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Regulator’s foreword 

It is twelve months, virtually to the day, since this Office launched the periodic review of 
Railtrack's access charges. The review involves setting the overall level of Railtrack's charges 
in the five years from 2001, and the level of outputs - in terms of network performance, 
quality and capability - that those charges pay for. It also involves looking at the structure of 
access charges and of performance regimes, to make sure that Railtrack and train operators 
have the right incentives to work together to deliver better value for money and improved 
services for passengers and freight users. The Regulator's job is to publish decisions on these 
issues by July 2000. 

The review involves reconsidering the balance of risk and reward for Railtrack. Is Railtrack 
earning more on its current activities than is appropriate given the outputs being delivered 
and than is reasonably needed to remunerate its shareholders and lenders? What return should 
it earn on new investment, and how should this vary to reflect differences in risk for different 
projects? How should Railtrack's future investment programme be determined, to bring the 
greatest benefits to passengers, freight users and taxpayers? These are the issues considered 
in this, the third in the series of papers consulting on aspects of the review and setting out 
conclusions on it. 

Since the periodic review was launched, the Government has published its White Paper 
setting out its policies on integrated transport and its plans to establish a Strategic Rail 
Authority, which will start operating in shadow form in spring 1999. It is clear that 
Government, as the key funder of the railway, is looking for a substantially increased 
investment programme, and continued improvements in performance. The approach set out in 
this document recognises that it is for the Franchising Director, the Shadow Strategic Rail 
Authority and Government to decide on the balance between lower access charges and higher 
performance, quality and capability of the network. 

But the Government has also pointed out, in supporting the Regulator's objectives for the 
review, that there is an effective guarantee from it underpinning almost all of Railtrack's 
income, and that where investment is underpinned by assurances about future use the return 
to Railtrack should be much lower than where it is genuinely exposed to demand risk. 

There are real questions here for Railtrack itself. Does it want to be an agent of Government, 
delivering an investment programme determined by Government, essentially as a 'contractor', 
and with low rates of return? Or does it want to seek out opportunities to grow its business 
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through a commercial relationship with its customers and in partnership with Government, 
producing and delivering innovative improvements to the network, sharing in success, but 
bearing extra risk? If Railtrack is to be more than a low risk, low return utility, the challenge 
is for it to show that passengers, freight users and taxpayers will get better value for money, 
and a better rail network, if it participates more fully in a public sector/private sector 
partnership. Just as I must act in accordance with my statutory duties, so Railtrack has 
obligations in its role as steward of the national rail network. If it does not respond to the 
challenge, questions will inevitably be asked about its future role as steward of the national 
rail network.  

So the main messages of this document are simple. 

First, Railtrack must build on the commitments given to the Regulator in July, and continue 
to improve its performance over the remainder of the current control period; failure to do so 
appropriately is likely to lead either to a reduction in future charges or enforcement action 
under its licence. 

Second, current returns appear to be excessive, given the effective Government guarantee for 
much of Railtrack's income, and, given the risks Railtrack is currently taking, charges should 
be re-based as part of the review. 

Third, better value for money and improved performance in operating the network will create 
both a climate for growth in rail traffic and the resources needed to fund additional 
investment. That is how the review contributes to Government's aspirations for growth in the 
use of railways as part of its integrated transport policy. 

There are major issues to be resolved over the next twelve months. I believe that the approach 
for 1999 set out in this document and the conclusions on Railtrack's financial framework 
provide a firm basis for achieving a positive outcome. 

Chris Bolt 

Rail Regulator 

December 1998 
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1. Introduction and Summary 

Background 

1.1 In July 1998, the Regulator published his second consultation paper confirming the 
overall framework and timetable for the periodic review of Railtrack's access charges 
for franchised passenger services. In addition the document also set out for 
consultation the Regulator's provisional conclusions on a number of financial issues, 
including: 

(a) the appropriate rate of return for lenders to, or investors in, Railtrack PLC 
(Railtrack);  

(b) the asset value on which it is appropriate for investors and lenders to receive a 
return; and  

(c) the basis on which the regulatory asset base should be rolled forward over 
time, in particular to reflect enhancements to the network undertaken by 
Railtrack.  

1.2 Following the approach adopted when the Regulator launched the periodic review 
with the publication of the first consultation paper in December 1997, copies of the 
second consultation paper or a press notice were sent to approximately 2000 
individuals and organisations. The document was placed on the Office of the Rail 
Regulator's (ORR) web site on the day of publication. Two seminars were held: the 
first was attended by equity analysts, investors and credit rating agencies and the 
second was attended by representatives from funders, including the Office of 
Passenger Rail Franchising (OPRAF) and the Passenger Transport Executives (PTEs), 
and train operating companies. In addition, representatives from ORR met a number 
of other interested parties at their request during the consultation period. 

1.3 The Regulator received 23 written responses to the consultation document. A list of 
all those who responded is set out in Annex A. Those responses which were not 
confidential have now been placed in ORR's library, where members of the public can 
read them. 

The purpose of this document 

1.4 The purpose of this document is three-fold: 
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(a) it provides a progress report on the work which ORR and others have carried 
out since the second consultation document was published in July, in 
particular on developing the structure of Railtrack's access charges (Chapter 
2);  

(b) it identifies in more detail the work which will be carried out over the next 
year, in advance of the Regulator publishing his draft final conclusions for 
consultation at the end of 1999 (Chapter 3); and  

(c) in the light of the consultation carried out between July and September, it sets 
out the Regulator's conclusions on the main elements of the financial 
framework, which are a critical input into the final conclusions on the level of 
charges which he expects to reach in draft by the end of next year (Chapters 4-
7).  

1.5 The Regulator has chosen to publish his conclusions on the financial framework 
approximately a year in advance of his draft final conclusions in order to give 
Railtrack the certainty which it needs to invest in the network and in particular to help 
in preparing the 1999 Network Management Statement, which is a critical input to 
decisions on forward expenditure plans. However, before publishing his draft final 
conclusions, the Regulator will want to check that there have been no significant 
unforeseen external changes since reaching these conclusions which could lead him to 
adjust them. He does not intend any change to the principles which underpin these 
conclusions. 

1.6 The Regulator is not seeking further views on the conclusions contained in Part Two 
of this document and which he reached having considered responses to previous 
consultations. However he continues to welcome comments and dialogue on the 
questions and issues raised in Part One. In the first instance these should be addressed 
to: 

Joanna Whittington 
Director, Economics and Finance 
Office of the Rail Regulator 
1 Waterhouse Square 
138-142 Holborn 
London 
EC1N 2TQ 
Fax: 0171 282 2046 
E-mail:jwhittington.orr@gtnet.gov.uk 
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Summary of Part One 

Incentives to use and develop the network 

1.7 In addition to determining the overall level of Railtrack's charges, the periodic review 
provides an opportunity to review the structure of incentives on Railtrack and train 
operators as created by the access agreements. Work is progressing in three areas in 
particular: 

(a) the structure of Railtrack's charges including the form of control on Railtrack's 
charges;  

(b) the performance and possessions regimes between train operators and 
Railtrack; and  

(c) the Property Allowance Scheme.  

1.8 Chapter 2 reports on the progress that has been made in these areas following the 
publication of the consultation document in July. It remains the Regulator's intention 
to consult on proposals in these areas in spring 1999. 

Performance and capability of the network  

1.9 In order to determine the nature of the "regulatory contract" which will apply to 
Railtrack from 2001 (ie the outputs which Railtrack will be required to deliver for a 
given level of revenue), the Regulator has started to review, with the help of 
consultants, Railtrack's performance and delivery of its obligations in the current 
control period up to 2001. The conclusions from this work will be made available for 
comment when it is completed during the course of next year. The Regulator is 
expecting Railtrack to make further reports in January on the commitments it made 
last July covering performance targets to 2001, a track quality improvement plan and 
completion of the statements of reasonable requirements of train operators and 
funders. The Regulator will continue to monitor Railtrack to ensure it remains 
compliant with Condition 7 of its network licence and delivers on the obligation of 
timely renewal in modern equivalent form of the rail network. 

1.10 At the same time, work has started on identifying the outputs which Railtrack can 
deliver for the next control period from 2001 to 2006. The 1999 Network 
Management Statement will set out Railtrack's initial commitments on a baseline level 
of outputs, and associated maintenance, renewal and enhancement expenditure, 
together with options for enhancement over that baseline. 
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1.11 Changes in the level of access charges as a result of the periodic review flow back 
through the provisions of Franchise Agreements to the Franchising Director. Thus 
there is a key role for Government in deciding on the balance between Railtrack's 
outputs and the overall level of access charges. Chapter 3 (and Annex B) set out in 
more detail the Regulator's proposals to achieve this, reflecting the Government's 
intention to set up the Strategic Rail Authority in shadow form during 1999. 

Summary of Part Two 

1.12 Part Two of this document sets out the Regulator's conclusions on the financial 
framework which will apply in setting charges from 2001. In order to reach these 
conclusions, the Regulator has had to satisfy himself that they are consistent with his 
duties under section 4 of the Railways Act 1993. It is the Regulator's view that the 
most effective way to promote the use and development of the network to the greatest 
extent economically practicable is to identify the minimum sums necessary to finance 
the activities of an efficient network operator. He has tested his conclusions on a 
financial model of Railtrack's business which he has developed. He is satisfied that, of 
themselves, his conclusions on the cost of capital and the initial regulatory asset base 
do not make it unduly difficult for Railtrack to finance its activities. 

1.13 In the light of the responses which the Regulator received to his first consultation 
document, including those of Railtrack, the Regulator modified this initial timetable 
to bring forward his conclusions on the financial framework. The Regulator considers 
that by publishing his conclusions on this important component of the review, 
Railtrack and others in the rail industry will be better able to plan their businesses 
with a reasonable degree of assurance (a further section 4 duty). 

Cost of capital 

1.14 The second consultation paper set out the methodology which the Regulator proposed 
adopting to calculate Railtrack's weighted average cost of capital (ie the overall cost 
of capital demanded by lenders and investors in Railtrack). The Regulator has 
considered the responses he has received and in the light of them decided to estimate 
a forward looking target post tax cost of capital. He has concluded that, if he was 
reaching final conclusions now, the appropriate post tax cost of capital would be in 
the range of 5% to 6%. 

1.15 The Regulator notes that since publishing his consultation document in July, there has 
been turbulence on the capital markets and this has impacted on the cost of equity in 
particular. Before reaching his draft final conclusions the Regulator will want to 
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check that the assumptions which he has made in coming to a view on the cost of 
capital are still appropriate. It is not his intention that the principles which underpin 
his conclusions as set out in Chapter 4 will change. 

1.16 The Regulator is also considering whether it is appropriate to modify Railtrack's 
structure of charges. If, in the light of the consultation in spring 1999, he proposes 
changes to the current structure of charges, he will want to consider whether this has 
impacted on the riskiness of Railtrack's revenue stream and should be reflected in a 
modification to the cost of capital. A higher return will also be appropriate if, for 
example, Railtrack shares in demand or revenue risk on new services with operators. 

The regulatory asset base 

1.17 In the second consultation paper the Regulator confirmed that, in estimating the initial 
regulatory asset base (RAB) for Railtrack, he would use the money shareholders paid 
for the company plus the net debt it owed as a starting point. His provisional 
conclusion was that the value of equity should be based on the close of first day's 
trading. He noted that other regulators had included a range of uplifts on this value 
(most recently the Monopolies and Mergers Commission (MMC) had included a 7.5% 
uplift in the case of Northern Ireland Electricity plc). He sought views on whether 
regulatory precedent was in itself sufficient reason to include an uplift. 

1.18 The Regulator has concluded that regulatory precedent points to a range of uplifts and 
agrees with the MMC when it said it is inevitably a matter of judgement. It is not 
therefore appropriate simply to apply the most recent judgement without considering 
the individual circumstances. 

1.19 It is on this basis that the Regulator has decided, consistent with his section 4 duties 
and his objective for the review to identify the minimum sums necessary to finance 
the functions of an efficient operator, that no uplift above the close of first day's 
trading is warranted. The Regulator's conclusion is therefore that Railtrack's RAB at 
20 May 1996 should be £2.54 billion. This includes an uplift of approximately 5% on 
the value of equity over the offer price. 

General principles for rolling forward the RAB and their application from 2001 

1.20 The Regulator has confirmed his intention to adopt the following principles for rolling 
forward the RAB, namely that: 

(a) it will increase to reflect enhancement expenditure which delivers an increase 
in the output of the network above that delivered by renewal in modern 
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equivalent form and which meets the reasonable requirements of passenger 
and freight train operators and funders; and  

(b) it will reduce to the extent that the outputs which represent renewal in modern 
equivalent form are not delivered.  

1.21 If enhancement is undertaken as part of the periodic review settlement, and hence 
with the support of Government, Railtrack has the assurance that the RAB will 
increase if it is able to deliver the agreed increase in outputs. Between periodic 
reviews, additional enhancements will be included in the RAB if: 

(a) the enhancement is wanted by train operators and accepted by funders; and  

(b) the enhancement has been delivered efficiently.  

1.22 In both of these cases, which comprise the "contractor model", Railtrack takes no 
demand risk. The Regulator would normally expect Railtrack to earn the same rate of 
return on these assets as it does for its business as a whole. However, in the second 
consultation paper he proposed an alternative approach to enable Railtrack to play a 
more dynamic role in the development of the rail network in which it took demand 
risk as well. Railtrack would then be remunerated on enhancements to the network to 
the extent that these assets were at the time of future reviews agreed to be "used and 
useful". By taking additional risk, the return Railtrack could expect to earn would be 
higher than under the contractor model. 

1.23 It is, ultimately, a matter for Railtrack's customers and funders to assess which 
approach offers better value for money overall. The Regulator has set out some of the 
practical issues which this alternative model would appear to raise in Annex C. He 
looks to Railtrack to come forward with further proposals on how this approach could 
be made to work in practice in a way which delivers value for money for customers 
and funders, before decisions are taken about the size, and basis for remunerating, its 
future investment programme. 

Rolling forward the RAB to 2001 

1.24 The Regulator recognises that, when charges were set in 1995, the limited information 
available meant it was not possible to be specific on the outputs which renewal in 
modern equivalent form should deliver, and which charges were intended to fund. 
Rolling forward the RAB to 2001 therefore raises specific issues that may not be 
relevant in future. The Regulator has said that he will consider the treatment of 
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enhancement expenditure by Railtrack to date and which is not subject to special 
arrangements (such as the West Coast Main Line upgrade and Thameslink 2000) as 
necessary on a case by case basis. 

1.25 In the second consultation document the Regulator asked consultees whether he 
should take into account other impacts on Railtrack's perfo rmance which did not 
reflect greater efficiency or inefficiency as part of the periodic review. He was aware 
at the time of two areas where this was potentially an issue: 

(a) he noted from Railtrack's response to the first consultation paper that it was 
spending approximately £1 billion more on renewal than the Regulator 
allowed for at the last review; and  

(b) the performance regimes, which had been expected to be financially neutral in 
aggregate, were resulting in a significant net benefit to Railtrack.  

1.26 The Regulator's provisional conclusion in July was that, with the exception of the 
performance regimes, there were no other adjustments where it was appropriate 
retrospectively to transfer risks from Railtrack to taxpayers or vice versa. In the light 
of his consultation this remains his view. The reasons which underpin this are set out 
in detail in Chapter 7.  
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2. Incentives to use and develop the network   

Introduction 

2.1 The periodic review consists of several parallel streams of work. In addition to 
determining the overall level of charges which franchised passenger train operators 
pay Railtrack for access to the track and stations, it also provides an opportunity to 
review the structure of incentives on Railtrack and train operators in access 
agreements. In particular, work is being carried out in the following areas: 

(a) the structure of Railtrack's charges including the form of control on these 
charges;  

(b) the performance and possessions regimes between train operators and 
Railtrack; and  

(c) the Property Allowance Scheme.  

2.2 This chapter reports on the work which has been carried out since the publication of 
the second consultation paper in July. No changes have been made to the timetable for 
completion of these different streams of work set out in the second consultation paper. 
Proposals for change will be set out in a consultation paper to be published in spring 
1999. 

Structure of charges 

2.3 Railtrack has started on the work programme set out in the second consultation paper 
to understand better the causation of costs on its network. The results of this work will 
be presented to the Regulator during December and January. The Regulator will want 
to consider the results of this work carefully before consulting on possible options for 
developing the structure of charges. To help him assess the possible impact across the 
network of different charging structures on train operators and funders, the Regulator 
is intending to recruit consultants. 

2.4 In the light of Railtrack's work on cost causation, the Regulator will first want to 
consider the impact of changes to the structure of charges which better reflect the 
pattern of costs imposed by different services on the network. He will consider in 
particular whether a structure of charges reflecting these costs best meets the objective 
of promoting the use and development of the network to the greatest extent 
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economically practicable. He will also want to consider whether changes to the 
overall form of control on Railtrack's charges are desirable, for example, to include a 
mechanism whereby the total revenue which Railtrack is allowed to generate varies 
with the volume of traffic on the network or revenue generated by the industry. 

2.5 Since July, representatives from ORR and Railtrack have met members of the 
Academic Panel 1 and the Users Group 2 on several occasions. These meetings have 
provided a useful sounding board for developing the work on structure of charges. 
They will help to ensure that consultation on the issues and options in the spring is 
well focused, addresses issues of real concern, and puts forward options which are 
practicable and whose effects are understood. 

Performance regimes 

2.6 As noted in previous consultation documents, an important element of the periodic 
review concerns the performance regimes contained in schedules 4 (engineering 
possessions) and 8 (train performance and reliability) of the franchised passenger 
track access agreements. The Regulator has begun reviewing how these regimes are 
working in practice, and this work has identified a number of issues which the 
Regulator will want to consider as part of the review. These include: 

(a) the extent to which performance regimes have led to an improvement in 
performance, and the appropriate balance between economic incentives in 
performance regimes and explicit targets for performance (like those 
committed to by Railtrack under Condition 7 of its network licence);  

(b) the structure of the regimes, and the relationship between the regimes in access 
agreements and those in other contracts (particularly franchise agreements);  

(c) whether the payment rates reflect properly the economic implications of 
different levels of performance;  

(d) the level of the benchmarks, and whether the present system of fixed 
benchmarks should be replaced by continuously improving benchmarks;  

(e) whether performance regimes incenctivise any behaviour which is contrary to 
the public interest, and whether the rules set out in Railtrack's Track Access 

                                                 
1  Professors Stephen Glaister, David Newbery and Ralph Turvey. 

2  The members of the Users Group are drawn from the passenger and freight train operating 
companies, OPRAF and the PTEs. 
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Conditions and in other contractual arrangements, or in licences, are effective 
in dealing with this;  

(f) whether schedule 4 of franchised passenger operator track access agreements 
incentivises an appropriate balance between the needs of operators to use the 
network and those of Railtrack for possessions to maintain and renew it, and 
incentivises efficient use of possessions; and  

(g) the impact of the track quality incentive regimes contained in some of the 
performance regimes, for example, in some of the intercity train operators' 
access agreements.  

2.7 The Regulator notes in particular claims by Railtrack that the current structure of 
regimes does not create strong enough incentives to improve performance compared 
with other economic incentives, particularly on train operators. He will want to 
consider these claims, and also the views of train operators and funders. 

2.8 The Regulator also notes that there have been concerns that some aspects of the 
current regimes incentivise specific actions detrimental to passenger interests (for 
example, the breaking of connections). He will want to explore whether there is any 
evidence for this to any material extent, and if so, what should be done by way of 
changes either in the incentive structure, or the rules governing operation of the 
network to address these concerns. 

2.9 The Regulator will want to review schedule 4 arrangements concerning compensation 
for possessions of the network in conjunction with the rules for taking such 
possessions set out in the Track Access Conditions. He will want to be satisfied that 
the arrangements create the right economic incentives on all parties both in terms of 
effective planning and use of possessions and the renewal and development of the 
network. 

2.10 The Regulator is planning to set out some initial findings on performance regimes and 
initial proposals for change in spring 1999. This will also cover the "rules" governing 
operation of the network set out in the Track Access Conditions and elsewhere. While 
it is open to industry parties to propose changes to the Track Access Conditions at any 
time, the Regulator considers it sensible to undertake a structured review of those 
conditions which have a particular impact on performance and performance 
monitoring. 
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2.11 As a separate exercise, the Regulator is appointing consultants to report to him on the 
effectiveness of the contractual arrangements governing access to stations, and among 
the issues covered will be the performance incentive regimes in station access 
agreements. 

Property Allowance Scheme 

2.12 The Regulator said in his second consultation paper that he intended to appoint 
consultants to help him review the Property Allowance Scheme (PAS) and the 
incentives it has provided to Railtrack to develop its property portfolio. Following a 
competitive tender, he has now re-appointed DTZ Pieda Consulting, his property 
advisers since 1995, to advise him. The Regulator notes that under the PAS, Railtrack 
will for the first time be abating access charges to train operators in respect of this 
financial year. 

2.13 In carrying out his review of the PAS, the Regulator will be considering three 
questions: 

(a) what has Railtrack done with its property portfolio in the current control 
period;  

(b) what could it have done, and by implication what effect has the PAS had on its 
incentives to develop its property portfolio; and  

(c) is it desirable or necessary to propose any changes to the PAS, as a basis for 
setting charges in the next control period?  

2.14 The Regulator will consult on his findings and any proposals for change in spring 
1999. He will separately consider, as part of the periodic review, the forecast level of 
revenue which Railtrack is able to generate from its property portfolio in the next 
control period. This will be an input into determining the level of charges which 
Railtrack needs to recover through franchised passenger station and track access 
charges 
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3. Performance and capability of the network
   

Introduction 

3.1 This area of work covers both Railtrack’s performance in delivering its obligations in 
the current control period to 2001, and its plans for the next control period to 2006. It 
is closely linked to the Regulator’s monitoring of Railtrack’s compliance with 
Condition 7 of its Network Licence. This condition imposes a general duty on 
Railtrack to maintain, renew and develop the network in accordance with best practice 
and in a timely, efficient and economic manner, to meet the reasonable requirements 
of train operators and funders of the network to the greatest extent reasonably 
practicable having regard to all the relevant circumstances. Railtrack reports on its 
plans to comply with this requirement in its annual Network Management Statement 
(NMS). Railtrack's obligations under Condition 7 are in addition to its other licence, 
contractual and statutory obligations, including its safety and environmental 
obligations. 

Progress since the July consultation document 

3.2 The Regulator has commissioned the international consultants Booz-Allen & 
Hamilton to carry out a wide ranging review of Railtrack’s performance in the current 
control period. This review is considering the quality and efficiency of Railtrack's 
performance and whether expectations at the time of the previous review of access 
charges have been met (including the expectation of timely renewal of the network in 
the appropriate modern equivalent form). 

3.3 At the same time as the July consultation document, the Regulator published the 
results of his review of the 1998 NMS and the undertakings given by Railtrack to 
secure compliance with its licence obligations. These undertakings covered 
performance, track quality, processes for establishing reasonable requirements of train 
operators and funders, and studies of network capacity. The position on these 
undertakings is as follows: 

on performance, Railtrack reported in November that for the first half of its financial 
year it was on course to achieve the 7.5% reduction in Railtrack minutes delay per 
train required in 1998-9;  
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Railtrack was required to complete its studies of the technical options for dealing with 
capacity bottlenecks by 30 November 1998; it has submitted a report which the 
Regulator and the Franchising Director are now considering; and  

the remaining elements of the undertakings require reports from Railtrack in January 
1999; the process for considering these is set out in paragraph 3.8 below.  

3.4 Condition 7 also requires Railtrack to publish Criteria for maintaining, renewing and 
developing the ne twork. Following concerns expressed by the Regulator about the 
Criteria published by Railtrack in January 1998, Railtrack published revised Criteria 
in September 1998. The Regulator has made it clear to Railtrack that he will judge the 
new Criteria by their application in practice (through the process of establishing 
reasonable requirements of train operators and funders) and whether they lead to 
compliance with the general duty outlined in paragraph 3.1 above. 

3.5 Discussions have taken place with Railtrack and the Franchising Director about the 
structure of the 1999 NMS. The aim has been to ensure that the NMS reflects the 
requirements of the Franchising Director as the key funder of the railway, and that it 
facilitates informed decisions about the outputs which, as part of the periodic review, 
Railtrack should deliver and which can be measured. This is of course in addition to 
the obligations to meet the reasonable requirements of train operators and other 
funders. The Regulator will now set out to Railtrack his expectations as to the form 
and period of the NMS (which he must approve) and is expecting a proposal from 
Railtrack shortly. 

Railtrack's performance to 2001 

3.6 The Regulator has made it clear that future access charges will depend in part on 
whether Railtrack has delivered the expectations at the time of the last review. The 
way this would be done is set out in Chapter 7. 

3.7 Milestones over the next few months are as follows: 

(a) in January 1999, Railtrack will make further reports on the undertakings it 
gave last July (covering performance targets to 2001, a track quality 
improvement plan, and completion of statements of reasonable requirements 
of train operators and funders);  
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(b) the Booz-Allen & Hamilton study is expected to be completed in February; 
and  

(c) the 1999 NMS will be published (the licence requires it to be published by 31 
March 1999).  

3.8 The Regulator intends to review the performance targets and the track quality 
improvement plan. He will want to be satisfied that these are sufficiently challenging, 
and are consistent with the reasonable requirements of train operators and funders. He 
notes the particular concerns about current performance of the railway expressed by 
other stakeholders such as the Franchising Director and the Deputy Prime Minister. 
He will want to be satisfied that Railtrack is making a full contribution to industry 
performance improvement. The Regulator will also want to establish the reasons for 
any failures to agree on statements of reasonable requirements with train operators 
and funders and consider whether action under the licence is appropriate.  

3.9 The Regulator expects to publish the Booz-Allen & Hamilton conclusions. He will 
review whether the 1999 NMS is compliant with the requirements of Condition 7 in 
respect of the period to 2001. He envisages doing this by means of a consultation with 
industry parties. He would expect that by June 1999 he will conclude whether the 
1999 NMS is compliant with Condition 7 in respect of the period to 2001, and what 
action (if any) is appropriate. 

Setting outputs and prices for the control period from 2001 

3.10 For the next control period, the Regulator's conclusions will incorporate commitments 
by Railtrack as to the performance, quality and capability of the network and the 
stations on it (the "outputs" of the network) and access charges which are the 
minimum necessary to enable Railtrack to finance the delivery of these outputs. The 
Regulator expects that the output commitments will be in the form of measurable and 
monitorable targets which are capable of being enforced by the Regulator and where 
appropriate by contracts, and whose delivery is supported by an appropriate incentive 
structure (see Chapter 2). Generally the Regulator expects to see commitments at the 
national level; the implications for specific routes and parts of the network will be 
governed by public interest principles set out in a revised version of the Condition 7 
Criteria. These implications will be detailed in route strategies in the NMS and in 
account plans with individual train operators. 

3.11 Changes in the level of access charges as a result of the periodic review flow back, 
through the provisions of Franchise Agreements, to the Franchising Director and thus 
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to Government. It will be for Government and the Franchising Director to decide on 
the balance between Railtrack's outputs and the overall level of access charges. The 
role of the Regulator will be to ensure best value for money for a given level of 
output, by ensuring the prices are the minimum necessary to deliver that output, and 
to ensure that the outputs and prices are reflected in deliverable and enforceable 
commitments by Railtrack. Clearly the process of Government and the Franchising 
Director considering the outputs they seek to buy, and the Regulator reaching final 
decisions on access charges, will need to be an iterative one, based on emerging 
assessments of how much different levels of output might cost, and the value for 
money implications. 

3.12 Annex B sets out the Regulator’s proposal as to the process to achieve this, reflecting 
the Government’s intention to set up the Strategic Rail Authority in shadow form 
during 1999, and the Franchising Director’s present Objectives, Instructions and 
Guidance which require him to carry out an annual Assessment of the network. 

3.13 The 1999 Network Management Statement will be a key input to this process. It will 
set out Railtrack’s initial commitments on outputs, and associated maintenance, 
renewal and enhancement expenditure, for the next control period (ie to 2006) with 
some assessment of their implications for the following control period (assumed to be 
to 2011). The Regulator expects that these initial commitments will comprise: 

(a) a baseline reflecting the outputs arising from efficient maintenance and 
renewal of the network, combined with improvements in operating efficiency 
and performance, and bringing out the implications for quality, capability and 
performance;  

(b) options developed by Railtrack (reflecting its commercial assessment of the 
statements of reasonable requirements and the capacity studies) for improved 
capability, quality and performance; and the expenditure implications of these 
options. Railtrack may consider some of these options to be commercially 
viable (having regard to the principles set out in the Regulator's policy 
statement on enhancement investment in March 1996 3 ); others may only be 
viable with public subsidy. In the latter case Railtrack should present options 
which in its reasonable view are likely to be consistent with the Franchising 
Director’s criteria for subsidy,  or with other objectives of Government 
transport policy.  

                                                 
3  Investment in the Enhancement of the Rail Network, March 1996 
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3.14 The Regulator expects that at the same time as the NMS is published, or immediately 
thereafter, Railtrack will provide to him (and where appropriate the Franchising 
Director and Shadow Strategic Ra il Authority) other information in support of plans, 
covering such matters as operating expenditure and non-franchised passenger income, 
the condition of Railtrack's assets, Railtrack’s plans to improve efficiency and 
disaggregation of the information to enable comparisons. 

3.15 This element of the periodic review does not in itself cover Railtrack's proposed 
outputs in respect of freight. However, the Regulator expects the Network 
Management Statement to contain a coherent and deliverable strategy to meet the 
requirements of freight operators and funders, based on the process of establishing 
reasonable requirements. 

3.16 The Regulator expects the Network Management Statement to be consistent with the 
achievement of Railtrack's current and reasonably foreseeable safety and 
environmental obligations, and following its publication will be seeking the views of 
the Health and Safety Executive concerning safety obligations. 

3.17 Following publication of the NMS, the Regulator envisages that the Franchising 
Director and Shadow Strategic Rail Authority will carry out a consultation on 
Railtrack’s initial commitments. The consultation will inform the Assessment 
produced by the Franchising Director and Shadow Strategic Rail Authority during 
summer 1999, which will feed into decisions on outputs. 

3.18 In parallel, the Regulator will review the NMS and supporting documents including 
from the standpoint of efficiency. He anticipates extensive review by consultants of 
Railtrack’s expenditure plans, and how Railtrack’s proposed efficiency improvements 
compare with what might reasonably be expected, and with appropriate comparable 
organisations. 

3.19 The Regulator believes it is important to come to draft final conclusions on prices and 
outputs by December 1999, so that Railtrack can respond with appropriate output 
commitments in the March 2000 NMS and the Regulator can set out final conclusions 
covering both outputs and prices by July 2000. In order to achieve this the Regulator 
envisages that he will be advising Government of his initial assessment of reasonable 
costs for various likely outputs in the summer, so that Government can come to 
informed decisions on the outputs they wish to see. 
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4. The cost of capital   

Introduction 

4.1 The cost of capital is the rate of return demanded by providers of capital if they are to 
invest in or lend to a particular business or project. The overall cost of capital can 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. This is known as the Weighted Average Cost 
of Capital (WACC). 

4.2 In the second consultation paper the Regulator said that he would use a forward 
looking target cost of capital based on an optimal capital structure. He proposed to 
estimate the cost of equity by adopting the Capital Asset Pricing Model (CAPM) 
methodology and checking it by reference to other companies with similar risk 
profiles. He sought views on a number of issues including whether to target a pre or 
post tax cost of capital as well as detailed points on the appropriate adjustments which 
should be made to Railtrack Group PLC's observed equity beta (which measures the 
riskiness of a share). 

4.3 The Regulator has considered the responses which he received to this consultation. 
This chapter sets out the Regulator's conclusions on the cost of capital which he 
would apply if he were to reach his final conclusions now. However, there are a 
number of factors which could change some of the inputs which he has used (though 
not the overall approach). In particular he notes the recent turbulence on the capital 
markets and the impact which this has had on the cost of equity. 

4.4 With the exception of views from Railtrack, the Regulator received only a very few 
detailed responses on calculating the cost of capital. Where appropriate, reference has 
been made to the views expressed in these responses. He has also carried out further 
analysis of the market evidence, assisted by his corporate finance advisers Singer & 
Friedlander. 

Cost of debt 

4.5 The cost of debt is made up of two components - the risk free rate and a company 
specific debt premium. 
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Risk-free rate 

4.6 The Regulator proposed in his second consultation paper to use index- linked UK 
Government bonds, in which the default risk is essentially zero and the inflation risk 
is substantially eliminated, as a basis for determining the appropriate risk-free rate. He 
noted that there was some debate over the appropriate maturity of the instrument to 
use. Railtrack in its response was in favour of using the longest maturities of index-
linked gilts available to match best the life of the assets financed. One respondent 
agreed with the proposition that a five year instrument, which was consistent with the 
periodic review process, was appropriate. In practice the Regulator notes that the 
differential on the redemption yield of index linked bonds with different maturities is 
small. At the time of writing the redemption yield for index- linked gilts with 
maturities of five years and over ranged between 2.2% and 2.5%. 

4.7 Railtrack has argued in its response that rather than use a current rate, it would be 
more appropriate to use a long term average rate. Calculated from January 1986 to 
April 1998 it notes that the range is 3.5% to 3.8%. The averages over shorter periods 
of 5, 3 and 1 year show that this range falls to 3.2% to 3.6%. 

4.8 The Regulator said in his second consultation paper that it was his intention to set a 
forward looking cost of capital since this will better reflect what Railtrack has to pay 
in the capital markets. He does not therefore think it is appropriate to base the risk-
free rate on a historic long term average rate. The Regulator's approach is consistent 
with that adopted by the Office of Water Services (OFWAT), the most recent of the 
utility regulators to express a view on the matter. The Regulator is aware that over 
time the risk-free rate varies. The Regulator has used a range of 2¼% to 3% to take 
account of the recent variability of the risk-free rate. 

Debt premium 

4.9 Recent events in capital markets have driven up the premium over the risk-free rate 
needed to calculate the cost of debt, although, more recently, the premium has fallen 
back somewhat. Railtrack's three bonds are all investment grade rated. They currently 
trade in the range of 98 to 125 basis points over the comparable gilt. Other utilities 
with identical ratings trade between 105 and 130 basis points. Railtrack has used in its 
calculation of the cost of capital a range of between 75 and 90 basis points. This is 
based on the average since the issue of the debt. 

4.10 The Regulator said in his previous consultation paper that it was his intention to 
calculate the WACC on the basis of an optimal capital structure (see paragraph 4.23 
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to 4.28). Railtrack has argued that an increase in gearing will lead to an increase in the 
cost of debt, although the paper which it has submitted prepared by Dr Tim Jenkinson 
of Keble College, Oxford says that "the post tax cost of capital will not change with 
future levels of gearing". The cost of debt is a function of the credit rating that the 
debt receives. To the extent that Railtrack's credit rating already takes into account an 
anticipated increase in the gearing, the Regulator does not consider that such an 
increase will have an impact on the cost of debt. However, if the optimum capital 
structure necessitates a level of debt which is greater than that anticipated in the credit 
rating process, this can be expected to lead to a modest increase in the cost of debt, all 
other things being equal. 

4.11 The Regulator intends to use a premium of between 1% and 1.5%. This is above the 
range proposed by Railtrack and, in respect of debt, offsets the lower risk-free rate 
assumed. In producing his final conclusions in December of next year, he will want to 
ensure that developments in the capital markets have not invalidated this conclusion. 

Cost of equity 

4.12 The second consultation paper proposed estimating the cost of equity using the 
CAPM methodology. Under this model the risk of equity generally is reflected in the 
equity risk premium. The market risk of Railtrack's shares which cannot be diversified 
is measured by its beta or sensitivity to general stock market movements. 

Equity risk premium 

4.13 Consistent with his intention to target a forward looking cost of capital, the Regulator 
said in his second consultation paper that the appropriate measure to use was not the 
equity risk premium which has been historically achieved by investors but the risk 
premium currently demanded by investors in providing equity capital. 

4.14 Railtrack acknowledges that regulatory precedent incorporates a forward looking 
element in determining the appropriate equity risk premium. Railtrack approached a 
number of fund managers and equity analysts for their views on the size of the equity 
risk premium. An unweighted average of the equity risk premium suggested by the 
brokers and fund managers approached by Railtrack gives a figure of 3.8%. Dr 
Jenkinson suggested a range of 3.5% to 5.0% in line with recent MMC decisions. 
Railtrack conc ludes that the equity risk premium should lie at the upper end of this 
range. 
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4.15 In the second consultation paper, the Regulator noted that a number of equity analysts 
estimated the equity risk premium in the range 2% to 4%. Since that time, the 
Regulator notes that other documents have been published containing estimates of the 
equity risk premium including: 

(a) a survey of institutional investors carried out by Credit Lyonnais Securities 
Europe 4 which showed an implied equity risk premium in the range of 2.4% 
to 4.7%; and  

(b) the publication of Prospects for Prices by OFWAT on 29 October in which an 
equity risk premium range of 2.75% to 3.75% has been chosen as the basis for 
calculating the price control for water companies for the period from 2000 to 
2005.  

4.16 The Regulator also notes the views of other commentators including the Lex Column 
in the Financial Times. It said recently (19 October, 1998) that following the 
downwards movement in equity prices globally that as regards the equity risk 
premium "...Numbers anywhere between zero and 8% [are] bandied about. Lex takes 
the view that 3% to 4% is about right. However different markets deserve different 
premiums." It went on to suggest that in the UK a figure of 3.5% seemed appropriate. 

4.17 The Regulator has also sought advice from his corporate finance advisers. On the 
basis of the available information, they have suggested that a range of 2.5% to 4% 
appears reasonable, although recent market volatility in the value of equities would 
suggest the higher end of this range is more applicable. Taking into account all the 
information currently available to him, the Regulator considers that an equity risk 
premium within the range of 3% to 4% is appropriate. 

Beta 

4.18 The standard method for measuring the riskiness of one share compared to the market 
is to calculate its volatility by means of a linear regression based on historic data. The 
output is known as the equity beta. The equity beta is sensitive to a number of factors 
which are not related to the share itself, for example, the time period used to calculate 
the beta. In the case of Railtrack a potentially significant issue is the limited amount 
of data available. Given the statistical issues associated with the calculation of beta 
and the fact that it is a historical measure of the riskiness of Railtrack's shares relative 

                                                 
4  Risk and return in the UK sector: An independent survey of institutional investors, Credit 

Lyonnais Securities Europe, 19 October 1998. 
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to the market, it is important to estimate beta in a broader context. The Regulator has 
considered more generally the risks which Railtrack is exposed to and made 
comparisons with other companies bearing similar risks as a basis for checking the 
statistical analysis. 

4.19 Railtrack's existing revenue from franchised passenger services is largely fixed, and 
effectively guaranteed by Government. The Regulator will want to consider how 
developments to the structure of Railtrack's charges may impact on the riskiness of its 
revenue. However until he has reached a view on this during the course of next year, 
the estimate of beta and his estimate of a target cost of capital as set out in this chapter 
are based on the assumption that Railtrack's income is largely fixed between control 
periods, and that variability reflects the variability of Railtrack's costs as the volume 
of traffic changes. 

4.20 The Regulator notes that the latest estimate of Railtrack's equity beta (as measured by 
the London Business School Risk Measurement Service) is 0.75. In order to compare 
this figure with the other utilities an asset beta has been calculated which takes out the 
effect of different levels of gearing. The results of this analysis are summarised in the 
following table. The Regulator notes from this table that although Railtrack's 
observed equity beta appears lower than for most others in the group, the asset beta 
(which takes into account differences in gearing) is slightly above the average. 

Table 4.1  A comparison of equity and asset betas 

Company or groups 
of companies 

Gearing (debt:equity) Equity beta Asset beta 

Water group 43% 0.84 0.66 

National Grid 21% 0.66 0.58 

BAA 25% 1.06 0.90 

BG 27% 0.69 0.58 

Average of group 38% 0.83 0.67 

Railtrack 10% 0.75 0.70 
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Note:  The averages have been calculated on an unweighted basis. Included in the water 
group are Anglian, Pennon, Severn Trent, Thames, Yorkshire, Hyder and United 
Utilities.  
The value of equity is based on close of trading on 23 November 1998. 
The value of debt is taken from the latest annual reports. 
The value of the equity beta is taken from the LBS Risk Management Service, 
October - December 1998. 

4.21 Railtrack has proposed in its response a range for the equity beta of 0.8 to 1.0. It 
suggests that the higher end of this range is appropriate if Railtrack takes on increased 
risk through a change in the proportion of its charges which are variable. These 
conclusions on the appropriate cost of capital are however based on Railtrack's 
current risk profile. 

4.22 On the basis of this analysis the Regulator will use an equity beta in the range of 0.75 
to 0.85. 

Capital structure and taxation 

4.23 Consistent with his intention to set a target cost of capital, the Regulator said in his 
second consultation paper that it was his intention to calculate the WACC on the basis 
of an optimal capital structure which, subject to his duty not to make it unduly 
difficult for Railtrack to finance its activities, he considers Railtrack should be able to 
achieve. The Regulator notes that the relatively low level of debt which Railtrack had 
at the time of flotation was deliberately intended to enable Railtrack to finance a large 
capital expenditure programme through an increase in debt. Over the duration of the 
first control period it was therefore expected that gearing would rise considerably. 

4.24 Railtrack has said that there is no benefit of increased gearing (the ratio of debt to debt 
plus equity) apart from the tax shield and that the assumed "optimal" level of gearing 
will therefore be calculated purely on the basis of Railtrack's expected tax charge. 
Although the Regulator acknowledges that one of the main benefits of debt is the tax 
shield which it affords, he is also aware of empirical evidence that an appropriate 
level of debt can reduce the WACC by more than the value of the tax shield alone. 

4.25 The Regulator has considered what an appropriate capital structure might be. In 
calculating the cost of capital as set out in this document the Regulator has assumed, 
that over the next control period, Railtrack will on average have a level of gearing 
between 40% and 50% (equivalent to debt:equity ratios of 67% to 100%). This is 
consistent with the advice he has received from his corporate finance advisers. He 
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considers that this, together with appropriate financial ratios, is consistent with 
Railtrack's debt retaining investment grade status. 

4.26 He notes that in calculating its cost of capital Railtrack has used an 11% level of 
gearing (as measured by the ratio of its debt to debt plus equity) which is based on an 
average of its gearing to date. 

4.27 Railtrack is a new company, and there remains uncertainty over the amount of tax it 
will pay. Railtrack has argued in its response that, in view of the subsidy which the 
passenger train operators receive, it would be inappropriate for the Regulator to 
incentivise Railtrack to reduce its tax bill and that tax should be treated as a pass 
through item. The Regulator has considered this argument. It is his view that tax is an 
instrument of government policy which can influence the way companies behave as 
well as providing a source of income for government. To treat tax as a pass through 
item rather than to target a particular forecast of the tax payable will potentially 
remove the ability of government to influence Railtrack's behaviour in the same way 
it does with other companies. The Regulator has therefore decided that it is not 
appropriate to treat tax as a pass through item. 

4.28 The Regulator intends to target a post-tax cost of capital which he notes is a position 
supported by Railtrack. He intends to do this by making an allowance in Railtrack's 
revenue requirement for forecast corporation tax payments which will reflect his 
assumptions about gearing. 

Weighted average cost of capital 

4.29 The Regulator notes that Railtrack has suggested a post-tax cost of capital in the range 
6.1% to 8.3%. Others who responded to the consultation suggested a post-tax cost of 
capital of about 3.5% was appropriate. 

4.30 Some of the assumptions set out above are interlinked, for example, a higher level of 
gearing may produce a lower overall WACC but may also incur a higher debt 
premium. On the basis of the assumptions set out above and taking account of the 
linkages between these assumptions, the Regulator has concluded that an appropriate 
real post-tax cost of capital for Railtrack for the next control period is in the range of 
5% to 6%. On the basis of the current risk characteristics of Railtrack PLC, and the 
range of activities undertaken by it, he considers that it would not be unduly difficult 
for Railtrack to finance its activities at this cost of capital. This proposed range 
compares with the illustrative 7.5% real pre-tax rate of return contained in his 1995 
conclusions on the level of Railtrack's access charges. 
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5. The regulatory asset base   

Introduction 

5.1 A key element of the financial framework for regulated utilities is the value of its 
assets used in establishing future prices, or regulatory asset base (RAB). In the second 
consultation paper the Regulator confirmed that, in estimating the initial RAB for 
Railtrack, he would use as a starting point the money which shareholders paid for the 
company plus the net debt it owed. His provisional conclusion was that the value of 
the equity should be based on that at the close of first day's trading, so that 
shareholders would be remunerated for any deliberate underpricing which had 
occurred in order to ensure the success of the flotation. 

5.2 He considered that there was no obvious case for initial shareholders to earn a return 
on an asset base further in excess of the capital actually invested in the company. 
However, before deciding whether to reject a further uplift, he sought views on 
whether the fact that other regulators have included an uplift was a relevant precedent. 
The purpose of this chapter is to summarise the views which the Regulator has 
received from consultees, and in the light of this to set out his conclusion on the initial 
RAB and the reasons for it. 

5.3 The majority of respondents supported the Regulator's provisional conclusions that 
the initial RAB should be the sum of Railtrack's net debt plus the value of its equity at 
the close of first day's trading. In particular, apart from Railtrack and one other 
consultee, there was no support for including a further uplift on the initial market 
value of the equity. 

5.4 Railtrack agreed that the market value of its assets should be taken into account in 
determining the initial RAB. However, it argued that its share price at or near flotation 
was not a fair measure, because it did not compensate for the perceived risks 
associated with flotation, which it considered were greater in the case of Railtrack 
than for other privatisations. It highlighted the Labour Party's opposition to railway 
privatisation. It said that the appropriate reference point for the initial value of the 
RAB was the close of trading after the general election (1 May 1997) at which time 
the share price was £6.52 compared with £3.90 (on a fully paid basis) at the close of 
first day trading. Railtrack said that this implied an initial RAB of £4 billion. It noted 
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that uplifts had been applied by other regulators to the initial market value 5 and given 
that the risk profile for Railtrack was higher than for these companies, the uplift 
should be higher for Railtrack. 

The value of debt 

5.5 Railtrack has indicated that its actual net debt position at the time of flotation was 
£543.5 million. The Regulator proposes using this amount as an input into his 
calculation of the initial RAB. 

5.6 This value can be broadly reconciled to Railtrack's prospectus. This states that 
Railtrack had £585 million of debt at the end of the financial year 31 March 1996. It 
was floated approximately seven weeks later. A prorated proportion of its profit after 
tax and interest for the year, reflecting the cash generated during this period, amounts 
to approximately £40 million. 

The value of equity 

5.7 The shares of Railtrack Group PLC were sold on 20 May 1996 to institutional 
investors and the public at a price of £3.90 per share, £2.00 payable on application 
and £1.90 in June 1997. (Retail purchasers received a 10 pence discount on the first 
instalment.) At the close of business on the first day's trading the shares stood at the 
partly paid price of 220.5 pence. The difference between the offer price and the close 
of first day trading is generally recognised as reflecting planned underpricing in order 
to ensure the success of the flotation. Taking account of the value to investors of the 
instalment arrangements 6 gives a total equity value at the time of flotation of £1.99 
billion. 

The effect of different share prices on the initial RAB 

5.8 The table below sets out the initial RAB using four different scenarios on the value of 
equity and the percentage uplift over the value of equity based on the offer price and 
the close of first day trading. The scenarios use: 

(a) a fully paid undiscounted share price of £3.90 which was the offer price for 
Railtrack's shares;  

                                                 
5  These are set out in the Table 1 of the Technical Appendix in the Regulator's first consultation 

document on the periodic review (December 1997). 

6  This can be done by by discounting back the second instalment at one year LIBOR for the period 
from 20 May 1996 to 3 June 1997. In May 1996 one year LIBOR was 6.4375% per annum. 
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(b) a fully paid undiscounted share price of £4.10½ which was the price of 
Railtrack's shares at close of first day trading;  

(c) an uplift of 7.5% over the close of first day trading share price (adopted by the 
Monopolies and Mergers Commission in its most recent report on this issue, 
Northern Ireland Electricity plc); and  

(d) a fully paid undiscounted share price of £6.52, which was the price at 1 May 
1997 and on which Railtrack suggested the initial RAB be based.  

Table 5.1 The effect of different share prices on the initial RAB 

£ billion Equity  Debt Initial RAB % Uplift over 
value of 
equity: 

 

        Offer price Close of first 
day 

Offer price 1.89 0.54 2.43 0%   

Close of first 
day 

1.99 0.54 2.53 5% 0% 

Close plus 
7.5% 

2.14 0.54 2.69 13% 7.5% 

Close at 1 
May 1997 

3.20 0.54 3.74 69% 61% 

Note:  The second instalment has in all four cases been discounted at LIBOR back to the 
date of flotation. 

Arguments for and against an uplift on the value of equity 

5.9 The Regulator considered in the second consultation document the arguments for and 
against including a further uplift on the value of equity over the close of first day 
trading. His provisional conclusion was that there was no obvious case for rewarding 
shareholders for more than they had invested in the company. The key issue was 
whether an uplift was required to enable Railtrack to finance its activities and to give 
it appropriate incentives to invest in projects to develop the network. The Regulator 
considered that the second issue depended not on the valuation of the initial RAB but 
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on the way enhancement investment was incorporated into the RAB. His conclusions 
on this are set out in the next chapter. 

5.10 As set out in the summary of views above, Railtrack made two points in arguing for a 
further uplift: 

(a) an uplift was required to reward shareholders for the political risk they took at 
the time of flotation; and  

(b) the precedent set by other regulators has been to allow a further uplift.  

5.11 The Regulator has considered Railtrack's response. On the first point it is his view that 
all of the known risk factors were reflected in Railtrack's share price, which had been 
established through a book building process, by the time trading of its shares 
commenced. Investors in Railtrack assumed these perceived risks and paid a price 
consistent with their perception of that risk profile. Over time Railtrack's shares rose 
in part as a result of a reassessment of the riskiness of the shares based on a better 
understanding of the risks to which Railtrack was exposed. As a result shareholders 
who invested in Railtrack at flotation obtained a substantial capital gain. 

5.12 Shareholders who acquired shares after flotation will have had a smaller capital gain 
reflecting in part the lower degree of perceived risk which they assumed and some 
may have had a capital loss. However, initial shareholders and those who 
subsequently bought Railtrack shares could have made themselves aware of the basis 
on which the Regulator was minded to calculate a return for Railtrack at future 
reviews of its charges. 

5.13 As part of the previous review of charges and in advance of the sale of Railtrack, the 
Regulator had published a statement which said that at the next price control he would 
have regard to the price of Railtrack at and after flotation. He published the first 
periodic review consultation paper in December 1997 and said again that he was 
minded to calculate the return which Railtrack was allowed to earn on the money 
actually paid to purchase the company. Finally in the second consultation paper 
setting out his provisional conclusions on financial issues, the Regulator said that he 
was currently minded to value the equity on the basis of the value at the close of first 
day's trading. This was a possible outcome which all shareholders should have been 
fully cognisant of in buying and selling their shares in Railtrack. Throughout this 
period the trend has been for the price of Railtrack's shares to rise. 
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5.14 On the second point raised by Railtrack, the Regulator recognises the importance of 
having regard to precedent established by other regulators. He sought views in his 
second consultation paper as to 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%, consistent with the latest MMC report 
considering this issue, is a relevant precedent. He noted in both his previous 
documents that a wide range of uplifts over close of first day trading have been 
applied by other regulators including 7 : 

(a) in the water sector ranges from an uplift of 0.0% in the case of Southern Water 
to 9.3% in the case of Welsh Water; and  

(b) in the energy sector ranges from -3.4% in the case of Scottish Hydro 
Electricity to 26% in the case of British Gas (based on the MMC's 1993 
report).  

5.15 The MMC said in its most recent report on the matter that 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. It concluded in this report that the case for an uplift over the close of first 
day trading was inevitably a matter of judgement. The uplift which Railtrack has 
suggested that the Regulator apply at approximately 60% is more than double the 
uplift which has been adopted by any regulator or the MMC. 

5.16 Railtrack has also argued that a RAB in the region of £4 billion is close to the value 
that was implied by the initial review of charges undertaken by the Regulator 
completed in 1995 when Railtrack was still in the public sector. In announcing the 
conclusions of his first review in 1995, the Regulator made clear that he set the 
overall level of charges at a level which was consistent with the aim of the then 
Government to privatise Railtrack and at the same time balanced his other section 4 
duties as set out in the Railways Act 1993. He did not set charges for the first review 
by calculating a return on an implied RAB and allowing for this in charges. In the 
policy statement setting out his conclusions 8 he specifically indicated that, in setting 
charges at the second review, he would have regard to the value of Railtrack at, and 
after, flotation. 

                                                 
7  Source: MMC Report on Northern Ireland Electricity plc, Table 9.11. 

8  Railtrack's Access Charges for Franchised Passenger Services: The Future Level of Charges - A 
Policy Statement, published by ORR in January 1995. 
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The initial regulatory asset base 

5.17 The Regulator's section 4 duties include a duty to promote the use and development of 
the network to the greatest extent economically practicable. They also impose a duty 
not to make it unduly difficult for Railtrack to finance its activities. Having 
considered his section 4 duties generally and these duties in particular, the Regulator 
established an objective for the periodic review set out in the first consultation paper 
to "identify the minimum sums necessary to finance the functions of an efficient 
operator, following the standard utility model." 

5.18 The Regulator has decided not to apply an additional uplift on the close of first day 
trading. He has considered what following the standard utility model means in the 
context of including an uplift. In particular he notes the wide range of uplifts applied 
by other regulators rather than a consensus on a particular number or methodology. It 
is his view that not to apply an uplift on the equity value at close of first day trading is 
consistent with regulatory precedent, taking account of the wide range of uplifts 
applied by other regulators and the MMC as well as his objective for the review. 

5.19 The Regulator's conclusion is therefore that Railtrack's RAB at 20 May 1996 was 
£2.54 billion. This includes an uplift of approximately 5% on the value of equity over 
the offer price. 

Implications of conclusions  

5.20 The Regulator has satisfied himself, including through financial modelling and review 
by his corporate finance advisers, Singer & Friedlander, that the conclusions set out in 
this chapter and the previous chapter will not, by themselves, make it unduly difficult 
for Railtrack PLC to finance its activities, and his current understanding of its 
proposed activities (including investment plans) in relation to the existing network 
and in respect of which the Regulator has functions. He has not in his modelling 
considered the implications of other activities by Railtrack Group, for example, 
involvement in the Channel Tunnel Rail Link or possible involvement in London 
Underground, on the assumption that such ventures would be entered into as a 
commercial proposition in their own right, and not require access charges for the 
national network to be higher than they would be if Railtrack was not involved in 
these ventures. 

5.21 The Regulator considers there is nothing in these conclusions which should cause 
Railtrack to reduce the amount it plans to invest in the network. Moreover he 
considers the key to incentivising Railtrack to invest in enhancing the network lies in 
how enhancements are remunerated and included in the RAB. His conclusions on this 
are set out in the next chapter. 
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6. General principles for rolling forward the 
RAB and their application from 2001 

General principles 

6.1 The Regulator set out in the second consultation document the general principles 
which he would expect to adopt for rolling forward the RAB: 

(a) it will increase to reflect enhancement expenditure which delivers an increase 
in the output of the network above that delivered by renewal in modern 
equivalent form and which meets the reasonable requirements of passenger 
and freight train operators and funders; and  

(b) it will reduce to the extent that the outputs which represent renewal in modern 
equivalent form are not delivered.  

6.2 Consultees were supportive of the general principles which the Regulator proposed 
adopting for rolling forward the RAB. (The views of consultees on the 
implementation of these principles are set out later in this chapter.) Railtrack noted 
but did not comment on them. In the light of this support, the Regulator does not 
propose altering the general principles. 

6.3 The second consultation paper raised several issues about how these principles could 
be applied in practice. For the period from 2001 these include: 

(a) the need to identify what is enhancement expenditure; and  

(b) the basis on which enhancement expenditure should then be included in the 
RAB.  

6.4 This chapter summarises the views of consultees and, having taken these into account, 
sets out the Regulator's conclusions on how these principles will be applied to rolling 
forward the RAB from 2001. The next chapter considers how the RAB will be rolled 
forward in the period up to 2001 and sets out the Regulator's conclusions on this. In 
both cases, it is the Regulator's intention to adopt standard regulatory practice and 
apply the Retail Price Index to the RAB. Railtrack concurs with this approach. 
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Identification of enhancement expenditure  

6.5 In the second consultation paper the Regulator sought views on the most appropriate 
way of remunerating enhancement investment. He started by emphasising the need to 
distinguish between renewal and enhancement expenditure. 

Views of consultees 

6.6 In responding to the second consultation, train operators in particular emphasised the 
importance of being able to distinguish between improvements in the output delivered 
by Railtrack which were as a result of renewal in modern equivalent form and those 
which were as a result of genuine enhancement. One respondent said that the onus 
should be on Railtrack to show that investment was enhancement and not renewal. 
Another pointed out that lack of specificity over what renewal in modern equivalent 
form delivered in practice made it harder to define what enhancement was. 

6.7 Railtrack said in its response that "the concept of MEF (modern equivalent form) has 
been difficult to operationalise." It notes that no definition of enhancement 
expenditure existed when the current access charging regime was established, and it 
will therefore be difficult to assess the extent to which enhancement expenditure has 
delivered outputs above what was assumed at the time of the previous review. 

Distinguishing between renewal and enhancement 

6.8 The Regulator notes the concerns that consultees have expressed, summarised above, 
about the difficulty of being able to distinguish between renewal and enhancement 
investment. At the time when the Regulator was carrying out the first review of the 
level of Railtrack's charges, when it was still in the public sector, there was only 
limited information available and it was not possible to define, using specific output 
measures, what renewal in modern equivalent from would deliver. 

6.9 The Regulator's consultants, Booz-Allen & Hamilton, are assessing Railtrack's 
performance as owner and operator of the network (see Chapter 3). Part of that work 
involves developing a definition of what renewal in modern equivalent form can 
reasonably be expected to deliver. At the same time the Regulator has been working 
with Railtrack to develop a set of output measures as a basis for defining and 
monitoring what Railtrack will be expected to deliver during the next control period. 
This will ensure that, for the period from 2001, the distinction between renewal and 
enhancement is more transparent. 
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6.10 The Regulator has agreed in principle with Railtrack the need to 'log up' individual 
schemes which Railtrack carries out and which it considers are enhancements to the 
network. As part of this process it is the Regulator's intention that Railtrack will 
supply information on the nature of the enhancements including the outputs they will 
deliver and the costs Railtrack expects to incur. The Regulator will want to agree the 
content and the timing of provision of this information shortly. 

6.11 It will be for the Regulator to take a view in the light of the work he carries out at 
future reviews to determine which of these schemes he considers to be genuine 
enhancement and therefore potential additions to the RAB. However, he considers 
that the work which is being carried out to define the next regulatory contract more 
explicitly in terms of outputs should make this distinction clearer. 

Different approaches for remunerating enhancement expenditure  

6.12 As described in Chapter 3, the 1999 Network Management Statement will set out 
options for developing the rail network from 2001. Where Government and the 
Franchising Director endorses these options, so that they are taken into account in the 
Regulator's final conclusions on the periodic review, Railtrack will have the assurance 
that the RAB will increase if it is able to deliver the agreed increase in outputs. Other 
enhancements may be taken forward on a commercial basis, or be agreed following 
the periodic review. 

6.13 The second consultation paper set out two approaches in which Railtrack either takes 
or does not take the additional demand risk associated with a given enhancement. 
Both these approaches could in principle, be adopted at the same time, in relation to 
different parts of Railtrack's investment programme. 

6.14 The first approach was described as the contractor model. Under this approach 
Railtrack would enhance the network at the request of the train operators and funders 
and with a commitment from them that they will remunerate the investment by 
including the efficient cost of delivery in the RAB. The second approach envisaged 
Railtrack taking some demand risk so that Railtrack would undertake an enhancement 
for which it had a customer for a period of time which was less than the life of the 
asset. At the time of future reviews the Regulator would decide whether, or to what 
extent, the asset was "used and useful" and should be included in the RAB or not. 
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Views of consultees 

6.15 Respondents had mixed views on whether Railtrack should or should not be 
encouraged to take demand risk. One respondent supported the idea that Railtrack 
should take commercial risk because operators take a great deal of commercial risk, 
for example, in investing in new rolling stock and locomotives. However, this 
respondent was concerned about the practical difficulties of applying different costs 
of capital to different schemes. Another respondent supported the concept of Railtrack 
taking demand risk but favoured the mixed approach so that the Franchising Director 
or Strategic Rail Authority could support particular schemes. 

6.16 In Railtrack's view the distinction between Railtrack as a contractor and where it takes 
demand risk was oversimplistic. It said that with a more variable structure of access 
charges it was likely to be taking some demand risk on all schemes. 

The contractor model 

6.17 If enhancement is being undertaken using the contractor model, then the Regulator 
will expect to apply the following tests in deciding whether and how it should be 
included in the RAB: 

(a) the enhancement is wanted by train operators and accepted by funders; and  

(b) the enhancement has been delivered efficiently ie the costs are reasonable and 
consistent with what an efficient company would incur and the outputs which 
it was intended that the enhancement should deliver have been delivered.  

6.18 Generally the Regulator would expect any charges which were negotiated by 
Railtrack for the remainder of the control period would include a return on the 
investment in the asset. He will therefore expect to apply the principles as set out 
above at the time of future periodic reviews rather than between reviews. If it is 
decided as part of the review that the enhancement will be included in the RAB, the 
full cost of maintaining and renewing the enhanced asset will generally also be 
included in the overall level of charge at future reviews. 

6.19 The Regulator wants to encourage enhancement of the network. He is keen to ensure 
that the process for remunerating enhancement investment facilitates this. The 
Regulator will want to consider whether, for example, in applying the principles as set 
out above at the time of a review they can be applied to groups of schemes or on a 
case by case basis. 
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6.20 The Regulator suggests that funders may want to seek ways of minimising the burden 
of approving very small enhancements to the network. One solution might be to 
agreed in advance with the Franchising Director types of scheme which, subject to 
agreed budgetary limits and appropriate incentives on the parties, could be taken 
forward without the explicit approval of funders even though the asset life of these 
schemes may be longer than that of the franchise. The Regulator will explore this 
option in conjunction with OPRAF and Railtrack. 

6.21 For all enhancements undertaken under the contractor model, Railtrack is exposed to 
no more risk than it is for its business as a whole. In particular the need to obtain 
funder approval means that there is no risk of the enhanced assets not being 
remunerated if Railtrack is able to deliver the required outputs. It is therefore the 
Regulator's intention normally to apply the cost of capital indicated by the analysis in 
Chapter 4 to these assets. 

An alternative approach in which Railtrack takes demand risk 

6.22 It is currently the view of the Regulator that a number of enhancement schemes either 
agreed as part of the 1999 NMS process or between periodic reviews will be carried 
out under the approach described above. However, in proposing an alternative 
approach in the second consultation paper he wanted to retain the ability for Railtrack 
to play a more dynamic role in the development of the rail network. He proposed an 
approach in which Railtrack was involved in taking demand risk as well as the cost 
risk it already manages, effectively as an "equity partner". Railtrack would be 
remunerated on enhancements to the network to the extent that these assets were at 
the time of future reviews agreed to be "used and useful". 

6.23 The Regulator has had a number of discussions with Railtrack and OPRAF on how 
this approach might work in practice. Annex C sets out in more detail a range of 
practical issues which need to be addressed about how a used and useful test could be 
applied. It is not clear at this stage how many potential enhancement schemes there 
are where this approach would be appropriate.  

6.24 Undertaking schemes using this model would involve a higher cost of capital than 
under the equity partner model because Railtrack would be remunerated for the 
additional risk which it was taking. However, if funders supported all schemes 
through the contractor model they would have to bear the costs whether or not the 
enhancement was a success in terms of the number of passengers or volumes of 
freight it ultimately carried. It is a matter for the funders of the railway to decide 
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whether in the long term this approach holds out the prospect of better value for 
money. 

6.25 The Regulator looks to Railtrack to come forward with further proposals on how this 
approach could be made to work in practice in a way which offers better value for 
money for its customers and funders, before deciding whether or not to adopt only the 
contractor model approach as a basis for remunerating enhancement investment. 
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7. Rolling forward the regulatory asset base to 
2001   

Introduction 

7.1 The general principles set out in the beginning of the previous chapter apply both to 
rolling forward the RAB from 2001 as well as rolling the initial RAB forward to 
2001. The Regulator recognises, however, that the limited information available when 
charges were set meant it was not possible to be specific in the outputs which renewal 
in modern equivalent form delivered, and which charges were intended to fund. 
Rolling forward the RAB to 2001 therefore raises specific issues that may not be 
relevant in the future. 

Enhancement expenditure  

7.2 The Regulator acknowledges that the regulatory cont ract was not specified in output 
terms at the last review. In particular this means that the distinction between 
expenditure which delivers renewal in modern equivalent form and that which 
delivers enhancement is hard to determine. (See paragraphs 6.5 to 6.11). In addition 
with the exception of a few specific schemes - Thameslink 2000 and the West Coast 
Main Line Upgrade (PUG2) - no agreement had been reached in advance with 
Railtrack on how enhancement expenditure undertaken in the current control period 
will be remunerated in the longer term. He is aware that this uncertainty may have 
impacted on Railtrack's willingness to invest in enhancements. 

7.3 For enhancements undertaken in the remainder of the current control period, it is the 
Regulator's intention to apply the principles set out in paragraph 6.17 to determine 
whether enhancements should be included in the RAB. For enhancements undertaken 
before this time, the Regulator will want to discuss with Railtrack on a case by case 
basis if necessary, the most appropriate treatment. However, having excluded the 
major enhancements for which special arrangements have already been made, the 
amount of such enhancement to date which Railtrack has undertaken is relatively 
limited. 

7.4 At the time of the last review, the Regulator made provision for Railtrack to carry out 
backlog spending at stations and light maintenance depots to bring them into the 
condition required to meet its statutory and contractual obligations. The Regulator 
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intends to include this expenditure in the RAB to the extent that Railtrack has carried 
out this expenditure efficiently and it has delivered the outputs it was intended to. 

Under delivery by Railtrack 

7.5 Train operators in particular were supportive of the general principle that the RAB 
should be reduced to the extent that Railtrack failed to renew the network in modern 
equivalent form. Railtrack said in its response that while the requirements of renewal 
in modern equivalent form are unclear, it is impossible to determine whether Railtrack 
has under or over delivered on its outputs. 

7.6 Chapter 3 described the work Booz-Allen & Hamilton is carrying out on the 
Regulator's behalf to assess Railtrack's performance in the current control period. Part 
of that work is to assess in output terms what Railtrack should have delivered in the 
current control period. He will use this as the basis for deciding whether or not to 
make any adjustment to the RAB. If the consultant's report shows material under-
delivery by Railtrack, the Regulator will consider whether he can, or should, take 
action under Condition 7 of Railtrack's licence as an alternative to reducing the return 
in the next control period if he considers that this will better serve the interests of rail 
users. 

Treatment of investment for efficiency 

7.7 In the second consultation paper the Regulator set out his provisional view that to the 
extent that Railtrack undertakes capital expenditure which delivers reductions in 
operating costs but does not deliver improvement in the quality and quantity of 
outputs, this expenditure should not go into the RAB. The benefit to Railtrack will 
come through exceeding the Regulator's expectations of the efficiency savings it is 
able to achieve. He had not reached a view on whether the benefit should then be 
passed back to customers and funders through a P0 reduction in charges or over time 
via a glidepath reduction in charges. 

Views of consultees 

7.8 Only a very few consultees commented on this point. One consultee pointed out the 
effect this could have on incentives towards the end of a price control period because 
of the regulatory risk associated with the treatment of the cost savings in the next 
control period. 

7.9 Railtrack said "If savings are to be passed on by way of the P0 adjustment at the next 
review, Railtrack's incentives to undertake a considerable amount of value creating 
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investments will be diminished. For Railtrack to be incentivised to undertake 
expenditure, it must have a positive net present value; should the benefits from cost 
savings be limited only to the current control period the returns on such investment 
are bound to be reduced. The amount of benefit captured by Railtrack is also affected 
under this system by the timing of the expenditure within the control period. A 
glidepath or similar approach which allows some benefits in the subsequent control 
period is to be preferred." Railtrack's first preference, however, is to earn a return 
through placing these assets in the RAB. 

Regulator's conclusion 

7.10 The Regulator places importance on creating the right incentives for Railtrack to 
generate efficiency savings. Consistent with what would happen in a competitive 
market, these benefits can then be transferred to customers (and taxpayers) in future 
control periods.  

7.11 Following consultation, it is still the Regulator's view that this additional capital 
expenditure should not be included in the RAB. He will reach decisions on the speed 
with which the benefits of additional efficiency over and above that built into initial 
price limits, should be transferred from Railtrack in his draft final conclusions at the 
end of 1999. 

Adjustments for financial differences for reasons other than efficiency or inefficiency 

7.12 In the second consultation document the Regulator asked consultees whether he 
should take into account other impacts on Ra iltrack's performance which do not 
reflect greater efficiency or inefficiency as part of the periodic review. He was aware 
at the time of two areas where this was potentially an issue: 

(a) he noted from Railtrack's response to the first consultation paper that it was 
spending approximately £1 billion more on renewal than the Regulator 
allowed for at the last review; and  

(b) the performance regimes, which had been expected to be financially neutral in 
aggregate, were resulting in a significant net benefit to Railtrack.  

7.13 Generally, the Regulator concluded that, with the exception of the performance 
regimes, there were no other adjustments where it was appropriate retrospectively to 
transfer risks from Railtrack to taxpayers or vice versa. Set out below is a summary of 
the responses which the Regulator received to his second consultation and the 
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Regulator's conclusions in the light of this consultation and of the further work he has 
done since publication of the second consultation paper. 

Views of consultees 

7.14 Most respondents supported the proposal that there should generally be no 
retrospective adjustments. To the extent that train operators and funders commented 
on these issues they were supportive of the view that performance regimes only were 
a special case. 

7.15 Railtrack did not agree with the Regulator's provisional conclusions. It argued that at 
the time charges were set: 

(a) little was known about the condition of the asset base;  

(b) the standard to which Railtrack was obliged to maintain and renew the 
network was poorly defined, rendering it impossible to forecast reliably the 
expenditure needed; and  

(c) the allowance made for maintenance and renewal of the network did not 
reflect the actual expenditure needed, and to date Railtrack's expenditure had 
been significantly higher.  

Therefore, due to the magnitude of this shortfall in allowance, Railtrack considered 
that it was not reasonable to calculate the RAB in 2001 without taking account of its 
actual level of expenditure. 

Railtrack's expenditure on renewals 

7.16 The Regulator has considered Railtrack's response to the second consultation paper 
and information provided subsequently in support of its arguments. It remains his 
view that it is not in general appropriate to make retrospective adjustments for factors 
which arise neither as a result of efficiency or inefficiency on the part of Railtrack, 
since this has the effect of transferring risk back to the funders of the rail network and 
ultimately the taxpayer. 

7.17 The Regulator has considered whether it would be appropriate to make an exception 
to this principle in the case of Railtrack's expenditure on renewals. At the time of the 
last review, the Regulator allowed £3.4 billion in 1994-5 prices (£3.5 billion in 1995-
96 prices) for Railtrack to renew the network over time in modern equivalent form. 
The amount was calculated on the basis that it should cover depreciation on a current 
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cost basis. In addition he allowed for accelerated expenditure of £500 million to cover 
the backlog of work which was necessary to bring its stations and light maintenance 
depots into the condition required to meet its statutory and contractual obligations. 

7.18 Railtrack's investment plans for the current control period were set out in its flotation 
prospectus. The prospectus figures on renewals were greater than those on which the 
Regulator based his conclusions for the levels review. It is difficult to make 
comparisons between the Regulator's conclusions and the prospectus because of a 
change in Railtrack's accounting policies, in particular the introduction of the AMP 
charge. 

7.19 However, in broad terms the prospectus showed spending of £4 billion9 on renewals 
(in 1995-96 prices) for the five years from 1996-97. Estimating renewals expenditure 
in 1995-96 as £800 million10, this gives a total estimate of renewals spending for the 
six years of the current control period of approximately £4.8 billion in 1995-96 prices. 
Making an adjustment for the change in accounting policy which increases the 
amount allocated to renewals as opposed to maintenance by £450 million, the figures 
in the prospectus suggest that Railtrack was intending to spend on renewals in the 
order of £4.8 billion in the period up to 2001 compared to an adjusted £3.95 billion 
allowed by the Regulator. 

7.20 Investors at the time of flotation will have been aware that Railtrack's investment 
plans as set out in the prospectus were of the order of £1 billion more than the 
Regulator allowed for at the time of the review. Given that access charges had been 
fixed, this will have reduced the net present value of expected cash flows and hence 
will have been reflected in the price they were prepared to pay for the company, and 
the initial share price determined following the book building exercise. In the event 
that the investment plans had been consistent with the level tha t was included in the 
Regulator's review, but that all other variables had been the same, the share price and 
hence the proceeds received by Government from the sale would have been higher. 
Government has in effect paid for the higher level of investment through a reduction 
in the proceeds it received from the sale. To include this expenditure into the 
regulatory asset base would in the Regulator's view be the same as taxpayers paying 
twice for this investment. 

                                                 
9  As set out on in the table on page 68 of the prospectus and excluding day to day maintenance and 

backlog. 

10  AMP for first 6 months of 1995/6 was £253 million (page 67 of the prospectus) and additions 
were £145 million (page 116) giving an estimate of renewal spend for 1995/6 of £796 million. 
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7.21 At the time the Regulator set charges previous ly in 1995, a time limited reopener was 
included in the access agreements to enable him to reconsider the charges in advance 
of the flotation. He notes that Railtrack did not ask him to reconsider his decision on 
charges in the light of its investment plans as set out in the prospectus. 

Performance regimes 

7.22 The Regulator noted that the uncertainty which surrounded the performance regimes 
at the time he approved them was very large given that prior to the privatisation 
process no such regimes were in place. This, combined with his expectation that 
overall they would have a financially neutral effect, means that it remains his position 
that performance regimes are a special case. 

7.23 He notes Railtrack's view that "to retrospectively withdraw incentive payments, that 
were agreed to by all parties, would undermine the foundation of the incentive 
regulation system and prejudice the continuation of such a regime into the next 
control period."The Regulator considers that this may be the case if alterations to the 
RAB were made on the basis of the full profit which Railtrack makes through the 
regimes. However, he is not proposing to make a modification if Railtrack is able to 
justify to him that the profits it has made are as a result of specific actions on its part 
which go beyond what might be expected of a reasonably efficient company. 

7.24 The Regulator notes the adoption of the new accounting standard FRS 12 in its 
interim accounts of 1998-99 by Railtrack means that money which Railtrack had 
previously set aside in the form of a provision for severe weather and other factors has 
now been taken to profit and shareholders funds. He does not consider that the 
application of this standard should have any impact on his decision to modify the 
RAB in line with the approach set out in paragraph 7.23. 

Windfall tax 

7.25 The Regulator has considered whether he should make any modifications to the RAB 
in the light of the windfall tax levied by the Government on a number of the privatised 
utilities. He notes that it was the intention of Government to remove from investors in 
these utilities any excessive return which arose as a result of the underpricing of these 
issues at the time of their flotation. He does not consider that it would be appropriate 
to make any modification to the RAB to take account of this tax. 
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8. Annex A - List of respondents to second 
consultation paper   

Railtrack 

Passenger Train Operators and Owners of Passenger Train Operators  

Great North Eastern Railway 
Great Western Trains 
Merseyrail Electrics 
National Express 
Prism Rail 
Thames Trains 
Wales & West Railway 
Freight Operators 
English Welsh & Scottish Railway 

Government, Local Government and other Government Bodies 

Association of Transport Co-ordinating Officers (ATCO) 
Department of the Environment, Transport and the Regions 
London Transport 
Office of Passenger Rail Franchising (OPRAF) 

Passenger Transport Executives 

Merseytravel 
NEXUS 
Strathclyde Passenger Transport 

Industry Associations and Interest Groups  

Rail Freight Group 

RUCCs 

Central Rail Users' Consultative Committee 
Rail Users' Consultative Committee for North Eastern England 
Rail Users' Consultative Committee for North Western England 
Rail Users' Consultative Committee for Southern England 
Rail Users' Consultative Committee for Wales 
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Others  

John C Davison 
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9. Annex B - Setting prices and outputs for 
the next control period - proposed outline 
timetable   

Spring 1999 

Railtrack publishes Network Management Statement (March).  
Railtrack supplies supporting information to ORR (April).  
Shadow Strategic Rail Authority (SSRA) consults train operators, other funders, 
RUCCs and other interests on the outputs to be sought from the network.  
ORR launches efficiency review (April)  

Summer 1999 

Regulator's initial assessment of implications for charges of Network Management 
Statement options (June/July).  
Completion of SSRA consultation feeding into Assessment.  

Autumn 1999 

Completion of SSRA Assessment.  
Results of ORR Efficiency Review.  
Initial decisions by Ministers and SSRA on outputs to be sought in light of emerging 
conclusions on prices.   
ORR draft final conclusions on prices and outputs (December).  

Spring 2000 

Railtrack's 2000 Network Management Statement published setting out proposed plans for 
next control period.  

Summer 2000 

Final decisions by Ministers and SSRA on outputs  
Final ORR conclusions on prices and outputs (July).  
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10. Annex C - Remunerating Railtrack for 
taking demand risk on enhancement    

10.1 This Annex considers some of the issues raised in remunerating Railtrack for taking 
demand risk on enhancements. The Regulator would normally expect Railtrack to 
satisfy criteria of the following type to determine whether and how an enhancement 
on which Railtrack is taking demand risk should be included in the RAB. The criteria 
could be: 

(a) that the enhancement is necessary;  

(b) that the outputs which the enhancement was meant to deliver have been 
delivered and the costs are reasonable and consistent with what an efficient 
operator would incur; and  

(c) that the enhancement is "used and useful".  

How should "used and useful" be measured? 

10.2 One possible option for determining whether an asset is "used and useful" is to 
compare the actual usage of an enhancement with the expected usage of the 
enhancement at the time the enhancement was planned. At the time of future periodic 
reviews a proportion of the costs may appropriately be included in the RAB, for 
example, on the basis of the following formula: 

estimate of increase in RAB = efficient cost of enhancement * (actual usage) /  (forecast 
usage) 

10.3 Depending on the nature of the enhancement different measures of output may be 
appropriate. In any case the Regulator will want to make sure that the measure used is 
one where Railtrack does take genuine demand risk, for example, the number of 
passengers or volume of freight carried as a result of the enhancement or the amount 
of passenger and freight revenue generated as a result of the enhancement. 

10.4 An alternative could be to use a simpler measure such as the number of trains utilising 
the enhancement. However, while this may be a good measure of whether an asset is 
used or not, it is not necessarily a measure of the usefulness of the enhancement. In 
particular, in the context of a subsidised railway, train services may still be operated 
over the enhancement but carrying a very small number of passengers. If Railtrack 
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were operating in a competitive market, the enhancement would not be considered a 
success and it would not therefore be appropriate for Railtrack to earn a full return on 
this asset. 

What is the appropriate return on an enhancement undertaken on this basis? 

10.5 Enhancements carried out under this approach are riskier than those described in the 
contractor model because in addition to the cost and design risk, Railtrack is also 
exposed to demand risk. It would therefore seem appropriate for Railtrack if it was 
genuinely bearing additional risk to earn a higher return on these assets than if the 
enhancement had been undertaken under the contractor model. 

10.6 The riskiness of the enhancement could be affected by a number of factors, such as: 

(a) the length of the initial access agreement which Railtrack has agreed with a 
train operator before constructing the enhancement compared to the life of the 
assets; and  

(b) the part of the network it is operating over and hence the number of potential 
customers who will want to use the asset.  


