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Regulator’s foreword   

This is the second major consultation document which I have published on the 
periodic review of Railtrack's access charges. It concerns possible changes to the 
railway industry’s long-term framework to provide commercial incentives for 
Railtrack to improve the capability, quality and performance of its network. 

Railtrack’s network is an asset of strategic national importance. Its condition and 
capacity, and the ways in which it is operated, are matters of public importance. These 
are not matters of only private commercial significance. Safety must always be 
paramount in the plans and operations of every railway company. Commercial 
ambitions and priorities are secondary. 

In August 1999 I initiated enforcement action agains t Railtrack concerning its failure 
to meet its annual performance standards. The consultation period for that first step 
has just ended and I shall shortly announce my decision on the next step. Enforcement 
action will always be available to me, but there is a better way of improving the 
railway – one which does not involve persistent hostile action from a regulator, but 
one which is based on a robust long-term incentive framework. That better way is far 
to be preferred, and it is up to Railtrack to make its choice. 

The structure and levels of Railtrack’s access charges, and the contractual 
performance regimes which go with them, were put in place in 1995. In a number of 
important respects these arrangements have failed to deliver the improvements which 
were intended. The present periodic review of Railtrack's access charges provides the 
opportunity to provide Railtrack with a new set of commercial incentives which will 
more closely align what the company would wish to do in its private interest with 
what the nation rightly expects of Railtrack in the public interest. To the extent that 
that objective is met, the tension between company and government will be lessened 
and the railway is far more likely to improve to the right standard at the right pace. 

Incent ive regulation involves providing the company with financial reasons for 
making commercial choices which are consistent with and promote the objectives of 
the public interest. Railtrack is far better placed than a third party to look for and find 
areas of its operations where actions – large and small - can be taken to bring about 
real improvements in condition, capacity and performance. The public demands a 
safe, modern, well-maintained, high-performance railway which has the capacity to 
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meet the reasonable demands of its users at the right time. Those objectives are not 
negotiable. However, within a framework of safety and economic regulation, it is 
primarily up to Railtrack to decide how to achieve them in a manner which is 
consistent with the government’s and the public’s expectations of the railway. 

It is undesirable for any regulator effectively to replace the investment committee of 
the company which he regulates. The principal role of the regulator is to establish a 
regime and a framework in which the  company is given the means, the incentives and 
the will to take and implement decisions which protect and promote the public 
interest. 

Incentive regulation is not only about providing the company with opportunities to 
increase its income. If the company exceeds its targets, it benefits financially. If it 
falls short of them, it will suffer financially, and may incur regulatory penalties as 
well. The company has a chance of doing better only if it exceeds expectations. If it 
turns in a poor performance, its shareholders will pay the price, and it could be a 
heavy one. The focus is therefore on the management and the competence of the 
company to ensure that regulatory targets are met and beaten. It is a simple 
relationship. 

The alternative model – of command and enforcement - is still possible. But it is a 
poor second best. That is not to say that enforcement instruments should be discarded. 
They are a necessary part of the regulatory regime, and in appropriate cases they will 
need to be used. But where the company behaves – and is incentivised to behave – in 
a way which reduces or even eliminates the need to use enforcement action, the 
passenger and the freight user will be getting what they have the right to expect and 
demand. 

This consultation document raises important issues for Railtrack, operators, freight 
users and passengers. It also has implications for government and the Shadow 
Strategic Rail Authority and the Passenger Transport Executives. I am therefore 
inviting comments from all interested parties on the best way of ensuring that 
Railtrack does deliver on its public interest obligations.  

Tom Winsor 
Rail Regulator 
 
15 October 1999 
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1. Introduction and summary   

Background 

1.1 The August 1999 periodic review document stressed that this review provides an 
opportunity for a full and comprehensive reappraisal of the commercial and 
regulatory framework within which Railtrack operates. It therefore includes a review 
of the level of charges in Railtrack's access agreements with its customers, the outputs 
which Railtrack is expected to deliver in return for those charges and the overall 
incentive framework. The review of the incentive framework encompasses 
consideration of: 

(a) incentives to use and develop the network, arising from the structure of 
charges and the form of control; 

(b) longer term incentives to develop the network including the regulatory 
treatment of enhancements in the next control period and beyond; 

(c) incentives to enhance the performance of the network which are provided by 
the contractual performance and possessions regimes supported by regulatory 
targets and incentives; 

(d) incentives to maintain and improve the underlying long-term health of the 
network through appropriate monitoring of the serviceability and condition of 
Railtrack’s assets; and 

(e) incentives to improve efficiency deriving from the "fixed-price" nature of RPI-
X incentive based regulation and the interaction with the periodic review 
process.  

1.2 Previous documents on the periodic review have highlighted the importance of the 
first set of issues relating to the incentives to use and develop the network. The strong 
growth in the use of the rail network since privatisation has emphasised the need to 
revisit the incentives which are created by the current structure of charges. Railtrack 
has argued that the current charging structure provides it with few financial rewards 
for the efficient utilisation and development of its network. Referring to the 
"economic architecture" of the current structure of charges, Railtrack has argued that 
it should share financ ially in growth in the use of the railway.  
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1.3 A related issue concerns the treatment of enhancement expenditure beyond the current 
control period. As indicated in the August 1999 periodic review document, the 
Regulator's provisional conclusions in December 1999 will include a framework for 
dealing with these enhancements. This will include the way in which any additional 
revenues could be linked to delivery of the enhanced outputs. The framework will 
provide the stability required to enable Railtrack to finance its investment 
requirements at an appropriate cost. The Regulator will continue to develop these 
proposals with Railtrack and the Shadow Strategic Rail Authority (SSRA). 

1.4 With regard to the performance of the network, the Regulator has initiated 
enforcement action which would require Railtrack to meet its existing performance 
targets and to impose a monetary penalty if it fails to do so. This action highlights 
both the importance which the Regulator attaches to the achievement of improved 
performance and the deficiencies of the current incentive framework. In announcing 
his decision, the Regulator stressed that an appropriate incentive structure can deliver 
improved performance and that he will wish to consider the appropriate balance 
between contractual incentives and regulatory targets as part of the periodic review. 

1.5 The Regulator believes that Railtrack's obligations and incentives should be defined 
primarily in terms of the performance of the network. However, he also needs to be 
concerned with the underlying health of the assets. In particular, he needs to be 
satisfied that the serviceability and condition of the assets is not allowed to deteriorate 
to such an extent that it creates a significant risk of increased expenditure 
requirements and/or reduced performance in future price control periods. He is 
therefore considering potential arrangements for monitoring the serviceability and 
condition of Railtrack’s assets to promote good stewardship of the network. 

1.6 The final set of incentive related issues involves consideration of questions such as 
the duration of the control period, the treatment of past efficiency gains at the periodic 
review and the treatment of other single till items (e.g. property income). These issues 
are largely common to other regulated network industries in the UK. In the case of 
water and electricity distribution, however, the relevant regulator is able to make 
much greater use of comparisons with other companies to set the price controls and to 
maintain incentives for improved efficiency throughout the price control period. The 
Regulator will therefore want to consider the best way of incentivising improved 
efficiency in a national monopoly provider such as Railtrack whilst also providing 
appropriate incentives to deliver enhanced outputs. 
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1.7 Changes to the incentive framework may result in significant changes to the terms of 
Schedules 4, 7 and 8 included in Railtrack's track access agreements with franchised 
passenger operators. (The legal framework for implementing these changes is set out 
in Annex 1.) These changes may also affect the criteria which the Regulator expects 
to use when approving new agreements during the next price control period, and the 
implications for freight will therefore need to be considered as part of the periodic 
review. In addition to changes in the access agreements, some of the proposed 
changes may require licence modifications which would either need to be agreed with 
Railtrack or referred to the Competition Commission. Such a reference would not, 
however, need to delay implementation of the changes to access agreements. 

1.8 Some aspects of the incentives which are imposed on Railtrack through the regulatory 
and contractual framework are effectively passed on to contractors. This helps to 
ensure that the actual operators are properly incentivised. If the incentives on 
Railtrack are subject to radical change, the terms of these contracts may therefore 
need to be modified. The Regulator considers that this is a matter for Railtrack and 
that any rigidities in these contracts would not provide a legitimate reason for 
delaying any changes to the incentives imposed on Railtrack. It would therefore not 
be appropriate for Railtrack to enter into or amend contracts with its suppliers which 
fail to take account of the primacy of the regulatory review. 

Purpose 

1.9 The purpose of this document is to invite views from interested parties on the options 
for improving some elements of the incentive framework. Part I addresses the 
incentives to use and develop the network arising from the structure of charges and 
form of control. Part II deals primarily with the incentives for enhanced performance 
of the network arising from the contractual performance and possessions regimes 
supported by regulatory targets and/or incentives (although it also discusses the 
interaction with incentives to maintain and improve the underlying long-term health 
of assets). Other aspects of the incentive framework (including the structure of 
charges for access to stations) will be addressed in more detail in December 1999.  

1.10 Part I (on incentives to use and develop the network) is divided into four separate 
chapters: 

(a) Chapter 2 sets out the background in terms of the current structure of charges 
and the objectives of the Regulator; 
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(b) Chapter 3 considers the extent to which variable charges should be cost 
reflective. In particular, it discusses possible changes to the level and structure 
of the variable usage charge to reflect more accurately the impact of increased 
usage on the efficient level of maintenance and renewal costs; it examines the 
possible introduction of a separate "capacity reservation fee" to incentivise 
Railtrack and operators to use the network more efficiently; and, finally, it 
considers the potential improvements to the arrangements whereby operators 
can vary their access rights;  

(c) Chapter 4 reviews the incentives on Railtrack to increase the utilisation of the 
network and to invest in its development. In particular, it considers the 
arguments for introducing some form of "volume incentive" in order to align 
Railtrack’s interests more closely with the rest of the industry. This chapter 
also outlines the practical implementation issues associated with such a 
volume incentive and considers the alternative approach of an "enhancement 
tariff"; and  

(d) Chapter 5 examines the appropriate basis for allocating Railtrack’s residual 
revenue requirements between the fixed charge for different operators.  

1.11 Part II (on the contractual performance and possessions regimes) is divided into three 
separate but inter-related chapters: 

(a) Chapter 6 focuses on the balance between contractual performance incentives 
and regulatory targets. It also discusses the interaction between performance 
incentives/targets and the serviceability and condition of Railtrack’s assets; 

(b) Chapter 7 outlines proposed changes to the contractual performance and 
possessions regimes (in Schedules 4 and 8 of the passenger track access 
agreements); and 

(c) Chapter 8 examines possible changes to the "rules" covering performance 
monitoring systems and the processes whereby Railtrack and operators 
establish how they will deal with service disruption (in Parts B and H of the 
Track Access Conditions).  

1.12 Consultees may be aware of the wider review of operational performance regimes 
conducted by AEA Technology plc on behalf of the SSRA. Whilst the Regulator's 
review of the contractual performance regimes is distinct from the SSRA's study, the 
two are nevertheless interlinked because of the relationship between the performance 
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regimes in the SSRA-train operator franchise agreements and those in the train 
operator- Railtrack track access agreements. In addition, it will be important to 
consider the overall effect of economic incentives in the different regimes and the 
extent to which they interact. The SSRA will be contributing to the Regulator's 
conclusions resulting from this consultation document, based where appropriate on 
the findings from AEA Technology plc's research. 

1.13 The consultation questions are summarised in Annex 2. Comments on these and other 
issues raised in this document should be sent to: 

Paul Plummer 
Chief Economist 
Office of the Rail Regulator 
Waterhouse Square 
138-142 Holborn 
London 
EC1N 2TQ 

by 26 November 1999. 

1.14 Since this consultation document covers a broad range of issues, consultees may need 
to distribute it to a number of key specialist staff in order to gather views on different 
issues. Further copies of the document can be obtained from ORR's Librarian, Sue 
MacSwan, on 0171-282 2001 or through the ORR website   (http://www.rail-
reg.gov.uk) . 

1.15 In view of the various consultation initiatives which have been or are being 
undertaken on performance issues, the Regulator recognises concerns about the time 
and resources which consultees may feel obliged to commit to dealing with the issues 
in this document. Consultees may wish to consider submitting in response to this 
document responses which have been prepared for other consultative exercises, with a 
covering letter dealing with any additional issues not previously covered. 

1.16 It is the Regulator’s intention to place copies of all comments received in the ORR 
Library. Submissions made in confidence will be accepted, but should be clearly 
marked as such. However, in addition, where a submission is made in confidence, it 
should be accompanied by a statement to be placed in the ORR Library that a 
confidential submission has been made, giving the reasons why the submission was 
made in confidence, and summarising that submission excluding the confidential 
information. 
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Summary of Part I: Incentives to use and develop the ne twork 

Background and objectives 

1.17 Railtrack's initial track access agreements include the following charges: 

(a) usage charges (reflecting the cost of running an extra train on the network); 

(b) charges for electricity (relating to the cost to Railtrack of procuring and 
distributing the electricity which is used by operators for traction purposes); 
and 

(c) fixed charges (which allocate between the train operators the costs which 
Railtrack does not recover from other sources).  

Currently over 90% of Railtrack’s revenues under its original agreements are fixed. 

1.18 In reviewing the current structure of charges, the Regulator's main objectives are to 
develop a framework of charges which: 

(a) promotes the objectives of the Regulator's duties under section 4 of the 
Railways Act 1993 and is consistent with the wider objectives of funders 
(SSRA, DETR and PTEs); 

(b) incentivises Railtrack, train operators and funders to ensure the efficient 
utilisation and development of the network; 

(c) does not unduly discriminate between users of the network; and 

(d) is practical, cost effective, comprehensible and objective in its operation.  

The Regulator also recognises the wider objectives of the Government and funders to 
increase the use of the railway for both passengers and freight as reflected in the 
Government’s White Paper. 

Cost reflective variable charges 

1.19 In principle, if the variable charges in track access agreements are based on the 
incremental costs arising in the short term from increased use, this should help to 
promote the efficient utilisation and development of the network. The Regulator 
currently envisages that any changes to the basis for variable usage charges should be 
applied to all existing franchised passenger agreements (including supplemental 



The periodic review of Railtrack’s access charges: The incentive framework – a consultation document 
 

OFFICE of the RAIL REGULATOR• October 1999   
9 

agreements for new and enhanced rights) as well as new agreements which require his 
approval.  

1.20 In practice, if more cost-reflective charges were to result in significantly higher 
variable charges (and lower fixed charges), this could have a significant effect on 
some operators, particularly freight. This may therefore have implications for the way 
in which any subsidy from the SRA and PTEs is structured to avoid adverse effects on 
the incentives of operators to increase use of the railway (and therefore the allocation 
of risk between the public and private sectors). It would not, however, have any 
appreciable effect on the expected overall level of subsidy. 

1.21 Railtrack’s initial work on cost-causation appears to indicate that usage charges may 
need to increase significantly if they are to reflect incremental maintenance and 
renewal costs. However, the Regulator is reviewing the definitions, analysis and 
assumptions underlying Railtrack’s submissions and has received representations on 
this analysis from other interested parties. In addition, he considers that usage charges 
should be based on the efficient level of costs at the end of the next price control 
period rather than the current level of costs. Further work is under way to assess the 
net effect of these changes. 

1.22 In addition to more cost-reflective usage charges, Railtrack has proposed the 
introduction of a separate "capacity reservation fee" to cover the expected increase in 
Railtrack’s performance payments to operators as a result of increased use of the 
network. This charge is already implicit in the fixed charges which are negotiated for 
new services. There are a number of potential advantages with a tariff based 
approach: 

(a) it may help to incentivise operators to make the best use of existing capacity; 
and 

(b) it would help to reduce transaction costs and may enable operators to plan 
their business with greater certainty.  

1.23 However, there are a number of practical difficulties with this approach and the 
Regulator would need to be satisfied with the robustness of the proposed methodology 
for calculating any capacity reservation fee. In addition, improved price signals for 
operators to make the best use of their rights are only likely to be fully effective if 
there are also practical arrangements for them to vary these rights where it is efficient 
for them to do so. The Regulator is therefore considering the operation of the current 
system and how that might be improved. 
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Volume incentive 

1.24 The Regulator is concerned to ensure that Railtrack has appropriate incentives to 
increase the utilisation of its network and to provide for its development. Railtrack has 
argued that this could be achieved through a specific volume incentive based on train 
miles, passenger/tonne miles or a share of farebox revenue. Such a volume incentive 
would help to align Railtrack’s interests more closely with the rest of the industry. 
This may have the following advantages: 

(a) it may provide Railtrack with an incentive to deliver a range of small 
enhancements which are currently uneconomic due to the transaction costs 
involved; 

(b) it could complement the proposed improvements in the performance regime 
by providing an incentive to run more trains as well as running them on time, 
and to work alongside operators to deliver a better service to passengers; and 

(c) it may help to transform Railtrack into a more dynamic and entrepreneurial 
company.  

1.25 The Regulator would, however, need to consider the types of management action 
which might be incentivised by an explicit volume incentive and the interaction with 
other potential changes in the structure of charges. He would also be very concerned 
to ensure that a volume incentive would not result in marginal services being priced 
off the network where the incremental benefit (to funders as well as users) exceeds the 
incremental cost. This must not be allowed to happen. If a volume incentive were to 
be introduced, this would therefore raise an issue as to whether it might be necessary 
for funders to finance part of any volume incentive for some types of service through 
a variable element of subsidy. This is a critical issue and the Regulator would 
welcome responses on how the overall incentive to maximise the use of the network 
can best be achieved, taking into account the impact on operators, funders and 
Railtrack. 

1.26 There are also a number of practical implementation issues which the Regulator 
would need to consider before reaching a conclusion on the desirability of some form 
of volume incentive. In particular, he would need to consider the level of incentive 
and the way in which this should be defined in order to provide the most appropriate 
incentives whilst avoiding unnecessary distortions. He would also need to establish 
whether and how any enhancements arising from a volume incentive might be 
included in the Regulatory Asset Base (RAB). 
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1.27 A possible alternative to a volume incentive would be for Railtrack to devise a tariff 
for different types of small enhancements. The Regulator wishes to explore whether 
this approach is practical. Even where a pure tariff-based approach is not considered 
practical, there may still be a case for a requirement on Railtrack to provide more 
information on the basis on which these charges would be calculated. 

Fixed charges 

1.28 The total fixed charges can be derived as Railtrack’s residual revenue requirement 
after deducting the expected revenues from variable charges and other single till items 
(such as property income). Although the allocation of these fixed charges should not 
have a major effect on incentives, the chosen methodology should still be practical, 
transparent and fair. The Regulator expects to favour a system where costs are 
attributed to particular services at the lowest level possible and then to attribute the 
residual revenue requirement pro rata to metrics such as train miles run by a particular 
operator. 

Summary of Part II: Improving performance incentives 

Incentives and targets 

1.29 The Regulator considers that performance improvements will be best achieved 
through a combination of financial incentives and enforceable licence obligations. In 
principle, an incentive-based approach offers the best prospect of promoting 
economically efficient investments, stimulating innovation and reducing the need for 
intrusive regulation. In practice, however, he believes that these incentives need to be 
reinforced by enforceable licence-based targets for the minimum rate of continuous 
performance improvement. 

1.30 The Regulator recognises the need to consider carefully the interaction between 
contractual incentives and the potential monetary penalties arising from any failure to 
meet enforceable targets. If aggregate performance improvements turn out to be better 
or worse than assumed by the Regulator when the price controls are set, Railtrack’s 
revenues under the track access agreements would be adjusted automatically. If the 
scale of this adjustment were set appropriately, it would probably not therefore be 
necessary for the Regulator to impose further financial penalties (through enforcement 
action) if the performance improvements were less than expected. He does, however, 
consider that it may be appropriate to monitor performance against this aggregate 
"monitoring target". He may also wish to take enforcement action if performance on 
individual routes is much worse than the average, or if aggregate performance falls 
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short of a lower "enforceable target" which represents the minimum acceptable 
improvement in performance. 

1.31 In conjunction with these performance incentives and targets, the Regulator is 
considering the introduction of a range of measures of the serviceability and condition 
of Railtrack’s assets. Different measures are being discussed with Railtrack for each 
major class of asset. These measures could be monitored by independent auditors who 
would be accountable to the Regulator. Failure to meet these monitoring targets may 
result in poor performance which would lead to automatic penalties under the 
contractual incentive regime. In addition, poor stewardship could be taken into 
account at the next review and if Railtrack is seen to be falling well short of the 
monitoring targets, further investigation and possible enforcement action might be 
necessary to ensure that Railtrack is taking appropriate and timely remedial action. 

Contractual incentives 

1.32 The Regulator is reviewing the regulatory criteria under which existing performance 
incentive regimes were approved. In particular, he is considering how these might be 
modified to meet the rising expectations of Railtrack’s customers and passengers. 

1.33 He is also reviewing the performance regimes (in Schedule 8 of Railtrack’s passenger 
track access agreements) and considering how these might be improved. He will 
therefore wish to consider the following issues: 

(a) whether the current payment rates properly reflect the value to users and 
funders of improvements in performance;  

(b) whether the incentive rate should continue to be reduced as performance 
improves;  

(c) whether target performance levels should be adjusted over time and, if so, the 
basis for such an adjustment; 

(d) whether the existing limits on the scope for modifying the parameters within 
the performance regime (including benchmarks) should be lifted; 

(e) whether it remains appropriate for performance regimes to be customised to 
meet the particular needs of individual operators;  

(f) whether the existing arrangements should be simplified;  
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(g) what other aspects of performance should be incentivised; and 

(h) the implications for freight.  

1.34 Similar issues arise in relation to the possessions regimes (in Schedule 4 of 
Railtrack’s passenger track access agreements). In reviewing the operation of the 
current regime, the Regulator will be considering whether the "free" possessions 
allowance has inhibited the development of more efficient planning of possessions 
and whether this should be replaced with a contractual process for establishing an 
annual possessions strategy. He will also be considering whether the payment rates 
remain appropriate. 

Monitoring and control of performance 

1.35 The effectiveness of the performance regimes is dependent on the accurate 
measurement and attribution of delay. If there is suspicion that measurement and  
attribution is materially inaccurate or incomplete, the economic incentives will be 
undermined, and industry focus will be more on verifying delay data than on dealing 
with the causes of delay. 

1.36 The Regulator is therefore reviewing the operation of Part B of the Track Access 
Conditions to assess whether this has resulted in the establishment of a fair, effective 
and efficient performance monitoring and attribution system. As part of this review, 
he will wish to consider whether the Performance Data Accuracy Code (PDAC) has 
resulted in an appropriate balance between accuracy in performance monitoring and 
the costs of achieving greater accuracy (and whether this code should continue to 
apply). 

1.37 The Regulator is also reviewing the effectiveness of the arrangements in Part H of the 
Track Access Conditions and other elements of the contractual matrix for dealing with 
disruption and whether there are any changes which should be made. 
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2. Charging principles   

Background 

2.1 This Part of the consultation document focuses on the incentives to use and develop 
the network arising from the structure of charges in Railtrack's passenger track access 
agreements. The current chapter starts by outlining the present charging structure and 
the Regulator's objectives in reviewing this structure.  

2.2 Railtrack's current track access agreements include the following charges: 

(a) usage charges (reflecting the cost of running an extra train on the network); 

(b) charges for electricity (relating to the cost to Railtrack of procuring and 
distributing the electricity which is used by operators for traction purposes); 
and 

(c) fixed charges (which allocate the costs which Railtrack does not recover from 
other sources between the train operators).  

2.3 Under the current charging structure, a high proportion of Railtrack's track access 
charges are fixed: only about nine per cent of Railtrack's revenue from track access 
charges under its original agreements varies directly with the use of its network. 
Railtrack has, however, been able to negotiate additional charges (on a lump sum per 
annum basis) for additional services which operators have wanted to run in addition to 
those they are entitled to run under their original access agreements. 

2.4 In 1997 the then Regulator set out his criteria for approving negotiated charges for 
new services under the procedure in Part 9 of Schedule 7 of franchised passenger 
track access agreements and when determining charges for applications made to the 
Regulator under section 17 of the Railways Act 1993. The main elements of those 
criteria were that: 

(a) access charges should at least cover the avoidable costs of the services 
involved. The avoidable costs are the increase (or decrease) in costs which 
would arise from adding or removing a particular service. They therefore 
include the effect that the new service would have on maintenance and 
renewal costs, running costs, congestion costs, costs of changes and 
disruption, and the capital costs involved in the provision of the new service; 
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(b) the avoidable cost floor should include an appropriate return on additional 
capital employed. The overall cost of capital for Railtrack’s core business 
should be the benchmark for this calculation. For individual projects where 
Railtrack can show that the level of risk incurred is greater than that borne on 
its core activities as a whole, it may be appropriate to use a higher assumed 
cost of capital or to calculate the annuitised capital costs over a time span 
shorter than the life of the asset; 

(c) access charges may legitimately exceed avoidable costs as established on the 
basis above, and involve a degree of benefit sharing between the parties. The 
size of this benefit share should be proportionate to relative levels of the risk 
of the new service borne by Railtrack and other relevant parties, both in terms 
of revenue risk and cost risk; and  

(d) Railtrack was not expected to enter into an agreement where the expected 
revenue would not cover the expected costs of a change in services.  

2.5 As indicated in the August 1999 periodic review document, the Regulator intends to 
publish his provisional conclusions on the appropriate structure of charges in Spring 
2000 followed by final conclusions on both the level and structure of charges in July 
2000. These conclusions will be reflected in modifications to the access charges for 
franchised passenger train operators with effect from April 2001. In addition, 
however, the EWS and Freightliner track access agreements are due to expire in April 
2001 and the implications for these and other agreements will therefore need to be 
considered as part of the periodic review. 

Objectives 

2.6 In considering the structure of track access charges, the Regulator's main objectives 
are to ensure that the framework of charges: 

(a) promotes the objectives of the Regulator's duties under section 4 of the 
Railways Act 1993 and is consistent with the wider objectives of funders 
(SSRA, DETR and PTEs);  

(b) incentivises Railtrack, train operators and funders to ensure the efficient 
utilisation and development of the network; 

(c) does not unduly discriminate between users of the network; and 

(d) is practical, cost effective, comprehensible and objective in its operation.  
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These objectives are discussed in more detail below. 

Consistency with Regulator's duties and government policy 

2.7 Any changes to the structure of charges will need to promote the objectives of the 
Regulator's duties under section 4 of the Railways Act 1993. He currently considers 
that the following duties are the most relevant to his consideration of the appropriate 
structure of charges: 

(a) to protect the interests of users of railway services; 

(b) to promote the use of the railway network in Great Britain, and the 
development of that network; 

(c) to promote efficiency and economy on the part of the persons providing 
railway services; 

(d) to enable persons providing railway services to plan the future of their 
businesses with a reasonable degree of assurance;  

(e) not to render it unduly difficult for network licence holders to finance any 
activities or proposed activities;  

(f) to have regard to the Franchising Director’s budget, and 

(g) to take account of the need to protect all persons from dangers arising from the 
operation of the railways, taking account of any advice given to him by the 
Health and Safety Executive  

2.8 The Regulator also believes that the changes he is considering in the context of his 
statutory duties will promote the wider objectives of funders, for example relating to 
the public policy benefits from greater use of the railways. He notes that the 
Franchising Director’s objectives include increasing the number of passengers 
travelling by rail. In last year’s Integrated Transport White Paper, Ministers also 
endorsed the growth projections of the major freight operators. 

Incentives to utilise and develop the network  

2.9 Different parts of the railway network are subject to differing levels of use. On some 
routes there is spare capacity. On others, operators and Railtrack are already having to 
deal with congestion problems and there are few, if any, spare paths available. 
Railtrack has identified through its 1999 Network Management Statement a number 
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of enhancements which could be made to the network. Many of these enhancements 
involve increasing the capacity of the network. 

2.10 When assessing the utilisation of particular sections of the network, both now and in 
the future, there are five basic scenarios which need to be considered: 

(a) where there is currently only minimal congestion; 

(b) where there is current congestion, but the cost of relieving that congestion is 
greater than users' or funders' willingness to pay; 

(c)  where there is currently congestion which could be relieved through network 
enhancement for which users' willingness to pay exceeds the cost;  

(d)  where there is currently congestion and funders' willingness to pay exceeds the 
costs of the enhancement to relieve congestion; and 

(e)  where there is current congestion arising from inefficient planning and 
timetabling by Railtrack which may imply that the cost of relieving congestion 
should be financed by the company.  

2.11 To promote the better use and development of the network, any changes to the 
structure of charges and methods of funding enhancements would need to reflect each 
of these scenarios. Changes to the structure of charges also need to incentivise the 
optimal use of existing capacity by both passenger services required under the 
franchise agreements and purely commercial services.  

2.12 In considering these alternative scenarios, the position of funders will need to be taken 
into account. For example, while Railtrack should be incentivised to improve and 
enhance the network, care needs to be taken not to disincentivise or prevent projects 
and schemes which would benefit users or funders through both social and economic 
efficiency benefits. 

2.13 The Regulator is separately considering the framework for remunerating Railtrack for 
enhancing its network. As stated in the August 1999 periodic review document, the 
Regulator is continuing to discuss versions of the "equity partner model" (in which 
Railtrack takes demand risk) and the "contractor model" (in which Railtrack takes no 
demand risk) and will be including provisional conclusions on the framework for 
implementing these alternative models in the December 1999 document. This work 
interacts with a consideration of the structure of charges to the extent that the variable 
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charges operators will pay or negotiate with Railtrack will need to be considered in 
terms of the variable charges which are paid for services on the existing network. 

2.14 There is, however, a great range of potential enhancements to the network. These 
range from major projects upgrading entire sections of the network, to individual 
enhancements involving an upgrade of an individual junction, or increasing the line 
speed of particular sections of track. These enhancements can increase capacity (in 
terms of the number of services which can be timetabled over a particular section of 
track) or the quality of the service being provided (for example, in terms of journey 
time or ride quality).  

2.15 The framework for enhancements negotiated between Railtrack, funders and operators 
will not be able to cover the full spectrum of these enhancements, as many smaller 
enhancements will not warrant individual negotiations. The costs of negotiating and 
undertaking the transaction would make the enhancement itself uneconomic, even if 
the benefits accruing from the enhancement itself outweigh the actual construction 
costs. 

Practicality 

2.16 Any changes to the structure of charges would need to take account of the 
practicalities of implementation. In particular, the Regulator believes any changes 
should ensure that charges are: 

(a) comprehensible and transparent: the structure of charges should be understood 
by industry participants whose behaviour it is meant to influence; it should not 
impose undue transaction costs to identify the appropriate information or 
confer undue advantage on particular industry participants through 
information asymmetry; and  

(b) measurable, cost effective and objective: the data required to derive charges 
should be objectively measurable, cost effective to collect and unambiguous to 
apply (for billing purposes).  

Non-discrimination 

2.17 The existing structure of charges results in different operators paying different 
variable charges for track access in similar locations: for example, where Railtrack 
has shared demand risk with operators through negotiated agreements for enhancing 
sections of the network. Railtrack has argued that suitable protections exist to ensure 
that it does not discriminate unduly in serving the wide range of different operators 
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sharing its network. For example, Railtrack is prohibited from unduly discriminating 
between operators, through Condition 6 of its network licence (except in so far as the 
Regulator may otherwise consent). 

2.18 The Regulator will need to take these issues into account when considering whether 
changes to the structure of charges are needed. He will continue to consider issues of 
undue discrimination and the requirements of the Railways Regulations 1998 
(implementing EC directives) when approving access agreements in the next control 
period. To the extent that there is a clear objective tariff introduced in the next control 
period, this should ensure non-discrimination. Where charges are negotiated, this does 
not necessarily mean that charges are discriminatory solely by being different. 
However, the Regulator would need to examine carefully whether different charging 
structures (particularly on the same route) create an incentive for Railtrack to 
discriminate between operators. 

2.19 Consultees are invited to comment on the Regulator’s objectives for his review of 
the appropriate structure of charges. Are there any other relevant considerations 
which the Regulator should take into account when assessing alternative options 
for the structure of charges? The remaining chapters in this part of the document 
examine the implications of these objectives for the structure of charges. 

 



The periodic review of Railtrack’s access charges: The incentive framework – a consultation document 
 

  October 1999 • OFFICE of the RAIL REGULATOR  
20 

3. Cost-reflective variable charges   

Introduction 

3.1 In principle, if the variable charges in track access agreements are based on the 
incremental costs arising from increased use (including additional congestion costs as 
well as increased maintenance and renewal costs), this should help to promote the 
efficient utilisation and development of the network. In particular, it should lead to 
new services being introduced where, and only where, the incremental benefit from 
running the extra services is greater than the incremental cost.  

3.2 This chapter therefore considers the extent to which variable charges should be cost-
reflective. In particular, it discusses: 

(a) potential changes to the level and structure of usage charges to reflect more 
accurately the impact of increased usage on the efficient level of maintenance 
and renewal costs;  

(b) the possible introduction of a separate "capacity reservation fee" to incentivise 
Railtrack and operators to use the network more efficiently; 

(c) the potential impact on operators of changes in variable charges and the 
possible implications for funders; and 

(d) potential improvements to the arrangements whereby operators can adjust their 
access rights in response to the improved price signals.  

3.3 The way in which Railtrack charges for electricity which is used by operators for 
traction purposes was the subject of a separate consultation paper issued on 17 
September 1999. The Regulator’s proposals are aimed at improving the incentives on 
Railtrack and operators to distribute and use electricity more efficiently. He also 
raises the possibility of allowing operators the option of purchasing their electricity 
requirements directly from competing electricity suppliers. Although this document 
does not describe in detail the Regulator’s proposals for electricity for traction, 
he would welcome further comments on his earlier consultation paper. 
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Usage charges 

3.4 The cost drivers applicable to the level of maintenance and renewal costs in the rail 
industry vary across a wide range of different variables. Costs can be influenced, for 
example, by differences in geography, type of train, age of train or type of rail. It is 
therefore necessary to consider the extent to which costs should be averaged across 
individual services in order to produce charges. Current usage charges are levied on 
the basis of the type of vehicle. Whilst more complex charging structures may mean 
that individual services face very exact signals, the value of any incentive would be 
diluted by the complexity of the charge and the additional transaction costs. Such 
complexity would increase the difficulty for operators in planning their businesses 
and add to the costs of developing new services. The Regulator therefore considers 
that a balance needs to be struck between the complexity of charges and the extent to 
which they reflect Railtrack's cost structure. 

3.5 The current structure of charges is based on information which was available in 1994 
on the structure of Railtrack's costs. The track usage charges were designed to recover 
the maintenance and renewal costs arising from wear and tear caused by individual 
trains running over a particular type of track. They were derived from predictions of 
the incremental cost of running additional trains of a given type run on the network. 
This did not include the costs of signalling or inspecting the track, which were 
included within fixed charges. The predictions were based on the mini-MARPAS 
model, originally developed within BR for engineering, rather than pricing, purposes. 
The charges were based on national averages for particular types of rolling stock and 
levied on actual vehicle miles. 

3.6 The previous Regulator asked Railtrack to develop and improve its understanding of 
cost causation as part of the periodic review process. Railtrack, in conjunction with 
AEA Technology plc, has been developing a replacement to the mini-MARPAS 
model which is designed explicitly to calculate track usage costs for the purpose of 
setting charges. The initial results from Railtrack’s work suggest that there may need 
to be a significant increase in usage charges if they are to reflect incremental 
maintenance and renewal costs. 

3.7 However, the Regulator is aware of the general concerns raised by train operators and 
funders at the meetings of the charges user group earlier this year. He is also 
reviewing the analysis and assumptions underlying Railtrack’s submissions and has 
received representations on this analysis from other interested parties. He has retained 
Booz-Allen & Hamilton to assist him in reviewing and validating elements of this 
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model. As indicated in the August 1999 periodic review document, he intends to 
publish a technical consultation on these issues in the near future. 

3.8 A key question which the Regulator will need to consider concerns the appropriate 
definition of incremental usage costs. In particular:  

(a) should the incremental costs be calculated based on the expected impact of 
increased usage in the short term (e.g. during the price control period in 
question) taking account of the lags in the renewal process and the actual age 
profile of assets or should these complications be ignored by focussing on the 
impact on long term maintenance and renewal costs? If there are significant 
lags or a large proportion of assets which are due for renewal outside the 
current control period, ignoring these factors could significantly overstate the 
additional costs which arise in the short term from increased usage, and 

(b) should the incremental costs of freight be assessed in terms of the impact on 
the actual (mixed passenger and freight) network or a notional freight only 
network? If the latter approach were adopted, is it appropriate that passenger 
operators would be required to finance the difference through increased fixed 
charges?  

3.9 In addition to the definition and estimation of incremental maintenance and renewal 
costs, the extent to which usage charges should reflect any revised estimates of these 
costs will need to be considered in terms of the efficiency gains which the Regulator 
expects Railtrack to achieve over the course of the next control period. The Regulator 
will be assessing the scope for these efficiency gains and reaching provisional 
conclusions in December 1999. Whatever adjustments are finally decided, the 
Regulator will need to consider how to apply them to usage charges over the course of 
the control period. 

3.10 The Regulator’s current view is that it would not be appropriate to increase the usage 
charge by a significant amount to reflect the current cost causation work and then to 
reduce it over time in line with expected efficiency gains in the manner illustrated in 
Figure 3.1 (in practice, the end point may be higher or lower than the starting point). 
Such a pricing profile would mean that operators would not introduce services at the 
start of the control period even if such services would be viable at the efficient level 
of costs. This is an important transitional issue and the Regulator's current view is that 
variable charges, at the start of the next control period, should be based on the 
efficient level of incremental costs at the end of the next control period. 
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Figure 3.1: Revised cost causation and efficiency gains 

3.11 As noted above, current usage charges are based on vehicle type. The Regulator will 
want to consider whether the variable charging regime should also contain incentives 
for operators to maintain their vehicles, such that unnecessary damage to track is 
avoided, and that Railtrack maintain their track to avoid unnecessary damage to 
vehicles. He will be considering whether existing track quality incentive schemes 
should be strengthened and extended to cover all agreements. The desirability and 
practicality of these possible changes are being considered in conjunction with his 
consultants Booz Allen & Hamilton. 

3.12 Consultees are invited to comment on whether usage charges should reflect the 
efficient level of incremental costs and the way in which these costs should be 
defined. In addition, should the usage charges for franchised passenger 
operators continue to be calculated on the basis of costs by vehicle type. 

Capacity reservation fee 

3.13 At present, train operators negotiate with Railtrack over the track access charges 
associated with additional services. This negotiation includes the level of additional 
"congestion costs" arising from the new service to be included in the supplemental 
track access charges. These costs represent the expected increase in Railtrack's 
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performance payments to operators as a result of increased congestion on the network. 
They may not therefore include the full costs arising from additional congestion on 
the network. 

3.14 An alternative to the current approach would be to introduce a pre-determined tariff 
which is intended to recover the expected increase in these congestion costs arising 
from increased use of the existing network. In effect this could be seen as a payment 
for booking capacity on the network, regardless of whether that capacity is used 
(although in some cases the operator may also be required to give up unused 
capacity). Railtrack has therefore referred to this element of its proposed charges as a 
"capacity reservation fee". There are a number of potential advantages with such an 
approach: 

(a) it may help to incentivise Railtrack and operators to make the best use of 
existing capacity (including the transfer of existing rights to other users where 
this would be more efficient) resulting in improved network performance and 
reduced need for major capacity enhancement (where that is not the most 
efficient means of expanding services); and 

(b) it would reduce the transaction costs associated with the introduction of new 
services and may enable operators to plan their businesses with greater 
certainty than under a purely negotiation-based approach.  

3.15 The introduction of a capacity reservation fee would clearly result in a corresponding 
reduction in fixed charges. In addition, Railtrack would still be properly incentivised 
to reduce congestion costs since there would be no automatic recovery of increased 
compensation payable to operators under the contractual performance regime (the 
tariff would be based on expected incremental congestion costs taking account of 
potential efficiency gains).  

3.16 The main difficulties with the possible introduction of congestion charges therefore 
relate to the impact on the marginal incentives of operators (which is discussed 
below) and its practicality. The Regulator would need to be satisfied with the 
robustness of the proposed methodology for the calculation of any capacity 
reservation fee. As indicated in the August 1999 periodic review document, he intends 
to publish a technical consultation on these issues in the near future. This work will be 
relevant to the calculation of charges for new services even if a tariff-based approach 
is not ultimately adopted. 
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3.17 A capacity reservation fee might be based on a set tariff which would identify the 
costs of operating services along the following dimensions: 

(a) geography: namely particular sections of track; 

(b) time: namely time bands in the day (peak, off peak and contra peak) and day 
of the week (weekday or weekend); 

(c) flex: namely bands of flexibility in the contractual arrangements set out in the 
access agreements; and 

(d) speed: namely for the speed of the service relative to the average on the route 
(as the time to recover from an initial delay will depend on whether services 
over particular parts of the network operate at similar or different speeds, 
suggesting charges be related to whether a train operates in a speed band 
above, below, or around the average speed.  

The charge for an actual service could then be calculated by summing the tariff in 
terms of the last three variables, for each route section which the service crossed. The 
Regulator would, however, need to consider whether this level of complexity would 
be appropriate. 

3.18 Railtrack has also proposed that this element of its variable charges should be levied 
on capacity which is booked, as opposed to those trains which actually run. Railtrack 
considers that the flexibility in the timetable influences its ability to reduce the knock-
on effects of an incident. Where there is "white space" in the timetable, Railtrack has 
a greater flexibility to reduce the delays resulting from an incident. This approach 
might therefore incentivise operators to plan services more efficiently. 

3.19 As with the level of usage charges discussed above, the Regulator would want to be 
satisfied that any capacity reservation fees is not based on the assumption that 
Railtrack maintains its current level of efficiency. In particular, the Regulator would 
not want to compensate Railtrack for current inefficiencies in the timetable, but 
provide an incentive for Railtrack to reduce these. One option would be to assume a 
steady improvement in efficiency. Alternatively, as with usage charges, there may be 
a case for setting charges based on the assumed level of efficiency at the end of the 
period. 

3.20 Consultees are invited to comment on whether the introduction of an explicit 
"capacity reservation fee" would improve the incentive for Railtrack and 
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operators to make the best use of the existing network. Consultees are also 
invited to comment on how this charge could be formulated, including whether it 
should be: 

(a) levied on timetabled services or actual services; 

(b) set annually or for the duration of the price control period;  

(c) based on the efficient level of congestion costs.  

Applying new variable charges 

3.21 The Regulator will need to consider the implications of improved cost causation 
estimates and the possible introduction of a capacity reservation fee for both 
franchised passenger operators and freight operators (in relation to his approval of 
freight access charges). The Regulator is therefore reviewing the potential impact on 
operators and the likely implications for their behaviour.  

3.22 The Regulator expects that any capacity reservation fee negotiated between Railtrack 
and the freight operators could be reduced to the extent that freight operators are more 
flexible about the time of day at which services are run. Moreover, he would not 
expect significant congestion costs to arise on freight-only infrastructure. However, 
any significant increase in the variable charge could have a material impact on the 
commercial decisions of freight operators. It is therefore possible that this might 
conflict with the Deputy Prime Minister’s endorsement of EWS’ and Freightliner’s 
long-term growth objectives. Given this, both the Regulator and the SSRA are 
reviewing aspects of the economics of freight. These reviews encompass the 
commercial opportunities for freight, the potential impact of increased variable 
charges and the social value of increased freight use. 

3.23 This may therefore have implications for the way in which any subsidy from the SRA 
and PTEs is structured to ensure there are no potentially adverse effects of improved 
Railtrack incentives on the incentives for operators to increase the use of the railway. 
Changes in the structure of any subsidy payments might effectively transfer an 
element of volume risk to the public sector but would not have any appreciable effect 
on the expected overall level of subsidy. In particular, any adverse effect on operators 
of increased variable charges could be neutralised by paying part of the existing 
subsidy as a variable amount which is linked to volume rather than in a lump sum. In 
addition, if increased variable charges for freight were to result in a requirement for a 
volume-related subsidy to freight operators, this could be offset by a reduction in the 
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required level of subsidy to passenger operators (since if freight charges were not 
cost-reflective, the cost would have to be covered by passenger operators).  

3.24 Following the enactment of legislation to establish the SRA, it will have responsibility 
for providing government support for both the passenger and the freight rail 
industries. The Regulator will therefore continue to discuss these issues with the 
SSRA and recognises that the potential development of a volume related subsidy 
raises significant policy issues particularly for freight. 

3.25 A further issue concerns the extent to which the proposed changes to the structure of 
charges are applied to all existing agreements. In terms of the franchised passenger 
agreements (excluding separately negotiated major projects such as PUG 2), there 
does not appear to be any strong reason why variable charges should differ with the  
type of access right. The conclusions of the periodic review could therefore introduce 
consistency and certainty between the initial endowment of rights which operators 
received when they began running their franchises and the services which have been 
introduced since then under supplemental access agreements. These supplemental 
agreements generally contain a fixed annual charge which is intended to recover 
congestion costs associated with the service, a share of the net benefit of introducing 
the service and, where appropriate, a charge for any enhancements which are involved 
in the supplemental agreement. This also implies that, if a volume incentive (of a form 
discussed in the next chapter) were introduced, the net benefit share may need to be 
reduced or eliminated. 

3.26 Finally, the Regulator is not presently aware of any reason why the same variable 
charges should not apply to new services requiring major enhancement of the 
network. Indeed, the incremental usage costs should be similar. As noted above, the 
Regulator will be consulting later in the year concerning the appropriate framework 
for major enhancements. If this view were confirmed, it would imply that this 
framework would apply primarily to the level of the fixed charges and, possibly, to 
any volume incentives. 

3.27 Consultees are invited to comment on the implications for operators and funders 
of more cost reflective charges and whether any change to the structure of 
charges should be applied to all existing and new agreements. 
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Varying access rights 

3.28 Improving incentives for operators to make better use of their rights suggests that 
there may be areas where transferring existing rights to other operators would increase 
the utilisation and performance of the rail network. The Regulator therefore believes 
that there is benefit from having a mechanism by hich access rights can be varied or 
traded. 

3.29 The current system for altering access rights is contained within Part 9 of Schedule 7 
to the passenger track access agreements. This provides a mechanism whereby 
operators can approach Railtrack and receive a "what if" analysis of the financial 
consequences of changing access rights. This system has not been widely used in the 
current control period. To the extent that changes in access rights have been 
negotiated, it has been through the submission of supplemental access agreements for 
approval under section 22 of the Railways Act 1993. This has therefore invariably 
been on the basis of an agreed variation and associated access charge rather than an 
arbitrated one, even though the arbitration mechanism in Part 9 was designed to be 
simple to use. The Regulator is currently of the opinion that there may be benefit in 
improving the present system of re-allocating rights if changes can be found which 
would make it less costly and even easier for operators to do so. 

3.30 Increasing the extent of flexibility within the access rights is a crucial element of 
improving the overall incentive framework and interacts with other changes discussed 
in this document. The incentive on operators to improve the use of their portfolios of 
access rights would be increased by the introduction of a capacity reservation fee. In 
addition, a volume related incentive could incentivise Railtrack to improve the 
utilisation of its network. The Regulator would also need to consider whether trading 
of rights would help to improve efficiency. 

3.31 The Regulator will also need to review the provisions for the moderation of on-rail 
competition in the near future. The extent of protection from competition and the 
relationship to the potential changes in the incentive structure will need to be 
addressed as part of this review.  

3.32 However, the design of a system for trading access rights is not a simple issue. Access 
rights over the same sections of network are heterogeneous. Train paths cannot be 
simply traded between operators, as it is likely that the nature of the right may also 
need to change. Further rights may need to be repackaged, and combined in different 
ways with each other, in order to make more efficient use of extra capacity currently 
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in the timetable (often known as "white space"). For example, an operator 
surrendering a right for a fast service may make room for more than one additional 
slow service, and a repackaging of rights and use of any flex in the timetable may 
enable Railtrack to sell further paths. Railtrack in its role as the keeper of the 
timetable under Part D of the Track Access Conditions therefore has a central role in 
any re-allocation of rights.  

3.33 In considering and implementing any changes, the Regulator will have regard to a 
number of potential dangers which greater ease of trading rights would entail. First, 
he will need to be satisfied that there is no discrimination against services which may 
have a lower financial value but a high social value. Second, he will want to consider 
the most appropriate method of policing any such system and ensuring that undue 
pressure is not brought to bear on operators to alter their rights. In this regard the 
Regulator will consider whether it would be appropriate to monitor any such activity 
in exercising his concurrent powers under the Competition Act 1998, which will come 
fully into force prior to start of the next control period. Third, he will also be 
concerned to ensure that any new system leads to a more efficient allocation of rights 
rather than simply encouraging repackaging of rights which moves money between 
operators and Railtrack but does not lead to improvements for passengers. 

3.34 Consultees are asked whether they believe that there is scope for improving the 
existing arrangements for reallocating access rights, and if so what form they believe 
such changes should take. Consultees are also asked to provide any explanations for 
why the current procedures have not been used. 
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4. Volume incentive   

Background 

4.1 In principle, if the variable charges in the track access agreements are based on the 
incremental cost arising in the short term from increased use, this should mean that 
Railtrack is broadly indifferent to the utilisation of the network. It would not, 
however, provide a positive incentive for Railtrack to increase the utilisation of its 
network or to promote greater use of the railways.  

4.2 An important aim of regulation is to mimic the operation of competitive markets. In 
such a market, Railtrack would be incentivised to increase sales volume, for example, 
through improved quality and customer service or more competitive pricing. By 
contrast, simple RPI-X style regulation may provide Railtrack with an incentive to 
reduce costs, but little incentive to expand the sales of its product to the train 
operators or to help provide a better service to its final customers. The shortcomings 
of this form of regulation can be remedied through incentive mechanisms and targets 
relating to specific aspects of quality. However, this is inevitably imperfect. In fact, 
strengthening the incentives on Railtrack to improve the performance of its network, 
in terms of Railtrack-caused delays, could tend to encourage it to lengthen journey 
times rather than increase the number of trains which can run on the network. 

4.3 The problems may be compounded by the inter-relationship with major 
enhancements. Where operators or funders negotiate these enhancements, Railtrack 
receives additional revenues and this may include a share of the net financial benefit 
of additional services. This means that Railtrack has an incentive to favour larger 
projects in which the benefits are sufficient to justify the transaction costs of 
negotiating supplemental access agreements.  

Potential advantages of a volume incentive 

4.4 Against this background, Railtrack has argued publicly that it needs an explicit 
volume incentive to provide a direct financial stake in the growth of the railway. As 
the Regulator stated in his August 1999 periodic review document, Railtrack's 
industry leadership role is still available to it. The Regulator wishes to consider 
whether appropriate volume related incentives could provide Railtrack with a 
financial reward for taking up this role. 
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4.5 One option would be to provide an explicit volume incentive which is linked to the 
number of train miles (possibly weighted by type of service). This would provide a 
direct measure of the output from Railtrack’s network and may therefore have the 
following benefits: 

(a) first, it may provide Railtrack with an incentive to deliver a range of small-
scale enhancements which together would have a significant impact on the 
capacity and utilisation of the network. The present regime of negotiated 
charges for all enhancements means that the transaction costs of negotiations 
often make small incremental improvements to the network uneconomic for 
both operators and Railtrack. A volume incentive may therefore provide 
Railtrack with the means to enhance the network through the range of projects 
which it would not be feasible to negotiate individually;  

(b) second, it could complement the proposed improvements to contractual 
performance and possessions regimes which are discussed in Part II by 
providing an incentive for Railtrack to run more trains as well as running them 
on time. Related to this, it could directly incentivise Railtrack to work 
alongside train operators to deliver a better service to more passengers. 
Railtrack may therefore be encouraged to play its part in improving all those 
elements of quality which it is not feasible to measure and reward directly, but 
which do have an effect on passengers and freight customers and hence the 
utilisation of the network; and 

(c) third, it may help to ensure that regulation is able to mimic more accurately the 
incentives provided by a competitive market. In particular, the alignment of 
Railtrack’s financial incentives with the rest of the industry could help to 
transform Railtrack into a more dynamic and entrepreneurial company. This 
could, in turn, reduce the need for the Regulator to control and manage the 
activities of Railtrack in increasing detail.  

4.6 An alternative version of an explicit volume incentive would be to use a measure of 
volume which reflects more strongly the wider use of the railways. For example, 
Railtrack has proposed a volume incentive based on a share of the farebox revenue. A 
variant on this would be to define volume in terms of passenger miles and, in the case 
of freight, tonne miles. These measures may have similar effects on incentives to 
those described above. Moreover, they are likely to provide a stronger incentive for 
Railtrack to encourage passengers and freight onto the trains. They may therefore 
provide a closer alignment between Railtrack’s interests and those of the rest of the 
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industry. However, Railtrack has less control over these issues and this approach may 
therefore impose risks on Railtrack which it is not best placed to manage. Giving 
Railtrack a share of farebox revenue might also provide an incentive for Railtrack to 
discriminate between different operators since the additional revenues from increased 
volume would not be the same for each operator. 

4.7 In order to assess the significance of the potential advantages referred to above, the 
Regulator has asked Railtrack to provide a description of the types of management 
action which it would be incentivised to provide through a volume incentive. Annex 3 
summarises the activities identified in Railtrack's response (although this does not 
necessarily represent the views of the Regulator). These are divided into the following 
categories: 

(a) areas where Railtrack can take a longer term perspective than operators due to 
the short term nature of their franchises and the uncertainties of the market 
(e.g. many small scale enhancements to the network which improve various 
aspects of quality); 

(b) areas where Railtrack is able to take account of wider network benefits, 
including benefits to other operators (e.g. increased car parking space); and 

(c) Railtrack's optimisation of the timetable to improve network utilisation.  

The Regulator will want to review these issues in more detail and would be 
particularly interested in the views of operators and funders about the areas in which 
Railtrack can help them to provide improved services to passengers. For example, he 
will need to analyse the types of enhancement which might be incentivsed by a 
volume incentive. He will also wish to consider the extent to which a volume 
incentive might encourage Railtrack to be more innovative in searching for other 
ways in which it can improve the railway.  

4.8 The Regulator would also need to consider the interaction with any changes to the 
level of usage charges. To the extent that usage charges are intended to cover the long 
term effects of increased usage on maintenance and renewal costs (which may be 
greater than the short term effect within the current price control period), this may 
already provide Railtrack with an incentive to expand output. This may therefore 
reduce the need for a more explicit volume incentive. The Regulator is reviewing the 
relationship between the short term and longer term impact of increased usage on 
Railtrack’s costs. 
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Difficulties with a volume incentive 

4.9 The Regulator would be very concerned to ensure that the design of any explicit 
volume incentive would not result in services being priced off the network where the 
incremental benefit exceeds the incremental cost. This must not be the case. On the 
contrary, the incentive framework should facilitate greater utilisation and growth of 
the network. 

4.10 If an explicit volume incentive were to be introduced, one option would be to levy this 
as an additional variable charge on all operators (with a corresponding reduction in 
fixed charges). However, where the farebox revenue does not reflect the full value of 
the services to users and funders, this payment may need to be supported by a variable 
subsidy paid by funders to operators. This would effectively transfer part of the 
volume risk to the public sector and would be equivalent to the "performance top-up" 
already in place for franchise performance regimes. The Regulator would therefore 
need to discuss these issues with Railtrack, government and funders before any 
volume incentive could be introduced. 

4.11 Another possible difficulty with the introduction of an explicit volume incentive is 
that, without special protective measures, it could allow Railtrack to earn monopoly 
profits. There is also a concern that Railtrack would benefit unjustifiably from growth 
in the economy as a whole and other public policy initiatives to encourage rail users 
(e.g. road pricing). However, the following factors suggest that it may be possible to 
avoid these difficulties: 

(a) to the extent that Railtrack is best placed to manage volume risks through its 
own actions, a volume incentive should not increase its cost of capital. In these 
circumstances the expected level of revenues would not need to be increased. 
If, through its own actions, Railtrack promotes more growth than is assumed 
by the Regulator at the periodic review, it would earn additional profits, but 
only for the duration of the next price control period. If it fails to do so, 
however, profits would be lower than expected; 

(b) to the extent that any measure of volume will be influenced by external factors 
as well as Railtrack's own management action, Ra iltrack may be exposed to 
greater business cycle risk and this could increase its cost of capital. If so, 
Railtrack’s expected revenues would need to be increased by a small amount. 
There would, however, be a corresponding reduction in the risks faced by 
users and/or funders. Moreover, the extent to which actual revenues turn out 
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higher or lower than expected over the price control period would depend on 
the outcome of this risk and would not represent a monopoly profit. Finally, it 
should be noted that Railtrack is in an important position to ensure that the 
capacity required to meet external growth in demand is made available. A 
volume incentive would help to ensure that it plays this role fully; and 

(c) any growth in volume over the next control period which is attributable to 
changes in government policy which cannot be anticipated at the periodic 
review may be quite limited due to the lags involved. In any case, under the 
current system, these risks are borne primarily by operators and a volume 
incentive would merely transfer a small proportion of the risk to Railtrack.  

4.12 A related issue concerns the interaction with enhancements which are negotiated with 
operators or funders or agreed as part of the periodic review process. The Regulator 
intends to consider how payment for these enhancements might be linked to delivery 
of the outputs. He would also need to take account of any increased volume arising 
from these enhancements when setting Railtrack’s allowed revenues. If a volume 
incentive were introduced he would need to take account of the additional revenues 
from this element of Railtrack’s charges which arise from these enhancements. 

4.13 Consultees are invited to comment on whether Railtrack should be given an 
explicit incentive to increase the utilisation of its network and the use of the 
railways. If an explicit volume related incentive were introduced, should this be 
based on train miles, passenger/tonne miles or a share of farebox revenues? If 
not, are there better alternatives to an explicit volume incentive? Funders are 
invited to comment on the implications of a volume incentive for their budgets.  

Implementation Issues 

4.14 If an explicit volume related incentive were to be introduced it may be preferable for 
this to be calculated using a pre-determined formula based on objectively measured 
data. Discretion should usually be avoided since this might weaken the incentive and 
result in increased regulatory risk. Similarly, linking the payment of any volume 
incentive to the delivery of other outputs (or inputs) which form part of the so-called 
regulatory contract would result in confused incentives. The incentivisation and 
enforcement of these other elements of the regulatory contract should therefore be 
dealt with separately (see Part II of this document). 

4.15 Similarly, it may be preferable for any significant volume incentive to be calculated 
based on each operator’s own specific volumes: otherwise each operator’s charges 
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would depend partly on the volumes provided by other operators. In this case, 
however, he considers that it would be helpful for Railtrack to aggregate the volumes 
and associated revenues associated with each operator and to publish these figures 
with its accounts. 

4.16 4.16    Railtrack has suggested that its proposed volume incentive should apply only 
to growth above a pre-determined baseline. An advantage with this approach is that it 
would limit the risk to Railtrack. In addition, it would mean that the volume incentive 
would be less likely to price existing services off the network. On the other hand, 
however, setting an optimistic baseline could mean that the marginal incentive is 
eliminated if external factors result in demand growth which is less than expected. It 
may therefore be appropriate for the baseline volumes for each operator to be based 
on very conservative projections of potential volume growth (e.g. no growth). In order 
to prevent Railtrack from earning excess returns as a result of such a conservative 
baseline, the Regulator would need to deduct from Railtrack's overall revenue 
requirement the expected volume incentive payments associated with a more realistic 
growth scenario. 

4.17 The marginal rate of incentive would need to be large enough to have a material effect 
on Railtrack's behaviour, but not so large that it has a damaging effect on the cost of 
capital. The Regulator has yet to reach a view on the appropriate level of any 
incentive and would need to consider this further if the principle is accepted. 

4.18 The final implementation issue concerns the regulatory treatment at the next review of 
enhancements made by Railtrack as a result of any volume incentive (i.e. whether 
they would be included in the RAB). Railtrack has proposed that the RAB should 
increase automatically in line with any increase in volume. However, the Regulator 
would need to consider whether this would provide an appropriate trade-off between 
risk and incentives. An alternative approach would be for the Regulator to assess this 
expenditure at periodic reviews to determine whether it should be included in the 
RAB. In this case, he would need to consider whether the expenditure was efficiently 
incurred and whether the investment was in the long term interests of users and 
funders. The basis for considering these issues, in the context of more general 
enhancements, will be discussed in more detail in the December 1999 periodic review 
document. 
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4.19 Consultees are invited to comment on the best way of implementing any volume 
incentive, in particular: 

(a) should the incentive be automatic or discretionary? 

(b) should payment be linked to delivery of other outputs? 

(c) should volume be measured at the national level or by operator? 

(d) should volumes associated with different types of services be weighted 
differently? 

(e) should Railtrack benefit only from growth above a predetermined 
baseline or should revenues be reduced if growth is less than expected?  

(f) how should the marginal incentive rate be determined? and 

(g) how should enhancements arising from a volume incentive should be 
reflected in the RAB? 

A minor enhancement tariff 

4.20 In principle, the Regulator believes that variable charges which are set on the basis of 
a clear and transparent tariff would create greater certainty for Railtrack and operators 
to plan and grow their businesses. Tariffs would also reduce the costs of negotiating 
additional access rights and minimise the risk of undue discrimination between 
operators. Given this, a possible alternative to a volume incentive, which Railtrack 
and the Regulator have explored, would be to devise a tariff for different types of 
smaller enhancements. Removing such projects from the negotiated framework may 
make them more viable, by reducing transaction costs. 

4.21 However, the nature of enhancements is that their effect and costs are necessarily case 
specific. There are significant complications in designing any tariff system on a 
consistent basis which would send efficient price signals to operators and funders 
through discontinuities in the cost structures. Further, there would be issues of how 
payment of an enhancement tariff would work in the case of enhancements of 
network segments used by more than one operator. Finally, an enhancement tariff 
would not align Railtrack’s interests with the rest of the industry in the same way as 
an explicit volume incentive. 
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4.22 An intermediate approach would be for the Regulator to require Railtrack to provide 
more information on the basis upon which charges would be calculated. This would 
help to provide more predictability without the rigidity of a purely tariff based 
approach. 

4.23 The Regulator is considering the idea of an enhancement tariff and would 
welcome views from consultees on other possible mechanisms for making the 
outcome of negotiations more predictable. 
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5. Fixed charges   

5.1 A large proportion of Railtrack’s costs is not traffic-sensitive. That is, they are 
independent of the number of trains running over the network. Many of these costs 
are common between different services. At the time of the 1995 settlement, the total 
fixed charge was derived as the residual revenue requirement for Railtrack after 
deducting the expected revenues from variable charges and other single till items 
(such as property income). The total charges were allocated between operators based 
on a combination of the long run incremental cost associated with a train operating 
company and an allocation of the rema ining costs on the basis of budgeted vehicle 
miles. 

5.2 The Regulator will be publishing his provisional views on Railtrack’s overall revenue 
requirements and the other elements of the single till in December 1999. In forming a 
view on the expected level of variable charges (and hence the residual revenue 
requirement), he will need to consider the expected level of growth in traffic. 

5.3 By its nature the fixed charge does not vary with the commercial decisions taken by 
train operators or Railtrack, and so does not have a strong effect on the incentives of 
rail industry participants. However, the method used to determine this charge should 
still be practical, transparent and fair.  

5.4 The Regulator believes that the basic principle should be that costs are attributed to 
particular services (and hence operators and funders) at the lowest level which is 
practically possible. Where particular costs can be identified with a route or zonal 
level, they should be allocated between the operators who use that particular route or 
zone. This will maintain, as far as is possible, the link between charges and costs, 
such that the charges which operators pay cover the costs which arise from their 
services. 

5.5 It is inevitable, however, that a large proportion of these costs cannot be identified 
with specific parts of the network, but arise at a national level. For example, many of 
the costs associated with Railtrack's headquarters are common across the whole 
network. Fixed costs even at the strategic route or zonal level will also arise from 
serving more than one operator in most cases. These costs need to be allocated 
between operators in some way. 
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5.6 One option would be to apply a mark up on the incremental costs to recover the 
residual revenue requirement. However, this is unlikely to be appropriate in this case 
due to the large proportion of fixed costs. For example, the main cost drivers of 
incremental cost (e.g. axle load) would result in an allocation of the fixed costs to 
services (and hence operators) which does not bear any relation to the size of 
operators or the number of services they run. 

5.7 The proposed approach therefore allocates the residual revenue requirement using 
metrics such as the train miles run by a particular operator. There are several potential 
allocation metrics which approximate usage of services, usage of the network and the 
size of the network. Train operator revenues could be a proxy for use of the services; 
train or vehicle miles would proxy use of the network; while a measure such as track 
mileage used could be used as a proxy to allocate on the basis of network size. 

5.8 Railtrack has proposed that costs are allocated at three basic levels: each combination 
of strategic route and zone; each zone; and nationally. Each of these levels would 
have a revenue requirement associated with it, comprising Railtrack’s avoidable costs 
at that level. Single till revenues arising at each level would then be netted off to give 
a residual revenue requirement (RRR). The total of all these RRRs would by 
definition be equal to the RRR for Railtrack as a whole (i.e. to the total fixed charge). 
Railtrack’s proposed allocation metrics for RRRs are shown in Table 5.1. 

Table 5.1: Allocating Railtrack’s Residual Revenue Requirement (RRR) 

Charging category Allocation metric 

Permanent Way RRR by Strategic Route & Zone Vehicle Miles by Strategic Route and Zone 

Signalling RRR by Strategic Route & Zone  Train Miles by Strategic Route and Zone 

Electrification RRR by Strategic Route & Zone Electrified vehicle miles by Strategic Route Zone 

Zonal RRR Vehicle miles by zone  

National RRR TOC total vehicle miles or passenger revenue  

 

5.9 Consultees are invited to comment on the proposed basis for allocating 
Railtrack’s residual revenue requirement between users. 
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6. Incentives and targets   

Background 

6.1 6.1 At the time of privatisation, contractual incentive regimes were established 
between Railtrack and train operators which were intended to incentivise 
improvements in network performance. These contractual regimes are set out in the 
agreements under which train operators gain access to Railtrack's track. The regimes 
were intended to operate by compensating train operating companies for disruption 
caused by Railtrack, other train operators and other external factors. The regimes 
follow the so-called "star model" under which Railtrack operates as a clearing house, 
receiving payments from train operators causing disruption, and making payments to 
operators affected by disruption Annex 3 outlines in broad terms the structure of these 
contractual incentive regimes.  

6.2 Railtrack is subject to performance targets as well as financial incentives. Condition 7 
of Railtrack's network licence obliges Railtrack to maintain, renew and develop the 
rail network to meet the reasonable requirements of train operators and funders. 
Under Condition 7, Railtrack must also publish an annual Network Management 
Statement. The Regulator has required Railtrack to include specific performance 
targets in this statement, and these targets are enforceable by him. Annex 4 provides a 
brief description of Condition 7, the NMS and the powers of the Regulator to enforce 
these obligations. There are no similar licence-based targets for train operators. The 
franchise agreements also contain performance regimes for the passenger train 
operators, and the Regulator will take into account the relationship between the two 
sets of performance regimes when coming to any conclusions.  

6.3 Recent trends in performance have given cause for concern. Overall delays 
attributable to train operators have increased during the first charging review period. 
Figure 6.1 below illustrates total minutes delay over the last four years alongside the 
number of train miles for each year. This shows that whilst there was a reduction in 
minutes delay during 1996, this trend was subsequently reversed and minutes delay 
rose at a rate faster than the growth in train miles. 
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Figure 6.1: Total minutes delay 

  

 

 

 

 

    

 

 

 

6.4 The recent report to the Regulator on Railtrack's performance by Booz Allen & 
Hamilton 1 notes that: 

 
"Significant reductions in train delays attributed to Railtrack have been 
achieved ... through improved performance management processes, 
targeted maintenance expenditure and performance-enhancing 
investments. However, nationally, most of the reductions in train 
delays were achieved over the first year of the control period and 
subsequently there has been a relative lack of progress" (paragraphs 
125 & 126).  
 

6.5 The Booz-Allen & Hamilton report also raises concerns about other aspects of 
Railtrack’s stewardship of the network. The Regulator is currently considering 
Railtrack's and other responses to this report. This document, which is concerned only 
with how performance regimes should be amended for the period after 1 April 2001, 
does not constitute a response to that report. 

 

                                                 
1  Railtrack's Performance in the Control Period 1995-2001, Booz Allen & Hamilton Limited, 

London March 1999 
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6.6 The remainder of this chapter considers the role of incentives and targets in achieving 
improvements in performance. It also discusses the need to monitor the serviceability 
and condition of assets. The Regulator exphasises that safety is paramount in the 
railway industry, and that arrangements to ensure that this is the case must take 
priority. Compliance with Railway Group Standards and with individual railway 
safety cases is, of course, mandatory under safety legislation, and in the case of Group 
Standards the relevant licences. 

Performance incentives and targets 

6.7 The Regulator considers that performance improvements will be best achieved by 
providing appropriate financial incentives based on the value to train operators and 
funders. A continuous incentive regime, which delivers financial benefits for 
additional performance improvements, creates the environment for possible continual 
improvement regardless of whether particular targets have been met. In principle, this 
means that if the incentive were set at an appropriate level, Railtrack would be 
incentivised to invest to the extent that users and funders are willing to pay for this 
investment. This should therefore result in an economically efficient rate of 
investment.  

6.8 An incentive-based approach also offers the best prospect of encouraging Railtrack to 
become more innovative in its search for investments and changes in working 
practices which are likely to deliver improved performance in the most efficient way. 
It should therefore result in a more dynamic business environment and help to 
minimise the need for the Regulator to second-guess Railtrack and micro-manage the 
business. 

6.9 By contrast, the use of targets alone would be less likely to promote innovation and 
could result in more intrusive regulation. Exclusive reliance on targets also places 
considerable emphasis on the Regulator’s determination of the appropriate level of 
performance, rather than allowing this to be determined as a response to an 
appropriate value based incentive. Such an approach may also result in effort being 
directed only to the satisfaction of particular targets rather than continuous effort. 

6.10 However, the Regulator considers that it would not be appropriate to rely on 
incentives alone. In his view, incentives need to be reinforced by enforceable licence-
based targets for the minimum rate of continuous performance improvement. The 
existing performance incentive regime therefore represents a balance between: 
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(a) an account planning process under which train operators can specify their 
reasonable requirements; 

(b) economic incentives created by the performance regimes; 

(c) performance targets imposed on Railtrack under its network licence; and  

(d) contractual rules and objectives covering timetabling and operation of the 
network (in the Track Access Conditions).  

6.11 The Regulator recognises the need to consider carefully the interaction between 
contractual incentives and potential monetary penalties arising from any failure to 
meet enforceable targets. For example, in the case of the Regulator’s decision in 
August 1999 to initiate enforcement action relating to Railtrack’s failure to meet its 
targets for improvement in passenger train performance, the level of the proposed 
monetary penalty was calculated with explicit reference (amongst other things) to the  
fact that the existing contractual incentives were regarded as inadequate. Failure to 
take account of this interaction could result in increased regulatory risk with 
potentially adverse consequences for the long-term cost of finance. 

6.12 The Regulator intends to address the inadequacies of the contractual incentive regime 
as part of the periodic review (see Chapter 7 of this document). When considering the 
appropriate level and structure of targets for the next price control period and the case 
for monetary penalties in any enforcement order, he therefore expects to take account 
of the new contractual incentive regime.  

6.13 The contractual incentive regime will provide a direct and automatic financial 
incentive for Railtrack to improve performance. In aggregate, if Railtrack performs 
better than expected by the Regulator when the price controls are reset, the terms of 
these contracts will entitle Railtrack to additional revenues and, hence, profits. If, on 
the other hand, aggregate performance is worse than expected, revenues and profits 
would be reduced. In financial terms, this would be equivalent to the penalty which 
was set out in the draft enforcement order on 19 August 1999. The only differences 
are that Railtrack would also have the opportunity to gain from improved performance 
and that the rules would be set out in advance, enabling Railtrack to develop optimal 
long- term plans for improved performance.  

6.14 In addition to the contractual incentive regime, Railtrack’s performance against the 
expected aggregate improvement in performance could be subject to separate 
monitoring by the Regulator. The expected rate of improvement in performance might 
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therefore be referred to as a "monitoring target". If the contractual incentives are 
optimised it may not be appropriate for the Regulator to take enforcement action in 
the event that Railtrack fails to meet this monitoring target. However, there may be a 
case for enforcement action if performance on particular routes is much worse than 
elsewhere. In addition, the Regulator wishes to consider whether it would be 
appropriate for him to set an "enforceable target" which might represent the minimum 
level of performance below which further financial penalties could be imposed. In 
each case, he would wish to consider how far the level of these financial penalties 
should be calculated using a predetermined formula which is established as part of the 
periodic review. 
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6.15 Consultees are invited to comment on whether the proposed balance between 
targets and incentives represents the best way of achieving continuous 
improvements in performance? Are economic incentives effective or are they 
likely to be obscured by other considerations (commercial or non-commercial)? 
Would the combination of stronger contractual incentives and minimum 
enforceable targets with the threat of further monetary penalties be effective? To 
what extent should the Regulator set out in advance the circumstances in which 
he would expect to take enforcement action and the basis for any monetary 
penalties? 

Asset serviceability and condition  

6.16 Railtrack has argued that if there are appropriate incentives for it to improve the 
performance of the network there would be no need for the Regulator to set 
enforceable targets or incentives relating to the general health of the network. The 
argument is that if the assets are not in good condition, performance will deteriorate 
and that performance incentives and targets therefore provide sufficient incentive for 
Railtrack to ensure that the assets are maintained in good condition. 

6.17 The Regulator agrees that Railtrack's incentives and targets should be defined 
primarily in terms of the performance of the network. However, he considers that this 
is not sufficient on its own. The main reasons for this arise from the long lags 
involved with major investment programmes and the potential impact on the short-
term performance of the network. This means that if the condition of the assets is 
allowed to deteriorate, it could result in the need for a substantial increase in 
expenditure combined with a significant deterioration in performance during existing 
as well as future price control periods. 

6.18 The Regulator is therefore considering the introduction of a range of measures 
relating to the serviceability and condition of Railtrack’s assets. Different measures 
could be adopted for each major class of asset (e.g. track, structures, signalling, 
electrification, telecoms and stations). These measures are currently being developed 
in conjunction with Railtrack. The Regulator would want to ensure that any chosen 
measures are practical and cost-effective to monitor and that they do not result in 
unnecessary regulatory intervention in the day-to-day management of the business. It 
is hoped that the relevant information will already be available, but in some cases it 
may be necessary to collect new data. The Regulator currently intends to consult the 
rest of the industry on any proposed measures. 
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6.19 The arrangements for monitoring these measures could be based on the system of 
reporters (or auditors) which is used in the water industry. This would involve the 
Regulator, at Railtrack’s expense, appointing reporters who would prepare an annual 
report on the serviceability and condition of the assets. Their report could include an 
audit of any pre-determined measures as well as a commentary on the overall health 
of the network. 

6.20 The status of any such measures also requires careful consideration. As with the 
performance targets discussed above, "monitoring targets" could be based on the 
expected level of each relevant measure. These measures should show continuous 
improvement over a period of years. Failure to meet any individual monitoring target 
may result in poor performance which would lead to automatic penalties under the 
contractual incentive regime. In addition, although such failures would not 
automatically result in enforcement action, failure to meet a number of these targets 
might be a symptom of inadequate stewardship.  

6.21 Evidence of poor stewardship could be examined in greater detail at the next periodic 
review to establish whether any adjustment to the RAB is necessary. In extreme 
circumstances, if Railtrack is seen to be falling well short of the monitoring targets 
across a wide range of measures (as appears to have been the case during the current 
control period), the Regulator may need to investigate the matter in more detail in 
advance of the periodic review. Following such an investigation, if he is satisfied that 
Railtrack is failing in its stewardship of the network, he may need to take immediate 
action to remedy the situation. In particular, he would expect to take enforcement 
action if it appears that the serviceability and condition of Railtrack’s assets is in 
danger of deteriorating to such an extent that significant problems might be expected 
to arise in the future: that is, the need for substantial increases in investment or the 
risk of reduced performance. It would, however be important to ensure that the 
Regulator acts while remedial action is still possible. The Regulator is considering the 
principles which could be used to calculate appropriate penalties in this case and he 
expects to set out his views on these issues as part of his conclusions on the periodic 
review. 

6.22 Consultees are invited to comment on whether it is necessary for the Regulator 
to monitor and incentivise improvements in the serviceability and condition of 
Railtrack’s assets as well as performance of the network. Views are also invited 
on the appropriate measures of the serviceability and condition of Railtrack’s 
assets, the arrangements for monitoring these measures and the circumstances in 
which enforcement action might be appropriate. 
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7. Contractual incentives   

Introduction 

7.1 This chapter focuses on the contractual performance regimes contained in Schedule 8 
of passenger track access agreements. It considers whether the regulatory criteria 
under which the existing Schedule 8 regimes were established remain appropriate or 
whether there should be changes. It then considers whether payment rates should be 
raised, and benchmarks adjusted, to reflected current expectations on performance and 
the experience gained in operating the regimes to date. Finally, it considers the issue 
of customisation and whether certain non-core elements of the regimes might be 
excised. 

Criteria for regulatory approval  

7.2 Under the Railways Act 1993, access contracts must be submitted to the Regulator for 
approval. Access contracts not approved by the Regulator are void (unless they are 
otherwise exempt). The Regulator has published the criteria he will usually apply in 
deciding whether or not to approve an agreement in "Criteria for the Approval of 
Passenger Track Access Agreements" (second edition, March 1995). These criteria 
include: 

(a) the importance of including arrangements which shift to Railtrack the income 
risk (both in terms of fare income and payments by the Franchising Director) 
associated with poor network reliability performance, and which incentivise 
and reward improved network performance; 

(b) the need to achieve an appropriate balance of risk and reward between 
Railtrack and train operators; 

(c) effective economic incentives to avoid persistent failure by either party; 

(d) avoiding undue discrimination between operators; 

(e) avoiding unduly constraining negotiations on performance regimes with other 
train operators; and 

(f) wishing to be satisfied that individual regimes operate in the interests of rail 
users and are consistent with the Regulator's section 4 duties. 
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7.3 Consultees are invited to comment on whether the Regulator's existing criteria 
for performance regimes remain appropriate. In particular should different or 
additional criteria (such as meeting rising expectations over time) now be 
established, reflecting the experience of operating the regimes to date? 

Performance regimes (Schedule 8) 

Payment rates 

7.4 There has been considerable comment that the financial signals provided by the 
performance regime are insufficient in comparison with those provided by the farebox 
revenue if additional trains are run. This has allegedly led to the significant expansion 
of services in some areas at the expense of deteriorating overall performance.  

7.5 Payment rates for each TOC were initially set with reference to the likelihood of one 
of that TOC's trains delaying a service provided by another operator (for which 
Railtrack has to pay the compensation under the performance regime between itself 
and that operator). In many cases the original rate has become increasingly 
inappropriate as the general level of network congestion has increased and the number 
of TOCs interacting with each other has increased through the introduction of new 
services. 

7.6 Since the original performance regimes were calibrated, the loadings of many services 
have altered to a significant extent and the payment rates have become increasingly 
out of line with the actual extent of the impact on passengers. Currently, average 
incentive rates are equivalent to between £16 and £45 per train minute of lateness, 
depending on whether they are lightly loaded rural services, premium InterCity 
services or heavily utilised commuter services.  

7.7 The Regulator has received representations that, currently, payment rates are 
insufficient to reflect fully the impact of delay on rail users and funders and do not 
create sufficient incentives to mitigate this impact. Factors such as rising public 
expectations and a greater realisation of the wider economic value of better rail 
service performance suggest that there may be a case for increasing payment rates 
across the board to bring the financial signals into greater balance. 

7.8 Payment rates in the template Schedule 8 regimes are based on three bands. The upper 
and lower bands represent performance significantly higher and lower (respectively) 
than the benchmark. Payment rates in the upper band are lower than in the central 
(benchmark) band to reflect improved performance, whilst rates in the lower band are 
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often higher to reflect poor performance. Payment rates are therefore "stepped". The 
Regulator is concerned that this stepped structure of payment rates does not reflect the 
importance of continuous performance improvement, but instead creates an incentive 
to focus on benchmark (or historical) levels of performance. Because of the way these 
benchmarks were set, the marginal incentive to improve performance is reduced, 
despite the fact that current levels of performance are widely regarded as inadequate.  

7.9 Consultees are invited to comment on whether the current level and structure of 
payment rates in Schedule 8 of the passenger track access agreements incentivise 
a continuous improvement in performance. In particular:  

(a) do the payment rates provide an appropriate balance of risk and reward 
and properly reflect the value to users and funders of improved 
performance?  

(b) do they represent a fair and appropriate balance between the economic 
incentives on train operators and on Railtrack? and  

(c) is it still appropriate for the payment rate to be reduced as performance 
improves?  

Benchmarks 

7.10 The performance regime benchmarks, originally established in 1995, were based on 
the best available data at the time. But there were known deficiencies, especially in 
respect of the time horizon over which data were available. There is now both a 
longer time series and generally better information available. The Regulator would 
therefore wish to consider initiatives between contracting parties to establish better 
benchmarks to reflect the improved data now available and to stimulate better 
performance. 

7.11 There may be circumstances where recalibration is desirable even though it may be 
contrary to the commercial interests of one or other party. For example, there may be 
circumstances where a train operator believes Railtrack's benchmarks were set too 
low, resulting in excessive payments for performance improvements which are not 
sufficiently challenging. Alternatively, there may be situations where Railtrack does 
not consider it receives sufficient compensation for an increase in delays caused by 
the impact of one train operator on the services of another (or conversely the 
economic incentives on that operator to reduce such consequential delays are 
insufficient). However, in relation to the making of adjustments to benchmarks or 
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payment rates, very little use has been made of the facility to agree a change and then 
have it approved under section 22 of the Railways Act 1993 and no train operator has 
used the compulsory means of doing so in Part 9 of Schedule 7 of the passenger track 
access agreements. 

7.12 The Regulator is also concerned that there is no prescribed process for agreeing how 
benchmarks should be established or on what they should be based where new and 
different services are introduced. One option would be to introduce a rolling 
adjustment mechanism to provide a continuous incentive to improve performance 
whilst minimising the need for reopeners. In this case, however, the implications for 
marginal payment rates would need to be considered. 

7.13 Consultees are invited to comment on the existing system of benchmarks and the 
process for changing them. In particular: 

(a) should there be an automatic adjustment to performance benchmarks?  

(b) should there be a contractual process (e.g. in the Track Access 
Conditions) for triggering a review of performance benchmarks and for 
resolving disputes? Is the Part 9 of Schedule 7 regime inadequate in this 
respect? 

(c) if not contractual, what should the nature of the process be? The process 
could be subject to criteria, such as:  

(i) ensuring benchmarks are set at an appropriate level to stimulate 
better performance; 

(ii) ensuring that benchmarks change over time to incentivise 
continuous performance improvements; 

(iii) avoiding the process being used to frustrate effective negotiation or 
to  undermine incentives. 

(d) how should performance benchmarks for new access rights be 
established?  
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Customisation of other aspects of the Schedule 8 regimes 

7.14 The majority of contractual performance regimes are based on a standard template 
devised at the time of privatisation. However, the regimes of five passenger train 
operators 2 are "bespoke" (i.e. not based on the standard template). These regimes 
were intended to reflect better the particular commercial circumstances of the train 
operator concerned. 

7.15 Whilst there may be benefits from a standardised structure of performance regime 
(e.g. minimisation of transaction costs, efficient contract management and avoidance 
of discrimination), it might still be desirable to customise the approach to the setting 
of payment rates or benchmarks or to update other factors within the compensation 
formulae. For example, payment rates and monitoring point weightings could be 
adjusted to reflect: 

(a) improved understanding of the value of passengers' time from new research; 

(b) changes in service patterns; 

(c) changes in train loadings; and  

(d) (for TOCs) changes in the proportion of inter-operator delay.  

7.16 There is also a view that the elements of the template Schedule 8 relating to missed 
intermediate stations and indemnity in relation to late presentation of ancillary 
movements at maintenance depots have little or no incentive effect and are probably 
unnecessary. This is said to be because either the amounts of money changing hands 
for some train operators are trivial or the provisions have simply not been exercised. 
AEA Technology plc considered the role of these secondary (or non-core) elements 
within the context of the wider review of the SSRA performance regimes. They are 
expected to suggest excision of these elements on the basis that payments under most 
of these elements have been insignificant and that, in each case, the behaviour is 
influenced by other incentive regimes or covered by other contractual arrangements. 
The Passenger's Charter indemnity provisions do appear to have generated 
appreciable exchanges of money and it would appear that these should be retained. 

7.17 The Regulator would welcome initiatives by Railtrack and train operators to 
customise regimes to deal with such matters. He will, however, wish to keep under 

                                                 
2  GNER, Virgin West Coast, First Great Western, LTS and Midland Main Line. 
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review the potential impact on discrimination between TOCs operating on the same 
route. 

7.18 Consultees are invited to comment on the extent to which the performance 
regime should be customised. In particular: 

(a) is it appropriate to maintain the principle that regimes may be tailored to 
suit the particular commercial needs of individual train operators, or 
should good practice established in the bespoke regimes be applied across 
the board?  

(b) should the existing template regimes be simplified to provide greater 
clarity and if so how? 

(c) under what circumstances, and subject to what criteria, should the 
Regulator be prepared to approve, or to require, amendment of payment 
rates, benchmarks and other aspects of the regimes following their 
negotiation or establishment?  

(d) is there likely to be any detriment resulting from allowing a variety of 
approaches to payment rates, benchmarks and other matters to develop? 
and 

(e) are the provisions in respect of Severely Disrupted Days in the template 
Schedule 8 regime worthwhile, or might these also be regarded as 
inconsequential or trivial? 

The possessions regime (Schedule 4) 

The possessions allowance 

7.19 The existing possessions regime (under which Railtrack and its contractors take 
"possession" of sections of line to carry out maintenance, renewal or development 
work) is based on a free "allowance" of possessions defined in each track access 
agreement with a compensation regime for taking possessions over and above the free 
allowance. The size of the allowance was set by reference to historical maintenance 
and renewal activity. Possessions are scheduled for each timetable under a mechanism 
contained in Part D of the Railtrack Track Access Conditions.  

7.20 A fundamental question is whether the principle of an allowance of "free" possessions 
remains appropriate. There is a concern that potentially this could distort effective 
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possession planning by Railtrack, for example by encouraging the scheduling of 
possessions when they may not be needed just because they are "free". There is also a 
concern that the current arrangements do not properly reimburse train operators for 
the costs they incur in rescheduling train services. Moreover, a rigid free allowance 
does not take any account of: 

(a) the better understanding of ongoing workload which now exists;  

(b) developments in maintenance, planning and safety techniques; and  

(c) changes in the market for passenger rail services.  

7.21 An alternative approach to the existing possessions regime might be to replace it with 
a contractual process for planning possessions on an annual basis (probably as part of 
the annual Rules of the Route review), with a compensation framework reflecting the 
real cost to train operators of rescheduling trains taking account of whether the 
planning has been done in a timely and efficient manner. The criteria for reviewing 
the possessions strategy might include references to: 

(a) the importance of minimising disruption to passengers and other users of the 
railway; 

(b) the need to maintain fastest and maximum journey times where these are set 
out in a track access agreement; and 

(c) recognition of the importance of undertaking essential maintenance and 
renewal work and to maintain the safety of the railway.  

7.22 Consultees are invited to comment on how well the principle of "free" possessions has 
worked in practice: 

(a) has it inhibited the development of more efficient planning and utilisation of 
possessions?  

(b) should free possession allowances be replaced by a contractual process for 
agreeing an annual possessions strategy, subject to defined criteria, and for 
resolving disputes? and  

(c) if not contractual, what should the nature of the process be?  
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Railtrack payment rates 

7.23 The Regulator is aware of concerns that the levels of compensation payable to train 
operators under the existing formulae in Schedule 4 often fall short of the costs the 
operator incurs in rescheduling train services or running substitute buses and advising 
passengers accordingly. The consequence of this appears to be that Railtrack receives 
only muted economic signals in relation to the efficient planning of additional 
engineering work (other than that being progressed on behalf of competent authorities 
or under Part G of the Track Access Conditions). 

7.24 If payment rates from Railtrack to the train operators were increased to levels which 
appear to be more equitable to operators, this would inevitably have the effect of 
increasing the cost of maintenance and renewal work on the network, albeit to a 
relatively modest extent. Such an increase in Railtrack's costs would then have to be 
taken into account in other elements of the periodic review. 

7.25 Consultees are invited to comment on whether the current Railtrack payment 
rates under Schedule 4 reflect a realistic assessment of the economic loss to train 
operators resulting from additional possessions (including, for example, 
payments required and the Passengers' Charter compensation regime). If not, 
should they and how? 

7.26 Consultees are also invited to comment on any other aspect of performance 
which should be incentivised through the access agreements or where the 
existing incentives need to be strengthened. Are there any circumstances where 
other remedies may be used by train operators to enforce their rights with 
Railtrack taking precedence over Schedule 8 payments? 
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8. Monitoring & control of performance   

Introduction 

8.1 The performance regimes are largely about creating the right incentives to stimulate 
better performance. There are additional contractual arrangements which have been 
put in place concerning the monitoring and control of performance and the real time 
operation of the network. The key elements of these arrangements are set out in the 
Track Access Conditions. These arrangements, of course, apply to both passenger and 
freight services. 

8.2 The following sections of this document explain the role of the key sections of the 
Conditions which relate to performance, and the issues and questions which arise in 
the context of making improvements to the contractual regime. 

8.3 The Track Access Conditions are incorporated into every track access agreement and 
set out multi-bilateral procedures under which changes can be made to the 
functionality or operation of the network. They cover aspects such as the processes for 
timetabling trains and for making changes to the network. They also cover the 
operation by Railtrack of a performance monitoring system and the standards which 
should be applied to it (Part B), and the procedures for establishing what happens 
when services are disrupted (Part H). 

8.4 Part B is fundamental to the effective operation of the contractual performance 
regimes. The effectiveness of the regimes is dependent on accurate measurement of 
delay. If there is suspicion that measurement is materially inaccurate or incomplete, 
the economic incentives in the regimes will be undermined, and industry focus will be 
more on verifying delay data than on dealing with the causes of delay. 

8.5 The key elements of Part B are: 

(a) an obligation on Railtrack to operate an accurate monitoring system; 

(b) an obligation on Railtrack to operate a delay attribution process; 

(c) provisions under which train operators can audit Railtrack's system and its 
results; and 

(d) a challenge mechanism.  
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8.6 Part B also introduced the Performance Data Accuracy Code which was intended to 
provide a contractual definition of the standard of accuracy to be achieved in 
performance measurement depending on the type of recording system in place at any 
particular location.  

8.7 Part H sets out provisions which distinguish between different types of disruptive 
event, when specific procedures come into effect to facilitate recovery depending on 
the severity of the disruption. The overall objectives to be achieved in dealing with 
disruptive events are defined (essentially minimising the inconvenience to passengers, 
having regard to the needs of freight). The provisions also require Railtrack and each 
train operator to establish arrangements defining the roles and responsibilities of each 
party in dealing with disruption and setting out the general contingency arrangements, 
including communication and liaison. For minor disruption, Railtrack and train 
operators are required to establish train regulation statements meeting certain defined 
objectives, including minimising overall delay to train movements. All these 
provisions are subject to the safety obligations of Railtrack and train operators under 
Railway Group Standards and safety legislation. 

Delay monitoring and attribution processes (Part B) 

8.8 Under Part B of the Track Access Conditions, Railtrack is required to operate a 
performance monitoring system which amongst other things "accurately records ... the 
cause of train delays and cancellations". The same Part sets out the challenge 
mechanism available to train operators if they consider Railtrack has not carried out 
its contractual obligations. If necessary a dispute can be taken to the Access Dispute 
Resolution Committee under the dispute resolution rules annexed to the Track Access 
Conditions.  

8.9 Some industry parties have at various times claimed that Railtrack has not operated 
the attribution process fairly and has tended incorrectly to attribute delay causes. It is 
important to remember that attribution data is important both for contractual and 
formal purposes (i.e. aggregate data used to underpin the financial aspects of the 
regime), and for management purposes (i.e. a more detailed level of information used 
to analyse delays and to inform management decision-making). 

8.10 The current system of attribution relies on Railtrack's TRUST system using the 
TRUST Delay Attribution Guide. Neither the system nor this guide is covered 
explicitly by the Track Access Conditions and hence they are not formally consulted 
upon or agreed. 
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8.11 There have been two general audits of the TRUST performance monitoring system in 
the past four years, funded mainly by Railtrack and OPRAF with contributions from 
some operators and infrastructure maintenance contractors. Some operators have 
chosen not to participate and have hence not seen the results. Some of the actions 
proposed by the first audit were not implemented by Ra iltrack and there is no direct 
means of enforcing them. A programme of regular audits might increase confidence 
in the accuracy and impartiality of the performance monitoring system. 

8.12 Options for establishing greater confidence in the process might include one or more 
of the following: 

(a) establishing a truly multilateral process, with industry rather than Railtrack 
ownership, with systems and processes subject to democratic multilateral 
change provisions and also change powers at the instance of the Regulator; 

(b) the introduction of a requirement for regular independent audit of delay 
attribution; and 

(c) the introduction of a process within the Track Access Conditions for 
establishing and implementing an attribution guide.  

8.13 An alternative would be to establish an independent agency to manage the delay 
attribution process. Whilst this might provide the greatest confidence that the 
attribution system cannot be manipulated by any single party, there may be additional 
administration costs. 

8.14 Consultees are invited to comment on whether Part B of the Railtrack Track 
Access Conditions resulted in the establishment of a fair, effective and efficient 
performance monitoring and attribution system. If not, what are the problems 
and could changes to Part B remedy them? Are there any other options for 
generating greater confidence in the system? Is there any experience of material 
misattribution of delays? Are consultees satisfied with the existing legal and 
regulatory basis of delay attribution practices? If not, how should it be changed, 
and why? 

Performance Data Accuracy Code (PDAC) 

8.15 The Performance Data Accuracy Code (PDAC) was introduced in 1995 as a 
temporary measure to qualify the phrase "accurately record" as used in Part B of the 
Track Access Conditions and to define the standards of completeness for data capture. 
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The Code also recognised that recording systems in use initially might not be as 
accurate as is desirable in the disaggregated railway industry and required Railtrack to 
make improvements (and consequential adjustments in payments) by 1 April 1999. 
After that date, Railtrack was to meet the high level of accuracy envisaged in Part B 
prior to the introduction of the PDAC.  

8.16 Various improvements have been made to the precision of individual recording 
points, largely through automation, and a modest number of adjustments to individual 
berthing offsets. However, there has been no move to recording in integer seconds 
(rather than minutes) as originally envisaged. It is therefore questionable to what 
extent the PDAC has achieved its intended purpose. 

8.17 Consultees are invited to comment on whether the PDAC should continue to 
apply. Do they consider the current monitoring system to be accurate and 
reliable? Should recording systems meet a higher standard of accuracy and 
reliability? If so, how should this be achieved? 

Managing disruption (Part H of the Railtrack Track Access Conditions) 

Key issues 

8.18 As explained above, Part H covers the processes which Railtrack and train operators 
are to follow to establish protocols for dealing with both major disruptive events 
("Disruptive Events" materially prevent or disrupt the operation of trains), and day-to-
day train regulation 3. 

8.19 Arrangements put in place by Railtrack in compliance with Part H must try to achieve 
the Contingency Objective and to strike a fair and reasonable balance in relation to 
supporting criteria called "relevant considerations". The Contingency Objective is 
"the minimisation of the inconvenience of passengers following the occurrence of a 
Disruptive Event, having due regard to the interests of operators of non-passenger 
trains". The supporting criteria are as follows: 

(a) the maximisation of the number of passengers carried by available railway 
vehicles (provided that, so far as reasonably practicable, a balance shall be 
maintained between the level of overcrowding of railway vehicles and the time 
and distance involved in the relevant railway passenger services); 

(b) the minimisation of journey times; 
                                                 

3  Real time operational decisions about the ordering of trains through a node or corridor. 



The periodic review of Railtrack’s access charges: The incentive framework – a consultation document 
 

OFFICE of the RAIL REGULATOR• October 1999   
9 

(c) the completion of through journeys; 

(d) the need to keep passengers moving towards the ir destinations by such means 
as appropriate (including bus links and diversion of passengers onto 
alternative routes);  

(e) the need to keep time-sensitive goods moving towards their destinations by 
such means as are appropriate (including by diversion and, if appropriate, 
change of mode of transport); 

(f) the minimisation of costs to each train operator affected by the Disruptive 
Event in question; and 

(g) safety and security (again it should be emphasised that the contractual 
arrangements and the train regulation statements are subject to the safety 
obligations of Railtrack and operators).  

8.20 Part H goes on to require each train operator to draw up with Railtrack a Code of 
Practice, conforming to the Contingency Objective and covering a range of specific 
matters, in particular: 

(a) communications between Railtrack and operators of trains following a 
Disruptive Event; 

(b) the identity of any relevant diversionary routes; 

(c) arrangements as to the utilisation of railway vehicles and requirements as to 
any relevant route and traction knowledge of train crews; 

(d) arrangements as to the provision of alternative bus services or alternative 
means of transporting time-sensitive goods; 

(e) the involvement of persons engaged to repair, renew or maintain the network; 
and 

(f) the names and contact numbers of personnel to be contacted in the event of 
protracted disruption.  

8.21 Each train operator and Railtrack must also draw up Contingency Plans setting out the 
specific local arrangements which should apply to Disruptive Events at particular 
locations. Train operators are also obliged to maintain the necessary route and traction 
knowledge to deliver their respective Contingency Plans.  
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8.22 Condition H8 also deals with the clearance of track blockages, commissioning 
assisting trains, etc. The Regulator is aware of industry concerns about the growing 
variety of trains with incompatible couplings and/or control systems on some routes 
and a perception of a decreasing level of provision of emergency couplers, adaptors 
and crew training to deal with assistance procedures by some TOCs. 

8.23 Consultees are invited to comment on the effectiveness of the arrangements in 
Part H of the Track Access Conditions and other elements of the contractual 
matrix for dealing with disruption, and whether there any specific changes 
which should be made. 

Train regulation statements 

8.24 Condition H11 covers Train Regulation Statements, which govern the day-to-day 
train operating arrangements. These have to comply with the Train Regulation 
Objective (essentially another list of decision criteria). The Train Regulation 
Objective is the striking of a fair and reasonable balance between: 

(a) minimising overall delay to train movements (including Ancillary 
Movements); 

(b) minimising overall delay to passengers travelling or intending to travel by 
railway and the movement of time sensitive goods, both in respect of the 
aggregate delay to any one of them and the aggregate numbers of passengers 
and goods delayed; 

(c) maintaining connections between railway passenger services; 

(d) avoiding undue discrimination between any person and any other person; 

(e) protecting the commercial interests of Railtrack and each affected operator; 
and  

(f) the interests of safety and security.  

8.25 Certain timescales are laid down for the production of new or revised Train 
Regulation Statements once per year, basically: 

(a) 240 days before Summer timetable - prior notification; 

(b) 60 days later – notification; and 
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(c) 120 days after first consultation – establishment.  

8.26 It would appear that these timescales already require review in the light of the 
shortening of the timetable production process to a single iteration and consequent 
revisions to Access Part D of the Track Access Conditions. However, in practice it 
would appear that statements are rarely revised and arguably should be capable of 
revision by mutual agreement at any time if this is in the interests of improved 
performance 

8.27 Consultees are invited to comment on the effectiveness of the arrangements in 
Part H of the Track Access Conditions in dealing with Train Regulation 
Statements and whether any changes should be made? 

Impact on customers 

8.28 Concern has been expressed, largely by passenger representative groups such as the 
Rail Users' Consultative Committees, that the existing structure of performance 
regimes has given rise to certain practices which have disadvantaged passengers. The 
most commonly mentioned are breaking of connections, constrained station dwell 
times, padding of schedules and skipping of station stops in order to make up time. 
Comments on these alleged practices have sometimes been linked to arguments that 
the Passenger's Charter also results in detrimental practices, but this is beyond the 
scope of the present consultation exercise 4.  

8.29 Consultees are asked whether there is any evidence that adverse practices have 
emerged which have a detrimental effect on the interests of passengers or other 
users of the railway as a direct result of the performance regimes? If so, how 
could these best be resolved? Are the mechanisms in Part H of the Track Access 
Conditions sufficient to provide controls over operational practices which may 
be against the interests of passengers and freight customers? 

                                                 
4  Such issues have been considered as part of the wider review of performance regimes conducted 

by AEA Technology plc for the SSRA, mentioned in Chapter 1. 
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9. Annex 1:     Legal framework for 
modifications   

9.1 Under Part 8 of Schedule 7 to each franchised passenger track access agreement, the 
Regulator is able to initiate a procedure which is intended to lead to amendments 
being submitted to him for formal approval under section 22. 

9.2 Under paragraph 3 of Part 8, the Regulator may serve on the parties to each passenger 
track access agreement a review notice stating his conclusions in relation to his 
review in respect of the parties’ arrangements under the track access agreement in 
relation to the amounts payable by either party to the other and the manner in which, 
and dates by which, such amounts shall be payable. The review notice would state 
what should change in Schedules 4, 7 and 8 in order to give effect to his policy 
decisions on the structure and level of access charges and the possessions and 
performance regimes. Such a notice must be served on the parties by the Regulator 
not later than 31 July 2000.  

9.3 The procedure then envisages that the parties will submit amendments to the 
Regulator by 15 October 2000 and that such amendments will be approved or rejected 
by him by 31 December 2000. To be approved, the amendments would be ones which 
give effect to the conclusions of the Regulator’s review. Approved amendments 
would come into effect on the date proposed in the review notice and reflected in the 
amendments,. That date is expected to be 1 April 2000. 

9.4 On the occasion of the previous review of access charges, which took effect on 1 
April 1995, the Regulator issued Schedule 7 by way of draft model clauses which 
were then adopted by the parties with the appropriate amounts being inserted in 
respect of charges. (The format of Schedules 4 and 8 and their charging arrangements 
were not settled until after the previous review of access charges.) In this review, the 
Regulator will issue new Schedules on a similar basis. 

9.5 After the Regulator has issued his review notice (i.e. on or before 31 July 2000), if the 
parties fail to submit appropriate amendments for approval by 15 October 2000, or the 
Regulator fails to approve them by 31 December 2000, he may serve a termination 
notice on the parties specifying the date or event on which the relevant access 
agreement will terminate. Such date or event may not be earlier than 150 days after 
the giving of the termination notice. It would then be for the train operator in question 
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to apply for a new access agreement under section 17 of the Railways Act 1993 or for 
both Railtrack and the train operator to apply for approval of a new contract under 
section 18 of that Act. 

9.6 Part 8 allows the Regulator, after following a specified procedure, to delay the dates, 
or extend the period, mentioned above by up to 90 days. 

9.7 Condition F11.5 of the National Station Access Conditions contains a similar 
procedure in relation to the Long Term Charge payable under station access 
agreements.  
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10. Annex 2:      Summary of questions for 
consultation   

Part I: Incentives to use and develop the network 

10.1 Consultees are invited to comment on the Regulator’s objectives for his review of the 
appropriate structure of charges. Are there any other relevant considerations which the 
Regulator should take into account when assessing alternative options for the 
structure of charges? 

10.2 Although this document does not describe in detail the Regulator’s proposed for 
electricity for traction, he would welcome further comments on his earlier 
consultation document. 

10.3 Consultees are invited to comment on whether usage charges should reflect the 
efficient level of incremental costs and the way in which these costs should be 
defined. In addition, should usage charges for franchised passenger operators continue 
to be calculated on the basis of costs by vehicle type. 

10.4 Consultees are invited to comment on whether the introduction of an explicit 
"capacity reservation fee" would improve the incentive for Railtrack and operators to 
make the best use of the existing network. Consultees are also invited to comment on 
how this charge could be formulated, including whether it should be: 

(a) levied on timetable services or actual services; 

(b) set annual or for the duration of the price control period; and 

(c) based on the efficient level of congestion charges.  

10.5 Consultees are invited to comment on the implications for operators and funders of 
more cost reflective charges and whether any change to the structure of charges 
should be applied to all existing and new arrangements. 

10.6 Consultees are asked whether they believe that there is scope for improving the 
existing arrangements for reallocating access rights, and if so what form they believe 
such changes should take. Consultees are also asked to provide any explanations for 
why the current procedures have not been used. 
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10.7 Consultees are invited to comment on whether Railtrack should be given an explicit 
incentive to increase the utilisation of its network and the use of the railways. If an 
explicit volume related incentive were introduced, should this be based on train miles, 
passenger/tonne miles or a share of farebox revenues.? If not, are there better 
alternatives to an explicit volume incentive? Funders are invited to comment on the 
implications of a volume incentive for their budgets. 

10.8 Consultees are invited to comment on the best way of implementing any volume 
incentive, in particular: 

(a) should the incentive be automatic or discretionary? 

(b) should payment be linked to delivery of other outputs? 

(c) should volume be measured at the national level or by operator? 

(d) should volumes associated with different types of services be weighted 
differently? 

(e) should Railtrack benefit only from growth above a predetermined baseline or 
should revenues be reduced if growth is less than expected? and 

(f) how should the marginal incentive rate be determined? and 

(g) how should enhancements arising from a volume incentive should be reflected 
in the RAB?  

10.9 The Regulator is considering the idea of an enhancement tariff and would welcome 
views from consultees on other possible mechanisms for making the outcome of 
negotiations more predictable. 

10.10 Consultees are invited to comment on the proposed basis for allocating Railtrack’s 
residual revenue requirement between users. 
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Part II: Improving performance incentives 

10.11 Consultees are invited to comment on whether the proposed balance between targets 
and incentives represents the best way of achieving continuous improvements in 
performance? Are economic incentives effective or are they likely to be obscured by 
other considerations (commercial or non-commercial)? Would the combination of 
stronger contractual incentives and minimum enforceable targets with the threat of 
further monetary penalties be effective? To what extent should the Regulator set out 
in advance the circumstances in which he would expect to take enforcement action 
and the basis for any monetary penalties? 

10.12 Consultees are invited to comment on whether it is necessary for the Regulator to 
monitor and incentivise improvements in the serviceability and condition of 
Railtrack’s assets as well as performance of the network. Views are also invited on 
the appropriate measures of the serviceability and condition of Railtrack’s assets, the 
arrangements for monitoring these measures and the circumstances in which 
enforcement action might be appropriate. 

10.13 Consultees are invited to comment on whether the Regulator’s existing criteria for 
performance regimes remains appropriate. In particular should different or additional 
criteria (such as meeting rising expectations over time) now be established, reflecting 
the experience of operating the regimes to date? 

10.14 Consultees are invited to comment on whether the current level and structure of 
payment rates in Schedule 8 of the passenger track access agreements incentivise a 
continuous improvement in performance. In particular: 

(a) do the payment rates provide an appropriate balance of risk and reward and 
properly reflect the value to users and funders of improved performance? 

(b) do they represent a fair and appropriate balance between the economic 
incentives on train operators and on Railtrack? and 

(c) is it still appropriate for the payment rate to be reduced as performance 
improves?  

10.15 Consultees are invited to comment on the existing system of benchmarks and the 
process for changing them. In particular: 

(a) should there be an automatic adjustment to performance benchmarks?  
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(b) should there be a contractual process (e.g. in the Track Access Conditions) for 
triggering a review of performance benchmarks and for resolving disputes? Is 
the Part 9 of Schedule 7 regime inadequate in this respect? 

(c) if not contractual, what should the nature of the process be? The process could 
be subject to criteria, such as:  

(i) ensuring benchmarks are set at an appropriate level to stimulate better 
performance; 

(ii) ensuring that benchmarks change over time to incentivise continuous 
performance improvements; and 

(iii) avoiding the process being used to frustrate effective negotiation or to 
undermine incentives, and 

(d) how should performance benchmarks for new access rights be established?  

10.16 Consultees are invited to comment on the extent to which the performance regime 
should be customised. In particular: 

(a) is it appropriate to maintain the principle that regimes may be tailored to suit 
the particular commercial needs of individual train operators, or should good 
practice established in the bespoke regimes be applied across the board? 

(b) should the existing template regimes be simplified to provide greater clarity 
and if so how? 

(c) under what circumstances, and subject to what criteria, should the Regulator 
be prepared to approve, or to require, amendment of payment rates, 
benchmarks and other aspects of the regimes following their negotiation or 
establishment? 

(d) is there likely to be any detriment resulting from allowing a variety of 
approaches to payment rates, benchmarks and other matters to develop? 

(e) are the provisions in respect of Severely Disrupted Days in the template 
Schedule 8 regime worthwhile, or might these also be regarded as 
inconsequential or trivial?  

10.17 Consultees are invited to comment on how well the principle of "free" possessions 
worked in practice: 
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(a) has it inhibited the development of more efficient planning and utilisation of 
possessions? 

(b) should free possession allowanced be replaced by a contractual process for 
agreeing an annual possessions strategy, subject to defined criteria, and for 
resolving disputes? and 

(c) if not contractual, what should the nature of the process be?  

10.18 Consultees are invited to comment on whether the current Railtrack payment rates 
under Schedule 4 reflect a realistic assessment of the economic loss to train operators 
resulting from additional possessions (including, for example, payments required and 
the Passengers’ Charter compensation regime). If not, should they and how? 

10.19 Consultees are also invited to comment on any other aspect of performance which 
should be incentivised through the access agreements or where the existing incentives 
need to be strengthened. Are there any circumstances where other remedies may be 
used by train operators to enforce their rights with Railtrack taking precedence over 
Schedule 8 payments? 

10.20 Consultees are invited to comment on whether Part B of the Railtrack Track Access 
Conditions resulted in the establishment of a fair, effective and efficient performance 
monitoring and attribution system. If not, what are the problems and could changes to 
Part B remedy them? Are there any other options for generating greater confidence in 
the system? Is there any experience of material misattribution of delays? Are 
consultees satisfied with the existing legal and regulatory basis of delay attribution 
practices? If not, how should it be changed, and why? 

10.21 Consultees are invited to comment on whether the PDAC should continue to apply. 
Do they consider the current monitoring system to be accurate and reliable? Should 
recording systems meet a higher standard of accuracy and reliability? If so, how 
should this be achieved? 

10.22 Consultees are invited to comment on the effectiveness of the arrangements in Part H 
of the Track Access Conditions and other elements of the contractual matrix for 
dealing with disruption, and whether there are any specific changes which should be 
made. 
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10.23 Consultees are invited to comment on the effectiveness of the arrangements in Part H 
of the Track Access Conditions in dealing with Train Regulation Statements and 
whether any changes should be made? 

10.24 Consultees are asked whether there is any evidence that adverse practices have 
emerged which have a detrimental effect on the interests of passengers or other users 
of the railway as a direct result of the performance regimes? If so, how could these 
best be resolved? Are the mechanisms in Part H of the Track Access Conditions 
sufficient to provide controls over operational practices which may be against the 
interests of passengers and freight customers? 
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11. Annex 3:     Areas where Railtrack can 
influence "volume"   

11.1 This Annex was prepared by Railtrack at the request of the Regulator. It does not 
necessarily represent the views of the Regulator. The Regulator is also discussing 
these issues with operators and funders and would welcome comments from other 
interested parties. 

Introduction 

11.2 Railtrack has proposed that it could share in demand risk both in the short to medium 
term through a contracted volume incentive with operators (providing it with 
additional revenue for outperformance within a control period), and in the long term 
through adjusting the single till Regulated Asset Base to reflect the value of rail 
growth in the new baseline charges levels set as part of the periodic review. This 
paper sets out examples of ways that Railtrack could influence passenger demand 
were it appropriately incentivised to do so.  

Ways that Railtrack could influence demand 

11.3 There are at least three general areas where Railtrack could influence demand, and 
where one would not expect a train operator to do so on its own. These are measures 
that Railtrack could take forward because: 

(a) it has a longer time horizon than the TOC franchises; 

(b) it operates over the entire network; and  

(c) it controls the timetable process.  

11.4 These are dealt with in turn in the sections below. Railtrack is working with ATOC 
and the TOCs to produce a national demand forecasting framework which will be 
available in late November. This note does not purport to be comprehensive. There 
may be many schemes to increase demand which Railtrack has not identified because 
it is not incentivised to behave in this way. The purpose of an incentive regime is to 
change behaviour and to encourage innovation. Ex ante, it is not possible to fully 
predict the ways in which changes will occur. 
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A proactive approach to expanding network capability 

11.5 Railtrack is better placed to take forward enhancement schemes than train operators 
since it could also take account of the effect on demand beyond the end of franchises.  

11.6 Railtrack has examined a sample of 49 smaller capacity and capability enhancement 
schemes from the route strategies developed for the NMS. For each scheme the 
annualised cost per incremental passenger mile was compared with the incremental 
revenue from a 10% volume incentive (10% of franchise access charges is equivalent 
to approximately 7% of farebox). This suggested that approximately 30% of the 
schemes (equivalent to 20% of passenger miles delivered) would be automatically 
incentivised with this level of volume incentive. 

11.7 The analysis demonstrated that it is the relatively small schemes that would be 
automatically incentivised. In relation to capacity enhancements these were generally 
small signalling options (signal upgrades, bi-directional signalling, additional 
reversible signals) as well as other improvements (e.g. cross-over upgrades and 
introducing passing loops). For journey time improvements the schemes that offer the 
lowest cost per passenger mile generated include realigning and recanting curves in 
the track and tightening the timetable. Within each scheme category, there was a high 
variance in cost per passenger mile generated - which is in line with the results of the 
work Railtrack has undertaken to investigate the potential for a linespeed 
enhancement. Sharing the value created would give Railtrack an incentive to seek out 
potent ially profitable small schemes that are not currently identified through the route 
strategy process because of the high transactions costs involved.  

11.8 One example from the analysis relates to upgrading a crossover at an estimated cost of 
£0.5m. In this example, analysis suggests the generation of 11m additional passenger 
miles a year which would be the equivalent of an annualised cost of around 0.3p per 
passenger mile. If Railtrack were to receive a variable payment that exceeded this 
cost, it would want to carry out the upgrade without the need for negotiation. The 
Train Operator and Railtrack would save the transactions costs since Railtrack would 
initiate the scheme as part of its own core activity. 

11.9 The schemes examined have not so far gone forward, and Railtrack believes that this 
is because the transactions costs of negotiating fairly modest investments, have been 
perceived to be greater than the benefits. It has estimated that its own costs (and 
possibly Operators’ and Regulators’ as well) may be as high as £20,000 for even the 
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most basic change that is negotiated. For low level enhancement schemes the effort 
and cost involved is disproportional to the benefits.  

11.10 Railtrack would also expect that a number of minor station enhancements could be 
automatically incentivised through a share of the farebox benefit. These incentivise 
platform improvements, passenger information systems, improved station access, 
improved and extended car parks, modal change facilities etc. An incentive 
framework would encourage Railtrack to seek a much better understanding of the 
relationship between improvements to different types of station facilities and rail 
usage. 

Other actions to develop traffic growth  

Marketing 

11.11 In contrast with the situation under BR, there is currently very little network-wide 
marketing of rail as a transport mode in the UK. Market research has shown there is a 
strong link between product awareness and use. Currently one third of the population 
have never travelled on an InterCity train and two-thirds use rail less than once a year. 
Railtrack is in a strong position to advertise the benefits of rail usage (environmental, 
safety, convenience, reliability etc), and promote both modal-switching from car, and 
new journeys by train, as road congestion and disposable incomes increase in tandem 
over the next few years.  

Promoting rail 

11.12 Railtrack could provide greater support to industry associations to improve the 
competitive position by actively lobbying on behalf of rail. This might include 
lobbying for increased safety measures on road to provide a level playing field for 
rail, or promoting the local ‘pay as you go’ schemes for road which Government 
policy has now facilitated. These schemes could help to balance out the current high 
fixed cost/low marginal cost advantage of car usage compared with the high marginal 
cost of purchasing tickets for rail. 
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12. Annex 4:     Summary of the performance 
regimes   

12.1 Since 1995, Railtrack and train operators have been subject to performance regimes 
designed to create economic incentives towards improved performance. The regimes, 
which are contained in Schedule 8 of the passenger track access agreements, operate 
by attributing responsibility for incidents which affect train services by reference to 
the working timetable for any particular day of operation. Trains are divided into 
service groups according to particular service characteristics. Each service group is 
treated separately under the regimes and has its own set of payment rates.  

12.2 For the passenger regimes, certain stations are specified as monitoring points for 
recording minutes late. When a train is late, responsibility for the delay is attributed to 
train operators or to Railtrack. Minutes late at each monitoring point are aggregated 
and weighted by a factor based on an estimate of the number of passengers getting off 
at the station. Performance is then assessed over four week periods by comparing the 
average attributed minutes late for the period against an agreed benchmark. If the 
benchmark is exceeded, compensation is payable for each excess minute. If average 
minutes late are less than the benchmark, a bonus is payable. Payment rates are 
divided into lower, central and higher bands, depending on the number of average 
minutes late. 

12.3 There are also provisions for compensation in respect of certain other disruptive 
events not covered by the monitoring of minutes late, for example, diversions and 
missed stops at stations which are not monitoring points.  

12.4 Schedule 4 of each passenger track access agreement contains a "possessions regime", 
which sets out the amount of "free" access Railtrack will have to its infrastructure so 
that it can carry out maintenance and renewal work. In addition to this "free period", 
Schedule 4 also includes a "possessions allowance" which defines the extent to which 
Railtrack can take possessions at other times without incurring a liability to pay 
compensation to the train operator. Possessions taken outside the free period which do 
not fall within the possessions allowance will normally trigger compensation 
payments in line with the performance regime. Compensation is intended broadly to 
reflect the effects which a particular possession would have on the train operator's 
services. This is done by comparing the relevant possession with a reference 
timetable.  
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12.5 As with the performance regimes, Schedule 4 payments are made by relating specific 
payment rates to the number of delay minutes in respect of each service group. A 
further calculation provides for compensation for any extension to the average 
scheduled journey times of trains in an affected service group. Payment rates reflect 
graduated discounts from the payment rates under the performance regimes, designed 
to incentivise Railtrack to provide early notice of the possessions it proposes to take. 
A contractual process in Part D of the Track Access Conditions provides the 
mechanism for agreeing with train operators the possessions for a particular timetable. 
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13. Annex 5:      Licence Condition 7   

13.1 This annex outlines the main elements of Condition 7 of Railtrack's Network Licence. 
Copies of the licence can be obtained from the ORR Library (contact details are given 
in Chapter 1 of this document. 

The general duty  

13.2 Central to Condition 7 of Railtrack's network licence is a general duty (paragraph 2) 
requiring Railtrack to carry out its licensed activities to achieve the purpose of the 
condition to the greatest extent reasonably practicable having regard to all relevant 
circumstances including the ability of the licence holder to finance its licensed 
activities. That purpose (paragraph 1) is to secure: 

(a) the maintenance of the network; 

(b) the renewal and replacement of the network; and  

(c) the improvement, enhancement and development of the network,  

in each case in accordance with best practice and in a timely, economic and efficient 
manner so as to satisfy the reasonable requirements of persons providing services for 
the carriage of passengers or goods by railway and funders in respect of the quality 
and capability of the network. 

Criteria and annual planning and reconciliation statements 

13.3 Railtrack is required to show how it will comply with its general duty and also to 
report annually on the effect of work it has undertaken by publishing (within three 
months of the proposed licence condition coming into force) the criteria Railtrack 
applies in making its decisions in order to comply with the new general duty 
(paragraph 3). These criteria must show Railtrack's method of choosing the priority 
and timing of different types of work, the parts of the network on which the work is to 
be carried out, and the basis for reviewing these priorities. Railtrack has published 
criteria in accordance with this obligation. 

13.4 Railtrack must also publish a annual statement - known as the Network Management 
Statement - on or before the 31 March each year. This statement must show how 
Railtrack proposes to comply with the general duty, and must be in sufficient detail to 
enable existing and potential train operators to plan their businesses, and to enable 
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funders of railway services to plan their future financial and service requirements, in 
each case with a reasonable degree of assurance (paragraph 4). The form of, and 
period covered by, the statement has to be approved by the Regulator. The matters 
which it must cover are set out in the licence condition (paragraph 5). They include 
not only sufficient information about the basis of Railtrack's plans, but also their 
effect on the quality and capability of the network, as well as details of the costs and 
proposed method of financing the programme.  

13.5 The plans and commitments set out in the Network Management Statement are 
enforceable by the Regulator in so far as they are consistent with the reasonable 
requirements of customers and funders. 

13.6 The Condition also: 

(a) places an obligation on Railtrack to consult current and potential train 
operators and funders about their plans; 

(b) requires Railtrack to keep adequate records demonstrating compliance with the 
Condition 7 obligations; and 

(c) requires Railtrack to publish annually a reconciliation statement showing 
achievement against the plans set out in each Network Management 
Statement. 


