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Why charges matter

Working with the industry to review the structure of

charges paid by train operators to Network Rail for using

the network was a key PR13 commitment

B The structure of charges:

affects the costs faced by franchise, freight and open-access
train operators;

has the potential to affect how train companies and Network
Rail interact;

affects the prospects for, and impacts of, open-access entry;
and

IS one tool available to better align the incentives faced by all
parties in the rail sector.




Why review the charging structure?

B The current structure was designed when the rail industry was expecting declining
demand, and emphasises charges to recover short-run variable costs.

B This context has now changed to one with sustained growth in demand for freight and
passenger services and significant congestion on certain parts of the network.

B There are other limitations of the current charging structure:

— cost-reflective variable charges only o
account for a small proportion or Network Rail’s income for CP5

Network Rail’s income (16%);

— a further 7% of Network Rail’s income
comes from the fixed track access
charge (FTAC), which is not linked
meaningfully to costs;

— more than 60% of Network Rail’s 16%
income is forecast to come directly
from a government subsidy (Network
Grant) in CP5 which is not linked to
costs and provides no incentives to
Network Rail or operators;

— Franchised train operators only have

m Nework Grant
mFTAC

1 Variable track
access charges

62% W Other

limited exposure to the current
charges.



What our review could help with

Reduce network costs

=25, Supports whole industry efforts
\ f’ to reduce network costs

Improve network use

Improves operator and funder
I+

== incentives to use the network
efficiently

Improve network provision

Supports Network Rail handling

@;-@ of cost, capacity and

performance trade-offs

Improve wider decision making

G Supports informed decisions e.g.
—'b; around enhancements,
franchising and subsidy

Support competition

Creates a more level playing
m field for different types of

passenger train operators

Facilitates understanding and
response

Supports a stable business
E:} environment, reduces complexity
and improves transparency

OFFICE OF RAILAND ROAD



Possible ‘size of the prize’

B We commissioned consultants Steer Davies Gleave (SDG) to estimate
the benefits of an improved understanding of Network Rail's costs.

B SDG's case study evidence suggests that rail decisions could be
improved through a better understanding of costs (whether or not such
Improved information is transmitted through charges).

Enabling Network Rail to
efficiently manage its
network

Ensuring Determining the

Improved decisions
could account for
more than £100m
In cost reduction
per control period

appropriate
levels for
Network Rail’s
outputs and

enhancements
are efficiently
identified and
scoped

B Even a small (1%) additional cost saving would be significant, e.g. per
control period 1% opex = £134m, 1% renewals = £121m.



Wider context

Legislation

Our decision will reflect our
statutory duties, and also
needs to comply with a number
of European legislative

Rail Delivery Group

RDG’s own review of charges
provides useful material for our
work, and we will also reflect
the analysis RDG produced on
Schedule 4 and 8

requirements

Money Flows

The UK Government announced its
intention to channel more of the
existing funding through train
operators in England and Wales for
CP6, reducing the network grant
(the position in Scotland is a matter
for Scottish Ministers).

Shaw report

This final report may lead
to recommendations that
affect the merits of different
charging approaches

Our review needs
to be grounded in
the rail context,

join up with other
changes and be
practical

Network Rail cost attribution
Network Rail has
commissioned a consultant to
look at ways of identifying
drivers of fixed costs and to
conduct a pilot study on one of
its routes

\l

FISG

FISG was set up by its
members, including the UK
Government, to secure the
economic benefits generated
by rail freight

CMA

CMA is considering the
scope for increasing
competition in passenger
rail services

oR

et
OFFICE OF RAILAND ROAD



Rail money flows and
Incentives

Department for Transport
Jim Robinson & Simon Smith



Rail Delivery Group

PR18: Priorities for charges

Jonathan Hulme
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Rail Delivery Group

Purpose

« The purpose of this presentation is to provide answers to the following
guestions:

 What is the Rail Delivery Group?
« Whatis RDG’s Review of Charges?
« What did our review say about priorities for CP6 charges?

 What are our next steps”?

11 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

What is the Rail Delivery Group?

« Established in May 2011

« Purpose is to enable passenger and freight operators and Network Rail to

succeed by delivering better services for their customers.
« RDG’s work is focused on four transformational portfolios:
 Enable improvement in today’s railway
« Transform customer experience
« Inform industry reform to enable excellence

* Plan for tomorrow’s railway

12 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

What is the RDG Review of Charges?

« Two years ago, the industry decided to take a fresh look at:
 How Network Rail should charge for access to its rail infrastructure
« Money flows relating to network disruption

* Incentives that seek to encourage better industry outcomes

« We wanted to do this in advance of PR18 so that it could inform ORR’s
decision making so we set up the Review of Charges project

« Itwas made up of three phases and involved around 100 stakeholders:

eWhere e 0How to get to the vision
what could change? 9

a) Describe the current and
potential alternative Develop and assess

Vision of what the charges states of the world options for changes to the
and incentives regime h di ti
should deliver b) Assess how well the charges and incentives

current regime delivers regime
the RDG Vision

Completed — October 2014 Completed — April 2015 Completed — November 2015

13 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

Phase 1 - RDG Vision for Charges and Incentives

P
+ System safety * Service costs recovery
» Consistency with law  Efficient whole-system whole -life industry net costs
« Funding of Network Rail efficient costs (balance of benefits and costs)
« Allowance for market conditions -y ¢ Efficient long run investment decisions S
« A single approach for the network as a whole * Efficient performance management

 Efficient use of network capacity

Outputs Judgement criteria
The optimal charges and incentives mechanism « Predictability
will depend on the state of the world, but will result L
i * Simplicity
' : ” « Transparency
* Network Rail accountabilit
i @ .+ |ow transaction costs —

* Non-arbitrary allocation of costs

* Optimal traffic growth

+ Aligning industry incentives

» Value for money for funders, taxpayers and users

14 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

Phase 2 — Assessment of the current regime

Our assessment highlighted a number of key points that were relevant for the whole
charges and incentives regime:

« Should have a broader and clearer understanding of the purpose and aim of the
regime

« Should be realistic about the limits of what the regime can achieve and how
closely it can be aligned with the ideal regime

* The regime should align with: other parts of the industry’s regulatory and
contractual framework; public transport policies; and the needs of customers

* The regime needs to provide stability to allow for business planning and industry
investment

* We identified a number of gaps between the RDG Vision and the current regime but
there were aspects of the current regime that the industry thought should be
retained

15 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

Phase 3 — Assessment of 22 different options for making changes to

charges and incentives

« Considered 22 options, primarily
reflecting the gaps from our
assessment of the current regime

« Each option was assessed
against 19 criteria based on the
RDG Vision

* Further analysis on seven of the
options to explore the impacts on
these options further

« CEPA carried out the
assessments but had the benefit
of significant input from industry
representatives

Network charges

|

I

:

| o

. . 2. Ability to pay

| 1. Avoidable cost mark-ups

:

|

il 4. Scarcity charge 5. Scarcity charge 6. Environmental 7. Reservation
: (administered) (auctions) charge charge
|

|

|

|

|

I

|

I

3. Scarcity charge
(LRMC)

9. Geographically

£l UIED disaggregated

occupancy charge

10. Average cost 11. Revenue
sharing

12. Regulate station 13. Station-by-
Qualifying station Long Term

Expenditure charge Charge

Performance regime

i 1
! :
' 1
: - clhsrﬁsr?éertn e 16. More granular o Piy%%g/tos S 18. Recover end- |
i frequently capacity charge compensation user compensation !

Possessions regime

! :
' I
' I
i 19. More frequent 20. Benchmarked e Piy%%ﬂ/‘os o 22. Reform :
: ACS recalculation regime compensation discounts |
|

16
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Rail Delivery Group

Priorities for CP6

» Developing a clearer and better understanding of the purpose of the regime,
and each of its elements — not well understood by industry, funders and broader
stakeholders

* Resolving issues with the Capacity Charge - the purpose of the charge is not
well understood and it is not considered to accurately reflect the financial impact
of additional delay

» Developing a better understanding of Network Rail’s cost drivers. However,
there was only limited support for using such information in charges, particularly
In the current State of the World

« Exploring links between passenger compensation and the performance
regime. There was some consensus on considering this option for PR18

* Reviewing discount structure for possessions regime to address concerns that
it encourages Network Rail to book possessions too early

17 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

Next steps

* ORR should build on the work that the industry has carried out

« We are currently developing RDG’s response to ORR’s network charges
consultation

* In this response we will ask ORR to respond to RDG’s work on charges and
incentives

« We are also continuing to communicate the findings of RDG’s Review of
Charges with stakeholders

« We will close the project at the end of March. However, RDG will continue
to support passenger operators, freight operators and Network Rail
throughout PR18 on this topic

« We think that ORR should work with RDG to set-up a PR18 industry working
group to continue the positive engagement

18 RDG | Review of Charges www.raildeliverygroup.com



Rail Delivery Group

Any questions?

For more information about RDG’s Review of Charges and to view the documents
that we have published as part of the review, please visit:
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-
reqgulatory-reform/review-of-charges.html

19 RDG | Review of Charges www.raildeliverygroup.com


http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html
http://raildeliverygroup.com/what-we-do/our-work-programme/contractual-regulatory-reform/review-of-charges.html

A rail freight operator’s
perspective on ORR’s
review of Charges
Freightliner

Lindsay Durham



The benefits of rail freight to the UK economy

Each yaar the ral

frelght Industry Each tonne . .

t‘arﬁaa goods transfermed Each freight trE||?r'16

worth ower rail rather removes up to
L oo oo’

S romigh end = Ao roads resuitng
— ram ngh en cuts 02

whiskles and L. in 1.5 billicn fewer
luury cars o w;’;qiﬂn Fewer HGV HGEY km a year

steal, cement
and coal. km a year

Productivity Benefits
£1.1bn per year productivity benefits

B Productivity benefits

£0.5bn £1.6bn Congestion Benefits
Road externalities £0.3bn per year congestion benefits
Environmental Benefits

£0.2bn per year environmental benefits

Taking into account the support received from the taxpayer net of track access
charges paid, rail freight generates between £6 and £25 of benefits to the UK
economy for every £1 of taxpayer support



Investment in rail infrastructure — a symbiotic partnership

Virtuous circle of investment

ovarnmeant
& Metwork Rail

Inwestment -
enablng growth &

delwering economic

Ports tarminals
’ E=nefits

& other rail
fraight customers

Freight Operating
Companies

wia private
gectar finance

Freight Operators have invested >
£2bn in new locomotives, wagons
and other capital equipment since
privatisation.

Many ports, power stations and
distribution centres have made
significant investments in
infrastructure.

Government funded investments of
over £700m related to rail freight

o Public sector investment

There is a symbiotic relationship between public and private investment

o And a stable and competitive charging structure for rail freight

invest.

Will give confidence to the private operators, ports, terminals to continue to

Investment will lead to more efficiencies and productivity benefits for the UK




Some thoughts...

« What are we trying to achieve?

« Who is being incentivised? Research by Campaign for
— Franchised passenger operators? Better Transport found that
— Department for Transport? HGVs are subsidised by
— Open access operators? around £6.5bn per annum
— Freight operators? and pay less than a third of
— Customers? the costs associated with

their activities in terms of
road congestion, road
collisions, road damage and

« What is the equivalent for lorries?

‘/ pollution.
but

« More transparency

— There are many cost allocation methods
* none are “right” or “wrong”
— Damaging practical impacts should be avoided

RDG have already given a lot of time and thought to a charges structure — use
this work which has the support of the industry




Rail Freight Market
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Track Access Charges v Fuel Duty

Increases to fuel duty and track access charges since start CP4

1.25

1.20

1.15
= Cumulative RP1 on TAC

1.10 = == Fuel duty
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Geographical Charges?

* Increase complexity
* Do not apply to road

« Create perversities

East Coast Main Line Joint Line

Charges

down Charges
up

 What are the benefits and to whom?




Efficient use of capacity — a better answer than
charges?

> 2000 paths already given up by freight operators — voluntarily
611 of these paths now identified as Strategic Capacity
But there are issues that paths intended for freight growth:
— Have not been validated and when bid for don’t actually exist
— Disappear because of retiming of passenger services
— This had led to a loss of confidence by operators

A properly working system of Strategic Capacity
— That properly identifies opportunities for growth on key routes
» Will encourage freight operators to give up under used paths
» Will enable stricter use of Part J — such as use it or lose it
« Support 6 monthly reviews of freight access rights
» Will support operator and customer investment
» Will support freight growth and increase UK benefits
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TETNENEEN PART 2:

Our proposals

Alexandra Bobocica
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High-level options

Main packages

Competition options

Infrastructure costs package

The package is based on an improved understanding of the drivers of
Network Rail's costs. This could lead to new charges to recover Network
Rail’s fixed costs. We propose to take this package forward.

Value-based capacity package
The package seeks to address the capacity gap. It would result in new

charges based on the relative value of capacity on different parts of the
network. We propose to postpone further work on this package.

Improvements to the current short-run variable charges

This option would result in a charging structure which looks similar to
the one we have today. It would involve assessing improvements to our
current short-run variable charges to address known weaknesses. We
propose to take this package forward.

Supporting packages

Complexity options

We are considering whether some open access We think that complexity could be limiting the
operators should make a greater contribution to effectiveness of existing charges and we have

network costs, particularly where capacity is scarce considered what proportionate changes might improve

and most valuable.

the ease with which charges are understood.
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lllustration of geographic attribution

We have developed the following
example to illustrate the concepts
behind the packages in our
consultation.

We use the example of geographical
disaggregation of cost, but the
general principles would apply to
other changes to better reflect
cost/value in charges.

High-level assumptions:

TOC 1 operates A-B

TOC 2 operates A-C

TOC 3 operates A-D

Each path is the same distance
Each TOC runs the same type of
vehicle and same number of
trains

N,

TOC

g C

7

Y —junction o D

TOC
2

X —junction

Te



Consider the

impact if...

Under current
approach

Under an alternative
approach

Potential benefits

Fixed
costs

(e.g.
FTAC)

Short-run
variable
Costs
(e.g.
VUC)

Value-
based
capacity
costs

Section X-D .
has higher

fixed costs

than sections

X-B and X-C

Section X-D .
has higher
wear-and-tear
costs

compared to
other sections

of the route

There are no .
spare paths

on track

section X-D

Under the current FTAC
methodology, each TOC
would pay the same level
of charge as fixed costs
are calculated at route
level and then allocated to
operators based on
simple metrics (primarily

train miles)

Information on cost .
differences is largely

absent

Under the current .

approach each TOC
would pay the same
variable usage charge as
it is calculated based on a
network-wide average
rate for each vehicle type

Current charges do not .
reflect the value of train
paths on different route
sections

Under this approach

TOCs pay charges to
recover fixed costs and .
short-run variable costs

Under the infrastructure cost
package, costs would be
allocated to operators on the
basis of their use of different
parts of the network

Since TOC3 is the only one
using path X-D, it would pay a
higher charge than TOC1 and
TOC2

Improved information about
cost variations

Under an alternative approach
where the VUC is
geographically disaggregated,
TOC3 would pay a higher VUC
rate compared to TOC1 and
TOC2 that do not use section
X-D

Under a value-based capacity
approach, TOC 3 would be
faced with a value-based
charge in addition to its other
charges to continue using
track section X-D

TOC1 and TOC2 would not
face value-based charges
because they are not using
capacity constrained section of
the route

TOCs would be
allocated the costs of
the parts of the network
they actually use
Improved
understanding of costs
and ability to reduce
them

Improved capacity use

This could lead to
similar benefits as with
the infrastructure cost
package, but smaller in
magnitude

Incentives for TOCs to
re-time, re-route or
withdraw services in
order to make the best
use of the network
capacity

R

ND ROAD
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B BB BB Theinfrastructure

costs and value-based
capacity packages

OFFICE OF RAIL AND ROAD



This session

B In this session, our goal is to ensure everyone has a good
understanding of the infrastructure costs package and the value-
based capacity package and their potential impacts

B We will set out;

— what we mean by each of these packages and the rationale
for them;

— the high-level options under each of these packages;
— Impacts of each of these packages

» The evidence base for the proposals set out in our
consultation was summarised as part of three impact
assessments (one for each of our main high level
packages)

« The impact assessments look at each package of
options individually. They do not compare the
packages to each other

* In this section, we set out the key impacts of the
infrastructure costs and value based capacity
packages — the incremental improvement package will
be discussed later today

33
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L] | || o
assessment on the
infrastructure costs
package

&8

EEEEE
assessment on the
value-based capacity
package

JFFICE OF RAILAND ROAD



Revenue Short-run
. — variable
requirement
charges

In scope for improvements
package

In scope for infrastructure costs
package

Freight
specific
charge (FSC)

Freight only
line charge
(FOL)

Stations long
term charge

(SLTC)

What are the

Relatively low degree
of understanding

around the drivers of

issues?

FTAC lacks cost
reflectivity

Fixed track
access charge
Recovers all
remaining costs
(net of Network
Grant)

infrastructure costs

34
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Infrastructure costs package: high-level options

B The primary objective of the infrastructure costs package is to develop a
charging structure in which the costs currently captured by fixed charges
(i.e. the costs which are fixed or vary only in the medium to long-run) are
recovered in a way that better reflects their cost drivers

2IDIIIDIDIDIIDIDIDDDDIDIDDDD

Sub-option 1: an improved Sub-option 2: exposing operators to
attribution of Network Rail’s charges which reflect an improved
infrastructure costs attribution of infrastructure costs
1 This would lead to a step-change in This would lead to a step-change in
-/ the industry understanding of these the industry understanding of these
costs and what drives them. costs and what drives them, together

with the resulting development of a
more cost-reflective charging structure
on the basis of this attribution.

B These changes could be implemented over more than one control period

et
OFFICE OF RAILAND ROAD
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Infrastructure costs package: development (1)

lllustration of the process for developing more cost reflective charges:

What costs are we attributing?
Scope * Infrastructure costs that are fixed or vary only in the medium
to long-run (i.e. all costs excluding SRVC)

Level of geographic Service type Capacity usage type
disaggregation disaggregation disaggregation Network
Attribution National - Peak vs. off-peak - Time on track Rail cost
of costs Regional « Stopping vs. non- « Time at station . :
Route-level stopping attrlt_)utlon
Route or track Freight vs. passenger pilot

section level Train weight

Choice of allocation metric Design of charges
« Traffic metric (e.g. train km) « Variable charge (what metric)
» Passenger metric (e.g. passenger versus lump sum
journeys) Recalculated annually
« Capacity/track occupancy Recalculated every CP

Allocation
and
charging

Te



Types of costs

Non-attributed costs

Unattributed

sunk / legacy
costs

Unattributed
costs

Attributed costs

-

Costs which cannot be attrlbuted
to specific services. May exist at
national, route or local Ievel

\_

(Local costs which aren’t specm\
to services or operators. E.g.

some sunk CAPEX costs on non

capacity-constrained parts of the

lv

o

Can allocate using basic metrics,
or to provide incentives

J

\_ network

Cost drivers have been
identified. E.g. costs of peak
traffic understood but not fully

Need to be recovered, but
potentially not appropriate to
recover from specific operators

(e.g. Dawlish rebuild)

~l lv

attributable due to limited data

Costs are attributed to a location
and possibly to the specific types
of services which cause them

o

These costs could be recovered
based on metrics which proxy for
the cost driver

J

Charges could be levied on the
basis of the attribution only (if
charges are fixed), or by proxy
metric (if charges are variable)

OFFICE OF RAILAND ROAD
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Infrastructure costs package: development (3)

The next phase of our work is focused on developing more detailed options and
understanding their relative merits.

The development of these more detailed options will also depend on the
outcome of Network Rail’s cost attribution exercise, as shown below.

Range of outco

Costs attributed Proportion of costs attributed to
as currently (at route/track section but not
route level) operator

. 4

Develop charges based on
geographically attributed
costs. Choice of allocation
metrics to allocate costs to

Incremental
improvements to

Charges based on

attributed costs.
FTAC / FSC/

FOL/ SLTC
Could include
refinements to

allocation metrics

Choice of allocation
metrics to allocate non-
attributed costs.

services.
Choice of allocation metrics to
allocate non-attributed costs.

Implications for
charging options




39

An improved attribution of Network Rail’s infrastructure

Sub-option 1 o

ECUBIIERN S nport Network Rail and ORR

as regulator in reducing network Would require collecting
costs more granular data than is

currently needed/available

Support better franchising
decisions using better information

on the costs of using the network Require engagement of
_ — significant resources to
Inform investment decisions develop

Improve decisions made by
Network Rail and ORR on the
allocation of access rights.

For benefits to be realised,
the information will need to
be used so we need to

Increased transparency of ensure sufficient awareness
governments allocation of funding and understanding of
methodology

Support devolution through more
accurate attribution of costs
between regions O
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Exposing operators to charges which reflect an improved

L LURUEN  attribution of infrastructure costs

Benefits
(in addition to

thg;ﬁé’r‘: i;‘b Further support lower
network costs. A more
cost-reflective
charging structure will
provide operators with

If charges were levied on a variable
basis, this would reduce the
predictability of charges for
operators and would increase the
variability of Network Rail’s income

better incentives for Distributional impacts — charges
efficient decision levied on some parts of the network
making on some operators would go up,
while charges to other would go
Further support lower down
network costs by - _
allowing operators to Familiarisation costs for the industry
better hold Network — this could be reduced by having a
Rail to account sufficiently long lead-in period

FFICE OF RAILAND ROAD
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Money flows and the infrastructure costs package

Changing the way money flows between Network Rail and

operators is a first step in achieving some of the The purpose of our infrastructure costs package is
to gain a better understanding of what is causing
the costs to be incurred (i.e. cost drivers) and
alternative ways of allocating these costs to
improve cost-reflectivity of the charging structure.

transparency benefits discussed previously.

To unlock the full benefits, it is important that there is clarity

and transparency about where costs are incurred.

Re-routing

Network Exposure of

TOCs to Infrastructur Potential

Grant
through train
operators

e Costs benefits

changes in package

charges

DFT is currently considering whether future franchise
agreements should partially expose franchised train
operators to changes to the rate of charges which they
have the ability to influence.

-Improved alignment of incentives
between rail industry party

-A more conventional relationship
between Network Rail and its customers

A change to the current level of franchise protections
would greatly increase the magnitude of all of the impacts
described under the infrastructure cost package (and
other packages we are consulting on).

-Transparency benefits

-Better decision-making across
Government and the rail industry OR

e
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Value-based capacity package: rationale and
options

Demand for capacity may be above the level of capacity
available on some parts of the network. In a competitive market,
a shortage in supply will ultimately result in higher prices, which

At a high level, the value-based
capacity package is a broad

would ration demand to those willing to pay a premium. approach that would resultin a
charging framework which

Network Rail cannot adjust its charges in order to reflect a :
shortage of capacity and provide information and incentives to reflects the value train
operators and/or funders. operators place on scarce
capacity through the charges

As a result, users who place a higher value on capacity may be > they pay to access the network

unable to access the network.

)mplex options (in terms of implementation)

[ . N | (Auctioni N | o
L A charge varying based on Auctioning slots could reveal Scarcity charges would reflect the A
capacity utilisation, to act as a the value of capacity to different opportunity cost of using capacity
proxy for the value of paths on gsgrr?é%z t-”(]alsd %%E;?]aczh would where demand is constrained.
A measure of capacity DfT/Transport the value (private and social) of
utilisation would be used to vary Scotland/ORR/Network Rail train paths to different users. The
charges (either existing and train operators as to the outputs of this calculation would
charges, or a new capacity- relative value they place on then need to be converted into
specific charge). i charges.
N Y Qraln slots. VRN ) OR

OFFICE OF RAILAND ROAD
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(better information only)

Better information
used by Network
Rail and ORR to
improve allocation
of paths. It could
also be used by
funders at the time
of re-franchising

Support lower
network costs by
highlighting areas
of particularly high
value, which helps
Network Rail to
allocate its
resources more
effectively between
different parts of
the network

Improve decision-
making by funders,
Network Rail and
ORR on options
for enhancing the
network

Benefits
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Improve use of
the network by
providing an
incentive for
capacity to be
used by services
with the greatest
commercial and
social value

Value-based
capacity charges
could send price
signals to
Network Rail in
terms of the
most efficient
way to allocate
capacity to
operators, as
well as
encouraging it to
accommodate
additional
requests in
general
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Without a better understanding of
the drivers of network costs,
value based charges could result
in volatility in charges and
unintended incentive effects

A greater degree of flexibility in
franchising would be needed in
order to make these charges
effective, so that train operators
and Network Rail are able to
respond to the incentives
provided

Implementing could be
complicated and costly. A
redesign of the billing system
might be needed for example to
accommodate different charge
rates at different times of day
(not currently possible)

A charge underpinned by
complex economic models would
require the industry to incur costs
to understand and be able to
respond to these new charges d
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Questions for breakout session

Proposals

B Would you expect the infrastructure costs package to deliver more (or fewer)benefits

than the value-based capacity package at this stage and, if so, why?
Infrastructure costs package
B \What costs and benefits do you see with this package?

B To what extent do you think the benefits of this package can be realised through more

information, rather than through the use of charges?
Value-based capacity package
B \What costs and benefits do you see with this package?

B To what extent do you think the benefits of this package can be realised through more

information, rather than through the use of charges?
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Package description

B We are proposing to continue work to identify improvements to

address known weaknesses with:
— the current method of recovery of short-run variable costs; and

— the volume incentive and the route-level efficiency benefit sharing
(REBS) mechanism

B Aspects of this package could be combined with the infrastructure

costs package and the value- based capacity package.
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Rationale for package

B Evidence suggests our current charges and incentives have some successes in

reducing costs and improving decision- making. For example, the 2014 Credo report
cites:

Variable usage charge:

Operators, rolling stock owners and train manufacturers state that
they respond to the VUC.

Electric current for traction charge:

Operators investing in eco-driving programs, considering train

temperature strategies, stopping patterns and regenerative
braking to reduce their EC4T charge.

B However, we know that some charges are not fully cost-reflective. For example:

VUC does not reflect any variation in the cost across different
locations.

The coal spillage charge is paid by every operator carrying coal,

regardless of whether coal is spilt.




Benefits

Strengthened incentives on
operators and Network Rail -
Improved cost-reflectivity means
operators and Network Rail face
more accurate costs, allowing
more efficient decisions

Closer alignment of industry
Incentives - More incentives on
TOCs to work together with
Network Rail to drive down costs

Reduce the funding
requirement from governments
Cost reductions would drive
efficiencies and reduce taxpayer
support
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Scale of impacts — The
charges in this package
account for less than 20% of
Network Rail’s income.
Impacts will be limited

Difficulty in setting the
right incentives - The
potential for incentivising
behaviour will depend on
the level of exposure TOCs
have to any changes

Transition costs to
Industry - Any costs
incurred by industry in
understanding, engaging
and responding to changes
should be proportionate

FFICE OF RAIL AND ROAD



Next steps for the improvements package

* High-level
criteria for

Initial list of

assessment
* RDG’s
assessments

options

Draft proportionate I I

impact assessment FI n al I ISt Of
using detailed criteria
for assessment,
drawing on RDG

material

options for
consultation
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Proposed criteria for assessing options

Impact on
Objectives
of the world
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Alternative states
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Wider Policy
Impacts

e.g. are there any e.g. are there
constraints and impacts on the
does it support environment, or

effective the equalities
competition? groups?

e.g. will it encourage more
efficient decision making
to support lower network

Is it legally
consistent?

costs?
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Variable usage charge - Ensuring full recovery of costs that vary with traffic
(VUC) - Disaggregation to reflect cost drivers
- Improve robustness of VTISM for VUC

Capacity charge - Further disaggregation to improve cost reflectivity
- Recovery of costs through other mechanisms/charges
- Methodological changes
- Review wash-up mechanisms

Electrification asset - Combine EAUC with another charge, such as VUC to
usage charge (EAUC) reduce complexity

Electric current for - Update methodology around transmission losses,
traction modelled rates and partial fleet metering

- Improve incentives for metering
Coal spillage charge - Increase incentive property of the charge
- Recover costs elsewhere or combine with VUC

This is a long list of options that have come from RDG’s long list, previous commitments or ideas
that have otherwise been put to us either formally or informally.



No charge currently - Externality charges e.g. for noise, environment

recovering these - Charge for biomass spillage or effluence clear up

COsts - Average cost charge
- Occupancy charge/ Capacity utilisation charge
- Reservation charge

Volume incentive - Improve the payment rates (e.g. by improving
evidence base for calculation)
- Geographic disaggregation
- Improve NR internal transmission mechanisms

Route- level efficiency - Methodological improvements to REBS

benefit system - Revisit TOCs’ exposure to Network Rail’s costs

(REBS) through charges and REBS
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This is a long list of options that have come from RDG'’s long list, previous commitments or ideas

that have otherwise been put to us either formally or informally.

FFICE OF RAIL AND ROAD
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Charges review next steps

Indicative dates, at this stage

Today
End End
2015 2016
ORR ORR Initial short listing
publication of engagement of options (Feb —
an initial with industry | | March 2016)
consultation on the Industry
with impact December I Consultation
assessment consultation Publish outcome of (Autumn 2016)
(Dec 2015) (Feb 2016) current
consultation.
(Spring 2016)
|
ORR options development and ORR assessment of options
assessment of options (Oct — Dec 2015) Impact Assessments (April to
Autumn 2016)

Network Rail cost attribution work

e
OFFICE OF RAILAND ROAD
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Questions for breakout session

Improvements package

B \What options would you expect to see in a long list?
B \What areas do you see as a priority for this package?
Next steps for the charges and incentives regime

B How would you like us to engage with you as we progress work

on this regime?



