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Foreword 

Railtrack was established over four years ago.  It was privatised two years ago.  It is a utility 
providing essential infrastructure services to passenger and freight train operators.  The 
fairness of its prices, its efficiency and its policies for investing in renewal and enhancement 
of its facilities, are matters of legitimate public interest.  Moreover, satisfactory resolution of 
those issues is essential for the development of the public/private partnership through which 
the new railway is controlled. 

But, as a utility, it has distinguishing features.  First, the quantity of the assets under its 
ownership is dependent on decisions by national and local Government as to the kind of 
railway they wish to support.  Second, the quality of those assets governs the type of railway 
service which can be offered to passengers and freight users.  Its principal business - the sale 
of train paths to train operators - is thus heavily influenced by political considerations; 
equally, its own commitment to improvement in quality and reliability and to reasonable 
prices, can influence demand and raise the attractiveness of rail within a multi modal 
transport market which supports sustainable development. 

My aim in carrying out the review of Railtrack's charges is to obtain for passengers and 
freight train operators, and funders of the railway, fair prices for high standards of 
performance. As well as specifying the overall level and structure of charges which train 
operators pay to Railtrack, the review will determine challenging targets in terms of network 
performance and capability for Railtrack to deliver for the period from 2001.  Railtrack's 
ability to meet these challenging targets while maintaining safe operation of the network will 
be critical to the future success of the railway industry as a whole. 

The responses to the first consultation paper indicated strong support for the overall 
framework for the review which I proposed and have now decided to adopt.  I am confident 
that the processes which are now in place are necessary and sufficiently flexible to ensure 
that the decisions which I make will be based on a sound understanding of the improvements 
in network capability and performance that users and funders expect and are prepared to 
finance. 

In the seven months which have elapsed since publication of the first document, a lot of work 
has been carried out developing the processes and work programmes which will underpin the 
overall framework.  But the periodic review must not be seen in isolation from the overall 
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framework of Railtrack regulation.  Following my review of Railtrack's 1998 Network 
Management Statement (NMS), I have received commitments from Railtrack, which include 
improving its processes for identifying and assessing the future plans of train operators and 
funders.  This commitment by Railtrack is very important if the 1999 NMS is to provide a 
sound basis for my decisions on the periodic review.  My review of the 1998 NMS also 
showed that immediate action was needed to ensure continued improvement in the 
performance of the network.  Railtrack has accepted this and given commitments which will 
address immediate performance and track quality concerns. 

The periodic review should not therefore be used by Railtrack as an excuse for failing to 
improve efficiency and effectiveness in the operation, maintenance and renewal of the 
railway, or for failing to undertake enhancement projects where reasonably required by train 
operators and funders.  Enhancement projects which deliver a better railway and meet the 
ongoing reasonable requirements of funders or train operators will be appropriately 
remunerated at the time of the periodic review.  To do otherwise would not be consistent with 
my duty to promote the use and development of the rail network. 

All the regulated industries experience a degree of uncertainty during price control reviews.  
Railtrack is no exception.  I believe that the endorsement of the 'standard utility model' 
described in the first consultation paper goes some way to reducing this uncertainty.  But I 
recognise that this is the first review of Railtrack's charges since privatisation, and that there 
are some features of the regulatory framework - in particular the initial regulatory evaluation 
of its assets, and the precise basis for remunerating enhancement investment - which may 
create uncertainty.  In this second consultation paper, therefore, I am setting out possible 
approaches to this issue of determining the return on capital earned by Railtrack both on its 
existing assets and on enhancement investment.  I will be looking to reach conclusions on 
these matters by the end of the year. 

This second consultation paper sets out areas of work, in particular that on structure of 
charges, which are being undertaken jointly by my office and Railtrack to develop the most 
effective solution.  It also specifies the information which I will expect Railtrack to supply 
during the course of the review.  Railtrack's ability to supply this information in a timely 
fashion and to a high quality will help to ensure the robustness of my conclusions. 

There is much work still to be done to bring the periodic review to a satisfactory conclusion.  
But I am confident that the framework and detailed work plans which are now in place will 
enable me to put forward robust proposals in about 18 months time which build on the short 
term improvements to which Railtrack is now committed and offer the prospect of even 
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greater improvements in the performance and capability of the network, and better value for 
money for passengers, freight users and taxpayers.  As before, I look forward to constructive 
comments on the proposals set out here. 

 

 

JOHN SWIFT QC 
Rail Regulator 
July 1998 
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1. Introduction 

The December consultation document 

1.1 In December 1997, the Regulator published his first consultation paper1 launching the 
periodic review of Railtrack's access charges for franchised passenger services. Under 
the terms set out in franchised passenger track and station access agreements, the 
Regulator is required to publish his final conclusions by 31 July 2000 for 
implementation by 1 April 2001.  

1.2 The Regulator said in his first consultation document that “my overall objective for 
the review is to establish a financial framework which provides challenging targets for 
future efficiency and for improvements in network performance and capability and 
strikes an appropriate financial balance between Railtrack, its customers and its 
funders”.  The purpose of the first document was to set out a possible framework to 
achieve this objective and to identify the main issues which the review will need to 
address.  It also put forward a possible timetable for the review. 

1.3 Copies of the first consultation paper or a press notice were sent to approximately 
3000 individuals and organisations.  The document was placed on the Office of the 
Rail Regulator's (ORR) web site on the day of publication.  During the three-month 
consultation period representatives from ORR met with a range of organisations 
including Railtrack, the Health and Safety Executive (HSE), the Passenger Transport 
Executives (PTEs), British Railways Board (BRB), the Department of the 
Environment, Transport and the Regions (DETR) and the Office of Passenger Rail 
Franchising (OPRAF).  Two seminars were also held - one for representatives from 
train operating companies and the other, held on the day of publication, for the City 
which was attended by equity analysts, investors and credit rating agencies. 

1.4 In addition to the feedback which the Regulator received through these meetings, he 
also received 57 written responses to the consultation document.  A list of all those 
who responded is set out in the Annex.  The non-confidential responses, together with 
a summary of those responses, have now been placed in ORR's Library where 
members of the public can read them. 

                                                           

1  The Periodic Review of Railtrack's Access Charges: A Proposed Framework and Key Issues - A 
Consultation Document, December 1997. 
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The purpose of this document 

1.5 The purpose of this document is three fold: 

• in the light of the initial consultation carried out between December and 
March, it confirms the framework and timetable which the Regulator proposes 
adopting for the periodic review;  

• it identifies in more detail the next steps which the Regulator proposes taking 
for each of the main areas of work which make up the periodic review.  In 
doing so, it also explains in more detail the link between the Regulator's 
review of the Network Management Statement and the periodic review 
framework; and 

• finally, in view of the timetable which the Regulator has decided to adopt, this 
document also launches a further round of consultation on a range of financial 
issues which will need to be considered as part of the periodic review.  (The 
timetable and the reasons why the Regulator has adopted this timetable are set 
out in more detail in Chapter 3.) 
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2. Summary and Issues for Consultation 

Summary of Part 1 

The framework and timetable for the periodic review 

2.1 In the first consultation paper the Regulator set out his principal objective for the 
review as being to establish a financial framework for Railtrack with challenging 
targets for future efficiency and improvements in the capability, quality and 
performance of the network which delivered an appropriate financial balance between 
Railtrack, its customers and its funders (including taxpayers). The Regulator proposed 
taking as his starting point the standard framework of utility regulation. 

2.2 The Regulator welcomes the support which the principal objective and framework he 
put forward received from those who responded to the consultation.  He reiterates the 
importance of making sure that the review does not take place in isolation but within 
the framework of the Government's overall transport strategy.  The future charging 
framework must allow Railtrack to meet the reasonable requirements of train 
operators and funders, and hence of passengers and freight users, and link clearly to 
plans which Railtrack publishes under Condition 7 of its network licence. 

2.3 The first document proposed a timetable which envisaged a further round of 
consultation on all the main streams of work in the fourth quarter 1998 to be followed 
by publication of provisional conclusions towards the end of 1999 or the beginning of 
2000.  A further review of all the material would be carried out in 2000 to enable the 
Regulator to publish his final conclusions in July 2000.  

2.4 The Regulator has concluded that the overall timetable is appropriate and does not 
propose to modify it.  However, within this overall timetable he has made 
modifications to the timing of two individual strands of work: 

• first, he has decided to bring forward the work on financial issues to reduce 
perceptions of regulatory uncertainty.  A further consultation on these issues is 
included in Part 2 of this document and conclusions will be published by the 
end of the year; 
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• second, he has decided to put back by one quarter the next consultation on 
structure of charges.  This will enable the consultation to cover a more fully 
developed set of proposals rather than simply outline propositions. 

In addition to these timetable modifications he has also worked up in more detail the individual work 
programmes which together form the periodic review. 

The structure of Railtrack's access charges 

2.5 The first consultation paper highlighted a number of concerns about the impact of the 
current structure of charges on incentives to use and develop the network.  In 
particular it suggested that while the combination of the low variable charge and high 
fixed charge created strong incentives on train operators to maximise the use of the 
network it created weak incentives to encourage its development.  In addition to 
receiving responses to the written consultation, the Regulator and Railtrack jointly 
held a seminar in April to develop thinking in this area. 

2.6 Since the publication of the first paper, Railtrack has undertaken to carry out a 
programme of work to better understand the causation of costs on its network.  At the 
same time the Regulator is proposing a programme of work which will consider the 
results of the cost causation work and will also address contractual and access 
planning issues arising from a change to the structure of charges.  The Regulator and 
Railtrack recognise the importance of involving the industry in any developments in 
this area.  A group with representatives from passenger and freight train operators and 
funders is being set up to provide advice on the practical implications of different 
charging structures.  A small academic panel has also been put in place to provide 
ongoing advice, at an early stage of the project, on the principles which should 
underpin any developments. 

Assessing Railtrack's performance as steward of the network 

2.7 The Regulator has in place a framework through Condition 7 of Railtrack's network 
licence for monitoring Railtrack's performance on an ongoing basis.  In the first 
consultation paper, the Regulator proposed building on that framework and using 
Railtrack's annual NMS as a basis for determining what Railtrack should be delivering 
in the future.  The Regulator confirms that he will be adopting this approach and the 
1999 NMS in particular will be a key vehicle for determining the future outputs and 
targets which Railtrack should be delivering for the next control period.  The 
commitments recently agreed with Railtrack are in part designed to ensure that 
Railtrack has the processes in place to deliver an NMS which is fit for this purpose. 
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2.8 The Regulator has set out in more detail the work which he is undertaking with the 
help of consultants to assess Railtrack's performance in the current control period and 
the work which he also intends to undertake on performance regimes, Railtrack's 
future expenditure needs and efficiency.  The Regulator will expect Railtrack to work 
closely with his consultants and supply information in a timely fashion and to a high 
quality. 

2.9 The Regulator will publish his provisional conclusions on the level of charges towards 
the end of 1999 or beginning of 2000, together with targets for network performance 
and capability which he expects Railtrack to deliver for the period from 2001.  He will 
expect Railtrack to reflect his conclusions on output in the detail of the 2000 NMS 
which will be the basis on which he will measure and monitor Railtrack's performance 
in the next control period. 

The nature of the control on Railtrack's charges 

2.10 The Regulator sought views on a number of form of control issues in the first 
consultation paper.  Some of these issues apply to regulated utilities generally and the 
Regulator will therefore want to take into account the Government's conclusions on its 
Green Paper proposals for developing the framework of utility regulation before 
reaching final conclusions on these areas.  However, there are some areas where he 
has reached a view.  In particular, he has decided to retain the use of the single till as a 
basis for setting access charges and he is not proposing changing its scope.  He will be 
considering further the issues raised by the profit sharing arrangements which apply to 
Railtrack's property portfolio and expects to consult further in due course.  The 
Regulator also intends to retain the RPI-X control mechanism.  

2.11 The first consultation paper asked for views on whether out-performance in the 
current control period should be passed back to customers in the form of a one-off 
reduction (P0) or over time (“glidepath”).  The Regulator has considered the responses 
he has received in this area.  However, as well as awaiting the outcome of the 
Government's review of utility regulation, the Regulator will also want to consider the 
results of the work he is intending to carry out on efficiency (and in particular on the 
source of those efficiency savings) before reaching a final view. 

2.12 The Regulator has decided to adopt a five year control period and his conclusions on 
the overall level and structure of charges will therefore apply from 1 April 2001 to 31 
March 2006.  The Regulator will want to consider further the merits of an interim 
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adjustment process in the light of the Government's review of utility regulation and 
once some of the issues surrounding refranchising in particular become clearer.    

Summary of Part 2 and issues for further consultation 

The cost of capital 

2.13 The first consultation paper set out in broad terms the type of issues which the 
Regulator will need to consider in determining what the appropriate return on capital 
for Railtrack will be.  To determine the  appropriate return, the Regulator needs to 
decide what the appropriate rate of return as demanded by the providers of capital is if 
they are to invest in or lend to a particular business or project.   

2.14 This consultation paper sets out a methodology for estimating the cost of Railtrack's 
debt and considers a number of different approaches for determining Railtrack's cost 
of equity.  The Regulator invites  views on the basis on which he should determine 
Railtrack's cost of capital and in particular he seeks the views of consultees on: 

• his proposal to estimate a forward looking target cost of capital which is 
consistent with his duties both to promote efficiency and economy and not to 
render it unduly difficult for Railtrack to finance its activities; 

• his proposal to estimate a cost of equity by adopting the Capital Asset Pricing 
Model (CAPM) methodology and sense-checking it by reference to other 
companies such as utilities with a similar risk profile; 

• the appropriate maturity of an index linked gilt as the basis for determining the 
risk free rate of return; 

• whether there are factors other than those identified in paragraph 7.18 (namely 
the impact of gearing, structure of charges, diversified activities and data 
availability) which he will need to consider in determining the appropriate 
equity beta for Railtrack; 

• the most appropriate means of assessing the effect of changes in future 
revenue risk on the cost of capital; 

• his proposal to use a forward looking equity risk premium; 
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• his proposal to utilise a forward looking optimal capital structure in 
calculating the Weighted Average Cost of Capital (WACC) which he 
considers is consistent with both his duty to promote efficiency and his 
financing duty; and 

• the merits of estimating a benchmark post-tax cost of capital rather than a pre-
tax cost of capital and making a specific assessment of the appropriate tax 
wedge for Railtrack and the possible impact of changes to Advance 
Corporation Tax  (ACT) on the cost of equity. 

The regulatory asset base 

2.15 The Regulator confirms that in determining the initial regulatory asset base (RAB) he 
will have regard to the initial investment in the company by shareholders and lenders.  
There is a general acceptance that shareholders expect some premium between the 
offer price and the initial trading price in recognition of the fact that shares are 
deliberately offered at a price less than their value to ensure the success of the 
flotation.  On this basis the Regulator is proposing basing the initial RAB on the value 
of equity at close of trading on the first day adjusted to reflect the net indebtedness of 
Railtrack at the time of flotation. 

2.16 He has considered whether there is a case for a further uplift over the close of first day 
trading and considers there is no obvious case for initial shareholders to earn a return 
on an asset base in excess of the finance actually invested in the company.  However, 
the Regulator has said previously that he will have regard to the regulatory precedent 
set by other utility regulators.  Therefore, before deciding finally on his position he 
seeks the views of consultees on whether the fact that some other regulators have 
included an uplift should influence his decision.  In particular, he seeks the views of 
consultees on the following: 

• the approach he is proposing adopting for determining the initial market value 
of the equity and debt; 

• whether shareholders should be remunerated on the investment they made plus 
any deliberate under pricing of the issue which was implicit in the offer price 
and which was included in the value at close of first day's trading; and 

• whether the fact that other regulators have included an uplift should influence 
his consideration of whether to include a further uplift and in particular 
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whether an uplift of 7.5% on close of first day trading consistent with the 
latest Monopolies and Mergers Commission (MMC) report on this issue is a 
relevant precedent. 

Rolling forward the regulatory asset base 

2.17 Having decided what the initial RAB is, the Regulator then needs to determine how 
this should change over time.  The Regulator proposes two general principles: 

• the RAB will increase to reflect enhancement expenditure which delivers 
outputs in excess of those assumed when the initial level of charges was set 
and which meets the reasonable requirements of passenger and freight train 
operators and funders; and 

• the RAB will be reduced to the extent that the outputs assumed when the 
initial level of charges was set in 1995 - timely renewal in modern equivalent 
form and completion of the station and depot backlog programme - are not 
delivered. 

2.18 In applying the general principles this document considers a number of issues in more 
detail including the treatment of investment for efficiency and the need to distinguish 
between renewal and enhancement expenditure.  It also sets out different approaches 
to the treatment of enhancement expenditure to reflect whether Railtrack has taken 
demand risk or whether the demand risk has in fact been transferred to Railtrack's 
customers and through them to the taxpayer.  Finally, it sets out in more detail how 
these general principles might apply to differences which occur in Railtrack's financial 
performance for reasons other than greater efficiency or inefficiency, for example, the 
performance regime and Railtrack's expenditure renewals.  The Regulator's 
provisional conclusion is that there are no changes in circumstances, other than for the 
performance regime, where it is appropriate to make a retrospective adjustment. 

2.19 In the first consultation paper the Regulator sought views on the whether the full 
expected cost of maintaining and renewing the network should be allowed for in 
charges or whether  the amount allowed for in charges was abated but the RAB 
allowed to increase over time.  The Regulator has considered the responses and will 
expect to reach a view on this in the light of more detailed financial modelling during 
the course of 1999. 
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2.20 The Regulator invites the views of consultees on the appropriate method for rolling 
forward the RAB.  In particular, he seeks the views of consultees on the following 
issues: 

• whether the general principles set out in paragraph 9.3 (and repeated in 
paragraph 2.17) are appropriate for determining changes in the RAB; 

• whether Railtrack should be given comfort about the inclusion of enhancement 
investment in the RAB where train operators and funders _sign off_ 
Railtrack's forward investment programme; 

• the appropriate treatment of investment for efficiency; 

• the basis on which a premium can be calculated over and above the base cost 
of capital  determined in Chapter 7 to reward Railtrack for taking commercial 
risk; 

• the extent to which Railtrack should retain commercial risk in the event that 
enhancement investments are not _used and useful_; and 

• in assessing the variances between the expenditure plans and financial 
performance expected in 1995 and actual performance, whether it is 
appropriate to take account of the outcome of the performance regime in 
setting future price limits to the extent this has resulted in improved financial 
performance for reasons other than greater efficiency, but not to allow for 
other factors. 

Responding to this consultation 

2.21 Consultation responses should be sent to: 
Joanna Whittington 
Office of the Rail Regulator 
1 Waterhouse Square 
138-142 Holborn 
London EC1N 2ST 
Fax:  0171-282 2046 
Email: erg.orr@gtnet.gov.uk 

to arrive no later than 30 September 1998.  Respondents should indicate clearly whether they wish their 
responses to remain confidential to ORR.  Otherwise they may be published, placed in the ORR library 
or 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 or quoted from by the Regulator 
summarising the submission excluding the confidential material. 
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PART 1 

 

THE ONGOING WORK OF THE PERIODIC REVIEW 
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3. The Framework and Timetable for the 
Periodic Review 

3.1 The first consultation document set out a possible framework and timetable for the 
review.  This chapter sets out the views of consultees and the approach which the 
Regulator proposes adopting as a result. 

Consultation on the framework of the review 

The proposed framework 

3.2 The Regulator considered that the principal objective for the review should be to 
establish a financial framework for Railtrack with challenging targets for future 
efficiency and improvements in the quality, capability and performance of the 
network.  At the same time the framework should deliver an appropriate financial 
balance between Railtrack, its customers and its funders (including taxpayers).  The 
Regulator also proposed taking as his starting point the standard utility framework of 
regulation.  Comments were invited on this framework. 

The views of consultees 

3.3 All those who commented on the scope and objectives for the review were broadly 
supportive of the approach which the Regulator had proposed.  Train operators in 
particular welcomed the suggestion that the review should be challenging for 
Railtrack and fair for the taxpayer.  One suggested that the scope should be expanded 
to include explicit contractual obligations on Railtrack to invest and improve the 
quality of track and station access and performance.  Another suggested that the 
conclusions should be “grounded in their impact on physical issues such as 
performance and infrastructure development outputs as well as financial issues like a 
fair return to shareholders and cost of capital”.  A few train operators also suggested 
that the scope of the review should be expanded to include reviewing depot access 
charges in addition to track and station access charges. 

3.4 Others commented that because Railtrack was indirectly in receipt of significant 
amounts of subsidy, the review should reflect the wider public interest.  One 
respondent highlighted the need to have regard to a wide range of changes which may 
take place before the review is completed ranging from the introduction of new 
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passenger services through to the future policies of British and European 
governments. 

3.5 Railtrack was also supportive of the aims of the review saying in its published 
response to the consultation document that “Railtrack wants a sound financial 
framework which allows us to develop the quality, capability and performance of the 
rail network to meet the aspirations of our customers, funders and the wider 
community.”  It believed that it was right for the Regulator to take as his starting point 
the standard utility model adopted by other regulators and, given the lack of an appeal 
to the Monopolies and Mergers Commission (MMC) for Railtrack if it was not 
content with the Regulator's conclusions, thought it important to have regard to 
regulatory precedent. 

The Regulator's conclusion 

3.6 The Regulator welcomes the support which has been expressed from all quarters for 
the  framework and objectives for the periodic review as set out in the initial 
consultation document.  He recognises the importance of understanding the context in 
which the review will be carried out and in particular the role Government expects rail 
to play as part of its transport policy. He does not, therefore, propose altering the 
scope and objectives as set out in the initial consultation document as a basis for 
setting track and station access charges for franchised passenger services.  He will, 
however, want to consider whether, in implementing the conclusions, other changes 
are necessary to the supporting regulatory framework. 

3.7 The terms set out in the franchised passenger track and station access agreements 
require the Regulator to determine revised charges by July 2000 for implementation 
from 1 April 2001.  In considering the structure of Railtrack's charges the Regulator 
will also want to consider what the implication of a revised structure will be on 
freight.  The freight track access agreement between Railtrack and English Welsh and 
Scottish Railway, the largest freight operator, expires on 31 March 2001.  

3.8 He also notes, in considering the scope of the review, the suggestion which was made 
by a few consultees to expand the scope to incorporate depot access charges.  
However, the terms of the depot access agreements which are currently in place do 
not give him the power to review these charges in this way.  The future revenue which 
can be expected to accrue to Railtrack from the depot leases will continue to be taken 
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into account in determining the overall level of access charges which Railtrack should 
be able to recover through franchised passenger track and station access charges. 

Consultation on the timetable for the review 

The proposed timetable 

3.9 The Regulator set out a timetable which envisaged a further round of consultation on 
all the main streams of work in the fourth quarter 1998 to be followed by publication 
of provisional conclusions towards the end of 1999 or the beginning of 2000.  A 
further review of all the material would be carried out in 2000 to enable the Regulator 
to publish his final conclusions in July 2000.  The Regulator noted that the different 
strands of work had different lead times and it would, therefore, be possible to 
produce conclusions on some issues earlier than this. 

The views of consultees 

3.10 Although only a small minority of consultees commented on the timetable, the main 
point made was the desirability of publishing conclusions once they had been reached 
rather than waiting for all the work of the review to be completed.  Some felt that 
where conclusions were reached earlier they should be implemented in advance of 
April 2001.  Railtrack had a number of concerns about the timetable as proposed.  In 
particular, it was concerned about the overall length of the review and the uncertainty 
this would create for Railtrack given that this is the first review of its charges after its 
flotation and a number of important issues will necessarily be considered for the first 
time.  It, therefore, urged the Regulator to consider the scope for accelerating the later 
stages of the timetable from the third quarter 1999 onwards. 

3.11 The desirability of reaching conclusions on the broad financial principles of the 
review by the end of 1998 was a point made by analysts from the City at a number of 
meetings during the consultation period. 

3.12 Other consultees, in responding in writing to the consultation document, mentioned 
the need to ensure that the timetable was consistent with decisions taken by 
Government in its White Paper on integrated transport policy. 

The Regulator's conclusion 

3.13 In starting the periodic review in December 1997, the Regulator was aware that there 
were a number of substantive issues which needed to be considered.  Some of these, 
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such as the structure of charges, had been considered as part of his first review of 
Railtrack's access charges in 1994.  However, in the time available there was 
insufficient information to evaluate and put in place a robust framework of charges to 
reflect cost of access by time and geography.  Others, such as the appropriate asset 
base on which Railtrack's shareholders should receive a return, are being considered 
for the first time, because it is the first review since privatisation. 

3.14 The overall timing of the review which the Regulator proposed is in his view 
sufficient to investigate those issues with long lead times and ensure that conclusions 
are reached on complex issues following an open and transparent review process.  
However, he notes the comments of consultees on the uncertainty which may be 
created by waiting for the completion of work with long lead times before publishing 
conclusions on areas with shorter lead times.  For this reason the Regulator has 
decided to bring forward part of the work on corporate finance issues.  A further 
consultation on these issues is therefore set out in Part 2 of this document.  It is the 
Regulator's intention to publish his conclusions on these issues by the end of 1998.  
When issuing his final conclusions in July 2000, the Regulator will need to consider 
whether any earlier conclusions which they incorporate require adjustment in the light 
of subsequent changes in external circumstances. 

3.15 The Regulator has considered the argument from Railtrack that there was scope for 
accelerating the overall timetable, perhaps bringing forward the publication of his 
final conclusions before July 2000. However, he considers that: 

• first, his determination of Railtrack's access charges should follow a full 
evaluation of the 1999 Network Management Statement (NMS) in which he 
expects Railtrack will set out the basis of what it will deliver in terms of the 
quality, performance and capability of the network for the next control period; 
and 

• second, time will be needed to validate the key assumptions which underpin 
the review.  This is particularly important for the review of Railtrack's access 
charges, which is implemented through approval of modifications to access 
agreements rather than modifications to its licence, with the consequence that 
Railtrack does not have a right of appeal to the MMC as is the case for other 
regulated companies.  The Regulator expects to recruit external advisers 
during the latter half of this year to provide external scrutiny of the processes 
and assumptions which underpin the conclusions of the periodic review. 
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3.16 The Regulator is not, therefore, intending to modify the latter half of the timetable set 
out in the first consultation document.   

3.17 Set out in the table below is a revised timetable for the periodic review.  The main 
changes are to bring forward the consultation on financial issues and the publication 
of conclusions and to push back by one quarter the next consultation on the structure 
of charges.  Further detail on the work programmes which underpin the review of 
charging structure is described in Chapter 4, on assessing Railtrack's performance in 
managing and operating the network in Chapter 5 and on the nature of the control in 
Chapter 6. 

Table 3.1 Revised periodic review timetable 

 1998 1999 2000 

Quarter 3 4 1 2 3 4 1 2 

Follow up on initial consultation paper 

Summary of the next steps and further consultation on financial issues         

Review responses         

Publish conclusions on financial issues          

Structure of charges and performance regimes 

Railtrack work programme on cost causality         

ORR work programme on principles and implementation review of 
performance regimes 

        

Review  by academic panel and industry panel         

Publish further consultation with proposals         

Review  responses         

Publish conclusions         

Implementation plan  - identify and tackle transitional issues         
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 1998 1999 2000 

Quarter 3 4 1 2 3 4 1 2 

Capability, quality and performance of the network 

Publish Regulator=s conclusions on 1998 NMS         

Monitor account planning process as input to 1999 NMS         

Railtrack publish 1999 NMS         

ORR and OPRAF assessment of 1999 NMS         

Publish ORR assessment of 1999 NMS         

Railtrack publish 2000 NMS with outputs and targets for 2001 to end 
of next control period 

        

Review of Railtrack's performance to 2001 

Consultancy contract to assess under or over delivery by Railtrack in 
current period 

        

Publish provisional findings         

Finalise findings in the light of responses and review of 1999 NMS         

Efficiency review and identification of future expenditure needs 

Identify future expenditure needs based on Railtrack=s 1999 NMS         

Build on work assessing Railtrack=s current performance to establish 
efficiency targets from 2001 

        

Publish conclusions         

Proposals 

Review assumptions and check key issues         

Publish final consultation paper on level of charges and outputs          

Review consultation paper responses and Railtrack's 2000 NMS         

Publish final conclusions         
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4. The Structure of Railtrack's Access 
Charges 

Introduction 

4.1 The first consultation document highlighted a number of concerns about the impact of 
the current structure of charges on incentives to use and develop the network.  In 
particular it suggested that while the combination of a low variable charge and high 
fixed charge created strong incentives on train operators to maximise the use of the 
existing network, it gave weak incentives to encourage its development.  The 
Regulator was also concerned that the mechanism which had been put in place to 
enable train operators to negotiate additional access rights was not working as 
effectively as it might.  He was concerned, in particular, about the significant amount 
of time that negotiations for relatively small additions to rights appeared to take and 
the lack of information which train operators had about the costs which Railtrack 
incurred in providing access. 

4.2 In addition to the written responses which have been received to the first consultation, 
the Regulator and Railtrack jointly held a seminar in April to help develop thinking in 
this area. This chapter provides feedback from the initial consultation and the seminar 
and sets out in more detail the work programmes which Railtrack and ORR will be 
undertaking in the light of this consultation. 

The December consultation paper 

The issues 

4.3 The first document sought the views of consultees on two main areas.  First, the 
Regulator invited views on whether his assessment of the advantages and 
disadvantages of the current structure of charges in terms of both the incentives it 
created and the issues it raised in terms of its operation in practice were shared by 
others and in particular by train operators, funders and Railtrack.  Second, he wanted 
to consider whether there were changes which could be made to the existing structure 
which would improve incentives to develop the network without, for example,  
reducing the positive incentives which the current structure has created to increase the 
number of services using the network.  In particular he sought views on possible ways 
of improving (or avoiding) the requirement to negotiate additional access charges for 
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network enhancements which has the effect of acting as a disincentive on train 
operators and Railtrack to pursue worthwhile opportunities for service expansion. 

The views of consultees 

4.4 The majority of those who responded to the consultation paper commented on the 
issues raised by the current charging structure.  Most recognised the potential conflict 
between the strength of the current system with its low variable charge which 
encouraged use of the network and a higher variable charge which, while it may 
encourage development of the network, could reduce the use of the network.  This 
point was made particularly by franchised passenger train operators who generally 
were content with the concept of a high fixed charge.  

4.5 Some train operators suggested that issues of network development could be dealt 
with outwith the charging structure through, for example, the account planning 
process or the publication of a local NMS.  Some were happy to see an increase in the 
variable charge to the extent that this reflected Railtrack's cost causality.  There was 
support for increased geographical specificity in the charges.  There was also concern 
about the methodology which Railtrack currently uses to calculate congestion costs 
arising from timetabling additional trains (i.e. the impact of additional trains on 
overall punctuality and hence on the expected level of payments under the 
performance regimes.) 

4.6 A point mentioned frequently by respondents was the lack of transparency in 
Railtrack's charges.  This was considered to be a particular issue for train operators 
negotiating additional rights.  One funder wanted to understand better what the 
implications of a change in service level would mean for the charges paid. This led to 
suggestions for the publication of tariff tables or indicative tariffs or publication by 
Railtrack of an agreed pricing methodology for additional train slots. 

4.7 A number of suggestions were made to create improved incentives on Railtrack to 
develop the network.  For example, Railtrack's charges: 

• could be related to the revenue which train operators earn; 

• could vary by available passenger seat mile/kilometre (or tonne of capacity 
hauled in the case of freight); 

• could encourage the use of trains which reduced wear and tear on the track; 
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• could be based on the number of trains owned (much like a vehicle licence); 
and 

• could be adjusted to reward investment and penalise failure to invest. 

4.8 Some respondents commented on the need to incorporate freight issues into the work 
programme and to develop a revised structure of charges to help tackle difficult 
questions about the allocation of network capacity between freight and passenger 
operators. 

• Railtrack was supportive of the opportunity to work with the Regulator in 
these areas.  It recognised that the current structure of charges failed to provide 
appropriate incentives for Railtrack to increase the usage of the network.  It 
considered that possible changes could include: 

• developing congestion charges to reflect the increased cost of running an 
additional train on congested parts of the network; 

• developing charges that reflect the value customers place on access; and  

• considering direct incentives on Railtrack to increase passenger miles.   

It wished to achieve simplicity and transparency and avoid the high transaction costs associated with the 

current negotiated charges for additional train slots. 

The April seminar 

The purpose of the seminar 

4.9 Railtrack and ORR held a joint seminar in April as a means of developing thinking on 
the principles which should underpin a change in the structure of Railtrack's access 
charges and to consider approaches which had been adopted elsewhere on other rail 
systems or for other network monopolists.   

4.10 The seminar was attended by representatives from freight and passenger train 
operating companies, academics, other regulatory offices, other regulated utilities, 
OPRAF and DETR.  Following brief presentations from ORR, Railtrack and a train 
operator setting out their perspectives of the current structure, the rest of the seminar 
focused on the aims of access pricing, lessons from other sectors and the practical 
issues associated with developing a revised structure.  Workshops were held on 
congestion pricing, the use and development of the network, charging mechanisms 
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and the wider policy framework in which changes to the structure of Railtrack's 
charges should be considered. 

4.11 The main output of the seminar was intended as a means of developing the work 
programme to be undertaken by Railtrack and the Regulator.  Issues of 
implementation which will be critical in the later stages of this project were touched 
on but were not the focus of the seminar. 

Themes emerging from the seminar 

4.12 Comments on the incentives created by the current structure of charges broadly 
reflected those made by the written responses to consultation (and summarised in the 
previous section).  The other main points to emerge included: 

• general support for the idea of  incentives on Railtrack to increase use of the 
network, for example, by linking the overall level of access charges paid by 
the train operators was linked to the number of passengers and the quantity of 
freight carried on the network; 

• scepticism that the effective allocation of existing capacity and the 
enhancement of the network could be achieved through the charging structure 
alone.  It seemed to be accepted that major schemes such as the West Coast 
Main Line upgrade were best dealt with through negotiation but that a 
different solution may be appropriate for smaller schemes (see Chapter 9 for a 
further discussion and consultation on this issue); 

• support for some element of congestion or peak pricing so that charges should 
be higher when the network or an individual part of the network was close to 
full capacity utilisation; and 

• conflicting views about the appropriate level of complexity in tariff tables and 
the trade off between simplicity and accuracy. 

4.13 The proceedings of the seminar, including a more detailed summary, can be found on 
the Regulator's web site (http://www.rail-reg.gov.uk).  Alternatively copies of the 
document can be obtained on request from the Librarian at ORR (Sue MacSwan 
0171-282 2001). 
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A work programme 

Studies to be undertaken by Railtrack and ORR 

4.14 Railtrack has undertaken to carry out a programme of work to better understand the 
causation of costs on its network.  This will include: 

• an assessment of how operating, infrastructure maintenance and renewal and 
usage  costs vary in relation to key drivers (for example, number of trains, type 
of train, weight, geography etc); 

• an investigation of the cost of electricity current for traction purposes with the 
aim of improving incentives for efficiency and removing any perversities 
which may exist under the current system; 

• an investigation of how Railtrack's and the train operators' costs increase as 
usage increases on a fixed network as an input to developing possible 
congestion charges but also as a means for proposing improvements to the 
possessions and performance regimes; and 

• an investigation of the costs associated with enhancing capacity given that the 
costs are typically “lumpy” and do not vary continuously or systematically 
with particular cost drivers on a network-wide basis. 

4.15 At the same time the Regulator is proposing a programme of work which will 
consider the results of the above cost causation research but will also include:  

• determining the overall form of control on Railtrack's charges and, in 
particular, considering the case for an overall revenue cap which might include 
a mechanism whereby the total revenue which Railtrack was allowed to 
generate varied with volume of services operated on its network as an 
alternative to controls on individual access charges; 

• considering the interaction between the structure of charges for individual 
train operators and an overall revenue or price cap including the relationship 
between long and short term contracts for access, the relationship between 
incentives for specific developments and Railtrack's network-wide incentives  
and the balance between negotiated charges and published tariffs; 
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• considering whether at the margins it is either desirable or possible to 
introduce increased flexibility in the reallocation of slots between train 
operators or between train operators and Railtrack; and 

• reviewing the incentives created by performance and possessions regimes and 
in particular the value placed on delays and cancellations by train operating 
companies and passengers and how these might influence overall changes to 
the regimes. 

4.16 Although the focus of the work will be looking at changes to the structure of track 
access charges, the Regulator will also want to consider whether changes to the 
structure of the station Long Term Charge is appropriate.  Currently the Long Term 
Charge for each station is intended to be sufficient to meet Railtrack's costs of 
maintaining the structure and renewing it in modern equivalent form.  The Regulator 
will want to consider whether this remains the most appropriate framework and, in 
particular, how best to link changes in charges to changes in station facilities to meet 
the reasonable requirements of train operators and funders.  This will take account of 
the current work involving Railtrack, train operating companies and ORR in 
developing better measures for categorising station facilities and identifying 
enhancement needs. 

4.17 The Regulator notes the Government's view, as set out in its recent response to the 
Transport Select Committee - A New Deal for Railways - that providing adequate 
incentives on Railtrack to make the best use of the existing network and where 
appropriate to develop the network could point to a proportion of Railtrack's access 
income being paid direct by the Strategic Rail Authority rather than via passenger 
train operators.  Until the end of the current access agreements, that approach could 
only be secured through primary legislation in respect of existing access rights.  These 
are therefore matters for Government.  However, the Regulator considers there is 
nothing in the work on structure of charges which limits the available options for 
future payments of subsidy direct to Railtrack. 

Timetable and processes 

4.18 Railtrack envisages that initial results from its studies will be available towards the 
end of 1998.  The Regulator has indicated his expectation that the results and 
supporting analysis should be placed in the public domain.  The Regulator will review 
the material and is intending to produce a consultation document with proposals for a 
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revised structure of charges towards the end of the first quarter 1999.  Previously he 
had intended to publish a further consultation paper at the end of 1998.  However, in 
view of the time taken to collect the data and his desire to consult on meaningful 
proposals, the next consultation paper will now take place a few months later.  He 
does not believe that this will have an impact on the overall timetable for 
implementing revisions to the structure of charges. 

4.19 In view of the importance which Railtrack and the Regulator place on involving the 
industry in developments on the structure of charges, it is proposed that a group is 
being set up including industry representatives.  The group will provide ongoing 
advice and ensure industry awareness of the charging structure issues as they emerge, 
in parallel with the work being undertaken by Railtrack and the Regulator over the 
next nine to twelve months.  The group will, in particular, provide advice on the 
practical implications of different charging structures.  The Association of Train 
Operating Companies has been invited to nominate passenger operator representatives 
to this group and the Regulator will also be looking for nominees from funders 
(including OPRAF and the Passenger Transport Executives) and the rail freight 
industry to sit on the panel. 

4.20 At the same time Railtrack and the Regulator have also put in place a small academic 
panel to provide ongoing advice, at an early stage in this project, on the principles 
which should underpin any developments to the structure of charges. 
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5. Assessing Railtrack's Performance as 
Steward of the Network 

Introduction 

5.1 In addition to determining what Railtrack should be delivering in terms of the 
capability, quality and performance of the network for the period covered by the next 
review, the Regulator also has in place a framework for monitoring Railtrack's 
performance on an ongoing basis.  In the first consultation paper the Regulator 
proposed building on that framework and using Railtrack's annual NMS as a basis for 
determining what Railtrack should be delivering in future.  The Regulator will also 
want to assess how well Railtrack has performed against his expectations at the last 
charging review. 

5.2 The purpose of this chapter is, therefore, to summarise the views of consultees on the 
approach the Regulator proposed adopting, to reaffirm the link which the periodic 
review has with the ongoing work of  regulating Railtrack and to set out the next steps 
which the Regulator will be taking. 

The framework for assessing Railtrack's current performance and setting targets for 
future performance 

The issues 

5.3 As well as seeking the views of consultees on his proposal that the NMS should form 
the key vehicle for establishing targets for Railtrack's performance in the next control 
period, he also asked for views on the  treatment of performance regimes and on the 
different methodologies he could adopt for measuring Railtrack's current performance 
(financially as well as operationally) and for setting targets  for the next control 
period. 

 

The views of consultees 

5.4 The current level of access charges is based on a requirement for Railtrack to renew 
the network in modern equivalent form in a timely fashion.  In responses to the 
consultation, there was strong support from the train operators in particular to move 
away from a regulatory contract based on _renewal in modern equivalent form_ where 

OFFICE of the RAIL REGULATOR • JULY 1998 

29 



The Periodic Review of Railtrack’s Access Charges: Second Consultation Paper 
 

there was uncertainty about what this meant in practice, to a regime where the outputs 
were more tightly defined.  A number of suggestions were made of the type of output 
indicators which could be used.  One operator suggested that these indicators could be 
set out in contracts so that if necessary train operators, as well as the Regulator, could 
take enforcement action if Railtrack failed to deliver. 

5.5 There was similarly strong support for the use of the NMS as a vehicle for 
establishing expectations of the capability, quality and performance of the network.  
However, train operators in particular were looking for a closer link between the 
account plans which they develop with Railtrack as an input to the NMS and the 
commitments made by Railtrack in the NMS.  They also wanted more detail to be 
included in the NMS, for example, to include information at a train operator level.  
Consultation on the first paper closed before Railtrack had published its 1998 NMS.  
However, the Regulator's consultation of train operators and funders following the 
publication of the 1998 NMS confirms that these points remain a concern. 

5.6 Some consultees expressed the view that operational efficiency should be included in 
any assessment of Railtrack's performance and, in particular, Railtrack's policy on 
taking and using possessions.  There was general support for the use of benchmarking 
as a means of measuring Railtrack's performance particularly against other railways, 
although a few respondents acknowledged the problems associated with these sort of 
comparisons. 

5.7 At a high level many respondents recognised the merits of having a performance 
regime in terms of the incentives it creates.  However, there was much concern from 
train operators in particular about the way the performance regime was working in 
practice.  There seemed to be support for a rebenchmarking exercise.  One consultee 
suggested that the benchmarks should be continuously improving, rather than static as 
they are currently. 

5.8 Railtrack supported the approach set out by the Regulator and in particular his 
intention to use the 1999 NMS as the key vehicle for establishing targets for network 
capability and performance for the next control period. In its view it was essential that 
a transparent link is established between the basis of such targets and the total revenue 
which the Regulator allows.  Railtrack wanted any review of performance regimes to 
be forward looking, concentrating on how the operation of the present system might 
be simplified and improved. 
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The Regulator's review of the 1998 NMS 

5.9 There is a close link between the Regulator's periodic review of Railtrack's access 
charges and his ongoing monitoring of Railtrack's overall performance. This is 
recognised in a number of the responses to the first consultation document.  On 25 
March, Railtrack published its 1998 NMS.  The Regulator has carried out a detailed 
assessment of the document consulting train operators and funders on whether the 
plans which are set out in it meet their reasonable requirements. 

5.10 The Regulator identified four areas of concern where he considered that Railtrack 
needed to take action to ensure it was not likely to contravene its licence obligations: 

• performance; 

• track quality;  

• the production of studies of options to increase track capacity; and 

• processes for establishing the reasonable requirements of train operators and 
funders. 

Railtrack has made commitments to the Regulator in each of these areas.  Given the importance of the 
1999 NMS as a basis of taking decisions on the output  Railtrack will deliver for the period from 2001, 
the Regulator particularly wanted to ensure that Railtrack had in place and followed appropriate 
processes for establishing the reasonable requirements of train operators and funders. 

5.11 Details of the Regulator's review of the 1998 NMS and the commitments which 
Railtrack has given to secure compliance with the terms of its licence can be obtained 
from the Library (Sue MacSwan 0171-282 2001) or be found on ORR's web site 
(http://www.rail-reg.gov.uk). 

Next steps 

Consultancy project assessing Railtrack's current performance 

5.12 In May, the Regulator started the process of appointing consultants to help him assess 
Railtrack's performance in the current control period against his expectations at the 
last charging review.  It is his intention to appoint these consultants in September.  
The objective of the project will be to determine whether Railtrack has under or over-
delivered against the requirement at the time of the last review that Railtrack would 
maintain and renew the network in modern equivalent form; and to determine whether 
Railtrack in maintaining, renewing and operating the network has achieved reasonable 
levels of efficiency. 
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5.13 To fulfill these objectives the Regulator will be looking to the consultants to answer 
four main questions: 

• what has Railtrack delivered in terms of the output of the current network 
(including stations and depots); 

• on the basis of the Regulator's decision to set charges at the time of the last 
review at a level which would enable Railtrack to maintain and renew the 
network in modern equivalent form, what output should Railtrack have 
delivered; 

• what has Railtrack spent in producing the output which it has delivered; and 

• what would a reasonably efficient company have been expected to deliver 
over the same time period both in terms of cost and output? 

5.14 The Regulator expects that the results from this study will be available during the first 
quarter of 1999.  The Regulator recognises that in order to carry out this type of work 
within these timescales he will need the close involvement of Railtrack.  Their ability 
to provide information in a timely fashion will be important in securing the effective 
delivery of this part of this part of the review.  Consistent with his aim of carrying out 
an open and transparent review, it is currently the Regulator's intention that the results 
of this work will be made publicly available for comment by interested third parties. 

Assessment and content of the 1999 NMS 

5.15 In the light of the responses to the first consultation paper the Regulator confirms that 
he will use the 1999 NMS as the vehicle for determining the future outputs and targets 
which Railtrack should be delivering for the next control period.  The 1999 NMS and 
the Regulator=s assessment of it will therefore be a major input to the periodic review.  
This means that the Regulator will want to keep in close touch with Railtrack during 
the next six to nine months to ensure its successful completion.  The commitments 
recently agreed with Railtrack are in part designed to ensure that processes are in 
place which make sure that the next NMS is fit for this purpose.  The Regulator 
expects that the 1999 NMS will set out in a measurable way what Railtrack's plans 
deliver for the next control period.  The Regulator will expect that the Criteria, which 
Condition 7 requires Railtrack to produce and which Railtrack is currently reviewing, 
will determine the basis on which Railtrack will allocate its resources across the 
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network to achieve these outputs, and to comply with its obligations to meet the 
reasonable requirements of train operators and funders. 

Consultancy on future expenditure needs and efficiency 

5.16 The Regulator will use the results of the consultancy project to assess Railtrack's 
performance during the current control period and his assessment of the 1999 NMS to 
influence the details of the work programme which will follow.  However, at this 
stage he anticipates two further studies which will take place in the second and third 
quarter of 1999: 

• the first will review Railtrack's future expenditure needs based on Railtrack's 
plans as set out in the 1999 NMS; and  

• the second will identify the efficiency savings which the Regulator expects 
that a reasonably efficient operator of the network should be able to achieve 
for the next control period in respect of both operating and capital expenditure. 

5.17 As a precursor to carrying out these studies the Regulator will invite Railtrack to 
prepare a submission on both these areas.  In view of the Regulator's aim that the 
review should be an open and transparent process, he would like to see as much of 
this information as possible put into the public domain.  The Regulator's conclusions 
on these issues will be published during the autumn of 1999. 
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Performance regimes 

5.18 The performance regimes which are incorporated in track access agreements are 
generally recognised as giving important incentives - to both Railtrack and train 
operators - to improve performance.  Nevertheless, the Regulator recognises that there 
have been concerns about the structure and operation of these regimes, and will want, 
as part of the periodic review, to be satisfied that any material deficiencies have been 
addressed.  In doing this, he will want in particular to liaise with OPRAF, given that 
the incentive regimes in franchise agreements are based on the same framework and 
data as the regimes in track access agreements. 

5.19 Issues that the Regulator will wish to consider include: 

• the structure of the regimes, and in particular the balance between _template_ 
and _bespoke_ regimes; 

• whether benchmarks and payment rates remain appropriate; and 

• whether the possessions regime in Schedule 4 of track access agreements can 
be made more effective in incentivising efficient use of possessions.  

The Regulator expects to consult further on these issues in the early part of 1999. 

The role of the 2000 NMS 

5.20 The Regulator intends to publish his provisional conclusions on the level of 
Railtrack's charges towards the end of 1999 or the beginning of  2000.  Included in 
those conclusions will be a high level statement specifying the output which he 
expects Railtrack to deliver in the control period from 2001. 

5.21 He will expect Railtrack to reflect his conclusions on output in the detail of the 2000 
NMS.  He will want to discuss any implications for the timing of the 2000 NMS with 
Railtrack. In carrying out his assessment of the 2000 NMS he will want to ensure that 
it is consistent with his provisional conclusions on the level of charges and outputs.  
Taking into account the responses he receives in carrying out his assessment of the 
2000 NMS and to his provisional conclusions document, he will then publish his final 
conclusions by 31 July 2000 in accordance with the track access contract review 
provisions. 
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Monitoring during the next control period 

5.22 The Regulator is working with Railtrack and the Franchising Director to develop a set 
of national output targets which will be contained in future Statements.  The Regulator 
expects that the 2000 NMS will include targets for the following control period based 
on his conclusions which he will monitor on an ongoing basis.  To the extent that 
Railtrack does not meet these targets without good cause, the Regulator would expect 
to enforce them through Railtrack's network licence. 

5.23 The Regulator will want to consider the case for setting targets at a zonal level or for 
individual train operating companies.  He will also want to consider further the 
balance between incentivising good performance in Railtrack through performance 
regimes and through the licence enforcement (or at a train operator level including 
additional targets in individual access agreements). 

5.24 To the extent that the Network Management Statements which Railtrack produces 
after 2000 may contain more detail at, for example, a train operator level about what 
is contained in the _regulatory contract_ for the period from 2001, the Regulator will 
want to be satisfied that future statements meet the expectations he had in reaching his 
final conclusions.  If in assessing future Network Management Statements he decides 
that this is not the case, and it is without good cause, he would expect to take 
enforcement action under Railtrack's network licence on the grounds that they do not 
meet the reasonable requirements of Railtrack's customers and funders. 
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6. The Nature of the Control on Railtrack's 
Charges 

Introduction 

6.1 The first consultation paper raised a number of issues about the nature of the control 
on Railtrack's charges.  This chapter sets out the Regulator's current views on the 
following areas: 

• the use and scope of the single till as a basis for setting Railtrack's track and 
station access charges for franchised passenger services; 

• the form of the control on Railtrack's charges; and 

• the duration of the control on charges and the role of interim review 
mechanisms. 

6.2 More generally before reaching any final conclusions on the form of the control, the 
Regulator will want to take into account the Government's conclusions on developing 
the framework of utility regulation following the Green Paper issued in March. 

The scope of the single till 

6.3 Under the single till the Regulator estimates the total revenue requirement of Railtrack 
PLC and subtracts from it the expected level of revenue to be received from its 
activities other than franchised passenger track and station access. The residual is the 
amount which Railtrack is allowed to generate from franchised passenger track and 
station access charges. 

6.4 The Regulator sought the views of consultees on the use of the single till as a 
mechanism for setting charges.  The two main issues were whether: 

• the costs associated with different types of customers should be identified 
separately and separate _control totals_ established for different categories of 
customers so that the charges they paid were separately established, and 
directly related to the costs they incurred; and  
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• whether the proceeds from the property portfolio should remain within the 
single till to reduce the charges paid by franchised passenger services on an 
ongoing basis or whether they should be removed from the single till and a 
one off payment made to compensate the regulated business. 

The views of consultees 

6.5 The majority of the respondents were supportive of retaining the concept of the single 
till as a basis for setting charges.  Railtrack said that it saw that there were clear 
advantages in retaining the single till in its current form.  However, it was keen to 
ensure that the scope of the single till should not unduly limit or undermine Railtrack's 
ability to earn differential returns on different types of investment. 

The Regulator's conclusion 

6.6 The Regulator has considered the responses to the consultation document and the 
alternative approaches which he could adopt in setting Railtrack's access charges.  He 
is minded to retain the concept of the single till for two reasons.  First, he considers 
that, for an integrated network where a large proportion of the costs are common to all 
users of the network, it would be necessary to make allocations of costs to different 
activities.  It would be difficult to identify accurately the costs and revenue which 
accrue to each _business_ if separate profit and loss accounts were to be prepared.  
The Regulator considers that the programme of work to develop the structure of 
charges is a more appropriate basis for taking these issues forward for the next control 
period. 

6.7 Second, Railtrack was vested with a large property portfolio and the Regulator 
considers, as a matter of principle that the profit accruing from that portfolio, together 
with other activities which form part of the national rail network, should at the time of 
reviews generally be used to reduce the overall level of subsidy requirement for the 
railway industry as a whole.  He does not think that it would be possible to estimate 
with any degree of certainty all future profits accruing to Railtrack's existing property 
portfolio and hence enable him to remove it from the single till in a way which would 
not prejudice his desire to ensure that the railway industry as a whole should benefit 
from the development of Railtrack's property portfolio.  He is therefore minded to 
retain the costs and revenues from Railtrack's property portfolio within the single till. 

6.8 In retaining the concept of the single till, the Regulator will wish to ensure that the 
premium over and above the base cost of capital which he allowed Railtrack to 
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generate on the Thameslink 2000 project and the upgrade of the West Coast Main 
Line is retained and is not netted off by a commensurate reduction in the level of 
Railtrack's franchised track and station access charges from 2001 onwards. 

6.9 He will also be asking Railtrack to supply estimates of the non franchised revenue 
which it expects to generate for the control period from 2001 during the second half of 
1999.  He will want to consider the reasonableness of those estimates and the 
assumptions on which they are based and is likely to seek expert advice.  He would 
wish to see as much of this information as possible put into the public domain for 
scrutiny by third parties. 

Further consultation on property profit sharing 

6.10 He recognises that between periodic reviews Railtrack is incentivised to exceed the 
targets which he has set in determining the overall level of charges.  Previously he put 
in place a profit sharing scheme so that net revenue which Railtrack generated in 
excess of the £1 billion of revenue which he allowed in the single till would be shared 
between itself and train operators.  He is currently in the process of appointing 
consultants to help him review the property scheme and in particular to decide, first, 
what effect the property scheme has had on Railtrack's incentives to develop its 
property portfolio and, second, whether a similar scheme needs to be put in place in 
the following control period.  

6.11 The Regulator expects to consult further on the appropriate profit sharing 
arrangements once he has completed the work set out above and having regard to any 
conclusions which might arise from the Government's review of utility regulation. 

Form of control 

P0 versus “glidepath” 

6.12 The initial consultation also sought views on several form of control issues, including 
whether there should be an initial reduction in access charges to pass on out-
performance to Railtrack's customers (P0) or whether it should be introduced over 
time (“glidepath”). There was some support for efficiency savings being passed back 
via a P0 cut, although Railtrack favoured a glidepath approach in order that incentives 
to reduce costs and improve efficiency were consistent across the control period.   
A few respondents referred to the desirability of reinvesting some or all of the 
efficiency savings in the network rather than reducing charges. 
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6.13 The Regulator has considered the responses he has received on these areas.  However, 
before coming to a final view on this issue he will want to consider the results of the 
work he is intending to carry out on efficiency (and in particular on the source of 
efficiency savings). He will be consulting on these issues during 1999. 

A control on profits, revenue or prices 

6.14 The initial consultation document asked consultees for their view on whether the 
control  should be on Railtrack's individual charges, the overall revenue it was 
allowed to generate or the level of its profits.  There was widespread support 
(including from Railtrack) expressed for the retention of RPI-X control mechanism. A 
few respondents expressed a preference for the profit sharing mechanism which is 
currently in place on property to be extended to Railtrack's business as a whole.  Some 
respondents expressed a preference for the control to be on the prices Railtrack 
charges rather than the revenue it generates in order not to disincentivise Railtrack 
from developing the network.  The Regulator will obviously want to have regard to 
any conclusions from the Government's review of utility regulation as they are made 
known before reaching a final conclusion on whether to introduce a profit share 
scheme for the business as a whole. 

6.15 The Regulator intends to retain the RPI-X control mechanism.  He has identified in 
previous paragraphs the approach he will take in deciding whether to retain the 
property profit-sharing scheme.   

6.16 The previous chapter on structure of charges has indicated the desirability of allying 
the interests of Railtrack with those of its customers as a means of promoting the use 
and development of the network.  The current structure of charges is a control on 
prices but because of the large fixed element which is paid regardless of the number 
of trains which are operated, it is often considered to have similar effects to a control 
on revenue.  He has noted how for some agreements negotiated since his previous 
review of the level of charges, Railtrack and train operators have included revenue 
sharing arrangements in their agreements.  The Regulator is intending to investigate 
further whether it may be desirable to introduce this for Railtrack's business as a 
whole either on a route basis or at an overall level. It is clearly important that 
Railtrack has the right incentives to be proactive in identifying opportunities to 
increase rail traffic. 
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6.17 Introducing a stronger link between Railtrack's revenue and changes in passenger 
demand would potentially increase Railtrack's cost of capital.  But it would also give 
stronger incentives to plan and deliver the improved network performance and 
capability needed to achieve higher passenger volumes.  At present, it is not clear how 
this balance is best struck, and the Regulator will want to consider further whether 
developing this link would be in the interests of passengers and the taxpayers overall.  
He will be considering this in the context of developments to Railtrack's charging 
structure.  He, therefore, intends to develop proposals which will be included in the 
next consultation paper on charging structure in the first quarter of 1999. 

Duration of control 

6.18 The Regulator invited the views of consultees on the appropriate duration of the 
control and the merits of including an interim adjustment mechanism in the control.  
At the time of the last review, the Regulator concluded that the control should have a 
duration of six years (i.e. to extend five years from the expected date of privatisation). 

The views of consultees 

6.19 The majority of respondents supported a control period which lasted five or six years.  
However, other suggestions were made including: 

• reviews which were commensurate with the franchising renewal process; and 

• extending the next control period until 2007 so that any upheavals associated 
with the franchising renewal process will have dissipated. 

6.20 There was some support for interim adjustments.  The types of suggestions which 
were made included an annual review of physical under-delivery and financial out-
performance followed by appropriate adjustments, an interim review to deal with the 
effect of refranchising or the power for the Regulator to carry out an interim review 
when he chose. 

6.21 Railtrack considered there was some advantage in extending the control period for 
longer than five or six years in order to reduce regulatory uncertainty but not if this 
required the introduction of provisions for interim determinations. 
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The Regulator's current views 

6.22 The Regulator's preference is for a five year control period which is consistent with 
the approach adopted by other utility regulators.  The conclusions of this review in 
respect of the overall level and structure of Railtrack's charges would, therefore, apply 
from 1 April 2001 to 31 March 2006.  He considers that this gives an appropriate 
balance between the incentives it places on Railtrack to generate efficiency savings 
and the risk of divergence between the Regulator's conclusions and outturn for 
reasons outside the control of Railtrack. 

6.23 The Regulator considered the merits of interim adjustments to deal with the impact of 
refranchising.  At this stage decisions by Government have yet to be taken about the 
nature of refranchising.  It would therefore be premature to reach conclusions on 
including an interim adjustment process into the form of control.  In addition some of 
the issues which might be of concern, for example, how changes in the allocation of 
the fixed charge could be facilitated if the franchise boundaries were redrawn, may 
more easily be addressed through the work Railtrack and ORR are jointly carrying out 
on the structure of charges. 

6.24 The Regulator recognises the negative impact on incentives which a wide ranging 
interim review would have on Railtrack and its possible effect on other factors such as 
the cost of capital.  He will want to consider further whether there may be a case for a 
very narrow interim adjustment process to address areas of particular uncertainty at 
the time when the conclusions are reached, for example, if revised performance 
regimes were put in place. The Regulator will also want to have regard to any 
conclusions emerging from the Government's review of utility regulation before 
reaching decisions on this issue. 

OFFICE of the RAIL REGULATOR • JULY 1998 

41 



The Periodic Review of Railtrack’s Access Charges: Second Consultation Paper 
 

 
 
 
 
 
 

PART 2 

 

FURTHER CONSULTATION ON FINANCIAL ISSUES 

 

  JULY 1998 • OFFICE of the RAIL REGULATOR 
42 



The Periodic Review of Railtrack's Access Charges: Second Consultation Paper 

7. The Cost of Capital 

Introduction 

7.1 In the light of the responses he received to the first consultation paper, the Regulator 
has decided to bring forward the consultation on a range of financial issues with the 
aim of reaching provisional conclusions by the end of this year.  (The overall 
timetable and the reasons for it are set out in more detail in Chapter 3). 

7.2 The first document set out in broad terms the types of issues which the Regulator will 
need to consider in determining what the appropriate return on capital for Railtrack 
will be.  The second part of this document is a further consultation on these issues.  
This chapter sets out the Regulator's current thinking on the issues raised in estimating 
the cost of capital and seeks views on a number of issues.  This is followed by two 
further chapters on the initial valuation for regulatory purposes of Railtrack's assets 
and the treatment of enhancement undertaken by Railtrack in the current control 
period and in future control periods.   

Principles for determining a weighted average cost of capital (WACC) 

7.3 The cost of capital is the rate of return demanded by the providers of capital if they 
are to invest in or lend to a particular business or project.  Although there are many 
forms of finance available to companies, they can usually be classified as either debt 
or equity.  The overall cost of capital can then be calculated as the weighted average 
of the cost of debt and equity, with the weighting being determined by the market 
value of the assumed proportions of debt and equity during the period under 
consideration. 

7.4 The cost of debt is made up of two components: the risk free rate and a risk premium.  
The risk free rate is the return investors seek for lending money assuming there is no 
risk of default either on the interest or the principal.  The risk premium reflects in this 
case the return investors require to lend money to Railtrack given their perceptions, 
for example, of the likelihood that Railtrack will default on either the interest 
payments or the principal or other factors which may affect the credit rating of its 
debt. 
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7.5 The cost of equity is the return which shareholders require either directly (through 
dividend payments) or indirectly (through capital gain in the share price) to reward 
them with an appropriate return which will include the time value of money and the 
risk associated with the investment.  Unlike the cost of debt, the actual cost of equity 
is not directly observable.  The following section on the cost of equity describes a 
number of alternative methodologies which the Regulator could use to measure it. 

7.6 Like the approach adopted by other utility regulators, the framework in which 
Railtrack is regulated is incentive based.  In keeping with this approach the Regulator 
is seeking to establish the WACC which is consistent with the adoption by Railtrack 
of efficient financing, debt and tax management policies.  It follows, therefore, that 
the estimated cost of capital which the Regulator uses may be above or below the 
actual cost of capital which Railtrack achieves.   In establishing the appropriate 
WACC, the Regulator will have regard to his duties (as set out in section 4 of the 
Railways Act 1993) to promote efficiency and economy and to act in a manner which 
he considers will not render it unduly difficult for Railtrack to finance its activities. 

7.7 The rest of this chapter focuses on the issues of estimating a cost of capital for 
Railtrack's existing business.  In responding to first consultation paper, consultees 
generally chose not to comment on these issues.  The Regulator also suggested in the 
first consultation paper that it may be appropriate to have different costs of capital for 
different parts of Railtrack's business.  He noted that in one specific case, Thameslink 
2000, the additional risk associated with the construction was sufficient to warrant a 
premium over the cost of capital for Railtrack's business as a whole.  He has 
subsequently approved an access agreement between Railtrack and West Coast Trains 
(on behalf of Virgin Rail Group) for the upgrade of the West Coast Main Line which 
contains a similar risk premium.  Consultees who did respond to the proposal of 
having a different cost of capital for enhancements were broadly supportive.  The 
issues which surround this proposal are discussed in more detail in Chapter 9. 

Cost of debt 

7.8 The Regulator said in the first consultation paper that he will have regard to the 
current cost of Railtrack's debt and to Government's borrowing costs as evidenced in 
the gilt edged markets.  He will want to make sure that the risk free rate is the same as 
that used to calculate the cost of equity.  The basis on which the Regulator proposes 
establishing the risk free rate is discussed later in the chapter. He will also want to 
consider the amount paid by other utilities issuing bonds with equivalent credit 
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ratings.  In addition to considering the cost of bond finance, the Regulator will also 
want to consider where appropriate the cost of other types of financing such as bank 
debt and leasing. 

7.9 There is some evidence that the cost of debt increases with higher gearing, although 
the increase in cost, and the rate of increase, for debt which is above investment grade, 
is modest.  This effect is countered by the effect of the tax shield which increases as 
the level of gearing increases reducing the WACC.  The issue of capital structure is 
discussed in more detail later in the chapter. 

Cost of equity 

Methodology 

7.10 There are a number of methods for estimating the cost of equity.  One of the most 
frequently used is the Capital Asset Pricing Model (CAPM).  Although the CAPM is 
relatively simple and widely used by other utility regulators (including the MMC), 
regulated utilities, investors and analysts in the City, there are a number of problems 
associated with it.  For example, CAPM uses an index of one market (such as the FT 
All Share Index) as a proxy for all the risk bearing assets available to investors 
worldwide.  An index which measures the performance of shares in one country is at 
best only a proxy.  In addition the CAPM estimates the market risk based on historic 
movements in share price and is therefore backward looking. 

7.11 Alternative methods include the Dividend Growth Model (DGM) which is based on 
the premise that the value of an asset is equal to the present value of its future cash 
flows.  In the DGM the rate at which dividends are expected to grow is added to the 
yield to generate the expected rate of return.  The main drawback is that, if this 
method is used to determine the overall cost of capital, the expected rate of growth has 
to be assumed.  The DGM is, therefore, extremely sensitive to an estimate of 
investors' long term dividend growth expectations.  Nevertheless, it can be useful as a 
check on the plausibility of other estimates. 

7.12 Other methods have calculated the cost of capital using multivariate models such as 
Arbitrage Pricing Theory (APT).  The APT assumes that there are a small number of 
systematic influences which affect long term returns from shares or other risk bearing 
assets.  Using the APT a model is developed which incorporates multiple sources of 
risk using a number of beta factors which each capture the security's sensitivity to an 
individual factor.  There are few empirical studies to confirm the acceptability of this 
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approach and a number of uncertainties remain over, for example, the stability of the 
individual factors over the long term.  Finally, analysts are increasingly using cash 
flow models as a basis for estimating the cost of capital from observed market 
valuations. 

7.13 None of these methods is without problems.  However, the CAPM is the most widely 
used.  It is, therefore, the Regulator's intention to use the CAPM as a starting point for 
estimating the cost of Railtrack's equity.  In view of the methodological problems 
associated with the CAPM and in particular the limited amount of data available for 
Railtrack, he also intends to have regard to estimates of the cost of equity for other 
companies with a similar risk profile, in particular, other utilities. 

7.14 The CAPM formula for calculating the cost of equity, Re, is given by: 

 Re = Rf + βe(Rm - Rf) 

where Rf   is the risk free rate of return 
 βe   is the equity beta 
 (Rm - Rf) is the equity risk premium of the market return in excess of the risk 

free return 

The risk free rate 

7.15 The UK Government issues index linked government bonds in which the inflation risk 
is substantially eliminated.  The Regulator considers that index linked gilts are the 
most appropriate measure of the risk free rate of return in real terms (i.e. excluding the 
effects of general inflation).  There is some debate over the appropriate maturity of the 
risk free instrument.  Some have suggested that the maturity should reflect the life of 
the assets being funded.  An alternative approach in a regulatory system where prices 
are usually reset every five years could be to use a five year index linked gilt as the 
appropriate measure of the risk free rate. The Regulator notes that the current range in 
yields on index linked gilts is approximately 2.5% to 3.5% 

Equity beta 

7.16 Shares carry two types of risk: market risk and company specific risk.  A share's 
market risk is measured by its beta (β) or sensitivity to general stock market 
movements.  Market risk cannot be avoided by diversification.  If a company's shares 
have a beta of one, then its share price tends to move in line with the market and the 
formula above shows that the cost of equity is the market return.  If it has a beta of 1.5 
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then its shares will move by 1.5% for each 1% move in the market.  In such a case the 
cost of equity will exceed the market return to offset the cost of risk to investors. 

7.17 There are a number of factors which the Regulator will wish to consider in 
determining the appropriate forward looking equity beta for Railtrack including: 

• the impact of changes in the level of gearing; 

• the impact of a change in the structure of Railtrack's charges and of more 
widespread adoption of revenue sharing arrangements; 

• the impact of diversified activities (for example, the Channel Tunnel Rail 
Link) on the observed beta for Railtrack Group PLC which are not relevant to 
Railtrack PLC, the regulated subsidiary; 

• the relatively small amount of data available to estimate Railtrack's equity beta 
(equity betas are often calculated using five year historic data which is not 
currently available for Railtrack); and 

• whether to use a beta calculated on the basis of daily or monthly share price 
information. 

7.18 If, as outlined in the first consultation document, different costs of capital were 
applied to different parts of Railtrack's business, different betas would in principle be 
needed.  In practice, comparison with other utilities may be the most effective means 
of detecting the impact of variation in revenue risk on the cost of capital. 

Equity risk premium 

7.19 The Regulator currently considers that the appropriate measure to use is not the actual 
equity risk premium which has been historically achieved by investors (i.e. an ex post 
measure which may be distorted by factors such as unanticipated inflation) but the 
risk premium demanded by investors in providing equity capital (i.e. an ex ante 
measure).  He notes that the equity risk premium as estimated by a number of analysts 
in the City falls in the range of 2% to 4% for the stock market as a whole.  This 
compares with an arithmetic average equity risk premium relative to gilts in the period 
1919 to 1996 of 7.1% and a geometric average over the same period of 5.7%. 
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Capital structure  

7.20 The WACC methodology for estimating a company's cost of capital weights the 
relative costs of debt and equity according to its level of gearing.  Railtrack's level of 
gearing will change in the light of the future capital expenditure programme.  
Consistent with the Regulator's intention to set a benchmark cost of capital for 
Railtrack, it is his intention to calculate the WACC on the basis of an optimal capital 
structure which, subject to his duty not to render it unduly difficult for Railtrack to 
finance its activities, he considers Railtrack should be able to achieve. 

Pre or post-tax cost of capital 

7.21 The Regulator has considered whether he should be targeting a pre or post-tax cost of 
capital.  Consistent with his proposal to set a target cost of capital which will 
incentivise Railtrack to achieve financial efficiency and given that business taxes are a 
cost to a company like any other cost, there is a good case to target a post-tax cost of 
capital.  The issue is essentially whether to calculate a specific tax adjustment (tax 
wedge) or assume Railtrack pays tax at the standard corporate rate.  Furthermore, a 
substantial element of the effect by which the introduction of higher levels of gearing 
reduces the WACC is via the tax shield and this effect ought therefore be taken into 
account.  At present the Director General of Water Services uses a post-tax cost of 
capital while the other utility regulators have tended to use a pre-tax cost of capital. 

7.22 The Regulator intends to seek specialist advice on this area.  He will also want to 
consider  whether recent government changes to Advance Corporation Tax  (ACT) 
and the imputation system could have an impact on the cost of equity.  In addition he 
seeks the views of consultees on whether he should be targeting a pre or post-tax rate 
and the issues raised by either approach. 

Issues for consultation 

7.23 The Regulator invites views on the basis on which he will determine Railtrack's cost 
of capital.  In particular he seeks the views of consultees on: 

• his proposal to estimate a forward looking target cost of capital which is 
consistent with his duties both to promote efficiency and economy and not to 
render it unduly difficult for Railtrack to finance its activities; 
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• his proposal to estimate a cost of equity by adopting the CAPM methodology 
and sense checking it by reference to other companies such as utilities with a 
similar risk profile; 

• the appropriate maturity of an index linked gilt as the basis for determining the 
risk free rate of return; 

• whether there are factors other than those he identified in paragraph 7.18 
which he will need to consider in determining the appropriate equity beta for 
Railtrack; 

• the most appropriate means of assessing the effect of changes in future 
revenue risk on the cost of capital; 

• his proposal to use a forward looking equity risk premium; 

• his proposal to utilise a forward looking optimal capital structure in 
calculating the WACC which he considers is consistent with both his duty to 
promote efficiency and his financing duty; and 

• the merits of estimating a benchmark post-tax cost of capital rather than a pre-
tax cost of capital and making a specific assessment of the appropriate tax 
wedge for Railtrack and the possible impact of changes to ACT on the cost of 
equity
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8. The Regulatory Asset  

Introduction 

8.1 Included in the overall level of charges which Railtrack is allowed to raise from its 
customers is an appropriate return to shareholders and lenders on their investment.  In 
order to determine what this return is, the Regulator needs first to determine what the 
rate (or cost of capital) should be and secondly what asset value it should be applied 
to.  Chapter 7 sets out the Regulator's current thinking on how to determine the rate of 
return and some issues for consultation.  This chapter focuses on the issues which the 
Regulator will need to consider in estimating the asset value on which it is appropriate 
for investors to receive a return.  This base is known for price regulated utilities as the 
regulatory asset base or RAB. 

Initial market value 

Views of consultees 

8.2 In the initial consultation document the Regulator said that he was minded to reject 
the idea that Railtrack should earn a return on the net replacement cost of its assets 
and will have regard instead to the money actually paid to purchase the company.  
This received widespread support from those who responded to the consultation.  
Railtrack in its response to the consultation document also accepted that the RAB 
needed to be adjusted to reflect Railtrack's value at, and after, flotation.  This is also 
consistent with the approach adopted by other utility regulators and the MMC. 

The value of equity 

8.3 The shares of Railtrack Group PLC were sold on 20 May 1996 to institutional 
investors and to the public at a price of £3.90 per share, £2.00 payable on application 
and £1.90 in June 1997.  There is a general acceptance that shareholders can expect 
some premium between the initial trading price and the offer price in recognition of 
the fact that the shares are deliberately offered at a price which is less than their value 
to ensure the success of the flotation.  Regulators have therefore tended to establish 
the initial flotation value on the basis of the share price at the end of the first day's 
trading.  The Regulator proposes following this approach for Railtrack. 
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8.4 At the close of business on the first day's trading the shares stood at the partly paid 
price of 220.5 pence.  Discounting back the second instalment at one year LIBOR 
(London Inter Bank Offer Rate) gives a total equity value of first and second 
instalment of £1,995 million. 

The value of debt 

8.5 It is appropriate that the return allowed for in the price control should be based on the 
net indebtedness of the business at the time of flotation.  The Regulator will, 
therefore, subtract from the initial estimate of debt the value of cash and any short 
term investments at the time of flotation to give an estimate of Railtrack's net debt 
position. He will be asking Railtrack to supply him with details of its net debt position 
at the time of flotation which he will also discuss with DETR. 

8.6 Adding together the figures estimating the value of equity (at close of first day 
trading) and an approximate estimate of the net debt gives an initial market value in 
the order of £2.5 billion subject to determining Railtrack's net indebtedness at the time 
of flotation. 

Including an uplift 

8.7 Although regulators generally have adopted the initial market value as the basis for 
determining the RAB, there has been little consensus on whether it is appropriate 
either to include a further uplift on the value of equity at the end of first day's trading 
or, where it has been adopted, the size of the uplift.  Put another way, how much of 
any capital gain following privatisation should be retained by shareholders? 

Case for an uplift 

8.8 Some of the arguments which have been put forward for an uplift by both regulators 
and their regulatees are set out below: 

• it can take longer than one day's trading for the flotation discount to be 
eliminated and, therefore, it is appropriate to include in the RAB an equity 
value based on an average of the share price over a period of time; and 

• shareholders faced a number of perceived risks, for example, about whether 
the company would be able to achieve its projected returns, the nature of the 
regulatory framework, political uncertainty and it was only by looking at the 
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issues over a period of time was it possible to determine the fair value of the 
equity. 

8.9 In addition to highlighting the political risk associated with the flotation of Railtrack 
in the build up to the general election on 1 May 1997, Railtrack has also pointed out 
that the stock market's value as a whole has increased since flotation.  Railtrack argues 
that, since the overall stock market has risen by 45% since privatisation and that the 
utility sector has risen by 62%, its shareholders would receive no benefit from the 
subsequent rise in the stock market, if Railtrack's RAB was set on the basis of 
Railtrack's value at privatisation. 

Case against an uplift 

8.10 The following arguments have been expressed in previous consideration of these 
issues in the context of other regulated utilities: 

• to reflect movements in the share price after flotation in RAB would mean that 
analysts' expectations and investors' share trading would themselves determine 
the return to shareholders by determining the RAB on which the regulated 
utility was permitted to earn a return (i.e. to allow an uplift based on 
subsequent share price movements would be circular); 

• that the price is set with regard to a number of factors including dividend yield 
but it is then deliberately under-priced to ensure the success of the flotation.  
Perceived risks at the time of the flotation are already included in the price 
either explicitly or through under-pricing of the issue.  This under-pricing is 
traded out of the share by the close of trading on the first day; 

• to the extent that additional risk is not reflected in the price and subsequently 
fails to manifest itself this is reflected in an increase in the share price.  
Shareholders are therefore rewarded through a capital gain in the value of their 
investment and need not be rewarded in perpetuity by including it in the RAB; 
and 

• in the event that the share price fell post flotation it would seem inappropriate 
to remunerate shareholders on a value which was less than they paid at the 
time of flotation.  The fact that Railtrack's share price has therefore risen post 
flotation is not a reason in itself to remunerate shareholders on that additional 
capital gain through incorporation in the RAB. 
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Evidence from the MMC 

8.11 The MMC in its most recent report which considered these matters2 concluded that the 
initial market value approach should be the principal guide to calculating the asset 
base.  It was necessary to make allowance for a degree of under-pricing at flotation 
but in the context of Northern Ireland Electricity plc there was no evidence that the 
first day's trading was an insufficient period to take account of this fact.  Comparisons 
with other utilities could only be used as an external check although it noted, that 
while there had been a wide spread of uplifts applied to equity values, the general 
trend had been downwards.  This downward trend was apparent from the table 
produced in the NIE report (and reproduced in the first consultation paper) which 
showed the uplifts over the offer price and the close of trading on the first day for 
other regulated utilities. 

8.12 The MMC concluded that the case for an uplift above the value based on the share 
price at the close of first day trading was inevitably a matter for judgement.  In the 
case of NIE, the MMC recommended an uplift of 7.5% over the initial market value. 
The Director General of Electricity Supply for Northern Ireland decided that no uplift 
should be applied to the initial market value and a High Court ruling confirmed his 
right to do so. 

The Regulator's provisional conclusions 

8.13 The Regulator confirms that in estimating the value which should be placed on 
Railtrack's assets he will base it on the money actually paid by shareholders and not 
the net replacement cost of its assets.  He is currently minded to value the equity on 
the basis of the value at the close of first day's trading so that shareholders will be 
remunerated for any deliberate under-pricing on the part of the government at the time 
which was carried out to ensure the success of the flotation.  This will give a mark up 
on the value actually paid by shareholders over the full offer price (and including an 
estimate of Railtrack's net debt position at the time of flotation) of approximately 4 
per cent. 

8.14 The Regulator has considered the arguments for and against an uplift over this value 
and the arguments put to him by Railtrack to value the equity element of the RAB on 
the basis of the average share price in the period up to 1 May 1997.  He notes that 

                                                           

2 “Northern Ireland Electricity plc - A report on a reference under Article 15 of the Electricity (Northern 
Ireland) Order 1992 Published by the Monopolies and Mergers Commission, March 1997. 
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there appears to be considerable debate amongst regulators as to whether there should 
be any further uplift and if there is what it should be. 

8.15 There is no obvious case for initial shareholders to earn a return on an asset base in 
excess of the finance actually invested in the company.  The key issue, given the 
Regulator's section 4 duties as set out in the Railways Act 1993, is whether an uplift is 
required to give Railtrack appropriate incentives to invest in projects to develop the 
railway network.  The Regulator considers that this depends not on the valuation of 
the initial RAB, but on the basis on which enhancement investment is incorporated in 
the RAB, as discussed in the next chapter.  The Regulator also recognises that the 
ability of Railtrack to finance its activities may depend in part on its financial profile 
(for example, in terms of interest and dividend cover) rather than simply the return on 
capital.  However, this is appropriately dealt with in developing proposals for the 
levelling and profiling of future charges rather than establishing the initial RAB. 

8.16 The Regulator has said previously that he will have regard to regulatory precedent set 
by other regulators.  Before deciding whether to reject a further uplift on the initial 
market value including debt at the close of first day trading, he seeks views on 
whether the fact that other regulators have included an uplift should influence his 
conclusion and, if so, whether an uplift of 7.5% on close of first day's trading 
consistent with the latest MMC report on this issue is a relevant precedent. 

Issues for consultation 

8.17 The Regulator invites the views of consultees on his provisional conclusions as set out  
above and in particular on the following: 

• the approach he is proposing adopting for determining the initial market value 
of the equity and debt; 

• shareholders should be remunerated on the investment they made plus any 
under pricing of the issue which was implicit in the offer price and which was 
included in the value at close of first day's trading; and 

• whether the fact that other regulators have included an uplift should influence 
his consideration of whether to include a further uplift and in particular 
whether an uplift of 7.5% on the initial market value at close of first day's 
trading consistent with the latest MMC report on this issue is a relevant 
precedent. 
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9. Rolling Forward the Regulatory Asset Base 

9.1 Although setting price limits for regulatory utilities is not a mechanistic arithmetic 
exercise, it is underpinned by an assessment of the costs which a reasonably efficient 
company would incur and the returns it needs to earn on the capital employed in the 
company.  In order that Railtrack has appropriate incentives to invest in the network, 
and to do so efficiently, it needs to understand the basis on which the Regulator will 
establish future returns.  The previous chapter set out an approach for establishing the 
appropriate initial RAB at the time of flotation.  This chapter considers how this initial 
RAB should change over time, in particular to take account of enhancement 
investment undertaken by Railtrack.   

General principles and implementation issues 

9.2 In establishing the current framework of access charges, the Regulator made an 
allowance in charges, on an annual basis, for the cost of maintaining and renewing the 
existing network in modern equivalent form.  On that basis, there would be no change 
in the initial RAB if the network was maintained and renewed in _steady state_.  At 
the same time the Regulator also made an allowance for Railtrack to carry out backlog 
spending at stations and light maintenance depots to bring them into the condition 
required to meets its statutory and contractual obligations.  To the extent that Railtrack 
has carried out this expenditure and to the extent that it delivers the outputs that it was 
intended to, the Regulator said in his first consultation paper that it is his intention to 
include it in the RAB. 

9.3 Taking account of the approach adopted in other utilities, and by the MMC, the 
Regulator proposes the following general principles for rolling forward the RAB: 

• the RAB will increase to reflect enhancement expenditure which delivers 
outputs in excess of those assumed when the initial level of charges was set 
and which meets the reasonable requirements of passenger and freight train 
operators and funders; and 

• the RAB will be reduced to the extent that the outputs assumed when the 
initial level of charges was set in 1995 - timely renewal in modern equivalent 
form and completion of the station and depot backlog programme - are not 
delivered. 
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9.4 The Regulator will also need to decide whether the RAB should be adjusted if the 
Regulator concludes that Railtrack's financial performance has improved (or 
worsened) for reasons other than greater efficiency or inefficiency. 

9.5 For the next control period, there is a further issue to be determined as to whether 
charges should reflect the full expected cost of maintaining and renewing the network, 
or whether - as, for example, in the case of Transco and National Grid - the amount 
allowed for in price limits for the next control period is abated, with the consequence 
that the RAB relating to the existing network increases over time, rather than 
remaining constant.  Although both approaches as described have the same present 
value, the previous consultation paper set out a number of factors which might 
influence the Regulator's decision to adopt one approach over another.  The Regulator 
will expect to reach a view on this in the light of more detailed financial modelling 
during the course of 1999. 

9.6 If these general principles are adopted, there are a number of implementation issues to 
consider, including: 

• the basis for distinguishing between renewal and enhancement, and applying it 
to delivery by Railtrack during the current control period; 

• the treatment of capital expenditure undertaken to improve operating 
efficiency; 

• the basis for establishing the extent to which future enhancements represent 
the reasonable requirements of funders and customers; and 

• the identification of differences in financial performance which are due to 
reasons other than greater efficiency or inefficiency. 

Distinguishing between renewal and enhancement 

9.7 Enhancement expenditure is that which delivers improved outputs over and above 
those generated by renewal in modern equivalent form alone.  Distinguishing between 
renewal and enhancement expenditure is critical both in assessing delivery over the 
first price control period and in establishing the remuneration of future enhancement 
expenditure.  The current level of access charges makes full allowance for efficient 
maintenance of the assets and their timely renewal in modern equivalent form.  Such 
renewal is likely to lead to some improvement in network performance.  For example, 
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following the Regulator's review of the 1998 NMS, Railtrack has committed to a 7.5% 
reduction in delays per passenger and freight train movement for the year ending 31 
March 1999 and to establish revised targets for the years to 31 March 2000 and 31 
March 2001 in the 1999 NMS. 

9.8 In some cases, enhancement projects are specifically identified and additional track or 
station access charges agreed with train operators depending on the nature of the 
enhancement.  Examples include the West Coast Main Line upgrade and the doubling 
of part of the Chiltern line.  The Regulator proposes to appoint consultants to review 
Railtrack's expenditure, and in particular to assess the extent to which its programme 
delivers outputs which go beyond what might reasonably be expected as a result of 
renewal in modern equivalent form.  Only where he is satisfied that the additional 
expenditure is delivering improvements in performance or capability which go beyond 
that, and for which there is demand from train operators or funders in particular, does 
the Regulator consider that there is a case for an increase in the RAB. 

9.9 Care is needed in identifying enhancement expenditure.  In practice, projects may 
include an element of renewal as well as enhancement.  Railtrack is reviewing its 
Criteria for compliance with its licence obligations in respect of the maintenance, 
renewal and development of the network.  Defining what is treated as renewal and 
therefore covered by existing access charges is a key issue.   In addition, the Regulator 
is discussing with Railtrack the appropriate accounting principles for attribution of 
expenditure in such cases.  Proper recording of enhancement expenditure is important 
in applying the principles discussed in the second part of this chapter at future 
periodic reviews. 

Treatment of investment for efficiency 

9.10 Railtrack may undertake capital expenditure not to renew or enhance the network, but 
in order to achieve greater efficiency in operating costs.  To the extent that the 
expenditure does not deliver an improvement in the quality or quantity of output, the 
Regulator's view currently is that such expenditure should not be included in the 
RAB.  The benefit to Railtrack in carrying out these types of investments will come 
through exceeding the Regulator's expectations with regard to the efficiency savings it 
is able to achieve.  It will be important to assess the scope for future efficiency 
savings taking proper account of the need for such investment.  For example, the 
arguments for transferring the benefits of past efficiency savings achieved by 
Railtrack to customers over a period of time (through a glidepath approach) rather 
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than immediately (through a P0 reduction) are stronger if the additional efficiency has 
been achieved through additional investment rather than reductions in operating costs. 

Identifying the reasonable future requirements of train operators and funders 

9.11 Looking forward, the Regulator will want to assess the expenditure programme 
needed to meet the reasonable requirements of train operators and funders, to be 
reflected in future price limits.  This process will build on the annual NMS and is 
described in detail in Chapter 5.  The Regulator has published separately his 
expectations of the process Railtrack will adopt to ensure that the 1999 NMS is 
underpinned by a proper assessment of the reasonable requirements of train operators 
and funders, and in order to provide a robust process for periodic review decisions. 

Railtrack as contractor 

9.12 A further important issue is whether reasonable requirements are judged prospectively 
or retrospectively.  One approach that the Regulator might adopt would judge these 
matters prospectively, on the following lines: 

• Railtrack sets out, in the 1999 NMS, the programme which it believes 
appropriate to meet reasonable requirements, as identified through the account 
planning process; 

• train operators and funders comment on this programme, in terms of output, 
priority and cost; 

• in the light of this commentary, a revised programme is determined, to be 
reflected in periodic review decisions, together with associated output based 
performance targets and set out in the 2000 NMS; and 

• to the extent this programme involved enhancement expenditure over and 
above renewal in modern equivalent form, Railtrack would have the assurance 
that the RAB would increase if those outputs were actually delivered. 

9.13 While this approach puts clear incentives on Railtrack to identify an appropriate 
forward programme, and once endorsed, to deliver it effectively and efficiently, it 
effectively transfers demand risk to Railtrack's customers, and through them to the 
taxpayer.  For example, if the agreed programme involved expanding the capacity of a 
particular route to meet expected growth in passenger or freight demand, and that 
demand did not materialise, Railtrack would still be remunerated for that expenditure. 
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9.14 If this approach is adopted, one important issue to resolve is the extent to which 
modifications to the 2000 NMS, which reflect the outcome of decisions on future 
access charge levels, should be allowed during the control period.  It would be unduly 
inflexible and inconsistent with Condition 7 not to allow such changes where there 
were good reasons for believing that the changes reflected the reasonable 
requirements of train operators or funders.  At the same time, it would be important 
not to allow such frequent changes in the programme that the medium term incentives 
on Railtrack to deliver on the programme, and to do so efficiently, were reduced. 

Railtrack takes demand risk 

9.15 An alternative approach, which would give Railtrack a greater incentive to ensure that 
enhancement investments were properly utilised, would be to assess retrospectively 
whether enhancement investment undertaken by Railtrack was “used and useful”. 
This would build on the framework of “prudence reviews” adopted by US regulators.  
Under this approach, Railtrack would be remunerated at future periodic reviews only 
for those enhancement investments where passenger and freight demand actually 
materialised; its returns would be abated to the extent that projections were optimistic.  
Clearly the cost of capital will be higher where Railtrack is taking commercial 
demand risk than where its expenditure programme is effectively agreed only on a 
forward looking basis.  If this approach was adopted, the basis on which expenditure 
was reviewed at future periodic reviews and remunerated or not, as the case may be 
through inclusion in the RAB, would need to be set out in advance if regulatory risk 
was to be minimised. 

A combination of approaches 

9.16 In practice, it may be appropriate to combine elements of these two approaches.  For 
example, train operators and funders may be prepared to commit to buy a certain 
capability, including some enhancements, but not all elements of Railtrack's 
investment programme.  Different costs of capital would then be applied to the 
different elements of Railtrack's asset base, depending on whether the company faced 
demand risk or not. 

9.17 In respect of the West Coast upgrade, for example, OPRAF has indicated to the 
Regulator that it is content for comfort to be given to Railtrack that Virgin's share of 
the project cost should be reflected in the RAB for the period of Virgin's franchise.  
No such comfort has been given in respect of other upgrade costs, or costs beyond the 
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period of the franchise.  For those costs on which comfort was given a premium over 
the base cost of capital for Railtrack's business as a whole was included to reflect the 
additional cost risk associated with the construction phase of this particular project.  
Even without formal comfort of this sort, the capacity risk to Railtrack may be 
relatively small.  While adoption of an ex-post used and useful test will therefore 
merit a higher cost of capital, the increment may be relatively small for certain 
enhancements.   

9.18 Whichever approach is adopted to the remuneration of enhancement investment, it is 
clearly essential that Railtrack is able to identify such expenditure separately.  The 
Regulator is discussing with Railtrack procedures for this, and for the logging up of 
projects which Railtrack has undertaken which it considers to be enhancements.  The 
Regulator will wish to satisfy himself that these projects constitute enhancements to 
the network before deciding whether or not they should be included in the RAB. 

Identification of differences in financial performance not resulting from greater 
efficiency or inefficiency 

9.19 In a statement in Railtrack's share offer prospectus, the Regulator said that _where 
Railtrack's financial performance is better than expected for reasons other than greater 
efficiency, I would not consider it appropriate for the entirety of such benefits to be 
passed on to shareholders to the exclusion of Railtrack's direct and indirect 
customers_. 

Railtrack's expenditure on renewals 

9.20 The Regulator will need to reach a view on the extent to which other impacts on 
Railtrack's financial performance, which do not reflect greater efficiency or 
inefficiency, should be taken into account in the periodic review. In particular, he 
notes that in Railtrack's response to the consultation document it states that it will be 
spending approximately £1 billion more on renewal than the Regulator allowed for at 
the last review. 

9.21 The Regulator will need to consider firstly whether this additional expenditure reflects 
inefficiency on the part of Railtrack.  If he concludes that the expenditure was 
necessary and had been carried out efficiently by Railtrack, he will need to consider 
whether making a retrospective adjustment to the arrangements he put in place in 
1995 is appropriate. 
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9.22 If he were to make such adjustments, the Regulator would expect them to be 
symmetrical: that is, they would be taken into account whether the adjustment was to 
the benefit of Railtrack or to the benefit of Railtrack's customers.  To do otherwise 
would increase regulatory risk and the cost of capital, but with no offsetting effect on 
incentives. He would expect to apply the same approach which he adopts for assessing 
expenditure in the current control period at future reviews. 

9.23 Just because outcomes turn out differently from what was expected does not mean 
that there was an “error” in the original determination of access charge levels for 
which correction is necessary.  This is only likely to be the case where a particular 
risk is more appropriately borne by Railtrack's customers or, through subsidy, by 
taxpayers.  The previous section discussed the extent to which variations in capacity 
utilisation might be borne by Railtrack or by its customers in respect of network 
enhancements, but the point clearly applies more generally. 

Performance regimes 

9.24 The Regulator said, in the first periodic review consultation paper, that it was his then 
intention that any excess benefits to Railtrack under the performance regime which 
appeared in the period up to the review, either through retention of provisions or 
through profit, should be taken into account in assessing the scope for reductions in 
access charge levels.  That remains his position, and he will be seeking detailed 
justification from Railtrack for any such profits or provisions to be treated as resulting 
from greater efficiency. 

The Regulator's provisional conclusion 

9.25 The Regulator's initial view is that the performance regime is in a special category, 
because of the basis on which the regimes were established and the decisions taken on 
the access charge supplement.  However he will only reach a final view following the 
completion of the work to be undertaken by consultants and described in more detail 
in Chapter 5.  His current view is that there are no other adjustments where it is 
appropriate retrospectively to transfer risks from Railtrack to taxpayers or vice versa. 

Taking account of inflation 

9.26 As described above, the purpose of the RAB is to provide a measure of the capital on 
which a company should be remunerated, to enable investors and lenders to earn a 
reasonable return.  Given this, it is appropriate to revalue the RAB each year by 
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movements in a general price index.  The RPI has traditionally been used for this 
purpose, and the Regulator proposes to continue doing so. 

Issues for consultation 

9.27 The Regulator invites the views of consultees on the appropriate method for rolling 
forward the RAB.  In particular, he seeks the views of consultees on the following 
issues: 

• whether the general principles set out in paragraph 9.3 are appropriate for 
determining changes in the RAB; 

• whether Railtrack should be given comfort about the inclusion of enhancement 
investment in the RAB where train operators and funders _sign off_ 
Railtrack's forward investment programme; 

• the appropriate treatment of investment for efficiency; 

• the basis on which a premium can be calculated over and above the base cost 
of capital  determined in Chapter 7 to reward Railtrack for taking commercial 
risk; 

• the extent to which Railtrack should retain commercial risk in the event that 
enhancement investments are not _used and useful_; and 

• in assessing the variances between the expenditure plans and financial 
performance expected in 1995 and actual performance, whether it is 
appropriate to take account of the outcome of the performance regime in 
setting future price limits to the extent this has resulted in improved financial 
performance for reasons other than greater efficiency, but not to allow for 
other factors. 
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Annex - List of Respondents 

Railtrack 

Passenger Train Operators and Owners of Passenger Train  

Anglia Railways 
Central Trains 
Connex South Central 
Gatwick Express 
Go Ahead Group 
Great Eastern Railway  
Great North Eastern Railway  
Great Western Trains Company  
London & Continental Railways 
Merseyrail Electrics 
National Express Group PLC 
Prism Rail 
Regional Railways North East 
ScotRail 
South West Trains 
Wales & West Railway 

Freight Operators 

English Welsh and Scottish Railway Ltd 
Freightliner Limited 

Local Government and other Government bodies 

ATCO (Association of Transport Co-ordinating Officers) 
East Sussex County Council 
Hampshire County Council 
Health & Safety Executive 
Isle of Wight Council 
Local Government Association 
London Transport 
Office of Passenger Rail Franchising 
West Sussex County Council 
Woking Borough Council 

Passenger Transport Executives 

Centro 
NEXUS 
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Metro 
PTE Group 
Strathclyde Passenger Transport 

Industry Associations and Interest Groups 

A.D.A.P.T. (Association for Dunstable Area Passenger Trains) 
ATOC (Association of Train Operating Companies) 
Chartered Institute for Transport in the UK 
Friends of the Settle-Carlisle Line 
Labour Finance & Industry Group 
Isle of Wight Group - Transport 2000 
Rail Freight Group 
Railway Development Society 
South West Transport Network 

RUCCs 

Rail Users' Consultative Committee for Southern England 
Rail Users' Consultative Committee for North Eastern England 
Rail Users' Consultative Committee for the Midlands 
Rail Users' Consultative Committee for Scotland 
Rail Users' Consultative Committee for Eastern England 
Rail Users' Consultative Committee for Western England 

Others 

Mr Stephen Bennett 
Mr John C Davison 
Frere Cholmeley Bischoff 
Dr L T Latrémolierè 
M & G Investment Management 
Mr W Paxton 
Transportation Consultants International 
Paul N Tomlinson 
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