl WCRM) 
Other Train Protection 
Stepping distances 
Total safety 

87 
0 
14 
0 

100 

228 
163 
69 
42 
503 

0 
104 
307 
0 

411 

315 
268 
390 
42 

1,015 
Other authorities Disabled access 5 143 138 285 
IOS schemes 117 schemes 0 768 8 776 
Capacity schemes WCRM 

TL2K Core 
TL2K Additions 
Sunderland Metro 
Waterloo – Fawkham Jn 
ECML Phase I 
Virgin Cross Country 
RT recommended 
Proxy for franchises 
Total capacity 

291 
59 
15 
21 
9 
83 
6 
14 
0 

497 

1,338 
750 
180 
19 
50 
31 
73 

2,569 
330 

5,339 

11 
6 
2 
0 
0 
0 
0 

134 
192 
345 

1,640 
815 
197 
39 
59 
113 
79 

2,717 
522 

6,181 

Stations Modern facilities 
Major stations 

0 
44 

197 
654 

0 
6 

197 
704 

Freight schemes Capability 0 242 98 341 
Other  Various small schemes 227 246 0 473 
Total All schemes 874 8,091 1,006 9,971 

 

Platform stepping distances 

6.30 Following discussion with the industry, Railtrack has established a priority list of 116 

stations which would require £42 million of expenditure over the first three years to 

make these platforms consistent with required stepping distances. However, these 

estimates are not yet at the feasibility stage and Railtrack has estimated that further 

programme phases could cost in the region of £700 million. 

6.31 It is not therefore appropriate for the full programme to be included within the scope 

of the periodic review. However, given the need for Railtrack to begin work on this 

programme, one option would be for the initial 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 consideration when establishing appropriate charges for the 

remainder of the programme during the next control period. For the purposes of the 

draft conclusions on the periodic review the Regulator has assumed that this approach 
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will be adopted (although this is subject to discussion with SSRA, HSE and 

Railtrack). 

Disabled access 

6.32 Railtrack has estimated that the total cost of compliance with the Disability 

Discrimination Act 1995 (DDA) Part III 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 costing £281 million over the next ten 

years (£143 million in the next control period). 

6.33 Expenditure required as a result of legal requirements such as this would normally be 

included in the RAB (unless it was dealt with as a pass-through item under the change 

of law provisions in Schedule 7 of the track access contracts). However, the Regulator 

has not yet received full details of either the proposed programme of works or the 

costs of this programme. He therefore proposes that these enhancements are dealt 

with through station specific adjustments to the long term charge which are 

established under the general framework for enhancement before the relevant work is 

undertaken. He expects Railtrack to set out details of the required programme and 

associated costs as a matter of urgency in order that this can be discussed with the 

SSRA and other relevant funders. 

IOS schemes 

6.34 The Regulator published his views on Railtrack’s initial costing of the Incremental 

Output Statement (IOS) schemes in June 2000. This included a number of 

adjustments to Railtrack’s methodology and the Regulator expects Railtrack to reflect 

these adjustments in its subsequent development of these schemes. 

6.35 One of the main adjustments proposed in the June 2000 document related to the 

treatment of contingencies. However, the Regulator has provided further clarification 

with respect to his proposed approach to contingencies in Chapter 17 of this 

document. This suggests that a contingency of up to 15% may be appropriate for 

enhancement schemes which are approved in the first year of the next control period. 

In the light of the risk characteristics of the IOS schemes, the Regulator considers that 

the relevant contingency should not exceed 10% of the mean cost estimate (this 

compares with a premium of around 15% based on P80 cost estimates proposed by 

Railtrack). The case for any contingency will, however, depend on Railtrack 
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demonstrating that the projected cost of the schemes incorporates potential efficiency 

savings. 

6.36 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 relevant expenditure in the second control 

period is £388 million, of which £14 million is rolled forward from the final 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). 

6.37 The June 2000 periodic review document proposed that the periodic review should 

establish indicative prices for IOS schemes based on existing information but that 

these prices should be adjusted when firmer cost information becomes available. The 

Regulator proposed that this could be achieved through either a narrowly defined 

interim review which would be completed by July 2001 or through ex post 

adjustments at the next periodic review. Both SSRA and Railtrack supported the first 

approach. The figures referred to above should therefore be regarded as provisional, 

subject to further review by July 2001. 

Performance 

6.38 Railtrack has indicated that it would cost £15 million a year to achieve an average 

annual 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 at a lower cost by investing in performance rather than incurring 

additional operating costs. Given this, they argue that average improvements of 2.5% 

per annum could be achieved at a cost of around £10 million per annum. 

6.39 The Regulator considers that the scale of the renewal programme and the IOS 

programme should also result in significant improvements in performance (although 

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 (although he notes that 

there is an element of performance related renewals within the WCRM). 
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Capacity schemes 

6.40 The Regulator proposes to include £31 million of expenditure on ECML Phase I 

(Leeds First) in the RAB as it is expected to be spent (see discussion in relation to 

enhancement expenditure in the first price control period).  

6.41 The Waterloo - Fawkham Junction scheme provides additional capacity for Eurostar 

trains and other rights. If Railtrack can demonstrate that the single till income 

associated with it is at least equal 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 

spent. 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 outside the scope of the 

periodic review (in the case of existing schemes, because they are separately ring-

fenced or, in the case of new schemes, because the parties have not yet submitted 

access agreements for approval). However, Railtrack argues that the Regulator will 

not be fulfilling his section 4 duties if he does not take account of the total level of 

enhancement expenditure he expects Railtrack to incur over the next control period 

when setting the level of access charges. Although these enhancements are not 

included in the RAB, they are taken into consideration when assessing the potential 

implications for Railtrack’s financial position. This issue is therefore discussed further 

in Chapter 8. 

Stations 

6.43 Railtrack has been discussing with SSRA a possible programme of enhancements at 

stations focussed on information, comfort and convenience at a cost of approximately 

£200 million. If the SSRA wishes to procure these enhancements as part of the 

periodic review, the Regulator proposes that this expenditure should be treated in the 

same way as other IOS 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 IOSs by July 2001). The way in which the aggregate 

amounts would be translated into the station long term charge as the outputs are 

delivered is discussed further in Chapter 13. 

6.44 Railtrack has also proposed £654 million of enhancement expenditure at major 

stations 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 that this will be dealt 

with through the enhancement framework outside the scope of the periodic review 

(e.g. as part of the franchise replacement process). 

Freight and other small schemes 

6.45 Railtrack has projected £242 million of freight-related enhancements in the second 

control period. This consists mainly of the Felixstowe-Nuneaton scheme. Railtrack is 

also in discussion with SSRA regarding various enhancements arising from the 2000 

spending review. The Regulator’s present view is that there is insufficient time for 

these schemes to be analysed for inclusion within the scope of the periodic review. He 

therefore assumes that this expenditure will be financed outside the scope of the 

review. 

6.46 Railtrack has also identified £246 million of other small schemes in the second 

control period. However, these were not intended for inclusion 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 

Chapter 3, this includes £321 million of signalling renewals which may arise over 

next control period. In order to assess the potential implications for Railtrack’s 

financial position, the table also summarises the other enhancement expenditure 

which Railtrack assumes that it will need to finance. This indicates that total 

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 
Schemes included in RAB 

Train Protection 
Platform Stepping 
Shortlisted IOS schemes 
Performance 
Waterloo – Fawkham Jn 
ECML Phase I 
Stations modern facilities 

Total 

 
242 
14 
102 
10 
22 
31 
39 
461 

 
163 
14 
181 
10 
24 
0 
39 
432 

 
107 
14 
75 
10 
4 
0 
39 
250 

 
118 
0 
23 
10 
0 
0 
39 
190 

 
150 
0 
7 
10 
0 
0 
39 
206 

 
781 
42 
388 
50 
50 
31 
197 

1,539 
Enhancements not 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 
Schemes included in RAB 

Train Protection 
Performance 

Total 

 
120 
10 
130 

 
116 
10 
126 

 
98 
10 
108 

 
77 
10 
87 

 
0 
10 
10 

 
412 
50 
462 

Enhancements not in RAB 294 96 67 62 18 537 
Total 425 223 175 149 28 999 

 

Network downgrades 

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

considering whether to include a downward adjustment to the RAB relating to 

network downgrades. He considers that such an adjustment could be based on either: 

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

• the saving in maintenance and renewal costs in the relevant period. 

6.49 Although Railtrack’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 reinstate 69 schemes to their original capacity and capability. It has 

also confirmed that the maintenance and renewal cost savings in the first control 

period would have been de minimis. 

6.50 Although the Regulator has not reviewed these cost estimates in detail, he considers it 

is plausible 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 believe it would be 

appropriate to deduct the full reinstatement cost from the RAB. 

6.51 With regard to future downgrades, where Railtrack has consulted all 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 failed to consult adequately, however, he 

would expect to deduct the full reinstatement costs. 

Conclusions and next steps 

6.52 Table 6.3 below 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 billion in March 2001 increasing to £6.63 billion by March 

2006. 
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Table 6.3: The Regulatory Asset Base (RAB) 

Initial value (1996 prices) 

Equity 

Uplift at 15% 

Debt 

Total 

Initial value (1998/99 prices) 

 

1.99 

0.30 

0.54 

2.84 

3.04 

Roll forward in first control period (1998/99 prices) 

Backlog spending 

Renewals 

Enhancements in first control period 

Under-delivery adjustment 

Total 

 

0.53 

0.53 

1.13 

-0.12 

2.07 

Roll forward second control period (1998/99 prices)1 

2001/02 

2002/03 

2003/04 

2004/05 

2005/06 

Total 

 

0.45 

0.43 

0.25 

0.19 

0.20 

1.52 

RAB (1998/99 prices) 

March 2001 

March 2002 

March 2003 

March 2004 

March 2005 

March 2006 

 

5.11 

5.57 

6.00 

6.25 

6.43 

6.63 
1. The figures are net of depreciation 
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7. Other single till income 

Introduction 

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 overall 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 approach which the Regulator has used to estimate 

Railtrack’s income from stations. The resulting allowance in the single till is £1.1 

billion over the control period, as set out in Table 7.1 below. Residual trading income 

of around £28 million per annum has not been included in these figures as it is 

included in the baseline 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 

at £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 baseline 

property income. Railtrack generally supported DTZ Pieda’s methodology but argued 

that income of £975 million is too optimistic. The majority of other responses were 

supportive although 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 situation.It should also be noted that outperformance of the baseline is shared 

with operators through the property allowance scheme (PAS). 

7.5 Table 7.2 below presents Railtrack’s July 2000 estimate of the appropriate baseline 

for the PAS, together with Regulator’s provisional conclusions published in 

December 1999. 

7.6 DTZ Pieda have confirmed that the Regulator’s projection contained in the December 

1999 periodic review document remains appropriate. The Regulator has therefore 

retained these projections for his draft conclusions. As explained in Chapter 12 the 

Regulator intends to adjust the PAS to take account of the impact the proposed asset 

disposal 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 

£825 million based on continuation of the existing policy with no allowance for 

growth. The Regulator has since commissioned studies on the standalone cost of a 

freight-only network and an economic analysis of the rail freight market. The 

Regulator has also initiated a fundamental review of freight charging policy and he 

expects to publish further views on this in August 2000. 

7.8 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 existing 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 annual reduction in charges of 

5%. He will review this assumption before reaching final conclusions in light of the 
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review of freight charging policy and recent Government announcements relating to 

rail-freight enhancements. 

Table 7.3 Freight income 

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

Railtrack July 2000 190 188 186 185 184 934 

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 small component of Railtrack’s overall income. Table 7.4 below 

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 a material effect on these figures. 

7.10 For the purposes of the Regulator’s draft conclusions, he has adopted Railtrack’s 

latest projection. Before finalising his conclusions, however, he will need to be 

satisfied that these projections are consistent with the enhancements which have been 

logged up in the RAB. 

Table 7.4: Open access income 

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

Railtrack July 2000 50 47 48 48 48 241 

ORR December 1999 58 58 58 58 58 290 

 
Other single till 

7.11 Other areas of income which need to be taken into account within the single till are 

light maintenance depots, connections income and other operating income. The level 

of income which the Regulator has therefore assumed over the next control period 

from other single till items is set 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 conclusions he 

has assumed a constant level of income from connections. 

Table 7.5: Other single till 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 

7.13 Table 7.6 below summarises the Regulator’s conclusions on single till income. 

Consultees are invited to comment on the Regulator’s projected income of £3,352 

milion for stations and other single till items over the next control period.  

Table 7.6: Single till 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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8. Assessing Railtrack’s revenue requirements 

8.1 The preceding chapters explain the reasons for the Regulator’s draft conclusions on 

each of the key building blocks used to establish Railtrack’s revenue requirements for 

the next control period: that is, operating, maintenance and renewal expenditure 

projections; the RAB; the cost of capital; and single till income. Table 8.1 below 

compares these conclusions with Railtrack’s proposals. 

Table 8.1: Key assumptions 

 ORR  
July 2000 

Railtrack  
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 million1 

CP2 allowed expenditure £14,256 million £15,592 million2 

Stations and other single till income £3,352 million £3,278 million3 

1. 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 IOS enhancement schemes. 

2. Railtrack figures adjusted to exclude items included in the RAB. 
3. Railtrack figure includes ORR proposed station long term charge. 

 

8.2 This chapter describes the implications of these draft conclusions for the aggregate 

level of revenue which Railtrack requires from access charges for franchised 

passenger train services to enable it to finance its activities. Given the proposed 

changes to the structure of charges (see Chapter 9), the effect of traffic growth will 

generally be self financing and the revenue projections in this chapter are therefore 

based on zero traffic growth.  

8.3 The following section assumes that the increase in Railtrack’s overall revenue 

requirements is met entirely through increased access charges and examines the 

implications for the Regulator’s duty not to make it unduly difficult for Railtrack to 

finance the activities in relation to which he has functions under Part I of the Railways 

Act 1993. The subsequent section considers the implications of the duty on the 

Regulator to have regard to the Franchising Director’s financial position, particularly 

in relation to the profile of revenues over the period and the choice between increased 

access charges and grants. 
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Increase in revenue funded entirely through increased access charges 

8.4 Table 8.2 below shows the implications of the Regulator’s draft conclusions 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 finalises his conclusions, 

these figures are based on an assumed cost of capital of 7.5% pre-tax real. This is at 

the top end of the range proposed in December 1999. 

8.5 Since the station long term charge is included 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 also 

excludes the elements of track access charges which relate to IOS enhancements and 

the IRSA since these are also shown separately. 

Table 8.2: Annual revenue requirements 

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

Return on initial RAB 383 383 383 383 383 1,916 

Depreciation/return on enhancements 18 49 72 87 101 327 

Allowed expenditure 3,167 3,052 2,924 2,736 2,377 14,256 

Stations and other single till income 676 675 671 666 664 3,352 

IRSA income 36 35 30 26 26 152 

IOS income 2 12 24 31 33 102 

Other franchised track access revenue 2,854 2,766 2,662 2,495 2,150 12,927 

Percentage change1  57.9% -3.1% -3.8% -6.3% -13.8% - 

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

8.6 This table shows that, if revenues were profiled to follow the revenue requirement for 

each year, there would need to be an initial increase in track access charges for 

franchised passenger services of over 50%. After this initial increase, required access 

charges would decline in real terms at an average rate of 7% per annum. By the end of 

the next period, these charges would still be 19% higher than in the current year. 

8.7 The implied X factor to maintain a constant expected real rate of return on the RAB 

would therefore be around 7%. This is partly attributable to improvements in 

efficiency (since the Regulator has assumed annual efficiency savings of 3-5% per 
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annum over the period). The other main driver, however, is the profile of activity 

which is loaded towards the front end of the period, particularly WCRM expenditure. 

8.8 However, there is a range of alternative combinations for the initial price adjustment 

(often referred to as the P0 adjustment) and annual price adjustment (referred to as X) 

which yield the same net present value. It is also necessary to take account of the 

impact of the proposed changes to the structure of charges which are discussed in 

Chapter 9. 

8.9 Table 8.3 below therefore illustrates the initial increase in track access charges for 

franchised passenger services which is implied by a range of alternative X factors (a 

range of plus or minus 2% is shown since the current charges include an X factor of 

2%). This shows that: 

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

constant in real terms during the next control period), the initial increase in 

revenues would be 44%; 

• if the assumed cost of capital is reduced from 7.5%  to 7%, the initial increase 

in revenues falls by about 1.7 percentage points; 

• if X is set at minus 2% (falling real prices), the initial increase in revenues 

rises by 4.7 percentage points; 

• if X is set at plus 2% (rising real prices), the required initial increase in 

revenues falls by 4.5 percentage points. 

Table 8.3: Franchised track access charges exc IOS and IRSA with no grants1 

7.5% pre-tax real return 7.0% pre-tax real return 1998/99 £ million  

Year 1 revenue %  change Year 1 revenue % change 

X = 2 (real increase in charges) 2,512 39.0 2,482 37.4 

X = 0 (constant real charges) 2,595 43.5 2,562 41.8 

X = -2 (real reduction in charges) 2,677 48.2 2,646 46.4 

1. The detailed calculations are shown in Appendix F. 
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8.10 The Regulator has examined the implications of these alternative revenue profiles for 

Railtrack’s financial position. In doing so, he has had particular regard to the impact 

on the financial ratios discussed in Chapter 5, including the covenants relating to 

Railtrack’s existing debt. 

8.11 On the basis of this analysis, he concludes that the overall revenues for the second 

control period as a whole would not make it unduly difficult for Railtrack to finance 

the activities in relation to which the Regulator has functions under Part I of the 

Railways Act 1993. In particular, Railtrack would be able to finance the baseline 

expenditure requirements underlying these revenues. It would also be able to finance 

the other enhancements covered by Railtrack’s enhancement submission, implying 

total enhancement expenditure over the next period of around £8 billion (see Chapter 

6). If Railtrack concludes that it needs to provide some headroom over the relevant 

financial ratios described in Chapter 5 throughout the next control period or it needs 

to finance significant 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’s financial position 

8.12 In reaching conclusions on the periodic review, the Regulator is required to have 

regard to the Franchising Director’s financial position. Due to the exceptional nature 

of some of the maintenance and renewals requirements identified in the following 

chapters (particularly the WCRM), the Franchising Director has indicated that he 

would prefer to pay for the exceptional element of these costs by way of grant rather 

than through access charges. He has also expressed a desire for the overall increase in 

charges (access charges plus grants) to be profiled towards the later years of the next 

control period. 

8.13 In considering this issue, however, the Regulator is also required to discharge his 

other duties. Given these duties, he concludes that the following conditions would 

need to be satisfied for these grants to be offset fully against access charges for 

maintenance and renewal of the network: 

• payment of grants must be unconditional, unrelated to specific assets and 

accounted for as revenue rather than capital - i.e. grant income would be 

equivalent to additional fixed access charges (otherwise this choice would 

introduce unnecessary risks and could have an artificial effect on Railtrack’s 

reported profitability); 
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• although Railtrack would be compensated at the cost of capital for deferral of 

grant income to later years in the next control period, this deferral must not 

make it unduly difficult for Railtrack to finance the activities in relation to 

which the Regulator has relevant functions (this therefore depends on the 

impact on Railtrack’s financial position); and 

• the aggregate level of access charges should not fall from present levels as a 

result of the proposed grants since this would result in an unsustainable level 

of access charges (which could increase perceived regulatory risk since access 

charges may need to increase substantially at the next review) and may mean 

that the fixed charge for some operators becomes very low. 

8.14 To reinforce the fact that this grant income should be regarded as equivalent to 

income from fixed track access charges, the Regulator considers that track access 

charges should be adjusted automatically if the assumed grants are not paid. This 

should also provide sufficient predictability to enable Railtrack to finance the deferred 

income. The Regulator therefore proposes to publish a schedule of the assumed grants 

with his final conclusions. He would also include a provision in Schedule 7 of the 

track acccess agreements which states that, if the actual level or timing of grant 

payments differs from the published schedule, access charges would be adjusted to 

compensate Railtrack for this change. 

8.15 The final two conditions referred to above depend on the scale 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 likely cost of the WCRM which was published by the 

Regulator in the June 2000 periodic review document, the Government’s recent 

spending review assumed the profile of grant payments illustrated in Table 8.4 below. 

The first line of the table represents the costs which are covered by the relevant 

grants. The second line shows the amount of grant which is assumed would be paid in 

the middle of each year in relation 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 relating 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 element of the grant.  
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8.17 The last two lines in the table illustrate the potential impact of the deferred grants on 

Railtrack’s financial position on the assumption that Railtrack accounts for these 

grants in the same way as it accounts for fixed track access charges: 

• the penultimate line illustrates the impact of the proposed deferral on cash-

flows (before financing costs). This shows that the deferral would have a 

significantly negative impact on cash flows in the first two years. This would, 

however, be more than offset by a positive effect in later years; and 

• the final line illustrates 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 first 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 grants1 796 760 733 711 683 100 3,783 

Mid-year grant re current year 0 0 28 413 351 100 892 

1 April grant re prior years 0 243 1,351 800 311 348 3,053 

Net effect on cash-flows2 -796 -517 646 502 -1 348 162 

Net effect inc 1 year deferral3 -553 591 95 13 16 0 162 

1. Including financing costs @ 7.5% real pre-tax. 
2. Line 2 plus line 3 minus line 1. 
3. Line 2 plus line 3 for following year minus line 1. 
 

8.18 Given the overall profile of Railtrack’s expected revenues and expenditure (including 

enhancement expenditure which is outside 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 relevant activities. It may also be possible for Railtrack to 

borrow against the deferred grants off-balance sheet, which would reduce the impact 

on the relevant financial ratios. 

8.19 If, however, the proposed grants were treated as capital income in Railtrack’s 

accounts, this would have a material impact on its reported financial position 

compared to the situation where Railtrack is paid entirely through access charges. The 
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Regulator therefore intends to obtain further advice on this matter and to discuss this 

issue with Railtrack and SSRA. 

Implications for access charges 

8.20 Table 8.5 below illustrates the potential impact of these grants on Railtrack’s revenue 

requirement from track access charges for franchised passenger train services 

(excluding IOS and IRSA charges). This shows that the proposed level of grants 

would reduce the initial increase in required revenues from 58% to 14%. By the end 

of the period, the net revenue requirement is also significantly less than the current 

level of charges. Given the conditions referred to above, the Regulator would 

therefore be concerned that these charges towards the end of the next period may not 

be sustainable in the third control period and that the fixed charge for some operators 

would be very low. 

Table 8.5: Annual revenue requirements with grants 

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

Gross revenue requirement 2,854 2,766 2,662 2,495 2,150 12,927 

Grants 796 760 733 711 683 3,683 

Net revenue requirement 2,058 2,006 1,929 1,784 1,467 9,244 

Percentage change1  13.9% -2.5% -3.8% -7.5% -17.8% - 

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

8.21 By contrast, Table 8.6 shows that, if X is set equal 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 at that level in real terms throughout the next control period 

(assuming a cost of capital of 7.5%). Assuming a cost of capital of 7% reduces the 

initial increase in charges to 0.7%. This profile of charges (i.e. with X=0) also results 

in a more appropriate financial profile for the company than the profile implied by 

Table 8.5. 

8.22 In the light of these considerations and given his draft conclusions 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 allowing for the costs of the independent rail safety activity, 

incremental output statement enhancements or traffic growth. Revenues for 
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subsequent years would be calculated using an X factor equal to zero (i.e. the base 

level of charges would be constant in real terms over the next control period). 

Table 8.6: Franchised track access charges exc IOS and IRSA with assumed grants 

7.5% return 7.0% return 1998/99 £ million  

Year 1 revenue % change Year 1 revenue % change 

X = 2 (real increase in charges) 1,798 -0.5 1,766 -2.2 

X = 0 (constant real charges) 1,852 2.5 1,820 0.7 

X = -2 (real reduction in charges) 1,908 5.6 1,875 3.8 

 
Conclusions and next steps 

8.23 The publication of these draft conclusions provides the final opportunity for Railtrack, 

operators, funders and others to comment on Railtrack’s overall revenue 

requirements. Each of the individual components has already been subject to separate 

consultation. Comments are invited on Railtrack’s overall level and profile of 

revenues and the treatment of grants. In reaching his final conclusions on these 

matters, the Regulator will particularly wish to consult with Railtrack and SSRA. He 

will also seek advice from HSE to ensure that his conclusions are consistent with the 

relevant safety obligations. 



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 
 

93 

 

 

 

 

 
 

PART II: 

 
INCENTIVE FRAMEWORK 



Periodic review of Railtrack’s access charges: Draft conclusions 

 
 

OFFICE of the RAIL REGULATOR • July 2000 
 

 
94 

 



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 
 

95 

9. Structure of charges – Schedule 7 

9.1 The Regulator set out his provisional conclusions on the structure of charges in Part I 

of the April 2000 periodic review document. He asked Railtrack to undertake work to 

establish the effect of the proposals on franchised passenger train operating 

companies. The Regulator’s draft conclusions take account of the preliminary results 

of this analysis. Before publishing his final conclusions, however, he intends to 

undertake further analysis of these issues including the interaction with the proposed 

increase in performance incentives discussed in Chapter 10. 

9.2 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 electricity; 

• the proposed volume incentive; 

• the allocation of the fixed charge;  

• adjustments relating to incremental output statement (IOS) enhancements; 

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

• implementation issues associated with changing the structure of charges. 

Usage charges 

9.3 The April 2000 periodic review document consulted on the use of the top down usage 

cost model. This model 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 

set 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.  



Periodic review of Railtrack’s access charges: Draft conclusions 

 
 

OFFICE of the RAIL REGULATOR • July 2000 
 

 
96 

9.4 While the Regulator believes that the top-down model remains most appropriate, he 

believes that the usage charges should reflect the steady state 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 

a proxy for the steady state usage costs being incurred by Railtrack).  

9.5 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 

version of the model has been developed. The Regulator expects to use this model to 

set usage charges and intends to make it available to operators. This means that usage 

charges will account for around 9% of total track access charges. By comparison, 

Railtrack’s most recent proposals imply charges equal to around 12% of total track 

access charges.  

9.6 The Regulator also consulted on setting usage charges based on the assumed level of 

efficiency over the next control period as a whole. Railtrack objects strongly to this 

approach and advocates a “standard RPI-X profile”. Railtrack has argued that this 

approach will not align its incentives with those of the train operators, giving it a 

lower incentive to promote growth in the first part of the control period. The 

Regulator does not find this persuasive as the planning horizon in the railway industry 

is longer than the two to three year period to which Railtrack is referring. Given the 

inevitable lags between traffic growth and maintenance and renewal requirements, the 

Regulator is not convinced that this approach will provide any disincentive to 

Railtrack. The Regulator also considers that a larger initial price rise followed by a 

real decline in charges could create significant distortions to operators’ incentives. He 

therefore intends to adopt the approach set out in the April 2000 periodic review 

document.  

9.7 A number of other changes to the arrangements 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 at a later stage. The April 2000 

periodic review document, therefore, announced the Regulator’s intention to initiate 

an investigation into the feasibility and cost effectiveness of a regime to incentivise 

track and vehicle quality. It is the Regulator’s current view that this change may 

promote significant efficiency gains. He therefore intends to provide for a narrowly 

defined re-opener to allow such a regime to be introduced, if appropriate, before 2006. 
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9.8 Railtrack has suggested other changes including levying the usage charge on a 

geographical 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 charges to be levied on the basis of national vehicle miles.  

9.9 Table 9.1 shows the expected usage charge revenue in the next period based on 

Railtrack’s growth assumptions. As explained below, the electrification element of the 

costs will be included in electric traction charges. In addition, the impact of growth 

has been excluded from the financial model on the basis that the expected cost would 

be equal 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 165 177 178 185 190 894 

Electrification asset (to be included in 
electric traction charge) 

7 7 7 7 8 35 

Total 172 184 185 192 198 929 

 
 
Capacity charges  

9.10 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 

increase in Railtrack’s payments under the performance regime attributable to an 

additional service. The April 2000 periodic review document set out the Regulator’s 

provisional conclusion that a simplified version of the proposed charge should be 

introduced from May 2002.  

9.11 As announced in the April 2000 periodic review document, the Regulator 

commissioned Symonds to advise him on the introduction of the capacity charge. 

They were asked to review the approach taken by Railtrack to calculating the 

congestion costs and to propose an appropriate set of tariffs to recover these costs. He 

is publishing this report in conjunction with a technical consultation document which 

sets out the approach the Regulator expects to take in implementing this new charge. 
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9.12 The technical consultation document explains the proposed basis for the capacity 

charge. This would be applied to all 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 estimated Railtrack will make 

following the enhancement. This will ensure that the benefit of the increase in 

capacity accrues to the operator who is paying for that increase in capacity. The tariff 

itself would only be recalculated and reduced where all the operators using a section 

of track are jointly paying for an enhancement or the enhancement is being jointly 

purchased on their behalf (e.g. by the SSRA funding the enhancement).  

9.13 Symonds have advised the Regulator that the proposed capacity charge could be 

simplified by introducing a de minimis threshold below which there would be no 

capacity charge and banding the proposed charges. The Regulator also intends to 

apply assumed efficiency gains (i.e. the performance improvement of 2.5% per 

annum) to the capacity charges in a way which is consistent with the approach taken 

with the usage charges. The charges will therefore remain constant in real terms over 

the course of the control period. 

9.14 Some respondents (including the SSRA and ATOC) have expressed concern over the 

effect of increasing the marginal track access charges for services. However, it is 

generally recognised that the proposed charge does represent a legitimate variable 

cost which Railtrack needs to recover through access charges. It is also recognised 

that, in the case of new services, the proposed tariff merely replaces an existing 

negotiated charge and would not therefore increase the overall variability of charges 

at the margin. Finally, as indicated in the April 2000 periodic review document, the 

risk that the capacity charge would create an incentive for operators to reduce existing 

services would be neutralised by the SSRA proposals to link pass-through of the 

periodic review conclusions to maintenance of current service levels.  

9.15 At the same time, however, the Schedule 8 performance rates are being increased by 

roughly 100% to reflect the higher social valuation 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 valuation of delay. He is therefore proposing that the 

capacity charge paid by operators should recover half of the estimated congestion 

costs. The remaining 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 variable charge would not include the full impact of unanticipated 

growth in traffic. The effect of this growth will therefore be reflected in the RAB after 

the next periodic review. The adjustment to the RAB would be equal to the difference 

between the actual capacity charge income and the assumed capacity charge income 

over the period.  

9.17 Further concerns have been expressed about the robustness and transparency of the 

underlying statistical relationship, the data and the model which are used to calculate 

charges. The Regulator will expect Railtrack to demonstrate that the results are robust. 

For practical reasons, the Regulator has already announced that the introduction of the 

capacity charge will be for the Summer 2002 timetable. He intends to keep this 

transitional arrangement under review, especially in light of any practical issues 

concerning the calculation of appropriate tariffs.  

9.18 Table 9.2 shows Railtrack’s current projection of the total level of congestion costs to 

be recovered through access charges. Following discussion with the Regulator, 

Railtrack is revising this model and the Regulator expects Railtrack to produce draft 

charging tables for a sample 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 181 187 194 196 200 958 

 

Traction electricity charges  

9.19 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 electricity by train operators; 

• encouraging the introduction of metering on trains by allowing charges to be 

levied on metered consumption and excluding such arrangements from the 

wash-up calculation; 
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• including a provision for a limited review to allow operators the option of 

purchasing traction electricity from competing electricity suppliers; 

• continuing to index the tariffs Railtrack charges, but rebasing 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 individual vehicle consumption rates, to remove any anomalies 

and set the rates so that the expected value of the wash-up payments is zero.  

9.20 Respondents were generally supportive of these proposals 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 electricity consumption rates of 

freight operators are being reviewed through a separate process as part of the 

consultation on the Regulator’s policy towards the approval of freight access charges.  

9.21 Railtrack has indicated that there are significant practical difficulties with introducing 

the geographically disaggregated wash-up payments in May 2001 (part way through 

the financial year). It argues that there will be considerably less work and cost 

involved in calculating the wash-up using a common approach for a whole financial 

year. The Regulator’s present view is that the geographically disaggregated wash up 

should therefore be introduced in April 2001. If it could be demonstrated that this 

earlier introduction would cause significant and unreasonable difficulties for any 

operator then the change could be delayed by a year.  

9.22 Table 9.3 shows the projected electric traction charges, including the electrification 

asset element of costs (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 114 117 121 124 128 605 

Electrification asset (currently in 
usage charges) 

7 7 7 7 8 35 

Total 121 124 128 131 136 640 
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Volume incentive  

9.23 The April 2000 periodic review document proposed a variable charge to incentivise 

Railtrack to promote the use and development of the railway network. As proposed, 

this charge would have been calculated as a percentage mark up on the usage charge 

and the capacity charge. The Regulator made it clear that he considered this incentive 

not as a means of funding significant enhancements, but rather as a means of 

incentivising Railtrack to be more responsive to the needs of its customers in 

delivering the outputs which they require.  

9.24 The difficulty with this approach is that providing a positive incentive for Railtrack 

could result in a disincentive for operators to run marginal services. The Regulator 

therefore proposes that the proposed incentive will be provided to Railtrack through 

an adjustment to the RAB rather than through variable charges. This avoids any 

impact on the marginal incentives faced by operators and should help to ensure that 

Railtrack is more responsive to their requirements.  

9.25 Railtrack has argued that a value-based volume incentive, based on the growth in 

passenger miles, would provide the best alignment of their incentives with those of 

funders and operators. As indicated in the October 1999 periodic review document, 

the Regulator agrees with this view (although operators were opposed to this approach 

if applied to a variable charge). In response to the April 2000 periodic review 

document, Railtrack stated that its analysis showed that the social value of additional 

traffic on rail is in the range 1.5 to 3.5 pence per additional passenger mile. Assuming 

Railtrack is paid a similar share of social benefit to the 25% average negotiated with 

operators as the share of net benefit of new services under the current arrangements 

for supplemental agreements, this leads to a volume incentive of 0.8 to 1.3 pence per 

passenger mile.  

9.26 The Regulator therefore proposes that the RAB is adjusted at the next periodic review 

by the difference between the actual 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 is that: 

• the average rate per passenger mile should be around 1 penny per passenger 

mile; 
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• it may be appropriate 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 half of the 

growth in passenger miles which is projected in the 2000 NMS (this would 

provide limited downside for Railtrack and would compensate for any 

additional risk). 

9.27 Table 9.4 shows the potential expected value of this incentive on an annualised basis. 

This assumes a rate of one penny per passenger mile with no assumed growth. If the 

assumed rate of growth was half 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 actual passenger miles 

and the full projection in the NMS. This may be more transparent and would result in 

stronger cash-flows over the next control period (with a lower RAB thereafter) 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 final 

conclusion on this issue. 

9.28 The amounts shown in Table 9.4 represent a relatively small proportion of total 

income from access charges (less than 2%) because they relate only to additional 

passenger miles. However, the marginal incentive rate is much higher and the 

underlying volume incentive is therefore equivalent to around 15% of access charges. 

Table 9.4: Volume incentive  - one penny/passenger mile 

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

Potential volume incentive 9.7 19.6 30.0 41.0 52.0 152.2 

 
Fixed charge  

9.29 The fixed charge is designed to recover Railtrack’s residual revenue requirement after 

deducting the other single till items (property, freight, open access and stations 

income) and expected variable charges. The remaining amount then needs to be 

allocated between the different operators. 

9.30 The April 2000 periodic review document stated that the Regulator believed these 

costs should be allocated on the basis of the maximum train miles associated with 
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each individual 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 

associated with these different expressions are, in some cases, ambiguous or open to 

interpretation. While the Regulator’s proposed model clauses may make this 

calculation less subjective in future, his present view is that a proxy will need to be 

used for the maximum train miles associated with each agreement. For the present 

periodic review, therefore, the Regulator proposes to require Railtrack to allocate the 

zonal and national residual revenue requirements on the basis of the total timetabled 

miles of each operator for the financial year 1999/2000.  

IOS enhancements  

9.31 The incremental output statement (IOS) 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 delivered (see the June 2000 technical periodic 

review document). Provision is included within the model 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 also intends to include a provision for pro rata adjustments to the 

extent that the outputs are partially delivered and have value to the beneficiary. In 

establishing whether (and to what extent) the outputs have been delivered, 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 

Railtrack’s network licence. This resulted from the DETR Rail Safety Policy Review 

which recommended a clearer separation of Railtrack’s Safety and Standards 

Directorate from Railtrack’s commercial activities.  

9.34 This proposed licence modification would create a set of safety activities referred to 

as the Independent Rail Safety Activity (IRSA) undertaken by a separate Railtrack 

subsidiary company. Under the proposed arrangements, Railtrack 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 separately identified. It is his view that Railtrack should be able to pass 

through these costs directly into track access charges, subject to the approval of the 

Regulator. Before giving his approval to these charges, he would expect to seek 

advice from the HSE and discuss the proposed charges with the SSRA. This will also 

ensure that any further administrative or funding changes for safety activities can be 

easily accommodated. 

Implementation and changes to Schedule 7  

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

chapter should be implemented as follows:  

• capacity charge: May 2002; 

• usage charges: May 2001; and 

• electric traction charge: April 2001. 

9.36 The Regulator will ask Railtrack to prepare draft charges consistent with the proposals 

set 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 final conclusions, Schedule 7 of the franchised track 

access agreements will need to be amended. A new model Schedule 7 is attached at 

Appendix M.  

9.37 At present, the charges in the track access agreements are not published and are 

removed from the versions 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 confidential. He is therefore proposing to 

publish all the variable charges in a price list which will be placed on the public 

register. This should result in greater transparency and predictability for operators. To 

increase transparency further, the Regulator is considering whether the fixed charges 

should also be published. 

9.38 The current Part 9 of Schedule 7 provides operators with the ability to change the 

quantity or quality 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 model clauses and potentially in the new Part 

J which he has proposed.  He will be consulting further on these issues.  The version 

of Schedule 7 at Appendix M still contains a version of these provisions and the 

Regulator would expect that any changes to the TACs would be reflected in the track 

access agreements. 

9.39 The Regulator is also considering whether it is necessary to clarify or improve the 

arrangements in relation to change in law (in Part 3 of Schedule 7). 

Impact on overall charges 

9.40 As indicated above, the Regulator is analysing the implications for individual 

operators of the proposed structure of charges. This section identifies the impact on 

Railtrack and operators at an aggregate level. 

9.41 The top left segment of Figure 9.1 below illustrates the current structure of charges 

for the base allocation of rights. This shows that around 8% of current track access 

charges are variable. By contrast, the top right segment illustrates the structure which 

effectively applies to rights under supplemental access agreements (including 

negotiated elements to recover congestion costs 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. 

9.42 The impact of the changes which are outlined in this chapter is illustrated in the 

bottom two segments of Figure 9.1. From Railtrack’s point of view, the variability of 

charges associated with the base allocation 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. 

9.43 The proposed arrangements would therefore limit the impact on operators of a more 

appropriate structure of charges for Railtrack. It should also be noted that under 

Railtrack’s proposals, the level of variability faced by operators would have been 

significantly higher than under the Regulator’s proposals. The usage charges alone 

would have been around 3 percentage points higher based on Railtrack’s latest 

proposals (and its earlier proposals implied much greater variability). 
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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 overall impact on Railtrack and operator 

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

Figure 9.1 The proposed structure of charges  
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10. Operational performance– Schedule 8 

Introduction 

10.1 In Chapter 7 of the April 2000 periodic review document, the Regulator presented his 

provisional conclusions on the operational performance regime. He also 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. 

10.2 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 also been published 

on the ORR website. Each operator received details of the new societal and marginal 

revenue effect (MRE) rates and the TOC-on-TOC rate for each of their service 

groups, the monitoring point weightings and the cancellation minutes for each of their 

services. In addition, each TOC received the relevant portions of the responsibility 

matrix under which their TOC-on-TOC related payments are estimated. Railtrack and 

the SSRA have received the information for all operators.  

10.3 In April 2000 the Regulator set out his views on the structure of the template, his 

criteria for approving any customised arrangements and the arrangements for 

monitoring and enforcement of performance. The Regulator also set 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 conclusions on 

these issues. Chapter 16 discusses the role of enforcement for operational 

performance (as a backup to the Schedule 8 arrangements). 

New template Schedule 8 

10.4 The key elements of the structure which the Regulator outlined in April 2000 are: 

• a template regime with a single Railtrack payment rate for each service group, 

based on the MRE (estimated using new research into journey time elasticity 

and the effect of unscheduled delay on passenger revenue) and the societal 

effect (as calculated by the SSRA); 

• incentivisation of all services; 
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• benchmarks in the template regime set above current levels of performance 

based on the SSRA’s “aspirational benchmark” for Schedule 7 of the franchise 

agreement; 

• inclusion of the passenger’s charter provisions proposed by the SSRA for the 

new franchise agreements; and 

• supplementary access charges to offset the expected effect of the regimes for 

Railtrack. 

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

particular there was strong support for the proposed single incentive rate. There was 

also a strong view that the arrangements should ensure a “back-to-back” relationship 

with the arrangements in Schedule 7 of the Franchise Agreement. 

10.6 Railtrack welcomed most aspects of the proposed approach. However, it was 

concerned that the: 

• doubling of the societal rate had little justification; 

• benchmarks should be based on current performance (with an allowance for 

expected improvements including those resulting from improvements in 

Railtrack’s management of delays funded in the baseline); 

• train-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 reactions to 

performance changes; and 

• arrangements for the passenger’s charter reflecting SSRA aspirations should 

be included in the star model, but only when adopted in each franchise 

agreement.  

10.7 Having reviewed all of the comments he received, the Regulator remains of the 

opinion that his basic approach as set out in April 2000 is appropriate. In particular, 

he does not propose to change his approach to setting the societal rate. Railtrack itself 

has argued that there is a strong economic case for substantially higher incentives and 
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the Regulator agrees with this view. The proposed rates also reflect the SSRA’s views 

on the societal value 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. Similarly he does not propose to make any adjustment for the lag in 

passenger response to the changes in the level of delay. The Regulator takes the view 

that the effects vary considerably depending on the service type and that current 

research is not sufficiently advanced to allow service group specific lags to be taken 

into account. He also believes that his revised methodology is the most appropriate 

approach given current knowledge (reflecting the new research on elasticities and the 

multiplier effect of unscheduled delay). Finally, 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 conclusions. These changes were informed by the 

recalibration work itself 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 “aspirational targets”. However there was considerable concern from 

operators, Railtrack and the SSRA that these could not realistically be achieved by 

either party during the control period, that dividing the total figure between the two 

parties would be difficult to achieve fairly, and that they would be difficult to explain 

at an operational level.  

10.10 The April 2000 periodic review document noted that the incentives will be 

independent of the benchmark itself, hence the benchmark is only relevant 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 either based on: 

• expected performance improvements, which implies that there would be no 

need for any supplementary access charge; or 

• 100% on-time performance, which implies that the supplementary access 

charge would be equal to the expected value of delay.  
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10.11 The Regulator considers that the first option provides the most effective solution as it 

will allow Railtrack to monitor its progress directly against the expected level of 

performance improvement. It will be paying operators when performance is not as 

good as expected and receiving 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 The SSRA is in the process of negotiating the new arrangements for the Passenger 

Charter as part of the franchise replacement process. The arrangements will include 

tighter trigger levels and different remuneration arrangements, as noted in the April 

2000 periodic review document. However it is not yet clear when these arrangements 

will come into effect or at what level.  

10.13 The Regulator has therefore concluded that the template arrangements should reflect 

the existing passenger charter provisions and that Railtrack and operators should 

negotiate any changes to the performance regime according to the criteria for approval 

of customised arrangements which he outlined in April 2000.  

10.14 KPMG’s review of current performance suggests that the existing charter 

arrangements will not be triggered during the next control period. Hence no 

supplementary access charge is required.  

The drafting of Schedule 8 

10.15 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 

is set out in Appendix N and reflects the conclusions discussed above.  

10.16 The new Schedule 8 is structured along lines shown in Figure 10.1 below. This 

Schedule should be read in conjunction with the revised Schedule 4 (in Appendix L), 

given their existing relationship via the Amended Timetable provisions in Schedule 8 

and the payment rates. The key changes are the removal 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 
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Calculation of minutes
delay at a recording point
(para. 3)

Calculation of minutes
late at a monitoring point
(para. 2)

Allocation of responsibility
for cancellations (para. 5)

Provisions for
Passenger’s Charter
compensation to
TOC (para. 14)

Delay minutes allocated
on the basis on
responsibility of incidents
causing the delay and
how they are aggregated
to trains in the service
group (para. 5)

Delay minutes are used to
attribute lateness to
Railtrack. Deemed minutes
lateness (cancellations) are
then added (para. 7)

Delay minutes are used to
attribute lateness to TOC.
Deemed minutes late
(cancellations) are then added
(para. 8)

Railtrack weighted average minutes
late are compared against
performance point and Railtrack
payment rate is applied to derive the
Railtrack Performance sum (para. 9)

TOC weighted average minutes are
compared against performance point
and operator payment rate is applied
to derive the TOC performance sum
(para. 10)
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(para. 15)



Periodic review of Railtrack’s access charges: Draft conclusions 

 
 

OFFICE of the RAIL REGULATOR • July 2000 
 

 
112 

 

10.17 In addition, the drafting of the passenger charter arrangements has changed to reflect 

KPMG’s recalibration and the existing arrangements for each operator. The 

arrangements for void days have also been clarified. The new draft also clarifies the 

process for allocation of cancellation minutes between the operator and Railtrack. The 

Regulator has also clarified the arrangements for amendments to the detail of the 

regime. All amendments would of course be subject to regulatory approval. 

Regulator’s criteria for considering customisation of regimes 

10.18 The April 2000 periodic review document set out the Regulator’s provisional 

conclusions on his criteria for the approval of operational performance regimes, as 

follows: 

• the “rules” governing operation of the network must ensure that safety 

considerations are paramount; 

• achieving an appropriate balance of risk and reward between Railtrack and 

train operators and incentivising improvements in performance; 

• avoiding undue discrimination between operators; 

• promoting cooperation between Railtrack and operators to improve capacity 

utilisation and operational performance; 

• avoiding unduly constraining negotiations on performance regimes with other 

train operators; and 

• ensuring that individual regimes operate in the interests of passengers and 

freight users and are consistent with the Regulator’s section 4 duties. 

10.19 The Regulator also 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 financial commitments to the 

SSRA; or 
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• require unnecessary additional delay attribution systems. 

10.20 There was general support for these criteria and the Regulator therefore proposes to 

adopt them. The process for implementation of the periodic review is set out in 

Chapter 20 below. The Regulator understands that some operators, as part of their 

franchise replacement bids, are already developing new concepts for their customised 

performance regimes. He would encourage operators to discuss concepts with 

Railtrack and his office at an early stage. 

Changes through the control period 

10.21 Additional trains operating in existing service groups will not require new 

arrangements within the performance regime. This is because the capacity charge will 

have been calibrated to reflect the additional costs arising from traffic growth. 

However for completely new services (e.g. the Gatwick–Rugby services introduced 

during the current control period), a new performance regime will be required. 

10.22 Currently the typical approach for introducing an operational performance regime for 

new services has been to allow 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 generally unsatisfactory since it does not incentivise operations in the 

first year – good performance during that year will only mean high benchmarks and 

therefore a need to continue to achieve such performance to be held financially 

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 using available tools, including MERIT. The Regulator understands that 

Railtrack is developing these models further and expects this to continue. In addition 

the payment rates should be based on the modelling of expected revenue as carried 

out by the operators and the new societal rate agreed with the SSRA.  

Delay attribution and management of disruption 

10.24 An Industry Delay Attribution Board has now been established though the 

Professional Head of Attribution within Railtrack has yet to be appointed. 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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professional. The arrangements will need to demonstrate both that they are feasible 

and ensure accurate delay attribution, with a reduction in disputed allocations. 

10.25 The Regulator considers 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 National 

Performance Task Force. If there were a fundamental revision to the basis on which 

delays are attributed between the parties (e.g. if there were a major change in the 

understanding of delay causation), the Regulator would consider how this should be 

reflected in access agreements. He is also considering whether to issue specific 

criteria or guidelines relating to any changes submitted for approval under the 

amendment provisions of Schedule 8. 

10.26 The Regulator considers that his reporters should undertake full reviews of the 

performance attribution system periodically. He will expect to receive quarterly 

reports on training and competency of the delay attribution staff as well as 

performance indicators. These reports will also be made available to the Industry 

Delay Attribution Board. 

10.27 The Regulator will also want to discuss with the industry 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 The new clearer and stronger incentives will improve operational performance across 

the network. The Regulator considers 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.  

10.29 The Regulator expects to review the payment rates 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 final review notice. 

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

Introduction 

11.1 The Regulator has considered how the possessions compensation arrangements can be 

refined to incentivise Railtrack to plan possessions more efficiently. In the April 2000 

periodic review document the Regulator set out his provisional conclusions on the 

possessions regime, as follows: 

• possessions taken for enhancement should be charged at the same rate as 

possessions for renewals (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 also concluded that the new arrangements should not be introduced 

until the summer timetable for 2002 because of the long lead times for engineering 

and timetable planning. 

11.3 Since the April 2000 provisional conclusions: 

• the Regulator has developed these concepts further, taking into account the 

changes he intends to make to Schedule 8 and the responses to his provisional 

conclusions; 

• Halcrow Fox have advised the Regulator on the costs of providing substitute 

bus services 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 detailed arrangements 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 also sets out how that estimate will be developed for the Regulator’s final 

conclusions. 

New structure 

11.5 The structure outlined in Chapter 8 of the April 2000 periodic review document 

received general support from most operators. Many noted, however, that they would 

prefer a system 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 simplicity and clarity, a tariff-based approach remains more 

appropriate. Operators will be able to contribute to the development of the possession 

strategy, managing any negative effects for their business, through both: 

• their involvement in the Rules of the Route process; and 

• the arrangements which the Regulator is proposing for the development of 

enhancement projects in Part G of the Track Access Conditions, with multi-

lateral discussions at level 2 in the development process. 

11.6 In setting the tariff the Regulator considered basing the compensation on the actual 

costs to the operators of the change to an amended timetable, including provision of 

substitute bus services, notification of passengers and training drivers for the 

alternative routes. The major component of these costs would be the cost of providing 

substitute 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 costs is such that no effective tariff could be developed. 

11.7 As he has worked through the detailed arrangements, the Regulator has determined 

that the following refinements are required: 

• all Railtrack possessions notified more than 26 weeks before the publication of 

each National Rail Timetable will be compensated by comparison with a 

“Corresponding Day”. The existing definition has been refined to allow the 

restrictions which the possession places on the timetable to be estimated from 

an equivalent day, if any, in the relevant timetable period in the preceding 

year. If there is no equivalent 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; 

• since the amended timetable regime has been removed from Schedule 8, the 

formula for compensation should be included in Schedule 4. The 

compensation formula will reflect the extension to actual journey times for 

those services which are not cancelled, the extent to which services are 

cancelled, and the Railtrack payment rate in Schedule 8; 

• the 90% reduction of the sum payable in the existing amended timetable 

arrangements in Schedule 8 should be removed. This was simply a negotiated 

rate at privatisation which did not have any apparent economic rationale. 

However, the Regulator is also considering whether it would be more 

appropriate for the compensation payable to operators to be based only on the 

marginal revenue effect of delays; and 

• the extended journey time calculations should be based on time and not on the 

different speeds of operation. Several respondents noted that the existing 

formula has, in some cases, produced unexpected results since diversionary 

routes can have higher operational speeds than the base routes. 

11.8 The Regulator has concluded that compensation for possessions notified before T-26 

should be based on the corresponding day arrangements. However, he has also notes 

that his provisional conclusions on model clauses include some journey time 

protection in Schedule 5. He considers that, when model clauses are introduced, 

operators and Railtrack may wish to negotiate Schedule 4 arrangements for early 

notification based purely on the journey time protection and quantum of rights in 

Schedule 5 and the cancellation minutes in Schedule 8, rather than the corresponding 

day. 

11.9 In addition, the Regulator has concluded that where an operator requests a diversion 

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 additional costs of the re-routing to Railtrack under the 

performance regime and will replace the diversion provisions currently in Schedule 8. 
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New rates 

11.10 In paragraph 8.8 of the April 2000 periodic review document, the Regulator presented 

a basic option for the reduction in compensation payable based on the extent of 

notification given. In paragraph 8.9 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 greater than those proposed by the 

Regulator. Other respondents were concerned that the arrangements would give 

Railtrack an incentive to over-notify possessions early. In the light of these comments, 

the Regulator has concluded that the arrangements should be as follows: 

• for any possession notified before T-46, the compensation should be based on 

5% of the Railtrack rate in Schedule 8; 

• before T-26 for any week, the compensation should be based on 50% of the 

Railtrack rate in Schedule 8; 

• 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 structure of the draft 

Schedule 4 is as follows: 

• Part A: Applicable Rules of the Route and Rules of the Plan; 

• Part B: Compensation for Possessions and Protected Journey Times 

(Applicable from 1 April 2001 to the Summer Timetable Change Date 2002); 

• Part C: Compensation for Possessions and Protected Journey Times 

(Applicable from the Summer Timetable Change Date 2002); and 

• Part D: CTRL and Thameslink: the Regulator does not intend to change the 

arrangements which have been negotiated, but understands that the removal of 

free possessions periods may have material effects in these regimes. Since the 

arrangements are customised to meet the requirements of different operators, 



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 
 

119 

he would welcome comments from parties on how they would best like to 

manage these changes.  

11.13 Part B is simply the current Part B of Schedule 4, incorporating the amended 

timetable arrangements in Schedule 8 and the relevant diversion and missed 

intermediate stations compensation, based on the recalibrated payment rates in 

Schedule 8. Part C reflects the changes described in this chapter. 

11.14 The current arrangements 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 model clauses. He is not however seeking to 

change existing journey time protection as part of the periodic review. When model 

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 existing regime are fairly substantial. The Regulator expects to 

review the detailed provisions to ensure that the drafting will be robust before 

publishing his final conclusions and would welcome detailed comments. Railtrack has 

made several proposals relating to the drafting of Part C of Schedule 4: 

• since the incentive to notify possessions early has been increased, and the cost 

of all possessions has risen (given the removal of the free possessions 

allowance), there should be a compensating reduction in the cost of a 

possession if a change to the arrangements are subsequently notified by 

Railtrack before 22:00 on the day before the timetable comes into effect. The 

Regulator’s current view is that additional complexity in the notification 

factors would simply detract from the basic objective of incentivising 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 possessions should be the same as 

those for other possessions, on the basis that a simple tariff structure is being 

introduced in Part G to harmonise the arrangements for possessions. The 

Regulator’s current view is that, since this is a relative infrequent occurrence 

and is a pass-through from Railtrack to the relevant authority, there are 

grounds for compensating such possessions on the basis of actual costs to the 

operators; 
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• the timetable for completion of the notification is tight and, given the likely 

level of compensation payments, Railtrack is concerned that this places too 

much pressure on all parties. Railtrack has proposed that the relevant dates in 

be altered to give it more time both to provide a statement at 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 star model is not reflected in the proposed drafting. Railtrack believes that 

there will be occasions on which one train operator requires Railtrack to take 

possession of the network (e.g. where maintenance of a station being 

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 likely magnitude 

of this issue and the options for addressing it. 

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

reduce the frequency and extent of short-notice disruptive possessions and will 

encourage more productive use of those possessions which are taken. However these 

changes do not obviate the need for Railtrack to develop improved practices in 

consultation with operators. The Regulator will expect to see Railtrack taking this 

work forward. 

Effect on Railtrack’s revenue requirements 

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

renewal possessions 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 

estimation for the Southern Zone which was then pro-rated for all other zones. The 

July 2000 estimate was £192 million between 2002 and 2006 and a further £17 

million during the first year, giving a total of £209 million for the control period as a 

whole. The company has based all these estimates on the possessions which it has 

taken and notified over the current control period with an allowance for the higher 

levels of activity (starting 6% per annum higher), growth of traffic (averaging 5% 

p.a.), and efficiency in managing possessions (2% improvements per annum).  

11.18 Railtrack’s July 2000 submission argued that the cost of maintenance and renewal 

possessions in the first year of the second control period would be £17 million. 

However earlier projections (as set out in the December 1999 periodic review 
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document) for 1999/00 and 2000/01 were £8 million and £9 million respectively. The 

Regulator has therefore made an allowance of £8 million in the first year of the next 

control period. 

11.19 The Regulator is aware of considerable activity within Railtrack to refine and improve 

the possessions management process and therefore expects that efficiency in the 

management of possessions will improve by at least as much as efficiency in other 

aspects of maintenance and renewal 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 estimates using 

the conclusions above would give a total figure in the region of £188 million from 

2002-2006. Assuming, in addition, efficiency improvements of 4% p.a. (rather than 

Railtrack’s 2% assumption) and half the increase in activity levels but with traffic 

growth figures at 4% per annum, the figure would fall further to £177 million. The 

Regulator has used this figure in estimating Railtrack’s revenue requirements. He has 

not adjusted the figure for the first year of the control period. 

11.21 The current arrangements provide significant “free possession” periods for many 

operators. This means that estimating the future costs of the new regime is not simple 

for Railtrack and it has had to gather new information from all zones. Thus far the 

estimates are based on data from one zone and the current amended timetable 

arrangements in Schedule 8. Railtrack will be providing the Regulator with an 

estimate based on data from all zones during August 2000. The Regulator will 

therefore take this into account in his final conclusions. Railtrack has further argued 

that the costs of maintenance and renewal possessions in the second half of the control 

period will remain uncertain, and hence that making any assumptions will import 

additional risk, because planning is not well 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 possessions 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 estimated in advance. For those enhancements which have already 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 possessions costs based on the regimes which 

will be in place following the periodic review. 
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Conclusions and next steps 

11.23 Following the 1999 NMS, the Regulator required Railtrack to coordinate an industry 

debate on best practice. However, the need for better possessions management and 

planning remains a key theme in the responses to the Regulator’s consultation on 

Railtrack’s 2000 NMS. The recent events in the Euston area highlight this problem. 

As part of his provisional conclusions on model clauses, the Regulator has therefore 

proposed a process for establishing the Rules of the Route. He believes that this, 

together with the improved incentive mechanism, will ensure more timely and 

effective operator involvement in possession planning. 

11.24 Table 11.1 below presents Railtrack’s estimates of the costs of possessions for 

maintenance and renewal 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 renewals 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 increasing at half the 

rate assumed by Railtrack (with either 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 Total 

Railtrack July 2000 
(rebased) 

17 43 45 49 51 205 

ORR (no efficiency) 17 43 45 48 52 205 

ORR (4% efficiency p.a.) 17 43 44 45 46 194 

 

11.25 The Regulator’s figures with a 4% efficiency assumption have been included in the 

financial model and the operating cost figures in Chapter 4. Railtrack will submit a 

further estimate of its costs to the Regulator, based on these draft conclusions, in the 

middle of August 2000. The Regulator will review those cost estimates before making 

his final conclusions. 

11.26 The Regulator intends to review the drafting of Schedule 4 thoroughly before 

finalising his conclusions and would particularly welcome early comments from 

consultees the proposed drafting. 
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12. Property allowance scheme – PAS 

12.1 This chapter outlines the Regulator’s conclusions on the arrangements for the 

property allowance scheme (PAS) for the next control period. The PAS provides 

Railtrack with an incentive to manage its substantial property portfolio in an efficient 

manner. The following issues are considered in turn: 

• the structure of the PAS; 

• the sharing of income in excess of the baseline; and 

• a number of detailed issues discussed in the December 1999 DTZ report. 

12.2 The Regulator has previously indicated that he is also considering 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 this issue. 

The structure of the PAS 

12.3 As explained in the December 1999 periodic review document, the PAS involves a 

baseline level of projected income which forms part of the single till. Any income 

earned in excess of the baseline is currently shared 75%:25% between Railtrack 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).  

12.4 The Regulator’s property consultants (DTZ Pieda) published a report in parallel with 

the December 1999 periodic review document and this contained recommendations 

on the structure of the PAS. Their principal conclusion was that the PAS should be 

retained in broadly in its present form. This was based on the view that the PAS has 

worked generally as intended. Railtrack supported this conclusion and agreed that the 

75%:25% sharing ratio continues to be appropriate. 

12.5 There was general 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 against disposal of property which is 

potentially useable for rail purposes.  

12.6 The Regulator therefore proposes to continue the PAS in broadly its current form with 

the baseline of £975 million as outlined in Chapter 7. He confirms his provisional 

conclusion that the share of income above this baseline should remain at 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 A number of issues of detail concerning the workings of the PAS were discussed in 

DTZ’s report. Several of these issues were also raised in the Regulator’s June 1999 

consultation on the PAS. The remainder of this chapter addresses these issues. 

12.8 The Regulator considers that any under- or over-performance in the final 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 property assets are not 

unnecessarily distorted between control periods.  

12.9 The Regulator does not believe it would be appropriate to introduce any tapering of 

the sharing of income earned above the baseline as had been suggested. In addition, 

he sees no reason at present to incorporate any regional adjustment into the sharing of 

income under the scheme. 

12.10 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 appropriate as property prices do not move specifically in line with general 

inflation. The Regulator does not believe that this change is necessary at this stage, 

but would expect to review this at subsequent reviews. 

12.11 A further issue raised is the possible ringfencing of major station developments from 

the PAS. The Regulator believes that the administration costs of applying such an 

approach automatically 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 situation where the Regulator has provisions for 
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special treatment of such schemes. The exclusion of certain schemes from the PAS 

will therefore continue to be assessed on a case by case basis.  

12.12 As stated above the Regulator will consult on issues relating to ensuring a sufficient 

level of control over the disposal of Railtrack’s assets. It is, however, necessary to 

consider the impact of any control on disposals to a payment to an operator for 

instance if a disposal is prevented from taking place due to the proposed asset disposal 

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 provision for adjusting the workings of the PAS such 

that, if the Regulator were to exercise his powers to block a sale under the proposed 

licence amendment, he would also 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 arrangements for the 

property allowance scheme for the next control period.  
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13. Station charges 

13.1 The December 1999 periodic review document set out the Regulator’s initial thinking 

on station charges. In June 2000 he published his provisional conclusions on station 

charges and consulted on the Station Access Conditions. 

13.2 This chapter sets out the Regulator’s draft conclusions on Long Term Charges (LTCs) 

and management fees, the performance regime, and changes to contractual 

arrangements during the control period.  

13.3 The SSRA has asked Railtrack to cost some station enhancements as part of its 

Incremental Output Statement (IOS). The contractual arrangements are discussed in 

this chapter. Finally, the process which the Regulator is currently expecting to follow 

in his review of the Station Access Conditions is outlined. 

Long Term Charges 

13.4 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 allocate 

charges based on the modern facilities categories. Most respondents supported the 

approach which the Regulator proposed, but wished to see the specific effects for their 

own charges.  

13.5 The overall LTC for allocation between stations is £183.1 million in 1998/99 prices. 

This includes allowances for the first reserved rent (FRR) and for major station 

trading income and specific enhancement related charges.  

13.6 Table 13.1 below sets out the components of the gross figure of £250 million, before 

the reduction of first reserved rent or major station 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 approved are removed from 

the base estimation so that Railtrack is not paid twice for these enhancements. The 

Regulator is aware of several stations which have been enhanced by Railtrack at the 

request of specific operator(s) and yet no change to the LTC has been approved. He 

considers it important that the value of these enhancements is not charged to all 
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operators. Given this, the Regulator has excluded from the logged up enhancement 

expenditure any expenditure at stations if: 

• the enhancement has taken place at the specific request of any operator since 

November 1998; and  

• no change to the LTC has been approved.  

13.7 The Regulator believes that before November 1998 (when he published “A Fair Deal 

– Guidelines on Adjustments to Station Long Term Charges”) there was some 

uncertainty in the industry about the basis for changing LTCs. Hence, where Railtrack 

enhanced a station before November 1998 but no increase in the LTC has been 

approved, the expenditure has been logged up and added to the total Gross Book 

Value for recalculation of all LTCs.  

Table 13.1 Calculation of gross Station Long Term Charge 

 1998/99 £ million  

Gross Book Value (1995/96 values rebased to 1998/99) 
2,197 

Logged up enhancement 
79 

Enhancement expenditure for which LTC change has been approved 
-114 

Total GBV  
2,161 

Return on GBV at 7.5% p.a. 
162 

Average maintenance and renewal costs p.a. (incl. efficiency adjustment) 
88 

Total gross LTC p.a. 
250 

 

13.8 Railtrack has developed a model to allocate the gross LTC to each station, on the 

basis of station category and station size within the category. The model uses the 

following figures as a proxy for station size: 

• number of lifts and escalators; 

• number of platforms; and 

• average annual expected FRR or major station trading income. 
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13.9 The Regulator proposed the first two of these in his June 2000 provisional 

conclusions on station charges, and this received broad support. Some respondents 

suggested additional factors (e.g. FRR and major station trading income) which could 

be taken into account in determining the charge for a particular station. The 

Regulator’s present view is that including expected trading income in the algorithm is 

most effective, since it reflects different dimensions of the station from those covered 

by lifts, escalators and platforms. It also results in LTCs which reflect, more 

accurately, the differences between stations within a category. 

13.10 The model adjusts the gross station specific LTC by any approved change to the LTC. 

Finally the FRR, or station trading income in the case of major stations, is deducted 

from the charge. Where station trading income is larger than the gross LTC, the actual 

LTC is set to zero. The remaining station trading income of £28 million per annum, 

not offsetting the LTC, is then included in the PAS baseline. 

13.11 The Regulator has made two specific adjustments to LTCs to take account of unusual 

station characteristics: 

• Farringdon: where Railtrack owns only a short piece of each platform. This 

station has been included with the Category E stations for the purposes of 

calculating the LTC, and it has been assumed to have 1 platform, no lifts, and 

no trading income; and 

• the five Merseyrail sub-surface stations: where the LTCs were the subject of a 

Rail Industry Disputes Resolution (RIDR) Committee determination in 

October 1998. An independent expert reviewed the repair and maintenance 

responsibilities at these stations (which are substantially different from the 

standard arrangements) and the resulting adjustments to the charges were 

approved by the Regulator on 10 May 2000. The Regulator therefore proposes 

to retain the current charges at these five stations in the forthcoming control 

period. 

13.12 The station specific LTCs calculated from this process are being sent to the parties. 

Figure 13.1 below presents the distribution of the franchised station LTCs according 

to bands of value. The balance between the bands is similar to that in the first control 

period though a slightly higher proportion of stations fall into the bands between 

£10,000 and £50,000 per annum. 
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Figure 13.1 Distribution of Station Long Term Charges for CP2 

 

13.13 The resulting Railtrack income for each year of the next control period is presented in 

Table 13.2 below. 

Table 13.2: LTC income 

£ million  2001/2 2002/3 2003/4 2004/5 2005/6 Total 

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 

Management Fees 

13.14 There was broad support for the Regulator’s proposals that operators should have a 

right of appeal to him with regard to the setting of station management fees. The 

Regulator has therefore concluded that this should be introduced in conjunction with 

other changes proposed for the Station Access Conditions. Similarly the Regulator has 

concluded that the National Station Access Conditions should contain a provision 

enabling operating charges to be fixed for more than one year. 
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13.15 The Regulator has also taken into account Railtrack’s recovery of operating 

expenditures at major stations. These Qualifying 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 real 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 this income. 

Table 13.3 Railtrack’s recovery 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 Railtrack nor operators had made progress in developing the 

arrangements for the performance regime at stations. 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 specifically 

between the relevant station facility owner and Railtrack. 

13.17 The Regulator laid out his basic criteria for the approval of any new performance 

regime in the June 2000 periodic review document on station charges and access 

conditions. They were that: 

• the regime should be easy to understand and simple to administer; 

• the default definition of failure should be related to outputs (i.e. capability of 

the asset); 

• failure should be easily measurable and the asset should be systematically 

monitored; 

• the regime should provide specified levels of compensation for specified 

failures;  
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• compensation levels should reflect the impact of the particular failure on the 

train operator’s business and the wider impact on passengers and should also 

provide an effective incentive to remedy equipment or service failure; and 

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

13.18 Most respondents were broadly supportive of these criteria and the Regulator 

therefore proposes to adopt them. 

Changes to contractual arrangements over the control period 

13.19 As described above, the LTC has been estimated on the basis of the current 

maintenance and renewal responsibilities at each station and the relevant FRR or 

major station trading income. Each of these is likely to change over the second control 

period.  

13.20 There is general agreement amongst operators and Railtrack that the current division 

of maintenance and renewal responsibilities is not always the most practical. Railtrack 

has proposed a new arrangement and this was included in Annex B to the June 2000 

periodic review document on station charges and access conditions. Operators’ 

responses to these proposals are currently being considered by the Regulator.  

13.21 The Regulator considers that any change to the maintenance and renewal 

arrangements at a specific station would constitute an amendment to an access 

agreement and would therefore require his approval. As part of that approval he 

would take into account the change in Railtrack’s financial exposure and expect to see 

a commensurate change in the LTC. 

13.22 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. 

13.23 Hence, either a new lease will be put in place or the station will revert to Railtrack as 

the facility 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 approve LTCs which reflect any changes to the 

lease income and the responsibilities of the parties. If the station reverted to Railtrack 

operation, then a new LTC would also need to be established and the Regulator would 

expect to approve LTCs which included an allowance for station trading income. 

Station IOS 

13.24 As noted in the June 2000 periodic review document on IOS enhancements, the SSRA 

has also asked Railtrack to develop a programme to deliver enhanced facilities at 

stations. The SSRA has defined the improvements in three of the modern facilities 

categories, relating to: 

• safety and security; 

• comfort; and 

• customer information systems. 

13.25 Railtrack has given the SSRA an estimate of between £150 and £200 million for 

enhancements to provide the relevant improvements (seating, toilets, shelters, 

customer information systems and CCTV). The improvements will be made at all 

stations other than those included in any committed enhancements, or in the first two 

batches of the franchise replacement process, or where either Midland Main Line or 

West Coast Trains is the station facility owner. The SSRA intends that the station IOS 

programme should be complete before the end of CP2. 

13.26 The Regulator has agreed that these incremental outputs could be included as part of 

the baseline in the periodic review in a similar way to the other IOS 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. 

Railtrack is drawing up a database of stations with deficiencies on the relevant 

Modern Facilities at Stations standards. This will establish the expected asset position 

at 1 April 2001. 

13.27 In addition, the SSRA and Railtrack are developing an implementation programme in 

consultation with operators and other funders. The Regulator will require that 

programme to define the incremental output being delivered, the cost of the 

enhancement, and the date by which it is to be delivered.  
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13.28 The Regulator proposes to make a similar adjustment to the Long Term Charge 

formula in the relevant Station Access Conditions as he has to the Fixed Charge 

formula in schedule 7 of the track access agreements. The review notice in Appendix 

I includes this provision. As with track related IOS enhancement he expects to publish 

a table of scheme costs for the station IOS in conjunction with his final conclusions. 

He would then expect to review those costs in a narrow interim review before July 

2001. 

Station access conditions  

13.29 In the June 2000 periodic review document on station charges and access conditions, 

the Regulator also suggested a range of changes to Station Access Conditions and 

requested comments and suggestions. The responses were generally supportive of the 

Regulator’s aims in reviewing the conditions and contained a number of detailed 

suggestions. 

13.30 However, the Regulator recognises that many respondents argued against fundamental 

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 elements should be taken forward on a “fast track” basis, 

whilst more detailed proposals on the other elements of the review will be addressed 

later in the year.  

13.31 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 proposals for revising the Station Access Conditions, including the 

station change procedure, in December 2000. 

13.32 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 The Regulator will write to station facility owners and access beneficiaries setting out 

the new LTCs calculated using Railtrack’s model. The Regulator expects Railtrack to 

make the model available to all consultees on request. He will also require Railtrack 

to prepare a final version of the LTCs, under his guidance, following consideration of 

the responses which he receives to this document. This final version will be published 

with his review notice and final conclusions. 

13.34 The Regulator will review the station IOS costs, and further information from 

Railtrack, during August 2000. He will present his view of those costs and the station 

IOS programme to the SSRA. The SSRA will then prepare a shortlist of those IOS 

items which it wishes to fund for inclusion in the baseline. An IOS output table, with 

the Regulator’s view on the costs, will be presented in conjunction with his final 

conclusions. The Regulator then expects to review the costs further in or before July 

2001. 

13.35 Consultees are invited to comment on the output from Railtrack’s model for the 

stations long term charge. 
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14. Baseline outputs 

Introduction 

14.1 The level of expenditure and revenues allowed for in Part I of this document is 

intended to enable Railtrack to deliver the baseline outputs in accordance with best 

practice and in a timely, economic and efficient manner so as to satisfy 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 baseline 

outputs consist of: 

• the sustained network outputs, essentially based on existing network outputs 

and delivery of the current Railway Group Safety Plan, which are achieved 

primarily through maintenance and renewal of the network; and 

• incremental outputs which are included in the baseline, generally as 

enhancements to the existing network, to accommodate the needs of 

passengers, operators and funders. 

14.2 However, the baseline outputs exclude additional enhancements which may be 

separately negotiated (or otherwise established) with operators/funders and approved 

by the Regulator. They also exclude the impact of potential new safety obligations 

over and above the current Railway Group Safety Plan.  

14.3 The Regulator’s proposed approach to the definition, monitoring and incentivisation 

of baseline outputs has already 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 deliver in return for the allowed revenues. These requirements are 

considered in terms of: 

• measures of network capability and performance; 

• measures of serviceability and condition; 
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• the maintenance and renewal activities which Railtrack is expected to 

undertake over the next ten years; and 

• the decision rules which Railtrack uses to establish the actual level of 

maintenance and renewal activity and to define the baseline before further 

enhancements. 

14.4 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 As indicated in Chapter 6 Railtrack 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 starting 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. 

14.6 The Regulator considers that the sustained network should not (subject only to agreed 

network changes) offer any less functionality over the next control period than in 

April 2001. Railtrack already reports network capability to the Regulator by means of 

its bi-annual report on network maintenance and renewal quality indicators and the 

annual Network Management Statement. The Regulator intends to continue to 

monitor network capability through the next control period based on measures of: 

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

• permissible 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 

Availability categories 1 to 10; 
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• electrification systems: track and route kilometres open for traffic for both 

third rail d.c. and 25kV overhead systems; 

• passenger stations: number of stations (reported by category) and station 

facilities provided. 

Asset serviceability and condition 

14.7 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 

major class of asset, this includes measures of: 

• serviceability: reported by recording an aspect of asset reliability, and hence 

overall availability for the service. Certain asset categories (e.g. signalling 

systems and electrification equipment) are most easily represented in this 

way); 

• age: reported as a measure of remaining useful life for a large sample of assets. 

Individual assessments will be combined to represent an age profile for the 

whole asset population; and 

• condition: certain assets (e.g. track and structures) can be measured by a 

quantified index number or quality indicator. 

14.8 Railtrack has accepted the Regulator’s proposed suite of measures. In addition, 

substantial 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 his final conclusions. 

14.9 Other respondents also supported the Regulator’s proposals in this area. Some 

proposed additional measures which they consider important (e.g. the number of rock 

falls and the number of lineside fires). The Regulator recognises that many other, 

perfectly valid, measures will be relevant to individual stakeholders. However, he 

considers that further requirements for the reporting of customer specific asset 

condition and serviceability measures should be addressed through local output 

statements (provided for in the proposed Track Access Conditions arising from work 

on model clauses for track access agreements) and the proposed modification to 
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Railtrack’s network licence requiring it to prepare and maintain a comprehensive 

asset register. 

Table 14.1: Expected network condition and serviceability 

Asset type Measure Expected output over the next control period 

Track  Serviceability 
Temporary speed 
restriction (TSR) 
 
 
Broken rails 

 
 Quality 

Ride quality 

 
Exceedances 

 
Improving output: number and total severity to be reduced 
annually from 2001 reference position to meet Railtrack’s 
targets in the 2000 NMS 
 
Improving output: to meet forecast targets 
 
Steady state required post 2001: meet and sustain its own April 
2001 targets  
 
Output expectations to be confirmed 

Earthworks  Serviceability 
TSRs 
Delays 

 
At least Steady state: annually reported position must be no 
worse than  total impact at 2001 (reference position) and must 
facilitate reduction in network wide targets to meet Railtrack’s 
2000 NMS targets 

Signalling  Serviceability 
Delay mins. 
from failures 

 
 Age 

 
Steady state: annual serviceability no worse than 2001 
(incentive also exists within overall performance targets) 
 
Remaining life profile of signal interlockings; age profile 
should not worsen over the period 2001 – 2006 

Electrification 
(separately for 
AC and DC) 

 Serviceability 
  (as for signals) 
 
 Condition 
 Profile of assessed   

condition. 

 
Output expectations to be confirmed 
(incentive also exists within overall performance targets) 
 
Steady State: profile should not worsen 2001-06 

Structures  Serviceability 
  TSRs 
 
 
 Condition 

 
Improving output: number and total severity to be reduced 
annually from 2001 reference position to meet Railtrack’s 
targets in the 2000 NMS 
 
Steady State required: annually reported position to be no 
worse than  total impact at 2001 (reference position) subject to 
satisfactory ‘baseline’ sampling of reference position  

Stations Condition       Improving 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 
worse than  2001 reference position 

 

14.10 Where there is already an established measure of what Railtrack is expected to 

achieve (e.g. ride quality and broken rails), the Regulator considers that this defines 

the expected level of the relevant 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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maintain at least the current (reference) position. The Regulator therefore expects 

Railtrack to establish a robust reference position for all classes of asset as soon as 

practical. 

14.11 Table 14.1 summarises the Regulator’s present view of the network serviceability and 

condition assumptions which underlie the proposed periodic review settlement. The 

remainder of this section discusses the key issues in relation to each of the major asset 

categories. 

Track 

14.12 The Regulator accepts that precise forecasting of numbers of broken rails a number of 

years ahead is not presently possible. However, Railtrack does prepare annual 

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 rails over the 

next control period. Subject to this review, he is minded to adopt the figures which 

Railtrack submitted in January 2000 (700 broken rails 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 

analysis of Railtrack’s response on this issue and he expects to review this analysis in 

advance of his final conclusions on the periodic review. 

14.13 As a result of undertakings given to the Regulator in July 1998, Railtrack established 

targets for improvements in track (ride) quality 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. 

14.14 The Regulator also proposes to introduce new measures of Level 2 (L2) exceedances. 

These are routinely recorded by Railtrack and, since each exceedance represents a 

fault, the number occurring is indicative of overall track quality. The final definition 

of this measure and its expected level have yet to be established. Although the 

principle of steady state output from the April 2001 reference position may be 

applicable, the Regulator understands that Railtrack is targeting reductions in these 

measures within its maintenance contracts. The Regulator therefore requires Railtrack 

to confirm its plans and targets for L2 exceedances before he reaches a conclusion on 

this matter. 
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Signalling and electrification 

14.15 The Regulator proposes to introduce new measures of the serviceability of signalling 

electrification assets. However, he also recognises that the performance incentive 

regime already provides a significant incentive for Railtrack to reduce delays arising 

from these failures. 

14.16 The Regulator also proposes to monitor the age profile of signalling assets (e.g. 

interlockings) expressed in terms of remaining useful life. He would expect all 

relevant signalling assets with a remaining life which is assessed at less than five 

years in April 2001 to be renewed before the end of the control period. He therefore 

requires Railtrack to provide information on the number of interlockings and total 

signalled track kilometres for which signalling condition assessment has been 

completed. He also requires information on the distribution of the assessed remaining 

life. 

Stations 

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

information for each of its six station categories (ranging from ‘national hub’ to small, 

unstaffed stations): 

• 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 six station 

categories to be no worse through the next control period than the reference position 

in April 2001. Based on Railtrack’s own 2000 NMS target, also expects the average 

station condition for all 2,500 stations over the next control period to be 2.2. 

Structures 

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 gradual basis in conjunction with its existing inspection cycle. This particularly 

applies to bridges and other structures, where the current inspection cycle means the 

full population of assets will not have a complete reference position until the end of 
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the next control period. However, he has made it clear that Railtrack must 

demonstrate that its assessments provide robust and meaningful samples. 

14.20 In other cases, Railtrack’s response to the Regulator’s April 2000 periodic review 

document suggests that it does not intend to implement condition measures for other 

key network assets such as tunnels, retaining walls and drainage systems until it 

provides a reference baseline for the third control period, commencing in 2006. This 

will be a full ten years after Railtrack privatisation, and it is not acceptable that 

Railtrack should continue to lack a comprehensive baseline condition for such key 

structures for so long. The Regulator therefore requires Railtrack to remedy this 

situation by the middle of the next control period at the latest. 

Activities 

14.21 The Regulator does not propose to regulate inputs directly. In particular, he would not 

expect to enforce delivery of specific inputs provided that the necessary outputs are 

being delivered and that irreversible problems are not being created for the future. 

However, he considers that it is necessary to monitor activities against the 

assumptions which are either explicit or implicit in the periodic review settlement. 

There are four main reasons for this. 

14.22 First, due to the importance of the WCRM, the history 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 establish monitoring milestones against which Railtrack will be 

required to report. These milestones will, as far as possible, be based on outputs or 

works completed. In some cases, however, intermediate milestones may be required 

(e.g. miles of track renewal completed and specific resignalling projects). 

14.23 Second, in the light of the uncertainty associated with signalling 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 

delivery 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 Railtrack to prepare a detailed implementation strategy 

for both signalling and telecoms, including proposed fallback positions in relation to 

high risk elements of the strategy. This would need to cover both maintenance and 
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renewals and the activities or potential activities which have been provided for in the 

RAB. 

14.24 Third, in relation to track renewals, the Regulator proposes to allow significant 

additional expenditure compared to the level which is justified solely on the basis of 

current traffic levels adjusted for the steady state effect of additional traffic (which 

would be self-financing through usage charges). The Regulator therefore expects 

Railtrack to deliver the renewal activities set out in its May 2000 cost submission. 

This comprises annual renewals excluding WCML equal to 1.1% of rail, 2.4% of 

sleepers, 2.8% of ballast and 1.8% of switches and crossings. Since Railtrack has 

projected further increases in renewal 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 since this would result in unacceptable levels of 

disruption to services. 

14.25 Finally, as indicated in Chapter 2, the Regulator 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 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 main ways in which the Regulator intends to assess these 

activities: 

• zonal business plans – Railtrack has referred to these plans in support of its 

top-down cost projections at 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 at some point over the next 

control period and he would not therefore expect to provide for the same 

schemes in the third control period; and 

• AMP projections – since most elements of the renewals programme are based 

on ten year Asset Management Plans, this includes explicit assumptions about 

the overall level of activities over this ten year period. At the next review, the 

Regulator would not therefore expect to allow for more activity in the third 

control period than has been assumed as part of this review. 

14.26 In conclusion, the Regulator does not consider that the 2000 Network Management 

Statement sets out with sufficient clarity or specificity the activities which Railtrack 
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considers are necessary to sustain the network. Railtrack’s subsequent cost 

submissions, information provided to the hearing on 28 June 2000, and discussions 

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 

setting out in detail 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 

minimum whole life cost basis. 

Decision rules 

14.27 The output of the sustained network is essentially that of the existing network as it is 

renewed over time. Capability and condition are therefore maintained without 

deterioration, but some gradual improvement should result from an efficient 

maintenance and renewal 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 decision rule is essentially that of minimum whole life cost 

maintenance and renewal in accordance with best practice, thus embracing improved 

practices and technologies. As indicated in December 1999, the Regulator supports 

this decision rule and expects it to be applied transparently and equally across the 

network. 

14.28 The Regulator believes that this decision 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 

at the time, using up to date materials, components and designs; and 

• exploit the opportunity which renewal provides to adapt, improve and 

rationalise the railway to meet the current reasonable requirements of 

operators and funders in the most efficient manner. 

14.29 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 renewal. 
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Conclusions and next steps 

14.30 Further work is required in advance of the Regulator’s final conclusions in order to 

define the sustained network outputs and activities which Railtrack is expected to 

deliver in return for the allowed level of revenues. 

14.31 Consultees are invited to comment on the outputs which Railtrack should be expected 

to deliver in return for the allowed revenues proposed by the Regulator. 
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15. Information reporting 

Introduction 

15.1 Chapter 12 and Appendix C of the April 2000 periodic review document set out the 

Regulator’s proposals to improve the existing information reporting requirements, 

including licence modifications relating to regulatory accounts, the development of an 

annual information return and the appointment of reporters. 

15.2 Most respondents agreed that the regulatory reporting arrangements needed to be 

strengthened and supported the Regulator’s proposals. Railtrack also welcomed the 

Regulator’s proposal to improve the effectiveness and transparency of these 

arrangements. It argued that some of the proposals were impractical or serve no useful 

purpose. In particular, it questioned the need for licence modifications and preferred 

shorter licence conditions focussing on general principles with more detail contained 

in the proposed guidelines. The Regulator considers that the key principles need to be 

set out clearly in the licence condition and that considerable detail will need to be 

included in the guidelines. In some areas, he agrees that there is further scope for 

including more of the details in the guidelines. 

15.3 The following section discusses the responses to the Regulator’s proposals in more 

detail. 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 

15.4 Railtrack argues that there is no need for a licence modification and that detailed 

guidelines would be sufficient. However, the Regulator believes that the key 

principles should be included in the licence condition itself and that this should 

provide greater transparency and predictability for investors. 
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15.5 Railtrack and its auditors (Deloitte & Touche) argue that separate accounts for 

separate businesses would be unnecessary and potentially misleading. However, 

Delloitte & Touche indicate that it would be possible to produce regulatory accounts 

for the business as a whole with segmental analysis of the turnover, costs, operating 

profits and net assets for the separate business types in notes to the accounts. The 

Regulator considers that detailed analysis for these separate businesses is essential 

and that the relevant information should be collected in an appropriate form on an 

ongoing basis (rather than waiting for the next periodic review). He therefore 

proposes to modify his original proposal so that Railtrack is required to provide 

segmental analysis for each of the separate businesses (see paragraph 3(a) of 

Condition X). The detailed arrangements would be set out in the Regulatory 

Accounting Guidelines. 

15.6 Railtrack also said that it did not understand the proposal to link the valuation of 

relevant operating assets to the way in which the RAB is established at the periodic 

review. The Regulator considers that the licence condition should make explicit 

reference to this requirement but that the detailed way in which this would be 

achieved could be included in the Regulatory Accounting Guidelines. He has 

therefore proposed a minor change to his proposals (see paragraph 3(c) of Condition 

X). 

15.7 Railtrack agreed that it should provide a statement of actual results (e.g. renewals by 

asset category, opex, freight income) showing comparisons against regulatory 

assumptions and an overall commentary highlighting the reasons for the key 

variations. 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 considers that the 

primary statement referred to in paragraph 3(f) of Condition X must be subject to the 

audit opinion and the detailed form of this statement would be set out in the 

Regulatory Accounting Guidelines. 

15.8 Railtrack refers to the need for issues of practicality to be considered before finalising 

the reporting requirements, particularly in relation to the first year of the next price 

control period. The Regulator agrees that systems requirements will need to be taken 

into consideration when drawing up detailed guidelines which may provide for 

increasing levels of detail over the next few years. 
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15.9 Finally, Deloitte & Touche argue that the requirement to provide a true and fair view 

is not appropriate (see paragraph 5(b) of Condition X). They suggest an alternative 

wording that the accounts have been properly prepared in accordance with the 

Regulatory Accounting Guidelines 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 taking 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 Before publication of the proposed licence conditions on the annual return and the 

appointment of reporters, drafts of these conditions were discussed with Railtrack and 

it indicated that it agreed with the proposed approach. Indeed the Regulator’s 

proposals were substantially in line with the company’s own proposals 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 commissioning further work in preparation for the introduction of 

reporters. 

15.11 Railtrack has proposed that the date for the annual return should be changed from 1 

July to 31 July each year. The Regulator considers that this would be reasonable for at 

least the first year and his original proposals 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. 

15.12 Some other respondents emphasised the need to ensure that the reporters are 

sufficiently independent of Railtrack and that they have sufficient experience. The 

Regulator recognises the importance of these issues. He intends to reflect these 

requirements in his proposed Reporter Guidelines. It will be particularly important to 

ensure that the appointed 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 Railtrack’s annual return would need to report on its performance against the 

measures discussed in the previous chapter. This would therefore include the 

proposed measures of network capability and performance, measures of serviceability 

and condition, and measures of maintenance and renewal activities. In each case, it 

would provide: 

• a reconciliation of the performance of each measure in the reported year 

against previous years, to show developing trend information;  

• a reconciliation of the performance of each measure in the reported year 

against the 2001 expected position defined in the periodic review conclusions 

(i.e. the monitoring target); 

• relevant commentary and explanations. 

15.14 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 overall 

programme is on schedule. 

15.15 As long as the relevant outputs and condition measures are being delivered, 

information on the actual levels of activity compared to the assumptions underlying 

the periodic review may not be reviewed in detail until the next periodic review. 

However, the Regulator considers that this information should still be reported on an 

on-going basis. He will therefore be defining what measures of activity he expects 

Railtrack to include in its annual return to the Regulator. 

15.16 The Regulator would require his reporters to review the annual return and provide a 

report to him. Following his consideration of this return and his reporters’ reports, he 

would expect to publish a commentary on the level of performance in the year and 

describe any action which he proposes take in order to remedy any identified 

shortcomings. 

15.17 The first annual 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 closely with Railtrack in 

establishing the appropriate form of the document.  

15.18 In the case of some measures of asset condition and serviceability, the first annual 

return will establish the reference position against which future improvements are 

assessed. However, the Regulator is concerned that Railtrack would have an incentive 

to understate the reference position. He therefore considers that a key element of the 

reporters’ role in the first year will be to review the robustness of the assessed starting 

position, and where necessary to propose adjustments to this position. 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 forecasts. 

15.19 The Regulator expects Railtrack to confirm precisely the extent and detail of reference 

position that it proposes to establish, and when that information will be available. If 

he is not satisfied with their proposal, he would expect to remedy this situation either 

through the proposed asset register licence condition or through Condition 7 of 

Railtrack’s network licence.  

15.20 These arrangements will provide a much improved form of reporting. In particular, 

they will significantly extend the current range of indicators published annually in 

Railtrack’s Network Management Statement. The Regulator expects to confirm his 

final requirements by providing a draft outline of the form and content statement for 

the proposed annual 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 at too long a 

frequency for many of Railtrack’s customers and stakeholders. 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 

model clauses for track access agreements) and the proposed modification to 

Railtrack’s network licence requiring it to prepare and maintain a comprehensive 

asset register. 

15.22 The Regulator therefore considers that the annual return should be the primary means 

of reporting performance against the measures referred to in the previous chapter. 
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However, he also believes that this should be supplemented by more frequent reports 

so that he is able to develop a better understanding of the trends or cyclical patterns 

and anticipate issues which are likely to arise in the annual return (e.g. so that he can 

focus the attention of his reporters on these issues). The Regulator already receives 

four weekly reports of Railtrack’s train performance indicators, as well as four weekly 

reports of the number of broken and defective rails occurring on the network. He also 

understands that Railtrack has recently introduced a four-weekly reporting cycle of 

network asset condition indicators for its own internal management purposes.  

15.23 As with the annual 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 The Regulator proposes to implement the proposed network licence modifications in 

conjunction with the periodic review conclusions. Railtrack has already 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. 

15.25 The Regulator also intends to develop the proposed regulatory accounting and 

reporter guidelines by the end of March 2001. As a practical matter, 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.  

15.26 Finally, the Regulator will expect Railtrack to appoint reporters as soon as practical 

and to discuss with Railtrack the appropriate form of the annual/monthly returns 

(which are subject to his approval). 

15.27 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 baseline outputs. 
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16. Enforcement and monetary penalties 

Introduction 

16.1 Chapter 10 of the April 2000 periodic review document provided general guidelines 

on the issues to which the Regulator would expect to have regard when deciding 

whether to impose a monetary penalty and in determining the amount of penalty 

associated with enforcement action under section 55 of the Railways Act 1993. In 

addition, Chapters 7 and 9 of the April 2000 document respectively described the 

Regulator’s proposed approach in relation to operational performance and other 

baseline outputs. 

16.2 The Regulator is firmly of the opinion that incentive regulation is preferable to 

enforcement action. However, he considers that the threat of enforcement, including 

the possibility of monetary penalties, should be seen as essential components of the 

overall incentive framework. Given that the possibility of enforcement action already 

exists, the Regulator’s proposed approach to clarifying the circumstances in which 

enforcement action would be taken and establishing the basis for the calculation of 

any monetary penalties, should reduce (not increase) risk. It should also provide 

clearer incentives for the company to deliver the required outputs. Exactly the same 

considerations apply to financial incentives in the track access charges or adjustments 

to the RAB for under-delivery. 

16.3 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 already 

provided significant guidance on the circumstances in which he would normally 

expect to take enforcement action. The statement to which Railtrack refers merely 

relates to the question of whether Condition 7 of Railtrack’s network licence needs to 

be modified. 

16.4 This chapter reviews the proposed guidelines in the light of consultation responses. It 

then provides further details on the proposed approach to operational performance and 

other baseline outputs. 
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General guidelines on penalties 

16.5 Railtrack has made a number of detailed comments on the proposed guidelines and 

these are discussed in turn below.  

• Flat-rate versus stepped rate incentives - Railtrack argues that where the 

marginal cost of securing compliance increases as it draws closer to meeting 

the requirement, the Regulator ought to set stepped penalties that match the 

costs of the intra-marginal improvements in performance. However, the 

Regulator is concerned that this requires impracticably detailed and precise 

information on the marginal cost of compliance. More fundamentally, even if 

this information is accurate, Railtrack’s proposed approach would leave the 

company indifferent between compliance and non-compliance. Applying 

Railtrack’s proposed approach would therefore be inconsistent with the 

purpose of the penalty; 

• Long-run versus short-run costs - Railtrack argues that any penalty should be 

based on the long-run cost of compliance. However, this would also be 

inconsistent with the purpose of the penalty if the costs have increased because 

of the company’s failure to address the problem at an earlier stage in the 

process; 

• Timing - Railtrack argues that in order to incentivise compliance the penalties 

need to be announced well in advance of the date at 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 benefits – Railtrack objects that it is inappropriate to set penalties 

based on the benefits resulting from compliance even where there is no 

information on the cost of compliance. The Regulator believes that it is 

preferable to base the penalties on costs but that where this is not possible it 

may be reasonable to derive the appropriate penalty from an assessment of the 

relevant benefits; 

• Financing functions – Railtrack argues that only targets agreed as part of the 

periodic review process would justify the imposition of a financial penalty by 

the Regulator. The Regulator does not agree with this assessment since 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 additional obligations would also depend on the 

treatment of this expenditure in the RAB at the next periodic review; 

• Mitigating factors – Railtrack agreed with the Regulator that any penalty 

should take account of any mitigating factors. The factors which are relevant 

will vary from case to case; 

• Upper limits – Railtrack suggested that there should be upper limits on the 

possible level of penalties in respect of an enforceable target, but did not 

comment on the appropriate level of these limits. The Regulator is presently of 

the view that it would not generally be practicable to determine an appropriate 

upper limit in advance; 

• Part recovery of payments – Railtrack proposed that it should be allowed to 

recover part 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 part recovery of penalty 

payments, this is unnecessary because the avoidance of further failures (and 

penalties) would already provide an incentive to recover from an initial failure. 

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 generally 

supportive of the Regulator’s proposals. Figure 16.1 illustrates the relevant targets for 

the next control period. 

Operational performance 

16.7 The draft periodic review settlement funds Railtrack to achieve performance 

improvements of 2.5% 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 relation to this monitoring target. If the Regulator is satisfied that 

Railtrack is contravening or likely to contravene its enforceable target for any year, he 

would expect to take action requiring it to provide an explanation and to prepare a 
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detailed recovery plan. He would also expect to ask his reporters to assess the reasons 

for the failure and to review the recovery plan. He would not, however, expect to 

impose monetary penalties at 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 satisfied that the 

contravention is due to exceptional factors or that the company is taking adequate 

steps to secure compliance with the enforceable target for that year, he would not 

generally expect to take further action. If the Regulator is not satisfied with 

Railtrack’s plans or if the company subsequently fails to meet the enforceable target 

for that year, he would expect to take further action to secure compliance with that 

target by the end of the following year. 

16.9 The Regulator is presently minded to set this enforceable target at a level of 5-10% 

more delay minutes per passenger train mile per year than the monitoring target. 

Given the process described above, this should mean that the risk of enforcement 

action would only arise in cases of exceptionally poor performance. Before finalising 

this figure, the Regulator intends to discuss this with Railtrack. 

Figure 16.1 Monitoring and enforceable performance targets for Railtrack 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

16.10 The April 2000 periodic review document also referred to the factors which the 

Regulator would expect to take into account in establishing the appropriate level of 

any monetary penalty for poor operational performance. These would include both the 
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cost of meeting different levels of performance and the incentive which is already 

provided in Schedule 8. 

16.11 Based on advice from Booz Allen & Hamilton (BAH), the Regulator has assumed a 

cost of £10 million for an improvement of 2.5% 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 also argued that further improvements would be much 

more expensive to achieve. Given the level of incentive provided by Schedule 8, 

Railtrack’s figures imply that the penalty would need to be at least £2.2 million per 

percentage point (£6 million – £3.8 million). 

16.13 However, the April 2000 periodic review document also noted that there might be 

circumstances where a larger penalty would be required (for example, if it were clear 

that Railtrack had not planned its performance programme in an efficient manner). 

There may also 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 level, the Regulator considers that the contractual incentive 

regime is generally the most appropriate mechanism for incentivising operational 

performance. To reinforce this, he has proposed the development of operator specific 

local output statements (LOS) as part of his development of model clauses. He 

expects that operators may wish to include a minimum level of operational 

performance in those statements, following the same broad principles as the network 

level enforcement target. This is consistent with ATOC’s response to the April 2000 

periodic review document which argued that the Regulator should also 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 As indicated in the October 1999 and April 2000 periodic review documents, failure 

to deliver the expected levels of serviceability and condition or the assumed activity 

levels would not normally result in enforcement action. Rather the most appropriate 

approach may be to take any failure into account at the next review. However, if 

Railtrack is seen to be falling well short of the relevant levels of performance or the 

matter requires prompt intervention, this may be an indicator of major stewardship 

problems necessitating more immediate action. 

16.16 The previous periodic review document also set 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 failure 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. 

16.17 Railtrack has made constructive proposals in relation to the way in which the 

Regulator might be able to set out, in advance, the basis on which he would consider 

actual performance to be well short of the expected levels (monitoring targets) 

discussed in Chapter 14. The Regulator intends to consider these proposals further 

and discuss them with Railtrack before finalising his conclusions on the periodic 

review. 

Broken rails 

16.18 One important measure of Railtrack’s stewardship is the number of broken rails. As 

indicated in Chapter 14, the Regulator is considering Railtrack’s most recent 

submission in relation to the number of broken rails and the implications for its future 

targets. He is also considering the best way of ensuring that these targets are met over 

the next control period and beyond.  

16.19 His present view is that it would not be appropriate to adjust access charges according 

to the actual number of broken rails 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 delivery would be incentivised either through enforcement 

action with monetary penalties to secure compliance, or through an adjustment to the 
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RAB at the next periodic review to claw back the level of expenditure which would 

have been required to meet the target. 

16.20 The Regulator considers that the appropriate penalty rate under the first option 

(enforcement) would be equivalent to the appropriate rate of clawback under the 

second option (RAB adjustment). In establishing the appropriate rate of 

penalty/clawback, the Regulator would clearly need to have regard to all the 

circumstances of the case, including his section 4 duties. He would also have regard to 

the general guidelines set out in the April 2000 periodic review document and 

discussed at the beginning of this chapter. Given this, however, he believes that it is 

important to provide as much clarity and predictability as possible. He is therefore 

considering the extent to which it would be appropriate for him to specify the rate of 

penalty/clawback which he would expect to apply (subject to the circumstances of the 

case). 

16.21 Railtrack has made constructive proposals in this regard based on the marginal cost of 

sustained reductions in broken rails minus the incentives which are already faced by 

Railtrack. This is therefore consistent with the Regulator’s approach to the 

establishment of penalties relating to operational performance. On this basis Railtrack 

has proposed a rate of around £100,000 per broken rail a year. The Regulator is 

considering this approach and plans to discuss this issue with Railtrack before 

reaching final conclusions on the periodic review. 

Conclusions and next steps 

16.22 The Regulator would welcome further comments on the appropriate level of the 

enforceable targets for operational performance and broken rails as well as the 

proposed basis for establishing monetary penalties in these cases. 
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17. Enhancement framework 

Introduction 

17.1 The December 1999 and April 2000 periodic review documents described the way in 

which the RAB would be calculated at future periodic reviews. In particular, 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 approve new access agreements which provided for access rights on the 

enhanced network without a clear understanding about how the enhancement 

investment will be treated in the RAB. He intends to confirm the proposed 

arrangements in a formal policy statement as part of his conclusions on the periodic 

review. This should ensure that there is an appropriate allocation of risk and reward 

between Railtrack, operators and funders. 

17.2 The proposed network licence modifications on regulatory accounting and the 

associated guidelines will set out the information which Railtrack is expected to 

provide to the Regulator in support of these proposals. This should ensure that the 

way in which the RAB is rolled forward is transparent and predictable. As explained 

in Chapter 15, the detailed guidelines on these matters will be developed over the next 

six months. 

17.3 The Regulator has also proposed a number of changes to help streamline the process 

of negotiating enhancements. These changes will be implemented through revised 

Track Access Conditions and model clauses relating to enhancements. The Regulator 

intends to publish further details on these proposals in advance of his final 

conclusions on the periodic review. 

17.4 There has been strong support for the Regulator’s proposals on the framework for 

enhancement. Railtrack initially welcomed the Regulator’s proposals but has since 

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 party because of his public law obligations. However, the Regulator 

considers that his proposals provide for the necessary transparency and predictability 

about the basis on which the RAB will be established at future reviews. Taken 

together with the other proposals referred to above and the further clarification 
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described below, the Regulator believes that this should create the right framework 

for enhancements in the next control period and beyond. 

17.5 Railtrack has also claimed that the proposed arrangements 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 proposals to reward Railtrack for taking risk. SSRA 

has also said that it would be concerned if the proposed framework led Railtrack to 

conclude that leaving construction and delivery 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 The April 2000 periodic review document set out the Regulator’s view that, for 

enhancement projects which have been developed to level five, the capital cost should 

be based on the mean cost estimate for the Quantitative Risk Assessment (QRA) 

process. He argued that, since the risks should be well understood by this stage in the 

development of a project, this would include a specific allowance for all identified 

asymmetric risks. He also indicated that, if Railtrack were to commit to a fixed price 

before level 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. 

17.7 Until recently, Railtrack proposed the use of the P80 figure as the basis for developing 

target costs, with the difference between the P80 and the estimated mean cost acting 

as a proxy for the appropriate contingency. However, Railtrack’s response to the April 

2000 periodic review document acknowledged that it would be more consistent with 

practice in other sectors to provide a percentage mark-up on the mean cost estimate. 

Railtrack’s latest proposal is that all projects should be subject to a contingency of 15-

25% (depending on the risk and nature of the project) over the mean cost estimate 

from a QRA once level five has been reached, and that there should be an element of 

risk sharing if actual costs vary from the target cost estimate. Railtrack also argued 

that it should receive a premium rate of return on enhancements to provide a positive 

incentive for investors. 

17.8 Railtrack has questioned the Regulator’s view that it would be up to the company to 

ensure that QRA process takes account of all relevant risks. In particular it argues 

that, even where risks have been identified, the lack of historical information makes it 

impossible to quantify either the probability of the risk materialising or the 
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distribution 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 Regulator were to give more detailed 

guidelines in relation to the way in which these risks would be provided for. 

17.9 Railtrack has submitted a report which was prepared for it by Cap Gemini Ernst & 

Young. The report differentiates between traditional “fixed price” contracts in which 

there is actually considerable scope for variation or claims on the contract and more 

recent “guaranteed maximum price” contracts where there is a rigid ceiling on the 

amount a contractor will be paid for a pre-defined scope of work. It notes that it is not 

surprising that publicly available studies have found that cost overruns paid for by the 

client are common in traditional fixed price contracts. The report also argues that the 

scale 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 

construction contracts because of the constraints of working on an operational railway 

and that the appropriate contingency would be of the order of 20% of the expected 

cost (at level 5 on Railtrack’s development scale). 

17.10 Cap Gemini Ernst & Young recognise that much of the evidence relates to reports 

prepared on projects for public sector bodies and they note that details of private 

sector contractual terms and project cost overruns are generally commercially 

sensitive 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 considers that this should result in significant savings compared to 

Railtrack’s initial assessment of the costs. Some operators have also provided 

examples of cases where initial quotes have been reduced considerably following 

challenge by the customer. 

17.11 In addition, the Regulator is concerned that the comparisons made with other projects 

may not be on an entirely like for like basis. In particular, he is not satisfied that the 

contingencies or overruns referred to in other situations are always expressed relative 

to the expected cost from a detailed QRA process rather than a simpler engineering 

cost estimate. In the case of the West Coast Route Modernisation, for example, 

Railtrack’s mean cost estimate from the QRA process already includes a risk premium 

of 16% over the engineering cost estimate. 

17.12 The Regulator considers that risk assessment should be a core competence for 

Railtrack and that it is best placed to manage construction and delivery 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. Finally, he believes that 

Railtrack should be incentivised to respond positively to the needs of its customers 

rather than delaying until all conceivable risks have been analysed or passed on to 

contractors. 

17.13 Given the available evidence and the other considerations referred to above, the 

Regulator proposes to provide for an element 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 (e.g. through market testing, comparisons with similar schemes or 

comparisons with assumptions made by the Regulator at the periodic review); 

• for enhancements which are approved in the first year of the next control 

period, the allowed 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 existing operational 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 developed. 

17.14 The Regulator considers that this approach to contingencies should ensure that 

Railtrack: 

• receives appropriate compensation for taking sensible business risks; 

• has a clear incentive to deliver enhancements in an efficient and timely 

manner and to improve its risk assessment capabilities; 
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• has sufficient clarity about 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 positive 

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 cap on their level and the rate at which this cap should decline 

over time. 
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18. West Coast Route Modernisation 

Introduction 

18.1 The West Coast Route Modernisation (WCRM) incorporates both renewal and 

enhancement of the route to provide the existing service patterns plus additional 

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 delivered for £2.3 billion. Railtrack’s estimates are now in the region of £5.85 

billion. The company explains the increase primarily as a result of the decision to 

adopt conventional signalling technology instead of a moving block system 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 provisional views on the treatment of the renewal element 

of the programme (the Regulator’s assessment of the maintenance and renewal 

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 element of the programme which are dealt 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 capacity 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 commercial deal agreed at a fixed price, with a revenue sharing 

arrangement and remuneration for the agreed costs at a premium rate of return; 

• additional 42 paths per day on the slow lines. Railtrack gave undertakings 

that, on completion of PUG2, the WCML would provide these additional 

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 allowed to charge; and 

• additional two and a half high-speed paths per hour. Railtrack also gave 

undertakings that, on completion of PUG2, the WCML would provide these 
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additional paths. In this case, Railtrack took the risk of being able to sell them 

without any indication of the price it would be allowed to charge. 

18.3 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 also published a separate report by Booz 

Allen & Hamilton (BAH) which set out their view of the relevant costs. These 

documents are available on the ORR website. 

18.4 The following sections describe the existing arrangements relating to each of the main 

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 Having entered into a fixed price commercial deal with respect to the provision of 

enhancements for WCT, Railtrack accepted responsibility for the extra costs now 

associated with delivering these outputs, while safeguarding existing service patterns. 

18.6 Contractual enforcement is normally a matter for the parties and at 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 real world – 

in many senses the railway is not in the real world – if a mistake is made and one ends 

up with an onerous contract and the economics are such that it is better to renegotiate, 

you renegotiate. The contract with Virgin has penalty clauses and in the real world if 

we were in the situation we now find ourselves we would enter into discussions with 

them about various options”. 

18.7 In response to the transcript, Virgin indicated that it continues to strive to meet all its 

obligations under PUG2 and it expects Railtrack to do the same. The SSRA said that 

any redefinition of the outputs is a matter for the parties, although it will also be 

monitoring the delivery of Virgin’s franchise commitments which are closely linked 

to delivery of the PUG2 contract. 
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The 42 additional slow line paths 

18.8 At the formal hearing on PUG2 on 6 March 1998, Mr Richard Middleton of Railtrack 

stated that “PUG2 is a considerable commercial risk for Railtrack. We are planning to 

invest a capital sum, as I say, of approximately £600 million only 65% of which is 

secured by access contract. We are planning to create spare capacity which we will be 

able to sell to other operators on both the very fast and the fast lines whilst still 

allowing existing operators quiet enjoyment of their rights. I should also point out that 

the original agreement we tabled included 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 causing difficulties which could get in the way of allowing 

PUG2 to proceed. While taking that part of the deal 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 fast” lines and the slow lines 

as the “fast lines”. 

18.9 Railtrack sought comfort in 1998 that £100 million of the additional spend in respect 

of regulatory commitments should be included in the RAB at the next periodic 

review. The comfort given by the Regulator on 8 June 1998 with regard to the 

treatment of capital 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 additional 

outlays to be included in franchise access charges at the next periodic review unless 

Railtrack is able to demonstrate 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 renewal 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 additional 

capacity on the slow lines and, therefore, that it should be remunerated for these 

outputs as part of the periodic review. The statement by Mr Middleton and the letter 

from OPRAF referred to above do not appear to be consistent with this view. 

However, the position 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 significant contribution to common costs, including the cost of providing 

capacity. However, it is now apparent that this may not be the case. For example, the 
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Regulator’s recent consultation document on freight charging highlighted the 

distinction between the charges for existing capacity and remuneration for the 

provision of new capacity. The approach to open access has also evolved since PUG2 

and the SSRA’s view is that new services should in general be encompassed within 

franchise agreements. 

18.12 In the light of these considerations, the Regulator considers that if there is a 

reasonable expectation that Railtrack will be remunerated for the incremental cost of 

providing the additional 42 slow line paths the provision of these paths would be a 

reasonable requirement under Condition 7 of its network licence. The SSRA has 

confirmed that delivery of the 42 slow line paths is vital and recognises that this will 

require SSRA funding. The implications for the appropriate level of funding and the 

periodic review are discussed in the following section. 

18.13 On 24 July 2000, Railtrack submitted timetabling and additional information to the 

Regulator in support of its contention that it would be uneconomic to provide the 

capacity to meet continuation of existing rights as described in the undertakings given 

in 1998. As the Regulator noted in his June 2000 document on the treatment of 

renewals expenditure, some affected services are covered by access contracts which 

provide the relevant access beneficiaries with remedies. He also explained that, in 

respect of other rights, the Regulator will consider the reasons advanced by Railtrack 

as to why these are not reasonable requirements. As required by Condition 7, he will 

also need to consider the practicability and fundability of meeting those requirements 

which Railtrack says are no longer reasonable.  

The two and a half fast-line paths 

18.14 Unlike the 42 additional slow-line paths, it was clear when PUG2 was approved that 

Railtrack was expected to bear the demand risk associated with the additional two and 

half fast-line paths. Given this additional 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. 

18.15 However, Railtrack argues that, with the benefit of hindsight, it should not have taken 

the demand risk associated with the additional fast line paths. In particular, it argues 

that the increase in costs means that these additional paths are no longer a 

commercially viable prospect.  
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18.16 In the light of the increase in costs and in the absence of a currently identifiable 

commercial use for this capacity, the SSRA has confirmed that it is unlikely to fund 

this element of the programme at the present time. It points out that the main physical 

work would be involve expensive and disruptive remodelling. However, it argues that 

it is possible that commercially or economically justifiable uses for this capacity can 

be developed, in which case this work can be considered at a later date. 

18.17 In conclusion, the Regulator considers that unless there is a reasonable expectation 

that operators would be willing to pay for the additional 2.5 fast-line paths, this could 

not be regarded as a reasonable requirement under Condition 7 of Railtrack’s network 

licence. In assessing the implications for Railtrack’s financial position as part 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 calculating the appropriate charge for the 42 slow-line paths would be to 

base it on the incremental cost of providing these paths. However, there are a number 

of alternative ways in which these costs can be calculated: 

• BAH estimate that the incremental cost of providing the 42 slow-line paths 

over and above the cost of the WCT outputs would be between £103-£107 

million at P50. This increases to £134 million based on Railtrack’s efficiencies 

and risk assumptions. The relevant incremental costs are shown in Table 18.1 

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

BAH @ P50 1998/99 £ million Railtrack1 
@ P80 4% efficiency 6% efficiency 

WCT outputs 1,403 1,226 1,175 
42 slow line paths 134 107 103 
Sub-total 1,537 1,333 1,278 
2.5 fast line paths 139 116 108 
Total 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 also estimate that the incremental cost of providing the 42 slow-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 slow-line 

paths (i.e. the difference between the two preceding estimates) are allocated 

pro rata to the incremental costs of the relevant outputs, the cost of providing 

the 42 slow-line paths would be around £160 million at P50 with BAH 

efficiency assumptions. This increases to around £200 million based on 

Railtrack’s efficiencies and risk assumptions; and 

• Railtrack allocates the cost of works which contribute to the delivery of 

combined outputs pro rata to the outputs. Given its assumptions about 

efficiency and risk, this implies a cost of £810 million relating to the 

regulatory undertakings as a whole. If this cost is allocated between the 

relevant undertakings pro rata to their incremental cost, the implied cost of the 

42 paths would be £398 million (810*134/273). This falls to £326 -342 million 

based on BAH’s view of the potential efficiency savings at P50. 

18.19 In principle, the Regulator considers that the first approach is the most relevant basis 

for assessing the appropriate charges for the 42 additional slow-line paths. It ensures 

that Railtrack is responsible for the full cost of delivering the West Coast Trains 

outputs, regardless of whether or not the additional outputs are delivered. This is 

because Railtrack has a binding commitment to do so at a fixed price. Furthermore, 

the Regulator considers that there is no basis for treating Phase 1 of PUG2 as a 

relevant baseline for the assessment of incremental costs since this was never 

approved as a standalone project; it was always only a transitional stage to Phase 2.  

18.20 While the alternative approaches referred to above may be relevant to the allocation 

of joint costs for a new project, the Regulator does not believe that it would be 

appropriate to apply such an approach retrospectively, particularly where a 

commercial contract has already been agreed for part of the outputs. This would result 

in an arbitrary portion of the cost of delivering this contract being apportioned to the 

42 slow 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 deliver the 

outputs required for WCT, it would have to bear very substantial 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 existing contracts, this would amount to £629-

680 million (1175-546 to 1226-546). Given Railtrack’s view of the enhancement 

costs, this would increase to £857 million (1403-546). 

18.22 This could have significant implications for Railtrack’s ability to finance further 

enhancements. In addition, these amounts are significantly greater than the maximum 

compensation for which Railtrack would be liable under the terms of its contract with 

WCT (although WCT may have access to other remedies). If the charges were based 

on incremental costs, it is likely that Railtrack would therefore seek to renegotiate its 

contract with WCT or pay the contractual compensation rather than delivering the 

contracted outputs. Since the regulatory undertakings to safeguard existing service 

patterns and provide additional slow line capacity were predicated upon the 

completion of PUG 2, this would also have implications for these enhancements. 

18.23 When Railtrack announced its revised WCRM cost estimates in December 1999, it 

indicated that it would be willing to bear £500 million of the cost overrun. Given this, 

it is possible to calculate the implied charge for the 42 slow-line paths. Using 

Railtrack’s assessment of the cost of the enhancements, this implies a charge of £491 

million for the 42 slow-line paths (1537-546-500). Similarly, the BAH cost 

projections imply a charge of  £232-287 million (1278-546-500 to 1333-546-500) 

which is over twice the incremental 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 allocation of these costs between the different outputs. This implies 

that the required charge for the 42 slow-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 sensitive 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 considerations, the Regulator is presently minded to conclude that 

if Railtrack were paid £500 million linked to delivery of the 42 slow-line paths and 

the outputs required for West Coast Trains, provision 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 additional slow-line paths; and 

• the outputs for WCT specified in its track access contract as it 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 final conclusions on the periodic review. 

18.27 For the purposes of assessing Railtrack’s financial position as part 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 overall cost of the enhancements 

in each year. Based on the BAH assessment of the enhancement costs, this means that 

Railtrack would bear £232-287 million of unremunerated costs, while Railtrack’s 

assessment of the costs implies that it would bear £491 million of unremunerated 

costs. The Regulator’s present view is that delivery of these requirements would not 

make it unduly difficult for the company to finance its activities in relation to which 

he has functions under Part I of the Railways Act 1993. 

Securing delivery of enhancements to the WCML 

18.28 Due to the importance of the WCRM, the history 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. This would be achieved in three ways: 

• delivery of the contractual commitments to WCT will continue to be enforced 

primarily through the existing contract; 
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• payment of the additional £500 million would be conditional on delivery of 

the additional 42 slow-line paths in addition to delivery 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 renewal of the network (discussed in Chapter 3), the 

enhancements required for WCT and the 42 additional slow-line paths. 

Alternatively, under-delivery could be taken into account through a downward 

adjustment to the RAB at the next periodic review. 

18.29 The key priority is to ensure that Railtrack delivers the required network capability, 

including the outputs required for WCT, the existing service patterns and the 

additional 42 paths. Unlike the original undertakings given by Railtrack, the 

Regulator has set out the way in which Railtrack will be remunerated for these 

requirements. In addition, he proposes to establish a works programme (relating to 

both renewals and enhancements) against which he will monitor progress. In 

particular, he proposes to require Railtrack to provide: 

• details of the proposed programme of works necessary to deliver the required 

output capability. Substantial progress has already 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 considered to be 

reasonable requirements; 

• sufficient confirmation that the proposed programme of works will deliver the 

required output capability. Again Railtrack has completed much of this work 

in response to the enforcement action taken by the Regulator in May 2000. 

Depending on the quality of the timetabling work done by Railtrack, the 

Regulator believes that the modifications arising from the removal of the 2.5 

fast-line paths should be relatively straightforward; and 

• monitoring milestones against which Railtrack will be required to report. 

These milestones will, as far as possible, be based on outputs or works 

completed. In some cases, however, intermediate milestones may be required 

(e.g. miles of track renewal completed and specific resignalling projects). 
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18.30 The proposed milestones will be discussed with Railtrack and SSRA. Following these 

discussions, the Regulator will make a determination using his powers under 

Condition 7 of Railtrack’s network licence. 

18.31 Railtrack will be required to produce an annual report against the monitoring 

milestones as part of the annual return in accordance with the licence condition 

discussed in Chapter 15. The Regulator will also expect Railtrack to give the 

Regulator advance warning if there are reasonable grounds for believing that it is 

likely to miss any of the established milestones. 

18.32 As explained in Chapter 15 the Regulator also plans to appoint reporters to provide an 

independent assessment of the information provided by Railtrack. Their 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 

overall programme is on course to meet the output requirements. The reporters will 

also be expected to monitor progress with the project on an on-going basis. 

18.33 If any of the milestones are not fully achieved, or the reporters are not satisfied with 

overall progress towards the goal of delivering 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 Regulator intends to finalise the arrangements in relation 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 arrangements for securing delivery of enhancements to 

the WCML. 
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19. Further work 

Detailed charging proposals 

19.1 This document sets out the Regulator’s draft conclusions on Railtrack’s overall level 

and profile of revenues and the overall 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 

station long term charge (LTC) for each station. These charges have been calculated 

using the allocation model which was developed by Railtrack. Operators comments 

on that model, and the resulting charges, are invited together with their responses to 

this document. Railtrack will then prepare, on the advice of the Regulator, a final 

version of the LTCs for inclusion in the review notice. 

19.3 The Regulator will also write to operators setting out the relevant usage and electric 

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 charges in his final conclusions. 

19.5 With regard to the charges for IOS enhancements (including the stations IOS), 

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 selected schemes will be set out in a 

table with the Regulators final conclusions. As explained in Chapter 9, however, these 

charges will be subject to further review by July 2001. 

Finalisation of the draft conclusions 

19.6 Before reaching final conclusions on the overall framework and on the detailed 

charging tables, further work is required in a number of areas. The Regulator must 

also have regard to further responses made by Railtrack and other parties. Finally, 

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 final conclusions will therefore need to take account of further 

analysis and additional information available to him including: 

• further analysis of the implications of the draft conclusions for Railtrack’s 

ability to finance the activities in relation to which the Regulator has 

functions; 

• further analysis of the possible impact on operators of the overall incentive 

framework, particularly the proposed changes to the structure of charges; 

• further information required from Railtrack, particularly in relation to the 

activities and outputs which underlie its expenditure projections and the 

proposed milestones relating to the WCRM; 

• the impact of potential new safety obligations over and above the current 

Railway Group Safety Plan; 

• further clarification and simplification of Schedules 4, 7 and 8 and the PAS; 

• provisional conclusions on model clauses for track access agreements and on 

any proposed changes in freight charging policy; and 

• the conclusions from the Competition Commission inquiry relating to the Mid 

Kent Water PLC and Sutton and East Surrey Water PLC references (expected 

in August 2000); 

• responses to this document, particularly in relation to the overall level and 

profile of revenues and the overall incentive framework; and 

• responses to the consultation on KPMG’s re-calibration of the operational 

performance regime, the technical 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 financial statements, the provision of information, and appointment and 

role of reporters. He is also developing licence modifications relating to: 

• financial ring-fencing similar to the arrangements in other regulated 

companies,  

• restrictions on the disposal of any Railtrack assets with the potential for 

Railtrack use; and 

• the establishment of a register of the condition and capability of Railtrack’s 

assets, including property, and populating it with reliable 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 

Regulator’s final conclusions on the periodic review, which would include the 

Regulator’s proposed modifications in all six areas. 

Conclusions and next steps 

19.11 Responses to the planned consultations up to the final conclusions are due on the 

following dates: 

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

• 25 August 2000: draft conclusions on the periodic review, technical 

consultation on capacity charges; 

• 31 August 2000: provisional conclusions on model clauses; 

• 8 September 2000: charging tables; 

• 15 September 2000: proposed licence modifications.  

19.12 The Regulator also plans to hold a formal hearing with Railtrack in early September 

2000. He currently expects to publish his final conclusions on the periodic review 

around the end of September 2000. Consultees are invited to comment on the 

proposed timetable for publishing final conclusions. 
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20. Implementation process 

Introduction 

20.1 In the April 2000 periodic review document and the June 2000 periodic review 

document on stations, 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 Franchising Director to consult on extending the review date by up to 90 days. 

Such an extension is provided for in both the existing station and track access 

arrangements. 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 agreements and 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 station access conditions allow 

him to extend the review notice by up to 90 days if he is satisfied 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 material respect or that his conclusions as to 

the matters in question are likely to be incomplete or unsatisfactory in any 

material respect, if the notice in question is not given; and 

• he has consulted the relevant parties and users and the Franchising Director 

and taken into account any representations or objections which any of them 

have made. 

20.3 The Regulator consulted on a proposed extension of the timetable, extending the 

review notice to 11 September 2000 and the date for submission of agreements for 

approval to 31 October 2000 in his April 2000 document. The majority of consultees 

who commented supported the proposed extension since they considered that this was 

necessary to ensure the robustness of the final conclusions. 

20.4 The Regulator also noted, in the relevant periodic review documents, that he wished 

to keep the issue of an extension 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 conclusions until the end of July 

2000; 

• needed to give consultees a reasonable period to consider and comment on the 

draft conclusions; and 

• needed a reasonable period to consider and take account of those comments as 

appropriate in the final conclusions and review notice.  

20.5 Without reasonable periods for consultation and for considering the responses, the 

Regulator believed that his conclusions were likely to be incomplete or unsatisfactory 

in material respects.  

20.6 The responses which he received were supportive of the extension. The review 

extension notices have therefore been sent to the relevant parties in conjunction with 

the publication of this document, and these are reproduced in Appendices J and K. 

Given this, the key dates are as follows: 

• 27 October 2000: in order to give effect to the periodic review, the Regulator 

is required to serve review notices on the relevant parties stating his 

conclusions; 

• 12 January 2001: if the contracting parties fail to submit the necessary 

amendments to the Regulator for his approval, 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 approved the proposed amendments 

he may issue a termination notice as above. 

20.7 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 stations. These are presented in Appendices H 

and I respectively.  
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20.8 The Regulator also expects to issue a general approval notice for the relevant station 

documentation, given the number of agreements concerned and the scale of the 

changes required to most Long Term Charges.  This will be limited to those 

circumstances in which the parties are altering only the LTC provisions in the access 

conditions, and making those alterations in the manner set out in the final conclusions 

and review notice. If amendments do not simply reflect the Regulator’s final 

conclusions and the review notice then amended access agreements will need to be 

submitted on sufficient time for approval on or before 12 January 2001. 

Timetable and process under the Transport Bill 

20.9 The Regulator has given his strong support for the inclusion in the Transport Bill of 

an amendment to the periodic review process affording Railtrack a full right of appeal 

to the Competition Commission on a similar basis as in other regulated companies. 

Schedule 24 of the Transport Bill now before Parliament contains this provision and it 

is hoped that this will be enacted so that it can apply to the current periodic review. 

20.10 It is unlikely that the Bill will be passed before October 2000. The review notices 

which the Regulator publishes with his final conclusions will therefore be served 

under the existing contractual arrangements. However, if the Transport Bill is enacted, 

further review notices will be required in which the Regulator will be required to set 

out: 

• his conclusions 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 six 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. 

20.11 In these circumstances, if no objections are raised the Regulator must then give notice 

stating 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 six months and one year after 

the termination notice is served. 

20.12 The Regulator will then also serve a review implementation notice stating that his 

conclusions are to be implemented as proposed in the review notice. 

Competition Commission – Transitional arrangements 

20.13 If Railtrack or other facility owners object to the Regulator’s review notice, within the 

period specified in the review notice, the Regulator may: 

• give a new 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 

specified in the reference operate, or may be expected to operate, against the 

public interest; and 

• if so, whether the effects adverse to the public interest 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 likely to be made early 

in 2001. Once any reference had been made to the Competition Commission it would 

require six months or more in which to undertake its inquiry. The Regulator would 

then publish the report and consider how its conclusions could be implemented. This 

means that transitional arrangements from 1 April 2001 may be required. 

20.16 In the April 2000 periodic review document, the Regulator consulted on the 

transitional arrangements, if any, he should adopt. Railtrack proposed that the periodic 

review conclusions, 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 Commission would be implemented 
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retrospectively. However, Railtrack also argued that the complexity of Schedule 8, the 

individual variable usage charges and the traction electricity charge would mean that 

retrospective adjustments to these elements of the charging structure would be more 

difficult to implement. It therefore argued that any retrospective adjustments should 

be made to the fixed charge and that any new arrangements should come into force 

from April or May 2002. 

20.17 The SSRA stressed the importance of minimising uncertainty. The Regulator agrees 

that this is an important consideration. 

20.18 The draft conclusions do not provide for a significant change in access charges in the 

first year. Given this, the Regulator considers that it would be for Railtrack to 

demonstrate that there was significant benefit in introducing the proposed changes in 

April 2001. Otherwise it would be preferable to introduce all the changes in April 

2002. 

Bespoke arrangements 

20.19 As part of his review the Regulator has re-visited his criteria for the approval of track 

and station performance regimes. This is the main area in which he expects parties to 

propose bespoke arrangements. The other area where bespoke arrangements are likely 

is in the allocation of maintenance and renewal responsibilities at stations.  

20.20 In the April 2000 periodic review document, the Regulator noted that he would expect 

operators and Railtrack to be negotiating the basis for any such arrangements 

following publication of these draft conclusions. If the Transport Bill is enacted, 

operators requiring bespoke arrangements would need to make specific submissions 

to the Regulator for amendments to the relevant agreements under the provisions 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 conclusions would be as 

follows: 

• End-September: Regulator publishes review notices under the current 

contractual arrangements; 
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• October/November 2000: Regulator publishes review notice under the 

Transport Act 2000; 

• Six weeks following review notice: Railtrack and other facility owners accept 

or reject 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. 

20.22 Consultees are invited to comment on the proposed implementation arrangements 

taking account of the potential 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        December 1997 
 
The framework and timetable and further consultation on financial issues  July 1998 
 
The Regulator’s conclusions on the financial framework   December 1998 
 
Timetable, process and issues       August 1999 
 
Electricity for traction        September 1999 
 
The incentive framework        October 1999 
 
Usage charges         November 1999 
 
Provisional conclusions on revenue requirements     December 1999 
 
Provisional conclusions on the incentive framework    April 2000 
 
Provisional conclusions on station charges and    June 2000  
consultation on the station access regime 
    
Incremental outputs        June 2000 
 
West Coast Route Modernisation       June 2000 
 
Capacity Charges        July 2000 
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Consultant’s reports 
 
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 Railtrack efficiency    December 1999 
 
Booz Allen and Hamilton:   
Railtrack’s expenditure needs 2001 – 2006     December 1999 
 
DTZ Pieda Consulting:  Railtrack property forecasts;  
Reviewing the baseline for the Property Allowance Scheme   December 1999 
 
NERA:  An economic analysis of the freight market    January 2000 
 
Lambert Smith Hampton:   
Station Access Regime, Appendices 1-5     June 2000 
 
Booz Allen and Hamilton:   
Railtrack’s NMS 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:  Response to Railtrack’s  
May 2000 cost submission       July 2000 
 
Europe Economics: Analysis of responses to review of  
Railtrack efficiency        July 2000 
 
NERA:  Review of overseas railway efficiency    July 2000 
 
Horton 4 Consulting:  The efficiency growth assumption for Railtrack  
in the 2001-6 price control period      July 2000 
 
Symonds:  Assessment of capacity charges     July 2000 
 
Halcrow Fox: Costs of substitute bus services    July 2000 
 



Periodic review of Railtrack’s access charges: Draft conclusions 
 

 
 
OFFICE of the RAIL REGULATOR • July 2000 
 
 

193 

Appendix B: Responses to consultation 

Responses to consultation on provisional conclusions on the incentive framework 
 
Railtrack 
 
Passenger Train Operators and Owners of Passenger Operators 
Connex 
GB Railways 
Great North Eastern Railways 
Merseyrail Electrics 
National Express Group 
Northern Spirit 
Prism Rail 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 
Deloitte and Touche 
Donald Box 
Powell Duffryn Rail 
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Responses to consultation on West Coast Route Modernisation 
 
Railtrack (confidential) 
 
Passenger Train Operators and Owners of Passenger Operators 
Eurostar 
Prism Rail 
Scotrail 
Virgin Trains 
 
Freight operators 
English Welsh and Scottish Railways 
 
Government, Local Government & Other Government Bodies 
Merseytravel 
Greater Manchester Passenger Transport 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 
Prism Rail 
WAGN 
Wales and West 
Virgin Trains 
 
Freight Operators 
English Welsh and Scottish 
Freightliner 
 
Government, Local Government & Other Government Bodies 
Shadow Strategic Rail Authority 
Merseytravel 
Strathclyde Passenger Transport Executive 
Others 
London Underground  
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Responses to consultation on station charges and access regime 
 
Railtrack 
 
Passenger Train Operators and Owners of Passenger Operators 
Anglia Railways 
Central Trains 
Connex 
First Great Western 
First Great Eastern 
First North Western 
Great North Eastern Railway 
Merseyrail Electrics 
Midland Mainline 
National Express Group 
Northern Spirit 
Prism Rail 
Silverlink 
Thameslink 
Virgin Trains 
 
Freight Operators 
English Welsh and Scottish 
Freightliner 
 
Government, Local Government & Other Government Bodies 
Shadow Strategic Rail Authority 
Association of Transport Co-ordinating Officers 
Greater Manchester PTE 
Local Government Association 
Merseytravel 
Nexus 
PTEG 
Strathclyde Passenger Transport 
Woking Borough Council 
 
Industry associations 
ATOC 
Rail Freight Group 
 
Others 
Angel Trains 
Kavanagh Knight & Co Ltd 
London Underground 
Railway Industry Dispute Resolution Committee 
Taylor Johnson Garett 
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Appendix C: Consultation questions 

Part I: Revenue Requirements 

1. Consultees are invited to comment on the proposed projections of pre-efficiency 

expenditure and the proposal to include an element of potential signalling expenditure 

in the RAB. 

2. Consultees are invited to comment on the assumed rate and profile of assumed 

efficiency savings. 

3. Consultees are invited to comment further on Railtrack’s cost of capital when the 

Competition Commission 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 single till items over the next control period. 

6. Comments are invited on Railtrack’s overall level and profile of revenues and the 

treatment of grants. 

Part II: Incentive framework 

7. Consultees are invited to comment on the Regulator’s conclusions for the structure of 

charges, with particular reference to the overall impact on Railtrack and operator 

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

8. The Regulator would welcome comments on the proposed drafting of Schedule 8. 

9. The Regulator intends to review the drafting of Schedule 4 thoroughly before 

finalising his conclusions and would particularly welcome early comments from 

consultees the proposed drafting. 
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10. The Regulator invites consultees to comment on the proposed arrangements for the 

property allowance scheme for the next control period. 

11. Consultees are invited to comment on the output from Railtrack’s model for the 

stations long term charge. 

12. Consultees are invited to comment on the outputs which Railtrack should be expected 

to deliver in return for the allowed revenues proposed by the Regulator. 

13. 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 baseline outputs. 

14. The Regulator would welcome further comments on the appropriate level of the 

enforceable targets for operational performance and broken rails as well as the 

proposed basis for establishing monetary penalties in these cases. 

15. Consultees are invited to comment on the proposed approach to contingencies, 

including the proposed cap on their level and the rate at which this cap should decline 

over time. 

Part III: Enhancements to the West Coast Main Line 

16. Consultees are invited to comment on the proposed funding arrangements and the 

arrangements for securing delivery of enhancements to the WCML. 

Part IV: Timetable and implementation 

17. Consultees are invited to comment on the proposed timetable for publishing final 

conclusions. 

18. Consultees are invited to comment on the proposed implementation arrangements 

taking account of the potential implications of the Transport Bill. 
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Appendix D: Cost projections 
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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 had 

not reviewed Railtrack’s logging up, his provisional conclusions 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 details of 1,573 schemes including 581 

schemes which were previously categorised as renewals. The total cost net of grants 

and other third party funding was £1,587 million. Railtrack’s June 2000 submission 

included an additional £281 million, including £182 million of spend on asset 

management and track initiatives which was previously classified as renewals. 

Railtrack has confirmed that these figures exclude all expenditure on ring-fenced 

schemes (e.g. WCRM), and backlog expenditure which is already 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 renewals as part 

of the West Coast Route Modernisation (WCRM) should be included in the March 

2001 RAB. The total expenditure which Railtrack has logged up for inclusion in the 

March 2001 RAB therefore amounts to £2,038 million, of which £953 million relates to 

expenditure which was previously classified as renewals. 

4. However, it is implausible that none of the reclassified renewals would have been 

anticipated at privatisation. Railtrack has agreed that it is reasonable to assume that the 

overwhelming majority 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 relates to schemes which commenced in 

1996/97 (the year of privatisation). This consists mainly of investments relating to 

performance improvements (£82 million) and cost savings (£78 million), where there 

should also have been significant benefits in the current control period. 
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5. The Regulator therefore proposes to disallow this element of Railtrack’s proposed 

reclassification. This reduces the total claim from £2,038 million to £1,840 million of 

which £755 million relates to expenditure which was previously classified as renewals. 

6. 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 disallow) are described 

in more detail in the remainder of this section. 

7. The allowed expenditure includes £399 million of expenditure which was previously 

classified as renewals. Given that the Regulator has already proposed to provide for 

£530 million of additional renewals (net of tax) which were anticipated at privatisation, 

this implies that around half of the additional renewals 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) 

8. This amount is net of grants and other third party funding and consists mainly of 

schemes which have already been completed. However, the Regulator will need to 

deduct any depreciation on these enhancements which has already been paid for in the 

current control period. He will also need to be satisfied that the logged-up expenditure 

is consistent with the assumptions which were made when the access agreements were 

approved. Before reaching a final conclusion on whether these enhancements should be 

included in the RAB, the Regulator will also need to take account of responses from the 

relevant operators and funders as well as Railtrack. 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 value when the 

agreement was approved); 

• Old Oak Common depot (£14 million, subject to agreement of the parties and 

approval 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); 

• Greenfield ROCCs resignalling scheme (£6 million); 

• Chiltern line franchise schemes (£5 million); 

• Connex SE capacity upgrades (£5 million); 

• Robin Hood line upgrade (£5 million); and 

• other small schemes under £5 million (£53 million).  

9. Since part of this expenditure relates to schemes which have not yet been completed, 

the Regulator will also 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 First remodelling and 

resignalling (excluding renewals and the net present value of accelerated renewals). 

Railtrack authorised this scheme for implementation in 1999 prior to any contractual 

agreement with customers and funders. Railtrack has also initiated work on a number of 

other ECML schemes on the same basis, costing £58 million in 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 that Railtrack 

will not be taking demand risk on this enhancement, he proposes to alllow the same rate 

of return as for other elements of the RAB. When considering proposals for 

enhancements to ECML, he will take account of the expenditure which has already 

been included in the RAB. 



Periodic review of Railtrack’s access charges: Draft conclusions 

 
 

OFFICE of the RAIL REGULATOR • July 2000 
 

 
204 

Other enhancement expenditure within the single till (up to £282 million) 

12. The Regulator considers 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 already 

been paid for in the current control period and confirm that the logged-up expenditure 

is consistent with the assumptions which were made when the access agreements were 

approved. In this case, he will also need to be satisfied that expected future income 

associated with these enhancements is included within projected freight, open access or 

property income.  

13. The main items in this category are summarised below: 

• £121 million of expenditure relating to open access operator schemes, 

including the North London Line project (£76 million), Heathrow Express 

(£17 million) and various other European Passenger Services/Eurostar 

schemes (£27 million); 

• £14 million of freight-related enhancements including various Royal Mail 

schemes (£13 million); and 

• £147 million of property and station schemes for which the Regulator is 

satisfied that appropriate approvals have been granted, including major 

stations (£45 million), franchised station schemes (£34 million including £4 

million which was formerly classified as renewals) and other commercial 

property schemes (£68 million). 

Safety and reclassified renewals expenditure (up to £524 million) 

14. The Regulator proposes to allow up to £524 million of expenditure on safety and 

reclassified renewals expenditure. The main items are discussed below: 

• WCRM renewals (£170 million). As explained in the June 2000 periodic 

review document, this consists of £60 million on safety, £60 million on R&D 

and £50 million on accelerated renewals; 
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• safety and competent authority schemes (£135 million). This relates primarily 

to expenditure arising from new safety requirements, e.g. on TPWS/AWS and 

access for passengers with disabilities. Part of this expenditure was previously 

classified as renewals (£27 million); 

• other expenditure which was previously classified as renewals but which 

results in additional outputs (£153 million). Most of this expenditure relates to 

investments in improved performance (£72 million), cost savings (£18 

million) and track maintenance equipment (£28 million). The Regulator 

considers that 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 accelerated renewals, 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 element of expenditure which provides a combination of 

renewal and enhanced outputs (£37 million). In the absence of more detailed 

information about the appropriate proportion to treat as enhancement, the 

Regulator proposes to allow up to half of the total expenditure in this category 

(£75 million). This includes significant expenditure on allowed performance 

improvements (£28 million); and 

• feasibility schemes (£29 million). This expenditure relates to abandoned 

projects where the cost was not recovered from the customer/funder and the 

Regulator considers that this amount should be included in the March 2001 

RAB. 

15. Since a significant proportion of this expenditure is in the current year, at the next 

periodic review the Regulator would expect to remove any of this expenditure which is 

not actually spent or where the outputs have not been delivered. 

Disallowed expenditure 

16. The expenditure which the Regulator presently proposes to disallow amounts to £693 

million (in addition to the £198 million on reclassified renewals schemes which 

commenced in 1996/97). The main elements of this expenditure are summarised below: 
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• enhancement schemes which the Regulator considers should have been 

classified as renewals (£102 million). This includes £75 million relating to 

Settle and Carlisle and associated schemes, which the Regulator regards as 

remedial renewals works; 

• reclassified renewals schemes where there is a mix of renewal and enhanced 

outputs (£37 million) and track initiatives which should be treated as renewal 

(£90 million); 

• schemes where the definition or output remains unclear (£157 million). These 

items have been excluded pending further clarification from Railtrack;  

• franchised station schemes where the Regulator has yet to approve a change to 

the LTC relating to the scheme (£79 million); 

• major station schemes where the Regulator has yet to receive appropriate 

documentation (£105 million); and 

• IT schemes (£122 million). This expenditure was initially classified by 

Railtrack as renewals and, as explained in the December 1999 periodic review 

document, the Regulator considers that Railtrack should have made further 

progress with its IT systems in the first control period (although Railtrack 

argues 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 significantly once depreciation is taken into 

consideration (Railtrack depreciates both software and hardware over 3-5 

years in its accounts). 
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Appendix F: Revenue requirements 

Table F.1: Revenue requirements without 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 5,571 6,001 6,246 6,431 6,631 6,025

Average asset base 5,348 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 4
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: Revenue requirements with 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 5,571 6,001 6,246 6,431 6,631 6,025

Average asset base 5,348 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 4
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 90 90 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 NMS 

Introduction 

1. Following the publication of Railtrack’s 2000 Network Management Statement 

(NMS), the Regulator consulted train operators, funding bodies (including the Shadow 

Strategic Rail Authority) and other interested parties on the issues arising from it. 

Copies of those responses for which consultees did not request confidentiality have 

been placed in the ORR Library, and will be placed on the ORR website during 

August. He has also identified issues of continuing concern arising from Railtrack’s 

performance and its stewardship of the network. In broad terms, these issues fall into 

two categories: 

• the adequacy of what Railtrack has done and is doing against the background 

of  the growth in rail traffic since privatisation; and 

• the adequacy of Railtrack’s response to the challenges posed by future growth. 

Coping with increased traffic 

2. Railtrack has found difficulty in meeting the targets it has set itself 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 basis of the levels which the current Track Quality 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 ameliorated 

existing capacity constraints (particularly resignalling). Chapter 9 explains 

how the delivery of those plans intended to deliver incremental outputs will be 

monitored and enforced. Chapters 3 and 14 set out specific proposals for 

Railtrack to develop a signalling  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 

restrictions (TSRs). Chapter 14 refers to a measure of the severity of 

temporary speed restrictions which will enable the Regulator to monitor 

trends. In addition, he will be examining whether Railtrack’s estimates of 

reductions in the number of TSRs and its plans in respect of PSRs demonstrate 

that it is doing all that it should do to comply with the general duty; and 

• continues to deal with third parties which are dependent upon it for 

information and cooperation in ways which constitute unacceptable behaviour. 

The Regulator has already announced that he is considering 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 enable it to 

assess in a timely fashion the implications of new scenarios, as demonstrated 

by the time it took to respond to the final order on the WCML. The Regulator 

will be discussing with Railtrack what further action it needs to take to 

improve its capabilities; 

• has not yet developed and applied the best practice in possessions 

management which will be needed if it is to manage major improvements to 

the infrastructure without causing significant disruption to current rail 

services, a view reinforced by comments from consultees. Chapter 11 

describes how changes to the possessions regime will incentivise better  
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practice. The Regulator will require Railtrack to accelerate the development 

and application of best practice in this area; and 

• has not yet developed plans for timely completion of an asset register covering 

both condition and capability, and falls a long way short of being able to 

provide timely advice to train operators on the scope for value-for-money 

improvements to capability, a view supported by consultees. As indicated in 

Chapter 14, the Regulator intends to require Railtrack to develop and maintain 

a comprehensive register 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 

develop more sophisticated tools which allow for the impact of local 

circumstances on likely growth in demand, and which recognise that the 

practical constraints 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 so has inadequate plans to deal 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 help to clarify this the relationships and responsibilities of the different 

parties; 

• continues to develop estimates 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 estimates 

and limit the scope for over-charging. The Regulator intends to publish further 

details relating to this framework, including Part G (network change) of the 

Track Access Conditions; and 

• has few plans to remodel major stations to accommodate planned increases in 

passenger traffic, and in particular plans to significantly increase the number 

of passengers arriving at Euston despite LUL’s concerns that it will be unable 

to cope with the consequential increase in demand for underground travel. 
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