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Foreword

Challenges and opportunities

Measured in many ways, Britain’s railways have
rarely been more successful. Passenger kilometres
are greater than at any time since 1946, on a
network that is nearly half the size. Freight traffic has
also grown strongly since privatisation. Train
performance on most parts of the network has
improved considerably, with 9 out of 10 passenger
trains arriving at their destination on time despite
increasing congestion. Safety indicators continue to
show steady improvement, with rail being the safest
mode of travel in Britain (measured in terms of
passenger kilometres). There has been significant
investment in the infrastructure and rolling stock.
Network Rail has improved the efficiency of
operating, maintaining and renewing the network
over the last five years by nearly 30%. And rail is an
environmentally friendly mode of travel. All this has
led to increased levels of passenger and freight
customer satisfaction.

Evidence shows that there remains significant room
for further improvement. Improvements will need to
be made by Network Rail, and the rail industry more
widely, if the opportunities and challenges that lie
ahead are to be addressed successfully. Passenger
and freight traffic are expected to continue to
increase significantly and customer expectations in
terms of reliability, safety, comfort, and value for
money will similarly grow. As passenger demand for
weekend travel continues to grow, there are
increasing expectations that the railways will be
open for business for longer, thereby necessitating
different and more efficient ways of managing the
infrastructure. This will need to be achieved
alongside continued improvement in passenger and
worker safety and accommodating the different
needs of freight customers. As other transport
modes continue to reduce their emissions through
the use of new technology, rail will also need to find
ways of improving its environmental performance if it
is to maintain its relative environmental advantage.

However, as it stands today, and despite the
progress made over the last five years, the railway
remains too expensive to take full advantage of the
opportunities. If the opportunities are to be grasped
fully, there will need to be significant further
improvements in efficiency.

2008 periodic review

It is against this backdrop that we have, over the last
three and a half years, undertaken our periodic
review of Network Rail’s outputs and track and
station access charges. We have conducted the
review transparently and engaged closely with
Network Rail and the rest of the industry. We have
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consulted extensively on all the important issues and
received and considered many substantive and
worthwhile contributions from interested parties. We
have undertaken detailed and thorough reviews and
challenge of Network Rail’s plans and carried out
further extensive work ourselves to inform our
determination for the next five-year control period —
1 April 2009 to 31 March 2014.

In June 2008 we published for consultation our draft
determinations of Network Rail's outputs and access
charges for 2009-14. In making our determination
we have considered carefully all the responses we
received as well the implications of current turmoil in
the financial markets. This has led us to make a
number of specific changes that increase the level of
Network Rail's revenue requirement and modify the
regulatory framework compared to our draft
determinations.

Our determination of Network Rail’s outputs and
access charges for 2009-14 forms a balanced
package of decisions. The other parts of the
package include the licence obligations; the
monitoring and enforcement of the outputs, the
financial framework and the protections for
Network Rail against risks and uncertainties; and the
contractual and incentive arrangements. We expect
the package to be considered and judged as a
whole. We have established it carefully, based on
strong evidence, to ensure that Network Rail
improving, as it should, will be able to finance its
activities. We consider that our new incentive
arrangements and regulatory protections strike the
right balance between risk and reward and will
encourage Network Rail, working with its industry
partners, to outperform our determination, whilst
delivering all the required improvements in train
performance, safety and capacity.

Network Rail has committed itself to becoming a
world-class company through transforming its
processes and developing the skills and
competencies of its workforce. We strongly support
this objective and welcome the initiatives that the
company has set out in its plans for 2009-14.
However we remain convinced from the evidence
we have collected and the analysis we have
undertaken in the periodic review, notwithstanding
the substantial comments from Network Rail and its
advisers, that in order to become world-class,
Network Rail must make bigger and faster
improvements than it has proposed. Our
determination therefore both challenges and
incentivises Network Rail to work together effectively
with its industry partners in order to respond to the
challenges to improve capacity, train performance
and safety, whilst driving further improvements in
efficiency than it has proposed.
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The scale and pace of change required means that
Network Rail will need to ensure that it has sufficient
capability, including the strength in depth and
customer focus of its management and employees.
It will need to continue to develop the competencies
of its people, manage safely new ways of working,
including the introduction and use of new
technologies, improve the long-term management of
its assets and develop mutually beneficial,
sustainable partnerships with its direct customers
and suppliers. These improvements are all
consistent with Network Rail’'s own vision of
becoming a company that stands comparison with
the best in the world.

The key requirements of our determination package,
which do provide for all the high level output
requirements set down by the Secretary of State for
Transport and Scottish Ministers, are as follows.

Further improvements in train
service performance

By March 2014 we require the percentage of
passenger trains arriving on time (as measured by
the public performance measure, PPM) to be at
least 93% for London & South East services, at least
92% for long distance and regional services in
England & Wales, and at least 92% in Scotland, thus
meeting the specifications set by the governments.
Delays caused to freight trains must reduce by more
than 25% from current levels. Network Rail will be
required to set out and meet, for each train operator,
the year by year improvements in train performance
to which it is committing, consistent with these high
level requirements.

Providing for growth in passenger
and freight demand

Network Rail will need to deliver projects across the
network so that it can accommodate passenger
demand growth of 22.5% (measured by passenger
kilometres) in England & Wales, as well as further
growth in Scotland. Further growth in freight of 30%
is also forecast. There will be some large-scale
projects delivering step changes in capacity and/or
passenger experience, for example Thameslink,
Reading, and Birmingham New Street, as well as
many smaller scale schemes, such as more than
500 longer platforms to accommodate longer trains.
The scale of the enhancement programme will be
more than twice the level in the current control
period. We are providing Network Rail with an
incentive to provide extra capacity for growth in
passenger and freight traffic if demand exceeds the
minimum set out above.

Improvements in safety

Network Rail must comply with its legal safety
obligations and we expect to see continuous
improvements in the company’s safety performance.
The Secretary of State has specified a 3% reduction

in the risk of death or injury to passengers and rail
workers from accidents on the railway for the whole
of the British mainline network. Network Rail will
need to work together with its partners to deliver the
3% target. Network Rail’'s ambition to become a
world-class company should be a catalyst for it to
achieve further significant improvements in its safety
performance, paying particular attention to the safety
of its own workforce and contractors.

Reduced levels of disruption

Network Rail will be required to plan, manage and
execute its large maintenance and capital works
programmes not only more efficiently but to ensure
that the railway is open for as much of the time as
possible and the level of disruption is reduced. We
are introducing new measures of ‘possessions
disruption’ and expecting significant reduction in
disruption for passenger services and no worsening
for freight services over the period 2009-14. In our
determination we are providing funding for
Network Rail to start to implement its ‘seven-day
railway’ initiative, which will deliver the
improvements in network availability.

Success in the next control period

As its regulator, we will assess Network Rail’s
success in the next control period by whether it
achieves the outputs on time, as set out in our
determination, and does so whilst meeting all its
licence and statutory obligations (particularly its
asset stewardship obligations). We would see this
as the minimum and would expect Network Rail to
work to outperform in delivering its outputs and
efficiency improvement.

We will monitor Network Rail’s progress in delivering
the outputs and we will report publicly on this. If in
the light of the information we collect we consider
Network Rail appears likely to fall short of the timely
delivery of an output, we will not hesitate to take
action to require the company to address promptly
its shortcomings. We will consider a culpable failure
by Network Rail to deliver a specified output as a
serious breach of its obligations.

In December 2008 following our consultation with
interested parties, we will conclude our work on

changes to Network Rail’s licence to enhance and
clarify its accountability to us and its stakeholders.

Our key assumptions in determining what we
consider to be the reasonable revenues that
Network Rail requires to deliver the specified outputs
year by year and meet all its obligations are set out
below.

Ever more efficient

Network Rail will need to deliver all of the above
whilst becoming ever more efficient. We have
undertaken detailed studies, benchmarking
Network Rail's costs and processes against many
international railways and other comparable
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companies. The strong evidence we have collected
shows clearly that there remains a very large
potential for Network Rail to improve its efficiency.

Network Rail disputes much of our evidence base on
the scope for efficiency improvement. We have
reviewed the company’s response to our draft
determinations in detail and we have undertaken
further work to assure ourselves that our judgements
on efficiency, as part of the overall package, are
robust. Whilst we still consider there is a very large
potential for Network Rail to improve, we have made
some changes to our efficiency judgements.

We are satisfied that it would be unrealistic to expect
the company to achieve the full potential by 2013-
14. In setting access charges, we have retained our
assumption that Network Rail should, as a minimum,
achieve two thirds of what we consider to be a
reasonable view of the current efficiency gap
between it and other infrastructure managers. This
equates to a 21% improvement in operating,
maintenance and renewals efficiency by 2013-14
compared to the start of the period. However, we
have made some changes to our efficiency
judgements compared to our draft determinations.
The main changes are that we have now established
separate improvement profiles for operating,
maintenance and renewals expenditure and we
have re-profiled the years in which this improvement
is to be achieved. We have assumed that less will
be achieved in the first two years with corresponding
increases in the following three years. We have also
recognised the need for some upfront efficiency
enabling expenditure on information technology and
employment terms and conditions to fit the company
for its transformation. So, we are providing the
company with more time to plan and implement the
changes required to deliver the necessary changes
without shifting the goal.

We consider that for a company aspiring to world-
class status this level of improvement is achievable.
Network Rail had proposed approximately 13%
improvement in its strategic business plan. We also
retain our expectations that the company will make
significant increases in the efficiency with which it
delivers its enhancement programme.

To enhance the achievement of efficiency in 2009-
14, we will introduce the mechanism whereby train
operators will be able to share a percentage of
Network Rail’s cost savings if it outperforms our
determination. This is aimed at encouraging train
operators to work with Network Rail to identify and
facilitate the achievement of its full efficiency
potential faster and further than we have assumed.

Expenditure, financing and income

In our determination we have assumed that
Network Rail’s expenditure over the control period
on operating, maintaining, renewing and enhancing
the railway network will be £28.5bn, 8% less than
the £31.1bn the company proposed. After giving the
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Network Rail’s representations full consideration we
have made changes to our assumptions on the level
of expenditure required in 2009-14, which includes
provision for the harmonisation of maintenance
employment terms and conditions.

Conditions in the financial markets remain volatile,
and in light of this we have made some changes to
the allowed rate of return on Network Rail’s
regulatory asset base. The return we are setting for
2009-14 is 4.75%." This provides for debt service
costs, a fee to government for the guarantee it
provides for Network Rail’s existing debt, a financial
buffer against unanticipated cost or revenue shocks,
with the residual amount allocated to a ‘ring fenced
fund’ that can be used in extreme conditions to deal
with cost or revenue shocks. We are pleased to
support Network Rail’s plans to cap the use of the
financial indemnity in the next control period and
raise new debt (of around £4.4bn) which is not
supported by the government guarantee. Given
conditions in the financial markets we have now
agreed to phase in the introduction of unsupported
debt. Although the amount of unsupported debt will
be lower than previously assumed, it is still a
significant amount and will enhance the financial
discipline on, and within, the company, as its
financial and operational performance will come
under much greater scrutiny from its actual and
prospective lenders and the ratings agencies. The
cost and availability of finance will be directly linked
to the company’s performance, thereby creating
stronger incentives for it to operate efficiently. We
are satisfied that in the medium to long term the
benefits of ever strengthening corporate financial
incentives will outweigh the higher costs of debt
unsupported by government.

We have combined our expenditure and financial
assumptions using the standard ‘building block’
approach, where renewals and enhancement
expenditure is added to the regulatory asset base
and amortised, to estimate Network Rail’s total
revenue requirement for the control period of
£26.7bn. This is an increase of £0.2bn compared to
our draft determinations. Our determination is
£2.4bn (8%) less than the £29.1bn Network Rail
asked for. Network Rail’s income is principally
recovered through track access charges paid by
passenger and freight operators, station access
charges, and network grant paid by the governments
in England & Wales and Scotland to Network Rail in
lieu of access charges.

The efficiencies that we judge Network Rail can
achieve will lead to lower track access charges for
train operators. Freight train operators will see their
total charges fall by 35%.

Our determination delivers the high level outputs
specified by the Secretary of State and Scottish
Ministers and can be afforded with the public funds

' In real ‘vanilla’ terms (combining a pre-tax cost of debt and a

post-tax cost of equity).
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that they are making available to support the
mainline railways in the control period.

We will require Network Rail to report to us regularly
on the work it is doing, including the costs it is
incurring and any changes in its asset policies as an
aid to informing future determination decisions.

Delivery

We consider that Network Rail can deliver the
improvements in performance and its capital
expenditure programme for 2009-14 safely. While
the company has made considerable progress in
improving its capability, the challenges ahead are
considerable. We support Network Rail’s intention to
bring together its many detailed initiatives into an
overarching capability development programme with
high level leadership.

In conclusion

On 18 December 2008 we will publish the final price
lists and the review notices which starts the legal
implementation of our determination. Following this,
Network Rail will have until 5 February 2009 to
decide whether it accepts or rejects the conclusions
of the periodic review. If it rejects our determination
then we expect to refer our determination to the
Competition Commission. The Competition
Commission would review all the evidence available
and reach its own view on Network Rail’s outputs,
regulatory framework and access charges. Whilst
any reference to the Competition Commission is in
progress our determination will apply.

Our determination represents a positive outcome for
passengers, freight customers and taxpayers.
Network Rail, working with its industry partners, can
and should deliver better outcomes at lower cost. As
Network Rail and its partners meet the challenges
we are setting down, the railway industry will
strengthen its position to meet the longer term needs
of its customers and to improve its competitive
position against other modes of transport. The
outlook for the railway industry is very encouraging.
We are confident that Network Rail will grasp the
opportunities it faces.

Em@uax/( \

Bill Emery
chief executive
30 October 2008
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Summary

2008 periodic review — overview

1. The 2008 periodic review (PR08) is the process
whereby we determine the outputs that
Network Rail Infrastructure Limited
(Network Rail) must deliver, and the levels of
access charges paid by train operators for use
of its infrastructure, during the five years of
control period 4 (CP4), which will run from 1
April 2009 to 31 March 2014.

2. The charges we are determining are the track
access charges payable by franchised
passenger and open access passenger and
freight train operating companies, and the
station long term charge payable by users of
stations. We are also establishing the level of
network grant that the governments in England
& Wales and Scotland will pay to Network Rail in
lieu of access charges.

3. In this document we set out our determination
for outputs and access charges. We also explain
the judgements we have made on
Network Rail’s costs and the revenue
requirement that underpins the calculations of
access charges and we set out the values of the
incentive rewards that Network Rail and its
industry partners can achieve if they outperform
our determination.

4. In making our determination we have considered
carefully all the responses we received to our
draft determinations. We have also taken
account of the most up-to-date information on
Network Rail’s financial performance and the
expected outturn of control period 3 (1 April
2004 to 31 March 2009). We have made a
number of changes to our draft determinations
(an overview of the key changes is provided in
table 11 at the end of this summary).

5. Our determination represents a balanced
package that should be considered and judged
as a whole. Alongside the outputs and access
charges, the other key parts of the package are
the obligations of Network Rail’s licence, the
new financial framework, the contractual and
financial incentives, the protections to deal with
risk and uncertainty, the structure of charges,
and the monitoring and enforcement framework.

6. We expect Network Rail to improve significantly
its outputs in CP4. These include continued
improvements in safety, train performance and
considerable increases in capacity to
accommodate 22.5% growth in passenger
demand in England & Wales (measured in
passenger kilometres), and further passenger
demand growth in Scotland. Growth of 30% in
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10.

1.

freight traffic is projected by the end of CP4. The
company will extend more than 500 platforms to
accommodate the approximately 10% increase
in vehicles that will be introduced to
accommodate the passenger growth.

We will actively monitor Network Rail's progress
in delivering its output obligations and we will
report on this publicly. If we believe that the
company is failing, or is likely to fail, to meet its
obligations we will investigate the matter fully
and will take any action, including enforcement
action, that is appropriate to address the
problem.

Based on the evidence we have collected and
the analysis we have undertaken in PR0O8 we
have established the lowest level of access
charges that we consider is reasonable for
Network Rail to deliver all the required outputs
and ensure that it is able to finance its activities.

Network Rail has committed itself to becoming a
world-class company through transforming its
processes and developing the skills and
competencies of its workforce. We strongly
support this objective and welcome many of the
initiatives that the company has set out in its
plans for CP4. However the evidence we have
collected and the analysis we have undertaken
in PRO8 has convinced us that Network Rail
must make bigger and faster improvements than
it has proposed.

We consider that the outputs can be delivered at
significantly lower cost than Network Rail has
projected and we have factored demanding, but
achievable, assumptions for efficiency
improvement into our calculations of access
charges. In its response to our draft
determinations Network Rail challenged much of
the evidence underlying our judgements on the
scope for efficiency improvement. We have
carefully reviewed Network Rail’s response and
those of other stakeholders and we have
undertaken further analytical work ourselves.
We are satisfied that our judgements are well
evidenced, reasonable compared to what has
already been achieved by Network Rail and
appropriate for the circumstances it will be
operating in and its longer term aspirations to be
a ‘world-class’ company.

The judgements we have made on the scope for
efficiency improvement in CP4 should not lead
the company to compromise health and safety
or create risks that are not capable of being
managed. Indeed, in our view, there is no
conflict between safety and efficiency, and a



12.

13.

14.
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world-class company will deliver high
performance in all areas of its operations.

In this review we are strengthening the
incentives acting on Network Rail to strive to
outperform our determination. The efficiency
improvements factored into our calculations
provide the opportunity for the company,
working with its industry partners, to do this. If
they succeed, the company will benefit
reputationally and there will be widespread
financial benefits. Lower levels of expenditure
will translate into lower access charges in the
following control period and a share of the
outperformance will be passed on to operators
through charge rebates during CP4. For
franchised operators to retain this benefit will
require government to waive the terms of
franchise agreements, which it has not yet
consented to do. We will implement the
mechanism and encourage all operators to work
energetically in pursuit of outperformance, so
that they produce clear evidence of the
contribution they are making.

Another important change to the financial
incentives on Network Rail is the capping of the
financial indemnity that government provides

Network Rail (guaranteeing all of its borrowings).

We support Network Rail's proposals to raise
new debt capital without the government
guarantee. Following Network Rail’s response to
our draft determinations we agree, in light of
current conditions in the financial markets, that it
is appropriate to phase in introduction of
unsupported debt over the course of CP4. We
have confirmed that, in our view, this represents
value for money, and consider that it should
generate an additional spur on the company to
reduce costs, due to the increased scrutiny that
this will bring from ratings agencies and actual
and prospective lenders to Network Rail and the
need for Network Rail to maintain a solid
investment grade credit rating to raise the
volume of debt required in CP4.

We consider that our determination should allow
our overarching objective for PR08 to be
achieved: to ensure an outcome that secures
value for money for users and taxpayers, by
determining the level of Network Rail's access
charges and outputs in a way that balances the
interests of all parties. In terms of outcomes
from the railway, if this objective is achieved it
will deliver a railway that is safer than ever
before, more reliable than ever before, carrying
significantly more passengers and freight, at a
cost that represents ever better value for money
for users and taxpayers.

Background and approach

15.

The legal procedure for conducting an access
charges review is set out in schedule 4A to the
Railways Act 1993. The central element of the

process is that the Secretary of State for
Transport and Scottish Ministers have
separately to tell us what they want to be
achieved by railway activities during the control
period and the public financial resources that
are, or are likely to be, available for this. They
did this by producing ‘high-level output
specifications’ (HLOSSs), setting out what they
want to be achieved, and ‘statements on the
public financial resources available’ (SoFAs), in
July 2007 .2

16. We have taken full account of the HLOSs and
SoFAs in making our determination. We have
also taken account of the reasonable
requirements of all of Network Rail’'s customers
and other funders, including open access
passenger and freight train operators, to the
extent that these are not covered by the
government specifications.

17. Our determination is the result of more than
three years work since August 2005 when we
published our initial consultation document.
There has been a significant amount of work
undertaken across the industry over this time,
involving detailed analysis and debate. From the
start of the review we committed to conducting it
transparently, exposing the issues and
consulting on and explaining all of our key
decisions. We are grateful for the positive
engagement and all the contributions made by
stakeholders throughout PRO08.

18. We set out many of the general principles of the
framework we use to set outputs and access
charges in our advice to ministers and
framework for setting access charges in
February 2007, with further principles confirmed
in our update on the framework for setting
outputs and access charges in February 2008,
and outstanding principles confirmed in our draft
determinations in June 2008.

19. We follow the standard ‘building block’ approach
used by economic regulators, a key feature
being that renewals and enhancement
expenditure is added to the regulatory asset
base (RAB) and remunerated through the
amortisation allowance and an allowed return on
the RAB.

20. This revenue is recovered by track and station
access charges, grants paid directly to
Network Rail by government (in lieu of access
charges) and income from other sources (such
as property rental). Whilst Network Rail is a GB-
wide company and finances itself on this basis,
we have established separate calculations for

2 The HLOS published by the DfT may be accessed at
www.dft.gov.uk/about/strategy/whitepapers/whitepapercm7176/
and the HLOS published by Transport Scotland may be accessed
at

www.transportscotland.gov.uk/files/documents/rail/HLOS-July-

2007.pdf.
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England & Wales and Scotland, in the context of
the separate responsibilities that the Secretary
of State and Scottish Ministers have for setting
the strategy for, and funding, the railways.

Whilst we have made our determination based
on our assessment of the overall level of
efficient expenditure we consider the company
needs to undertake in CP4, we do not decide
the detailed level, or pattern, of expenditure or
activity that Network Rail should undertake. It is
for the company to define and deliver its work
programme consistent with its asset policies,
actual asset condition, requirements of the
network, and its licence, legal and contractual
obligations.

Network Rail’s progress and CP4
challenges and opportunities

22.

23.

24.

When Network Rail took ownership of the rail
infrastructure in 2002 from Railtrack (in
administration), it faced a network where costs
had spiralled and delays were far above the
levels of a few years before. Since then the
company has achieved a great deal in rectifying
the problems it inherited. It has made good
progress in improving performance, better
understanding its assets and getting costs under
control.

Looking ahead, the needs of the railway and its
users present a fresh set of challenges. Further
progress to reduce costs and improve
performance towards ‘world-class’ levels must
accompany delivery of a major programme of
enhancements to increase capacity, using less
intrusive means of carrying out engineering work
to progress towards a ‘seven day railway’, and
increasing responsiveness to the needs of its
customers.

We consider that all this is achievable but it will
require Network Rail to strengthen its
management, to develop the skills and
competencies of its people, to manage safely
new ways of working, including the use of new
technologies, to improve the long term
management of its assets and to develop
mutually beneficial and sustainable relationships
with its customers and suppliers.

Network Rail’s strategic business
plan

25.

At the end of October 2007 Network Rail
published its strategic business plan (SBP),
which was the company’s principal submission
to us in PR08. The SBP contains Network Rail’s
costed proposals for operating, maintaining,
renewing and enhancing the rail infrastructure in
CP4, along with assumptions on the financial
framework. Network Rail produced the SBP in
conjunction with its industry partners and it
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made assumptions about the respective
contributions of Network Rail and franchised
train operators to delivering the requirements of
the two HLOSSs, as well as the reasonable
requirements of all of its customers and funders.
Following our initial review of the SBP, and
response to the company, Network Rail
published an update of its SBP at the beginning
of April 2008. The SBP and the update have
provided the basis for our review and challenge
of the company’s plans to underpin our
determination. We have also taken account of
the company’s response to our draft
determinations.

Outputs

26.

27.

28.

A core part of PR08 has involved reviewing and
improving the scope and definition of the outputs
Network Rail needs to deliver. We require an
increased level of disaggregation of outputs
across the network in order to strengthen
Network Rail's accountability to its customers.

In CP4 Network Rail’s output obligations will
include:

o top-level regulated output obligations which
are specified in this determination; and

o disaggregated output obligations which will
be fully defined in Network Rail's CP4
delivery plan, and secured through their
status as being reasonable requirements.
Some of these are already firm but others
will need to be worked up by Network Rail
and its stakeholders over the course of
2008.

The outputs we have established for CP4 are
summarised in table 1.
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Table 1: Summary of CP4 outputs

Output

Description

Safety

Network Rail must continue to meet its health and
safety obligations. In addition, the Secretary of
State for Transport has specified a 3% reduction in
the risk of death or injury to passengers and rail
workers from accidents on the railway for the
whole of the British mainline network to be
achieved between 2008-09 and 2013-14.

Network Rail will need to work together with its
partners to deliver the 3% target.

Train service
performance

By 2013-14 we expect Network Rail to deliver the
improvements in the public performance measure
(PPM) and the reductions in cancellations and
significant lateness by sector as set out in the
HLOS for England & Wales; and PPM as set out in
the HLOS for Scotland. We are setting trajectories
for each year of CP4 for these measures.

We are also setting maximum levels, for each year,
for the number of passenger train delay minutes for
which Network Rail is held responsible in England
& Wales and in Scotland.

We are setting similar maxima for the freight train
delay minutes for which Network Rail is held
accountable across the network as a whole
(normalised for the volume of freight traffic).

Further detail is provided in tables 2 - 4

Capacity

We expect Network Rail to deliver projects
specified in the HLOSs for both England & Wales,

and Qerntland \Wa alen avnart it tn Adalivar nthar

projects which will provide the infrastructure
required to meet the disaggregated England &
Wales capacity specifications.

Network
capability

Baseline network capability will be as defined at

1 April 2009. Network Rail must deliver increased
capability consistent with the enhancement
schemes specifically funded in this determination.

Station
condition

The average condition of each category of station
on the network, and the average condition for all
stations in Scotland, should at least be maintained
(before taking into account improvements funded
through the national stations improvement
programme (NSIP)).

Network
availability

Network Rail must reduce disruption to passengers
from planned engineering works in accordance with
a trajectory leading to a 37% reduction by 2013-14,
and must ensure no increase in disruption to freight
services, as measured by possessions disruption
indices.

29. The required trajectories for train service performance are shown in tables 2 — 4. The CP4 targets required
by the HLOSSs are in shaded cells in bold.

Table 2: Public performance measure for passenger operators (annual average)

2008-09 CP4
forecast
(%) 2009-10 2010-11 2011-12 2012-13 2013-14
(%) (%) (%) (%) (%)

England & Wales (by sector) - minimum
Long distance 87.6 88.6 89.8 90.9 91.5 92.0
London & South East 91.2 91.5 92.0 92.4 92.7 93.0
Regional 90.1 90.5 91.0 91.5 91.9 92.0
Total 90.6 91.0 91.5 92.0 92.3 92.6
Scotland
First ScotRail 90.6 90.9 91.3 91.7 91.9 92.0
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Table 3: Cancellations and significant lateness (England & Wales only)

% of services affected - maximum
2008-09 e
forecast
2009-10 2010-11 201112 2012-13 2013-14
Long distance 5.3 4.9 4.5 4.2 4.0 3.98
London & South East 2.3 2.3 2.2 2.1 2.0 2.0
Regional 2.7 2.6 2.5 2.4 2.3 2.32

Table 4: Network Rail delay minutes for passenger and freight services

2008-09

CP4

forecast
2009-10 2010-11

2011-12

201213 2013-14

Passenger services (delay minutes) - maximum

England & Wales 6,500,000 | 6,270,000 | 5,790,000

5,430,000

5,190,000 | 4,980,000

Scotland (First ScotRail) 455,000 436,000 410,000

391,000

386,000 382,000

Freight services (delay minutes per 100 train km) - maximum

Total 3.92 3.68 3.41

3.18

3.05 2.94

Efficient expenditure

30. We have collected a wide range of evidence and
carried out a thorough and detailed assessment
of Network Rail’s proposals for its operating,
maintenance, renewals and enhancement
expenditure to inform our assessment of the
level of activity we consider Network Rail needs
to undertake and the scope for efficiency
improvement.

Maintenance and renewals

31. We have assessed Network Rail's projections
for CP4 of £12.9bn for renewals and £5.3bn for
maintenance (before adjustment for efficiency

improvement).3 This proposed expenditure
covers the upkeep through day-to-day
maintenance and renewals of the network’s
physical infrastructure. We have reviewed the
justification for the activity levels that drive this
expenditure, including:

e assessing each of the policies by which the
assets will be managed;

e understanding how activity levels and
planned outputs are linked, including the
extent to which Network Rail has made the
case for increased expenditure where it
argues that existing levels are insufficient to
sustain the network in the long term;

5 Al monetary values are in 2006-07 prices unless

otherwise stated.
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32.

e considering the deliverability of planned
activity volumes; and

e conducting ‘on-the-ground’ sampling of
certain activities planned for the early part of
CP4 to test whether or not the decision
making processes are generating robust
work plans that are clearly driven by the
asset policies.

Our views on the robustness of the activity
levels Network Rail proposed in its SBP fall into
five broad categories:

e track, signalling, telecoms and plant &
machinery renewals (61% of Network Rail’s
proposed renewals expenditure):

Network Rail's asset policies are clear and
its modelling of CP4 renewals activities is
relatively robust. Proposed activity levels are
in line with current levels. In some cases we
have made adjustments based upon
evidence that there is a small degree of
over-scoping of renewal plans;

e electrification and operational property (17%
of proposed expenditure): The asset policies
are clear and we consider that the renewals
volumes have been well modelled, but the
proposed CP4 volumes are significantly
higher than current levels. We have made
relatively minor adjustments to volumes in
these areas, although Network Rail made a
major reduction in proposed operational
property expenditure between the SBP and
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its update following our questioning of the
original figures;

¢ civil engineering expenditure plans (17% of
proposed expenditure): Network Rail has
proposed significant increases in activity but
has failed to substantiate its case. We have
therefore adopted substantially lower figures
which in most cases represent activity at the
level being delivered in the final part of CP3;

e for IT/corporate accommodation and sundry
‘discretionary’ renewal expenditure
Network Rail provided further justification for
its proposals in response to our draft
determinations and we have accepted some
of the company’s arguments for this
expenditure; and

¢ maintenance: we consider that, for all asset
categories, Network Rail’s proposals are
reasonable. Compared to our draft
determinations, we have increased our
provision for maintenance expenditure to
account for Network Rail’s projected costs of
harmonising maintenance employment
terms and conditions across the company.
Although the issue was identified, no costs
were included in the SBP or the SBP
update: Network Rail submitted estimates to
us in its response to the draft
determinations.

33. Since our draft determinations, Network Rail has
advised us of further deferral of renewals activity
from CP3 to CP4. We have assessed this
information and have made provision for this to
be funded in CP4 where we believe this is
appropriate and realistic. This will be taken into
account in determining the level of the RAB at
the end of CP3.

34. The result of our assessment is to reduce the
provision for CP4 renewals from £12.9bn in the
SBP update to £12.5bn (a 4% reduction) before
allowing for the effect of efficiency. This
reduction is around £300m less than in our draft
determinations, as we accept some of the
arguments Network Rail has made. For
maintenance is increased by £100m to £5.6bn.

Operating expenditure

35. Network Rail has proposed controllable
operating expenditure (excluding maintenance)
of £3.8bn and non-controllable opex of £1.8bn in
CP4. We have largely accepted Network Rail’s
projections for non-controllable opex. On
controllable opex, the main adjustment comes
through our efficiency assessment discussed
further below.

Operating, maintenance and renewals efficiency

36. Across OM&R, Network Rail has proposed
efficiency improvements in CP4 of 17.6% before
allowing for increases in the prices of labour and
material inputs above general inflation. After

37.

38.

39.

adjusting for input prices, its proposed overall
CP4 efficiencies are 14% for maintenance and
renewals and 7% for operating expenditure.

We have reviewed Network Rail’s proposed
efficiency initiatives for CP4 and we have
undertaken considerable further work to assess
the scope for efficiency improvement. We have
considered very carefully the results from all the
evidence available to us.

Whilst we acknowledge the transparent
approach that Network Rail has undertaken to
develop its proposals for CP4, ultimately we
consider that the company significantly
understates the scope for efficiency
improvement.

Besides our review of Network Rail’s plans, key
work we have undertaken to inform our
judgements is:

e maintenance and renewals: working with
Network Rail, we have conducted
econometric analysis of the International
Union of Railways (UIC) ‘lasting
infrastructure cost benchmarking’ dataset,
which comprises M&R expenditure and
other data for 13 European rail infrastructure
managers, including Network Rail, for the
eleven years to 2006. This has generated
robust results that show, re-based to the end
of CP3, Network Rail is at least 35% less
efficient in maintenance and renewals
compared to the upper quartile of the other
infrastructure managers. We have
undertaken further engineering based work
to understand this efficiency gap, including
visits to rail infrastructure managers in other
countries, and assessment of technologies
and working methods used elsewhere in
Europe that could be implemented by
Network Rail to improve efficiency; and

e operating expenditure: Oxera has conducted
a study for us on the scope for efficiency
improvements in Network Rail’s operating
expenditure, by looking at performance in
other regulated utilities. Using this work,and
other detailed studies, to consider the trend
in rail operating expenditure also shows a
gap of around 35% at the end of CP3.

The rate of improvement in OM&R efficiency in CP4

40.

In making our determination we have considered
both the total improvement that Network Rail
can make and the speed at which it should be
able to achieve this. We recognise the many
challenges that the company faces in CP4 and
the improvements it will need to make in train
performance, safety and capacity, as well as in
further cost savings. We have therefore decided
to profile further significant efficiency
improvements over longer than the five years of
CP4. We recognise that many of the cost
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43.

44,

45.
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savings the company needs to make to address
the full efficiency gap may necessitate
fundamental change to the way it operates and
implementation of new technologies and working
methods. Given the challenges Network Rail
faces in CP4 it is right to give it sufficient time to
achieve this.

We have examined the rate of change that other
regulated industries have achieved and have
considered some of the specific changes
Network Rail could make to reduce its costs
during CP4. We have taken into account
Network Rail’'s own aspirations to achieve world-
class status. We consider that Network Rail
should be able to catch-up two thirds of the
efficiency gap during CP4 (21% in OM&R) with
the remaining third in CP5 (though we would
expect to review the scope for further efficiency
improvement in CP5 in more detail at the next
periodic review).

To determine the overall level of efficiency
improvement in CP4 we have also taken into
account the ongoing productivity improvements
(‘frontier-shift’) that even the best performing
companies would expect to achieve, above that
reflected in general inflation. Across OM&R we
consider that this frontier-shift may be 3% in
CP4 as a whole.

We have also made allowance for increases in
Network Rail’s input prices above general
inflation, through adjustments to our efficiency
assumptions based on the study Network Rail
undertook. We have reduced our ‘gross’
efficiency assumptions by 4% for maintenance
and renewals, and 8% for controllable opex.

Network Rail challenged our work on the scope
for efficiency improvement in its response to our
draft determinations. We have reviewed the
company’s arguments very carefully and we
have conducted further work to assure ourselves
that our judgements on the scope for efficiency
improvement are reasonable.

We have made a number of changes to our
conclusions on efficiency. Most importantly, in
the light of Network Rail’s representations, we
have decided to re-profile our efficiency
assumptions within CP4. We still assume that
Network Rail will be able to achieve an ‘exit rate’
of 21% improvement, but we have back-ended
the improvements. This provides Network Rail
with more time to plan and implement the
changes required (as well as providing a small
increase in its revenue requirement). We have
established separate profiles for maintenance
and renewals and we also recognise that there
are small amounts of expenditure in

Network Rail's plan that are already post-
efficient. We have also agreed, following
Network Rail’s representations, to log up or
down to the RAB changes to our base
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assumptions on renewals input prices during
CP4, based on the outturn levels of the
Department for Business, Enterprise and
Regulatory Reform infrastructure output price
index (IOPI).

46. Table 5 shows our conclusions on the minimum
level of efficiency improvement (net of input
prices) that we consider Network Rail should be
able to achieve in CP4 for controllable operating
expenditure, maintenance and renewals.

Table 5: Our assumptions for CP4 efficiency
improvement

2009- | 2010- | 2011- | 2012- | 2013-

10 | 11 | 12 | 13 | 14 | Total

Controllable opex | 2.8% | 2.8% | 4.0% | 4.0% | 4.0% | 16.4%

Maintenance 32% | 3.2% | 4.0% | 4.5% | 4.5% | 18.0%

Renewals 5.0% | 5.0% | 55% | 5.5% | 5.5% | 23.8%

Enhancement expenditure

47. Network Rail's SBP update proposes some
£9bn of enhancement expenditure in CP4 to be
funded through our periodic review. This work is
a response to the requirements of the two
HLOSs, other customer and funder reasonable
requirements and the demand for a growing and
sustainable railway. The expenditure is split
between:

e England & Wales: expenditure of £8.6bn in
CP4 to deliver the HLOS, including schemes
ranging from more than 500 platform
extensions to deliver the capacity
specification, investment to deliver the
performance specification, specific major
projects (Birmingham New Street, Reading,
Thameslink) and other investment, including
work to take forward implementation of the
seven day railway concept; and

e Scotland: including expenditure of £448m on
projects specified by Transport Scotland in
its HLOS (Airdrie to Bathgate and the
Glasgow Airport Rail Link) and development
funding for further enhancement schemes.

48. We have undertaken a detailed review of
Network Rail’s proposals. We have examined
both the scope of the projects Network Rail has
proposed and the efficiency of the work.

49. We reviewed Network Rail's proposals to deliver
the capacity and performance specifications in
the England & Wales HLOS. Many of the
proposals to increase capacity are at an early
stage of development. We have concluded
that while Network Rail's proposals are generally
appropriate and reasonable they can be
delivered at lower cost. For the HLOS
performance specification Network Rail made a
case for additional funding to deliver the
specification. We consider that the need is
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54.

55.

56.
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smaller than Network Rail has proposed. We
have included provision for expenditure of
£220m for Network Rail to take forward
implementation of the seven-day railway
concept to provide greater levels of network
availability for passengers.

For the DfT major projects specified in the HLOS
(the major named schemes at Birmingham New
Street, Reading and Thameslink) we

have provided for the funding proposed in the
HLOS which we found to be reasonable given
the scope of the work.

We have agreed a structure for delivery of the
national stations improvement programme, a
ring-fenced fund to provide station
improvements up to the value of £156m in CP4.

Network Rail has set out initial proposals for
development of the strategic freight network. We
have reviewed the company’s proposals and we
require it to develop more detailed plans with the
industry, for expenditure up to a maximum value
of £208m in CP4.

In Scotland we have approved funding for
Airdrie to Bathgate at a broadly similar level to
that proposed by Network Rail, although we
consider that Glasgow Airport rail link could be
delivered at a lower cost than it proposed.

In its response to our draft determinations,
Network Rail challenged the majority of
reductions we made. We have carefully
reviewed the company’s response and consider
that it has not generally provided any new
compelling evidence. However, we are making
small increases on our expenditure assumptions
for a number of schemes, including Gatwick
airport and we are providing funding for the East
Midlands signalling enhancement scheme.

Overall we consider that the enhancement
programme funded through PRO8 can be
delivered for £7.6bn, 16% less than

Network Rail has proposed. This is an increase
of over £100m compared to our draft
determinations.

Achieving the benefits of this programme also
relies on government and train operators
agreeing on new train orders, and a complex set
of cascades of existing rolling stock around the
country. The new trains have to be built and
industry accepted procedures followed.

The whole industry will have a role to play.

Network Rail’s ability to deliver the
CP4 capital programme

57.

In CP4, Network Rail faces a major challenge to
deliver the enhancement programme, which is
more than twice as large as in CP3, as well as
carrying out its core asset renewals work.

58.

59.

60.

We have reviewed Network Rail's capability to
deliver the capital programme. We have made a
small reduction in the volume of signalling
renewals funded because we do not believe
Network Rail can deliver its proposed volumes
and we have assumed more of the West Coast
enhancement works cannot be completed until
CP5 than assumed by Network Rail.

Network Rail has itself proposed than its
enhancement funding should be reprofiled so it
receives less money in the first year of the
control period and more in later years. We agree
with this principle but we have increased the
amount to be reprofiled to reflect our concerns
about Network Rail's preparations for 2008-09.

While Network Rail has made considerable
progress in improving its capabilities (including
the skills and competencies of its people and the
processes it uses to make decisions and
progress capital expenditure) it recognises that it
needs to develop these further. Network Rail
cannot afford to lose momentum on its capability
development and we need to monitor the
company’s programme to establish whether or
not it is likely to deliver as we progress through
CP3 and CP4. We are therefore requiring
Network Rail to provide further regular
information to us and we will commission further
independent reviews as appropriate to maintain
a sharp focus on this area.

We will be monitoring closely the progress of
enhancement projects through the stages of
scheme development, because slow project
development risks delaying the programme.

Safety management

61.

62.

63.

We have sought to ensure that our overall
package of determinations will challenge and
incentivise Network Rail to become more
efficient in running its business, whilst continuing
to meet its health and safety obligations.

We have examined Network Rail’s plan to
deliver health and safety in CP4. In particular we
looked at how Network Rail has identified any
changes in risk arising from the organisational
and operational changes it needs to make to
deliver its outputs and its plans for managing
these changes in risk.

We consider that Network Rail should be able to
deliver its required outputs in CP4 in compliance
with its statutory obligations under the Health
and Safety at Work Act 1974 and associated
legislation. However, delivery of the
determination presents challenges for

Network Rail, particularly in light of the changes
in efficiency, capacity and performance being
asked of the railway during CP4. These will
require Network Rail to undertake a number of
major, and in some cases novel, initiatives. This
will require rigorous risk assessment and
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management by Network Rail. We will build into
our inspection plans for CP4 actions that will
enable us adequately to inspect those areas of
change where consider the risks of safe delivery
by Network Rail are highest. Through this
inspection activity, we will be able to identify any
weaknesses in Network Rail’s actions and, if
weaknesses are found, take action.

64. We have assessed the industry’s plans to meet
the HLOS safety metric in CP4, specified by the
Secretary of State for GB as whole, of a 3%
reduction in the risk of death or injury to
passengers and rail workers. We consider that
the specification can be achieved.

65. We have agreed that Network Rail can carry
over £110m of unspent funding for its safety and
environment plan from CP3 to fund further
initiatives in these areas.

Efficient expenditure in CP4

66. Taking into account our assessment of
Network Rail's SBP and SBP update, our
judgements on efficiency, and our assessments
of deliverability and safety management, table 6
summarises our conclusions on the level of
expenditure that we consider Network Rail
needs to undertake in CP4 in order to deliver its
required outputs. We consider that Network Rail
overstated its requirements in its plans, and can
achieve its outputs through expenditure of
£28.5bn, around £2.6bn (or 8%) less than it
proposed in its plan.

Table 6: Summary of our CP4 efficient
expenditure assumptions

£m Network Rail our

. SBP/SBP —_— Difference
(2006-07 prices) determination

update

Controliable 3,776 3,368 (10.8%)
opex
Non-controllable 1,796 1,781 (0.8%)
opex
Maintenance 4,887 5,016* 2.6%
Renewals 11,658 10,760 (7.7%)
Enhancements 9,026 7,612 (15.7%)
Total 31,143 28,537 (8.4%)

* Includes additional costs not included in Network Rail's SBP
update, including harmonisation of maintenance employment
terms and conditions, costs associated with the National Stations
Improvement Programme (NSIP) and the HLOS performance
fund.

Financial and risk framework

67. We said in our draft determinations that we
would continue to monitor conditions in the
financial markets before we confirmed our

Office of Rail Regulation « October 2008

68.

determination of the financial framework for
Network Rail in CP4.

Further to the work we have carried out and
Network Rail’s representations to our draft
determinations, we confirm a number of
changes to the financial framework for CP4,
which:

e will allow Network Rail to finance its
activities;

e provide incentives to the company to control
costs and outperform our determination; and

e provide protections to the company to deal
with risk and uncertainty.

Unsupported debt

69.

70.

71.

72.

We support Network Rail’s intention that the use
of the financial indemnity (guarantee) the
government provides for all Network Rail’s
borrowings will be restricted from the start of
CP4. Network Rail will raise debt capital on an
unsupported basis for the first time. This will be
phased in incrementally over CP4 so that by the
beginning of CP5 all new debt is raised on an
unsupported basis. This will increase scrutiny
from ratings agencies and actual and
prospective lenders to Network Rail and hence
improve the financial disciplines bearing on the
company. Network Rail will need to maintain a
solid investment grade credit rating in order to
raise about £4.4bn of new debt in CP4. There
will be no limit on the amount of new debt that
can be raised on an unsupported basis.

Phasing in unsupported debt over the course of
CP4 rather than instigating this new approach in
full from the first year is a change from our draft
determinations, following Network Rail’s
response and further consideration by us that it
is a reasonable approach given current and
anticipated conditions in the financial markets.

Those financial institutions lending to

Network Rail without the benefit of a government
guarantee will have their capital at risk.
Government has been clear that, in the unlikely
event that Network Rail did face severe financial
difficulties, the assumption that lenders of
unsupported debt should be making is that
government will not rescue those lenders to
protect its own position in relation to the
supported debt.

Network Rail will be required to pay to DfT, as
provider of the financial indemnity, a fee that
reflects the value of the credit quality
enhancement received as a result of the
guarantee. We have set the level for the fee for
the guaranteed debt at 0.8% per annum, which
provides for payment to government of £1bn (in
nominal terms) over CP4.
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Allowed return

73. We will provide Network Rail with an allowed
return that reflects our estimate of its risk
adjusted cost of capital. Based on further work
by CEPA updating its earlier study for us, taking
into account the recent changes in credit market
conditions, we consider the appropriate cost of
capital (in real ‘vanilla’ terms) for Network Rail to
be 4.75%.% This is a change compared to our
draft determinations where we assumed that the
return should be 4.7% throughout CP4.

74. Part of the allowed return will be required to
meet Network Rail’s financing costs (including
the financial indemnity fee). The remainder will
be split between a risk buffer and a ring-fenced
investment fund.

Managing risk and uncertainty

75. Inevitably, in determining outputs and access
charges for the five years of CP4, there are
uncertainties and risks that Network Rail’s actual
costs of delivering the required outputs (or
revenues it will earn) will be different to those we
have assumed in our determination.

76. We have taken account of these risks and
uncertainties in establishing the overall package
for CP4. We have ensured an appropriate
allocation of risks that we expect Network Rail
and its customers and funders to bear. Key
elements of the package are:

e as part of the allowed return, the risk buffer,
of £1bn over CP4, enables Network Rail to
manage business risk and ‘normal’
fluctuations in cash flow. To the extent that
Network Rail does not need it for these
reasons it will have discretion over its use;

¢ the ring-fenced investment fund, of around
£2.5bn over CP4, will be used to deliver
capital expenditure that is required to deliver
the HLOSSs, except in cases of significant
underperformance by Network Rail. Under
defined circumstances, Network Rail will
have full discretion to defer capital
expenditure up to the value of £2.5bn (and
hence outputs) to relieve financial
pressures.

e our approach to rolling forward the RAB will
be based on adding actual efficient capex to
the RAB. This means that if Network Rail
spends more than assumed in our
determination, that this expenditure would
be logged-up and added to the RAB at the
start of CP5 if the additional expenditure is
justified and incurred efficiently. Following
Network Rail’s representations, we have
made some modifications to our approach to
this, which reduce the threshold before

* A‘vanilla’ return combines a pre-tax cost of debt and a post-tax

cost of equity.

77.

additions to the RAB are made for
enhancements. The approach we set out for
adding efficient overspend on enhancement
schemes to the RAB will not be applied to
schemes in Scotland, where we will
undertake specific ex post efficiency
assessments;

¢ we will index renewals input prices and
material changes in input prices compared
to our base assumptions will be logged up
for addition to the RAB at the start of CP5.
This policy will be symmetrical and we will
also make deductions from the RAB for
changes in input prices less than our
assumptions.

¢ we have made specific allowances in the
funding of the enhancement programme to
provide for particular risks over and above
those covered by the general risk buffer, and
the Thameslink project (the largest
enhancement scheme, with estimated
expenditure of £2.8bn in CP4) is subject to a
specific protocol between Network Rail and
government, which we have approved, that
insulates Network Rail from major cost
shocks; and

¢ Network Rail’'s access charges and the
network grant payments will be rebased by
the retail price index (RPI) each year. This
protects the company against general
inflation risk.

Ultimately if the various protection measures are
exhausted and the re-opener provisions are met,
which includes breaching a key financial trigger
(a value of around 1.4x on average over a three
year forward-looking period for the adjusted
interest cover ratio (AICR)), then there is the
option for us to undertake an interim review of
Network Rail’s outputs and access charges. This
means that Network Rail’'s customers and
funders bear the risks of changes to access
charges and/or outputs as a result of this.

Amortisation

78.

We have set the amortisation allowance based
on long-run steady-state renewals expenditure
(with a further small addition to amortise the
non-capex additions we are making to the RAB
at the start of CP4). Our overall amortisation
allowance for CP4 is £7.3bn, £1.4bn less than
that which Network Rail assumed in its SBP
update, where Network Rail adopted the upper
bound of the possible range for amortisation that
we previously published.

Revenue requirement

79.

Based on our assessment of efficient
expenditure, and the parameters we have
established for the financial framework, table 7
shows our determination of the revenue
requirement that Network Rail needs in CP4. We
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consider that the amount of revenue that
Network Rail requires in CP4 is £26.7bn. This is
£2.4bn (8%) less than the £29.1bn forecast by
the company in its SBP update.

Table 7: Our determination of Network Rail’s CP4 revenue requirement (Great Britain)

£m (2006-07 prices) 2009-10 2010-11 201112 2012-13 2013-14 Total SBP update
Maintenance 1,091 1,047 1,000 960 918 5,016 4,989
Controllable opex 723 702 674 647 621 3,368 3,776
Non-controllable opex 329 350 361 369 373 1,781 1,796
Schedule 4 and 8 170 151 153 123 116 712 927
Allowed return 1,530 1,641 1,734 1,801 1,853 8,561 8,856
Amortisation 1,458 1,458 1,458 1,458 1,458 7,290 8,690
Tax - - - - - - 85
Gross revenue requirement 5,301 5,349 5,381 5,357 5,340 26,728 29,119

* The maintenance assumption in Network Rail's calculation of the revenue requirement in its SBP update is £100m higher than its
maintenance expenditure assumption due to the inclusion of £100m of performance fund expenditure as maintenance in the revenue

requirement.

Contractual and financial
incentives

80. An important part of PR08 has been the review
of the incentives that Network Rail and the
industry face to work together and improve
whole industry outcomes.

81. In our draft determinations, following proposals
made to us by Network Rail and the industry, we
proposed to implement an efficiency benefit-
sharing mechanism between Network Rail and
train operators. If Network Rail can deliver its
outputs and obligations for less than we have
determined then it will distribute 25% of this
‘outperformance’ to passenger and freight train
operators, initially at the national level
(separately for England & Wales and Scotland).
The payments will be divided between operators
on the basis of their relative share of variable
usage charge payments and will be made
following our annual assessment of
Network Rail’s performance. We will review the
mechanism after two years.

82. To allow franchised operators to benefit from
this mechanism will require government to waive
the terms of franchise agreements so that any
payments are not captured by the ‘no net loss,
no net gain’ provisions. Non-franchised
passenger and freight operators can benefit
immediately. Neither DfT nor Transport Scotland
currently support the proposed mechanism, as
they set out in their responses to our draft
determinations. We will implement the
mechanism as set out in the draft determinations
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83.

84.

85.

and we will encourage all operators to work
energetically with Network Rail in pursuit of
outperformance, so that they produce clear
evidence of the contribution they are making.
We remain strongly of the view that this
engagement is beneficial for the industry and will
reduce the future burden on customers and
funders. We urge government to give this
serious consideration in order to strengthen the
incentive and increase the benefit to customers
and funders over the longer-term.

We are retaining a volume incentive in CP4, to
incentivise Network Rail to respond to demand
growth greater than that assumed in the SBP
(based on the HLOSSs).

We have also implemented a rolling capex
incentive mechanism, to equalise the incentive
that Network Rail has to make efficiency
savings, across each year of the control period.

Following cross-industry working, we are making
improvements to the schedule 4 and 8
possessions and performance regimes,
including updated values to provide correct price
signals to Network Rail and train operators.

HLOS affordability

86.

We have examined the whole industry costs to
the two governments of delivering the HLOSs,
which include franchise support as well as the
revenue required by Network Rail (less income
from third parties, such as open access
passenger and freight operators and property
rental). We have carried out these assessments
so that we could establish whether the SoFAs of
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each government are adequate to secure the
achievement of the HLOSs.

87. Tables 8 and 9 summarise our assessment of
the affordability calculations.

88. Both HLOSs are affordable for the control period
as a whole (i.e. the SoFAs are adequate). The
England & Wales HLOS shows a surplus of

£860m over CP4. The Scottish HLOS shows a
surplus of £64m over CP4.

Table 8: Results of the HLOS affordability calculation for CP4 — England & Wales

£m (2006-07 prices) 2009-10 2010-11 2011-12 201213 2013-14 Total
SoFA 2,888 2,700 2,706 2,567 2,444 13,305
Less franchise support® (1,496) (1,259) (988) (755) (473) (4,971)
E;L;n assurhiad I e SorA) franchiss 2,863 2,879 2,887 2,890 2,895 14,414
Funds available for Network Rail 4,256 4,320 4,605 4,703 4,866 22,749
Less Network Rail revenue requirement 4,343 4,400 4,402 4,382 4,364 21,890
Surplus/(deficit) (87) (80) 203 321 502 859

* Includes our estimate of additional depots costs (which are assumed to be capitalised) and rolling stock.

Table 9: Results of the affordability calculation for CP4 — Scotland
£m (2006-07 prices) 2009-10 2010-11 2011-12 201213 2013-14 Total
SoFA 759 826 676 668 673 3,600
Less franchise support (321) (331) (359) (360) (367) (1,738)
ettt N S B S . I N R I R
Funds available for Network Rail 588 645 467 458 456 2,612
Less Network Rail revenue requirement 505 513 514 511 506 2,549
Surplus/(deficit) 83 132 (47) (53) (50) 64

Access charges and network grant

89. Network Rail recovers its revenue requirement
through track access charges paid by franchised
passenger and open access passenger and
freight operating companies, station access
charges paid by station users, network grant
paid by government (in lieu of track access
charges) and other sources of income.

90. We will allow continuation of network grants in
CP4 as part of the funding mix with access
charges, with the level of grants being fixed for
the duration of CP4 and established by
reference to government accounting rules, with
a degree of headroom factored in to
accommodate cost or revenue fluctuations.

91. We are largely retaining the existing structure of
charges but changing the levels. We are not

92.

implementing any route or geographical based
charges in CP4. We have reviewed

Network Rail's proposals for the various
individual access charges. In particular, the level
of all the variable usage charges paid by
passenger train operators will reduce overall by
around 35% (excluding the impact of growth)
due to improved calculation of variable usage
costs and the effect of our efficiency
assumption. As we have set out previously in
PRO08, we are establishing a new charge for
certain traffic on freight only lines.

Excluding the impact of growth, but including the
effect of the new charge for coal for the
electricity generation and spent nuclear fuel
traffic, overall charges in CP4 for freight
operators will fall by around 35% compared to
current levels.
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93. The remainder of Network Rail’s revenue

94.

requirement (besides access charges and grant)
is recovered from other income. This is
dominated by income from property rentals and
sales. Following Network Rail's representations
and in light of the current economic conditions
we have reduced our assumptions of property
rental income. We have also reduced our
assumption for property sales income in the first
two years of CP4 but re-phased the income to
the final three years. We are retaining our
assumption that the redevelopments of Euston
and Victoria stations will proceed towards the
end of CP4. However, in the light of economic
conditions, if the developments cannot proceed
in CP4, then we will compensate Network Rail in
CP5 for the loss of income that it will have
incurred compared to our assumptions now.

Table 10 shows the sources of income in CP4
(at Great Britain level) to recover the gross
revenue requirement.

Monitoring and enforcement

95.

The continuing development and maturing both
of the privatised rail industry and of Network Rail
as an organisation would itself call for us to
review our approach to monitoring as we
approach a new control period. This need is
made greater by the significant change in the
nature of the obligations Network Rail is being
asked to take on. Alongside further
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96.

improvements which will take safety and
performance to their highest levels on record
there will be a major programme of
enhancement works to increase network
capacity and capability.

Our monitoring will focus primarily on the
following issues:

e whether the industry is on course to deliver
the HLOS safety requirement;

e whether Network Rail is delivering the other
top level regulated outputs;

e whether Network Rail is on course to deliver
the programme of works to support delivery
of the HLOS capacity specifications, and the
other enhancements being funded under
this determination;

¢ whether Network Rail is managing its assets
in line with the policies and activity
programmes on which this determination is
based,;

e whether Network Rail is achieving the
expected efficiencies in operating,
maintenance, renewal and enhancement;
and

e whether Network Rail is operating within the
financial boundaries set by our
determination.
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Table 10: Sources of Network Rail’s income in CP4 (Great Britain)

£m (2006-07 prices) 2009-10 2010-11 2011-12 2012-13 2013-14 Total
Franchised passenger train operators — total variable

charges 437 443 454 463 468 2,265
Franchised passenger train operators — fixed charges 744 782 760 900 1,160 4,346
Income from freight operators 68 70 71 73 75 357
Income from open access operators 18 18 18 18 18 88
Station long term charge income 137 137 137 137 137 686
Schedule 4 and 8 income 170 151 153 123 116 712
Other income (inc property rental, property sales and

depots income) 323 323 348 376 386 1,754
Network grant 3,405 3,426 3,440 3,269 2,980 16,520
Total income 5,301 5,349 5,381 5,357 5,340 26,728

Rounded to the nearest million. This excludes the additional £8m of network grant payments from Transport Scotland to Network Rail to

reflect the financing costs of grant reprofiling.

97. We will carry out a certain amount of monitoring
of delivery of other local (disaggregated)
customer reasonable requirements (CRRs) but
this will not extend to every CRR defined by the
CP4 delivery plan. We will expect operators and
other stakeholders to draw matters to our notice
if they wish them to receive regulatory attention.

98. If Network Rail is failing, or is likely to fail, to
meet one or more of its obligations derived from
this determination we will consider whether we
should to take enforcement action.

99. We will continue to publish full assessments of
Network Rail’s performance annually, and
shorter focused assessments quarterly. We will
review the form and content of our publications
from time to time to ensure that they are
achieving our objective of communicating these
matters effectively.

Implementation

100. The review notices which initiate the legal
implementation of our determination and the
final audited levels of the detailed individual
access charges and associated price lists will be
published on 18 December 2008. The detailed
charges/price lists will be consistent with this
determination.

101. Following publication of the review notices,
Network Rail will have until 5 February 2009 to
decide whether it accepts or rejects the
conclusions of the periodic review. If it rejects
our determination then we expect to refer our
determination to the Competition Commission.
The Competition Commission would review all
the evidence available and reach its own view
on Network Rail's access charges, outputs and
the regulatory framework. Whilst any reference
to the Competition Commission is in progress,
our determination will apply.

Overview of key changes to our
draft determinations

Table 11: Key changes to our draft
determinations

Changes to the output measures

. Confirmation of the required reduction in the disruption to
passengers from engineering work

Activity and expenditure (pre-efficiency)

. Provision for certain additional renewals activity and
expenditure, including IT and corporate accommodation

. Provision for some additional enhancement work (including
Gatwick airport) and new funding for the East Midlands
resignalling project

e A small amount of re-phasing of enhancement spend out of
2009-10

e  Provision for a certain amount of renewals and
enhancement expenditure deferred from CP3, including
safety and environment schemes

. Revised CP4 starting position for opex and maintenance
(reflecting pensions costs and the costs of harmonising the
terms and conditions of maintenance staff)

Changes to our efficiency assumptions

. Re-phased efficiencies (lower in the first two years and
higher in the final three years, with the same overall exit
rate)

. Separated maintenance and renewals efficiency
assumptions

. Certain renewals expenditure treated as post-efficient

. Indexation of renewals input prices

Changes to our income assumptions

e Accepted Network Rail’s lower rental income projections

. Inclusion of an adjustment mechanism for property income
associated with the proposed Euston and Victoria
developments in case they do not proceed in CP4

Changes to the financial and regulatory framework

. Phasing in unsupported debt over the course of CP4

e Anincrease in the rate of return (taking into account a
higher cost of debt to reflect market conditions)

. Change to the basis for the calculation of the ring-fenced
fund (which increases it, to reinforce the hard-budget
constraint on Network Rail)
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. Reduced threshold for logging up additional enhancement
expenditure to the RAB, and revised treatment of Scottish
enhancement schemes

. Update of the opening CP4 RAB and debt values based on
the projected CP3 outturn and deferral of expenditure from
CP3

. Reduced possessions compensation costs based on lower
levels of disruption

Total impacts on our determination for CP4 of all the
changes to our draft determinations (GB-wide)

. Increase in opex, maintenance, renewals and
enhancement expenditure of £770m (£27.8bn to £28.5bn)

. Increase in gross revenue requirement by £190m (£26.5bn
to £26.7bn
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Acronyms and abbreviations

ACS
ACRO3
ASI
ATOC
BERR
Capex
CECASE
CLG
COPI
CP3
CP4
CP5
CRR
CTRL
Cul
DfT
ERTMS
ESI
ESTA
FCRO1
FIM
FOC
FTN
GRIP
GSM-R
HLOS
ICM
IEP
IOPI
ISBP
JPIP
Kgtkm
KPI
KRA
LICB
LSE
MIP

Access charge supplement

Access charges review 2003

Asset stewardship index

Association of Train Operating Companies
Department for Business, Enterprise and Regulatory Reform
Capital expenditure

Civil engineering cost and strategy evaluation
Company limited by guarantee

Construction output price index

Control period 3 (1 April 2004 — 31 March 2009)
Control period 4 (1 April 2009 — 31 March 2014)
Control period 5 (1 April 2014 — 31 March 2019)
Customer reasonable requirements

Channel Tunnel Rail Link

Capacity utilisation index

Department for Transport

European railway traffic management system
Electricity supply industry

Electricity supply traction area

Review of freight charging policy of 2001
Financial indemnity mechanism

Freight operating company

Network Rail’s fixed telecom network

Guide to railway investment projects

Global system for mobile communications — railways
High level output specification

Infrastructure cost model

Intercity express programme

Infrastructure output price index

Initial strategic business plan

Joint performance improvement plan

Thousand gross tonne kilometres

Key performance indicator

Key risk area

Lasting infrastructure cost benchmarking
London and south-east

Management incentive plan
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MLUI Moderately large users index

NMF Network modelling framework

NRDF Network Rail discretionary fund

NRN National radio network

NSIP National stations improvement programme
OM&R Operating, maintenance and renewals
Opex Operating expenditure

ORR Office of Rail Regulation

PAYG Pay-as-you-go

PDI-F Passenger disruption index — freight
PDI-P Passenger disruption index — passenger
PPM Public performance measure

PPP Purchasing power parity

PR08 Periodic review 2008

PR2000 Periodic review 2000

PTE Passenger Transport Executive

RAB Regulatory asset base

RFF Ring-fenced investment fund

RIA Railway Industry Association

RPI Retail price index

RSSB Rail Safety and Standards Board

RUOE Real unit operating expenditure

RUS Route utilisation strategy

S&C Switch and crossing

SBP Strategic business plan

SEU Signalling equivalent unit

SFN Strategic freight network

SFO Station facility owner

SISS Station information and surveillance systems
SOCC Structure of costs and charges

SoFA Statement of public financial resources available
SPADS Signals passed at danger

SRM Safety risk model

TIF Transport innovation fund

TOC Train operating company

TPWS Train protection and warning system

TSR Temporary speed restriction

uiCc International union of railways (Union Internationale des Chemins de Fer)
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Introduction

Purpose of this document

1.1

1.2

1.3

1.4

1.5

1.6

1.7

The 2008 periodic review (PR08) is the process whereby we determine the
outputs that Network Rail Infrastructure Limited (Network Rail) must deliver,
and the levels of access charges payable by train operators, during the five
years of control period 4 (CP4), which will run from 1 April 2009 to

31 March 2014.

In this document we set out our determination of the outputs and access
charges. We also explain the judgements we have made on the revenue
requirement that underpins the calculations of the access charges and set out
the values of the incentive rewards that Network Rail and its industry partners
can achieve if Network Rail outperforms our determination.

We also provide our assessments on the affordability of the high level output
specifications for the railway in CP4 for England & Wales and Scotland
established by, respectively, the Secretary of State for Transport and Scottish
Ministers.

The access charges we are determining in PROS8 are the track access
charges payable by franchised passenger and open access passenger and
freight train operating companies, and the station long term charge payable by
users of stations. We are also establishing the level of network grant that the
governments in England & Wales and Scotland will be allowed to pay to
Network Rail in lieu of access charges.

Our determination represents a balanced package that should be considered
and judged as a whole. Alongside the outputs and access charges, the other
key parts of the package are the obligations of Network Rail’s licence, the new
financial framework and the various protections we have established for
Network Rail to deal with risks and uncertainties, the contractual and financial
incentives, the structure of charges, and the monitoring and enforcement
framework.

We published our draft determinations in June 2008 and we have received
115 responses to that.® A list of the respondees is provided in annex A.
Further to the draft determinations, we also published a consultation on the
proposed trajectories for the passenger and freight network availability
measures (possession disruption indices), a paper that set out how the re-
opener provisions could be triggered and the draft content of our review
notice.

We are grateful for all the responses we have received and we have
considered them all carefully in making our determination. This document will

The responses to our draft determinations have been published on the ORR website and
may be accessed at www.rail-reg.gov.uk/server/show/ConWebDoc.9196
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refer to, summarise and discuss responses. However, it is not the purpose of
this document to set out our views on all the points of detail raised in the
responses to the draft determinations. We will also be publishing during
November 2008 a document containing our responses to the detailed issues
raised.

1.8  As well as considering the responses to our draft determinations in order to
make our determination we have also taken account of Network Rail’s actual
2007-08 audited regulatory accounts and the most up-to-date forecast of its
likely 2008-09 financial performance. These allow us to refine the values for
the CP4 opening RAB and debt we use in our calculations of the revenue
requirement. We also said in our draft determinations that we would monitor
conditions in the financial markets before making our final determination on
the financial framework, in particular the allowed rate of return for
Network Rail. We have also updated our retail price inflation (RPI) forecast.

1.9  We will publish the review notices and final levels of individual access charges
and associated price lists on 18 December 2008. The review notices will set
out the changes which we propose to make to give effect to this
determination.

Structure of this document

1.10 The rest of this document is structured into seven parts:

e Part A provides background to the review and outlines our overall
approach to setting outputs and access charges.

e Part B sets out our determination for Network Rail's regulated outputs and
explains the judgements we have made on the efficient level of
expenditure that we consider that Network Rail needs to undertake to
deliver these outputs. This part also contains our assessments of
Network Rail’s ability to deliver its capital programme in CP4 and the
management of safety.

e Part C sets out our determination for the financial framework and
Network Rail’s overall revenue requirement.

e Part D sets out our determination for track access charges and the station
long term charge, the levels for network grant, and sets out our
assessment of other single till income.

e Part E sets out our determination on the contractual incentives between
train operators and Network Rail (performance and possessions regimes),
and the volume and efficiency benefit sharing financial incentives.

e Part F sets out our assessment of the affordability of the two HLOSs.

e Part G explains the implementation of PRO8 and summarises our
proposed approach to monitoring and enforcement in CP4.
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Price base

1.11  All values in this document are in 2006-07 prices unless otherwise stated. All
historic data is rebased to November 2006-07 prices using the all items retail
prices index (RPI).

PRO8 timetable
1.12 Table 1.1 contains the the remaining high-level milestones in PR08.

Table 1.1: High-level timetable for the remainder of PR08

Date Milestone

Final access charges (price lists/charge schedules) are
18 December 2008 audited and approved by us. Review notices are served
starting the formal implementation of PR0O8

Final point at which objections could be made to our review

5 February 2009 .
notices

By end of March Network Rail publishes its CP4 delivery plan
2009

Corporate strategy

1.13  Our current corporate strategy runs until March 2009. In parallel with the
completion of PR08, we are developing our corporate strategy for the five
years of CP4, which we consulted on in July 2008. We intend to publish our
strategy for CP4 in December 2008. It will set out the industry outcomes by
which we will judge our success in CP4, how we consider we can best
contribute to their delivery, and our key regulatory priorities, reflecting the
conclusions of the review.

2013 periodic review

1.14 We are currently assuming the next periodic review of Network Rail’s outputs
and access charges will cover the five years from April 2014 to March 2019.
Our initial thinking concerning the key milestones for the review is that:

e the industry, through Network Rail, needs to set out the key medium and
long term options for the railway in June 2010;

o the industry, through Network Rail, produces its initial industry plan setting
out what is needed, with robust costs for how it is to be delivered safely
and efficiently, in June 2011;

¢ we will commence the formal stage of the periodic review and provide our
advice to government on outputs and access charges for 2014-19 in
February 2012;
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governments in England & Wales and in Scotland produce specifications
of what they want the railways to deliver and how much money they have
available in July 2012;

the industry through Network Rail produces its strategic business plan in
October 2012; and

we will produce our draft determination in June 2013 and determination in
October 2013.
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PART A:
BACKGROUND AND APPROACH
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2. Background and approach

Introduction

2.1 This chapter provides background to PR08, including the objectives and the
legal basis, and outlines the broad approach we have adopted to determine
Network Rail’s outputs and access charges.

Objectives of PR08

2.2 Our overarching objective for the review is to ensure an outcome that secures
value for money for users and taxpayers, by determining the level of
Network Rail access charges and outputs in a way that balances the interests
of all parties. Annex B contains further specific objectives for PR0O8. In terms
of outcomes from the railway in CP4, if these objectives are achieved, Britain
will have a railway that is safer than ever before, is more reliable than ever
before, whilst carrying significantly more passengers and freight, at a cost that
represents ever better value for money for users and taxpayers.

2.3 In developing our determination for CP4 we have been mindful of all our
public interest duties, set out in section 4 of the Railways Act 1993. These
duties are not in any order of priority and it is for us to decide how to balance
them in reaching a decision. However, a critical duty in respect of setting
access charges is to “act in a manner which [we] consider will not render it
unduly difficult for [Network Rail] to finance any of [its] activities or proposed
activities [... ].” Other section 4 duties we have been particularly mindful of
are:

e to promote improvements in railway service performance;

e to promote efficiency and economy on the part of persons providing
railway services;

¢ to take into account the need to protect all persons from dangers arising
from the operation of railways;

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

e to have regard to any general guidance given by the Secretary of State, or
Scottish Ministers in relation to Scottish railway services, about railway
services or other matters relating to railways;

¢ in having regard to any such guidance from Scottish Ministers to give what
appears to us to be appropriate weight to the extent (if any) to which the
guidance relates to matters in respect of which expenditure is to be [...]
incurred by Scottish Ministers; and

e to have regard to the funds available to the Secretary of State for the
purposes of his functions in relation to railways or railways services.
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New procedure for an access charges review

24

2.5

PRO8 is the first review to take place after the procedure for conducting an
access charges review, set out in Schedule 4A to the Railways Act 1993, was
amended following the Railways Act 2005. The central element of the new
process is that the Secretary of State for Transport and Scottish Ministers
each have had to provide us with information about what they want to be
achieved by railway activities during the control period and the public financial
resources that are, or are likely to be, available for the achievement of those
activities. They did this by producing ‘high-level output specifications’
(HLOSSs), setting out what they want to be achieved, and ‘statements on the
public financial resources available’ (SoFAs).®

We have taken account of the HLOSs and SoFAs in making our
determination. We have also taken account of the reasonable requirements of
all of Network Rail’s customers and other funders, including open access
passenger and freight train operators, to the extent these are not covered by
the government specifications.

The industry context and Network Rail’s progress

2.6

When Network Rail took over ownership of the rail infrastructure in 2002 from
Railtrack (in administration), it faced a network where costs had spiralled and
delays were far above the levels of a few years before. Since then the
company has achieved a great deal in rectifying the problems it inherited. It
has made good progress in improving performance, understanding better its
assets and getting costs under control.

Train performance

2.7

2.8

At ACRO3 we set Network Rail a target of reducing its delay minutes (affecting
all operators) by 26%, from 12.3 million minutes in 2004-05 to 9.1 million
minutes in 2008-09. Network Rail is currently beating the target and expects
to account for 8.9 million minutes of delay in 2008-09.

Passenger train performance as measured by PPM is now over 90% on a
moving annual average basis.

Asset management

29

Following the Hatfield derailment in October 2000, there has been a
significant increase in activity levels. For instance, under Railtrack renewal
rates for each of rail, sleepers and ballast were around 400km each year
between 1996-97 and 1999-00. Since then renewal rates have increased
significantly with rail renewal, for example, increasing to a peak of 1125km in

® The HLOS published by the DfT may be accessed at

www.dft.gov.uk/about/strategy/whitepapers/whitepapercm7176/.
The HLOS published by Transport Scotland may be accessed at
www.transportscotland.gov.uk/files/documents/rail/HLOS-July-2007.pdf.
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2003-04. Network Rail forecasts rail renewal to be stable and average around
920km per annum over CP4.

2.10 Figure 2.1 shows the development of key asset performance indicators over
CP3. The asset stewardship index, a broad measure of asset condition, has
shown steady improvement over the control period, while the number of
infrastructure related incidents causing delays has fallen by around 10%.
There have been significant reductions in the number of broken rails and in
temporary speed restrictions (TSRs) caused by the condition of structures and
earthworks. The overall picture has been one of better asset performance.

No. Infrastructure caused Incidents Asset Stewardship Index
70000 1.2
60000 — _ 14
50000 -| 08 |
40000
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10000 - 0.2 1
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Broken Rails Structures and earthworks TSRs
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250 1 100
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2003-04 2004-05 2005-06 2006-07 2007-08 2003-04 2004-05 2005-06 2006-07 2007-08

Figure 2.1: Asset performance indicators

Safety performance

2.11 Since March 2002 RSSB’s precursor indicator model (PIM), which reflects
changes in train accident risk, has shown an improvement of over 50%.
Around 20% of this improvement has been achieved because of the
implementation of TPWS (train protection and warning system) and the
subsequent reduction in signals passed at danger (SPADS). However, over
the last 12 months the PIM has shown a slight deterioration with most of the
individual risk groups showing either a flattening or an upturn.

2.12 In addition to train accidents, the safety risk model (SRM), which is managed
by RSSB on behalf of the industry, identifies other main key risk areas
(KRAs): public behaviour — crime, public behaviour — level crossings,
passengers — at stations, passengers — on trains, workforce — train crew, and

Office of Rail Regulation * October 2008



213

Determination of Network Rail’s outputs & funding for 2009-14

workforce — track workers. Of these KRAs, the safety risk to passengers at
stations is now about 10% better than the beginning of 2002; for passengers
on trains the safety risk is about 20% better. Since 2002 risk to both track
workers and station staff has improved by about 20%. Train crew risk is
currently at about the same level as in 2002.

For the 2007-09 strategic safety plan a new approach was adopted to
developing safety targets.” The term 'safety target' was replaced with the term
'trajectory’. The reason for the change is that trajectories not only establish the
industry's ambitions in the KRAs, but also explain the actions that are being
undertaken to achieve them. The strategic safety plan 2008 — 2010 further
developed the trajectories making the majority of them quantitative in nature.®
Analysis, including long term trends and industry initiatives taken to support
the trajectories in the KRAs, can be found in chapter 3 of RSSB’s annual
safety performance report 2007° which gives the most up to date figures
available.

Expenditure

214

Figure 2.2 shows Network Rail’s (and Railtrack’s) actual (to 2006-07) and
forecast (from 2007-08) operating, maintenance and renewals (OM&R)
expenditure, since privatisation. The total (including West Coast route
modernisation renewals) increased from under £3bn in 1995-96 to a peak in
excess of £6bn in 2003-04 due to the significant increases in activity levels
and unit costs. OM&R expenditure is projected to fall to some £5bn by the end
of 2008-09, although the profile for CP3 (from 2004-05 to 2008-09) is flatter
than we assumed at ACRO03 due to reprofiling by Network Rail of its
expenditure.
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Figure 2.2: Operating, maintenance and renewals expenditure since 1995-96

The Railway Strategic Safety Plan 2007 — 2009 may be accessed at
www.rssb.co.uk/pdf/reports/strategic_safety plan 07-09.pdf.

The Railway Strategic Safety Plan 2008 — 2010 may be accessed at
www.rssb.co.uk/pdf/reports/strateqic_safety plan.pdf.

The Annual Safety Performance Report 2007 may be accessed at
www.rssb.co.uk/pdf/reports/ASPR _2007.pdf.
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How we determine access charges

2.15

2.16

217

At a periodic review we assess the efficient level of revenue that Network Rail
needs to run its business (including an allowed return on its regulatory asset
base) to deliver the required outputs. The access charges we determine are
set to recover this revenue requirement, taking into account other sources of
income. The company’s revenue requirement is funded through:

e track access charges paid by franchised passenger train operators
(TOCs), open access passenger train operators, and freight train operators
(FOCs);

e station long term charges paid by users of stations;

e grants paid to the company by DfT and Transport Scotland in lieu of
access charges; and

e other sources of income, such as property rental.

The calculation of the revenue requirement follows the standard ‘building
block’ approach described further below.

We make our determination based on an assessment of the overall level of
efficient expenditure we consider the company needs to undertake over the
control period to deliver its outputs. Whilst we derive this from review and
challenge of Network Rail’s own plans, as well as undertaking our own
independent assessments, we do not decide the detailed level, or pattern, of
expenditure or activity that Network Rail may ultimately need to undertake in
order to deliver the required outputs. It is for the company to define and
deliver its volumes of work consistent with its asset policies, actual asset
condition, requirements of the network, and its licence, legal and contractual
obligations.

Overall package

2.18

Our judgements on the efficient level of expenditure that Network Rail needs
to undertake in CP4 and the access charges and network grant levels
necessary to recover these costs are part of a balanced package. The
package refers to the entire set of judgements for our determination. We
expect the package to be considered and judged as a whole. The
components of the package comprise:

e the outputs that Network Rail needs to deliver (including the related
change mechanism);

o the level of efficient expenditure we consider Network Rail should incur in
achieving the outputs;

e the assumptions on the income Network Rail will earn as part of the single
till calculations;

¢ the financial framework and the treatment of risk and uncertainty;
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the structure of charges (and the balance between access charges and
network grants) and the performance and possessions regimes;

the financial incentive mechanisms to promote achievement or
outperformance of our assumptions; and

the monitoring and enforcement of Network Rail's outputs and financial
performance, and the changes to Network Rail’s licence.

Building block approach

2.19 We have used the standard building block methodology as the basis for
determining Network Rail’s revenue requirement and access charges. This is
the same approach that we used in ACRO3 to determine the access charges
for the current control period. It is also generally the approach adopted by
other UK economic regulators. The methodology is illustrated in figure 2.3.
The key features of the building block methodology are that:

projected operating and maintenance expenditure is determined for each
year of the control period and recovered on a ‘pay-as-you-go’ (PAYG)
basis (i.e. the revenue requirement with respect to operating and
maintenance expenditure equals projected expenditure);

capital expenditure (capex), on renewals and enhancements, is added to
the RAB in the year in which it is incurred.” Where capex is added to the
RAB, the actual expenditure in the control period on renewals and
enhancements is financed through the amortisation allowance or, where
renewals and enhancements exceed the amortisation allowance, through
borrowing for the excess. Network Rail will receive the revenue to repay its
debt principal and interest charges through the amortisation allowance and
the allowed return on the RAB;

the return on the RAB covers the interest payments that the company
needs to make to its creditors, the FIM fee payment to government and an
expanded profit element which is split between a ‘risk buffer’ to deal with
cost and revenue shocks during the control period and a ring-fenced
investment fund (described further in chapter 15) which in normal
circumstances will be reinvested;

the gross revenue requirement is funded through track and station access
charges, network grant (in lieu of access charges) and other income

(e.g. property income). The various variable track access charges, station
long term charge and other single till income are netted off the gross
revenue requirement to leave the net revenue requirement, which is
funded by a mix of fixed track access charges and network grant.

10

The exception to this is capex funded through the ring-fenced investment fund, which is
not added to the RAB but paid for on a PAYG basis.
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Gross
revenue
requirement

Outputs
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Operating Renewals Enhancement | !
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Schedule 4
and 8 costs
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Open access (passenger
and freight) charges | Other income |

Figure 2.3: Building block approach

Progress with PR08

2.20 We started PRO8 in August 2005 when we published our initial consultation
document on the process and key issues. Since then we have carried out a
significant amount of work. Through PR0O8 we are making improvements to
the framework we use for setting outputs and access charges, following
extensive consultation on the structure of outputs, the incentive and financial
frameworks and the structure of charges. We set out most of the principles we
have used for setting outputs and access charges for CP4 in our advice to
ministers and framework for setting access charges in February 2007, with
further principles set out in our update on the framework for setting outputs
and access charges and SBP assessment in February 2008.

2.21 In June 2008 we published our draft determinations for consultation. It set out
some outstanding items of the framework. There were also a number of
further consultations that we published following the draft determinations, on
the new network availability measure (possession disruption indices), on the
interim re-opener provisions, and on the draft content of our review notice
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which begins the process of implementing this determination. We received
115 responses to our draft determinations, and further responses to the
network availability consultation. We have considered carefully all of these
responses in making our determination. Further to its response to our draft
determinations we have had various meetings with Network Rail and the
company has also written to us and provided us with further detailed
information in support of its response, which we have also taken into account
in making our determination.

All our documentation relating to PRO8 is available on our PR08 webpage.™

Extensive work on the assessment of Network Rail's expenditure and revenue
requirement for CP4 has run throughout PR08. In December 2005 we
published our initial assessment of the potential CP4 revenue requirement.
Network Rail published its initial strategic business plan in June 2006, which
we used as the basis for the advice we provided to the governments in
England & Wales and Scotland. We published a version of this as part of our
advice to ministers and framework for setting access charges in February
2007. It was at this time that we served the review initiation notice, and
formally asked the two governments to provide us with their HLOSs and
SoFAs, which they did in July 2007. Our advice to ministers document also
included a summary of our guidance to Network Rail on the form and content
of its SBP, which it published in October 2007. We set out our initial response
to the SBP in our update on the framework for setting outputs and access
charges and SBP assessment in February 2008. We also asked Network Rail
to provide an update of parts of the SBP where we did not find the company’s
justification convincing or where work was still to be completed. Network Rail
published its SBP update in April 2008. The SBP was the company’s principal
submission to us on its expenditure plans, augmented in certain important
areas by the SBP update.?

Form of the price control

2.24

We are retaining the current hybrid revenue/price cap form of incentive based
regulation for CP4. Under this model the larger share of Network Rail’s
revenue requirement, recovered through the fixed charges (or grants in lieu of
charges), is based on a revenue cap, i.e. the revenue that Network Rail can
earn is fixed for the duration of the control period (except if there are
increments or decrements to outputs and subject to the approach to the
treatment of inflation, discussed further below). The remaining share of the
revenue requirement, recovered through variable charges, is subject to a
price cap which establishes caps on individual charges (e.g. the individual
charges for passenger and freight vehicles in the price lists) but does not

" Our PRO8 webpage may be accessed at www.rail-reg.gov.uk/server/show/category.180.

12 Strategic Business Plan: Control Period 4, Network Rail, October 2007. This may be
accessed at www.networkrail.co.uk/aspx/4355.aspx.

Strategic Business Plan Update: Control Period 4, Network Rail, April 2008. This may be
accessed at http://www.networkrail.co.uk/aspx/5160.aspx.
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impose a limit on the level of revenue that Network Rail can earn: it will
fluctuate with actual demand. The level of other single till income, e.g. from
property income, may also differ to the levels we assume when we determine
the overall revenue requirement. We consider that our approach achieves the
appropriate balance between providing certainty of funding to the company
and appropriate incentives on industry parties. This approach has been
supported by stakeholders in consultation during PRO08.

Duration of the price control

2.25

We are retaining the current five-year control period for CP4, used by other
UK economic regulators, on the basis that it is a long enough period to
provide appropriate incentives on Network Rail and certainty for customers
and funders but also short enough to reflect the difficulties in forecasting costs
and revenues over long time horizons. Again, this approach received strong
support from stakeholders in consultation during PROS.

Dual till versus single till

2.26

2.27

In common with other economic regulators we use a ‘single till' approach to
setting a price control on Network Rail’s regulated activities. Under this
approach, by netting off the income that the company is likely to earn on
activities such as commercial property income, we arrive at an estimate of the
income that Network Rail requires from access charges (and network grant in
lieu of access charges) if, overall, it is to earn a normal level of return. As part
of PRO8 we reviewed whether or not the current single till model provides the
most appropriate incentives on the company and whether, for instance,
separate price controls should be established for different elements of
Network Rail’s activities.

We decided that, at present, there is not a strong case for establishing
separate railway and commercial tills given our statutory duties. There is a
risk that such a dual till approach would increase Network Rail’s short-term
revenue requirement and hence increase the cost to funders, without material
benefit to the industry. We consider that our focus should instead be on
maximising the benefit that flows to the railway as a result of Network Rail’s
commercial activities.

Treatment of inflation and indexation

2.28

2.29

We are continuing to protect Network Rail from general inflation risk, by
establishing the determination in real terms and indexing the access charges
each year based on the November value of the all items retail price index
(RPI).

We recognise that indexing Network Rail’s revenues in this way does leave
government with budgetary uncertainty with regard to the funding it provides
each year. Given inherent uncertainty over the future level of inflation it is
impossible for government to know what the exact funding requirement will be
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in each year of CP4. Nevertheless, it would be inappropriate to leave inflation
risk with Network Rail, something the company has no control over.

Separate price controls

2.30

2.31

We are providing separate price controls in CP4 for Network Rail’s activities in
both England & Wales and Scotland. By separate price controls we broadly
mean:

e a separate determination of the revenue requirement and outputs for
England & Wales and Scotland (in the context of the separate HLOSs and
SoFAs);

e separate determination of access charges (though retaining a GB-wide
variable usage charge price list);

e separate provisions for dealing with risk and uncertainty in the price
control, e.g. re-openers;

e separate monitoring and enforcement of Network Rail's overall
performance; and

e ensuring that outperformance or underperformance is ultimately retained
or borne entirely separately.

Whilst we are establishing separate price controls for Network Rail’s activities
in England & Wales and Scotland, we recognise that Network Rail is a
GB-wide company and finances itself on this basis. It is also important to note
that our proposals do not require Network Rail to establish separate finance
companies for England & Wales and Scotland.

Governance

2.32

2.33

We want to ensure that the framework we put in place for CP4 maximises the
chances that Network Rail meets or exceeds the regulatory expectations and
hence the reasonable requirements of its customers and funders. It is
therefore essential that incentives throughout the company are aligned with
those expectations and that effective corporate governance processes are in
place, ensuring strong accountabilities and driving continuous improvements
in Network Rail's performance.

Separately to PR0O8, we have been considering the adequacy of

Network Rail’'s current governance arrangements, particularly the membership
aspects, in order to inform a possible review of the corporate governance
condition within its licence, alongside our broader review of the network
licence. Earlier this year we commissioned a study from KPMG, aimed at
increasing our understanding of the current issues around membership
aspects of Network Rail’s governance, and of the lessons that might be
learned from other non-equity based organisations which might address any
shortcomings in Network Rail's arrangements.
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We published KPMG’s final report', which identified, amongst a significant
divergence of views, a number of concerns held by members on the
effectiveness of Network Rail’s current governance structure, and outlined a
series of options that might address these concerns.

Whilst KPMG'’s study was being carried out, Network Rail’s members
announced that they would be carrying out their own review, the findings of
which will be announced after our determination has been published. We do
not propose to look any further into corporate governance issues pending the
outcome of the members’ review. We will consider whether it would be
appropriate for us to consider any changes to Network Rail’s corporate

governance licence condition once the members’ review has been completed.

This will be done as a separate exercise to our broader review of the network
licence.

13 Network Rail: Membership aspects of governance, KPMG, August 2008. This may be
accessed at www.rail-reg.gov.uk/upload/pdf/KPMG _membership.pdf.
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Overview of our outputs and efficient
expenditure assessment

Introduction

3.1

This chapter provides an overview of our assessment of outputs and efficient
expenditure, which is set out in detail in chapters 4 to 12.

Network Rail’s obligations

3.2

3.3

3.4

Network Rail is accountable for its management of the network through its
contracts with its customers, through its general legal obligations (in particular
its health and safety obligations) and through the obligations in its licences.

In PRO8 we have assessed the efficient expenditure Network Rail needs to
incur over CP4 to operate, maintain, renew and enhance the network to meet
its legal obligations, to deliver the outputs the governments and other funders
wish to buy, to satisfy the reasonable requirements of its customers and

funders and, thereby, to meet the needs of passengers and freight customers.

At the same time we have defined the specific outputs for which the company
is being funded, delivery of which will be an obligation under its network
licence, and we are ensuring that an adequate framework is in place to
monitor and to provide for enforcement of those obligations if necessary.

Our assessment of Network Rail’s outputs and expenditure

3.5

3.6

3.7

Assessing the level of efficient operating, maintenance, renewals and
enhancement expenditure that Network Rail needs to deliver its required
outputs in CP4, and sustain asset condition for the longer term, is a core part
of our work on PR0O8. The assumptions we make on the level of efficient
expenditure are fundamentally important to our determination of the
company’s overall revenue requirement.

In undertaking this assessment we have considered the impact on safety
management and also Network Rail’s capability to deliver its work programme
in CP4 — and our conclusions are included in this part of the document.

We have conducted all our assessments of outputs and expenditure very
thoroughly. We have engaged with Network Rail throughout the course of
PRO0O8 and we have adopted a transparent approach to our work. We have
undertaken a significant amount of work to review and challenge

Network Rail’'s submissions, including its performance plans, the asset
policies, efficiency assumptions and modelling tools (principally the
infrastructure cost model) it has used as a basis for its plans. Network Rail
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has worked with us constructively throughout PR08. The independent
reporters have also provided significant input to PROS8.

At the start of PR08 we said to Network Rail that we wanted it to do sufficient
detailed work on its expenditure requirements and efficiency to inform its
plans. Over the course of PR08 and its three main submissions to us (ISBP,
SBP and SBP update) it revised its assumptions significantly in areas related
to the volume of work it considers necessary in CP4, due to improvements in
its own analysis and in response to our challenge. The company has not
changed its headline efficiency assumptions throughout the process.

We asked Network Rail to set out its plans for England & Wales and Scotland
separately. Building on this, we have undertaken separate assessments to
produce figures for England & Wales and for Scotland, although much of our
underlying analysis has been common to the whole network.

Structure of this part of the document

3.10

In the following nine chapters we set out Network Rail’s output obligations and
our assessment of the efficient level of expenditure required to deliver these:

e chapter 4 summarises the work we are doing to review Network Rail’s
accountability through its network licence and sets out in full the regulated
output specification for CP4;

e chapter 5 explains our assessment of the (pre-efficiency) expenditure on
maintenance and renewals activity that we consider Network Rail will need
to undertake in CP4. It also contains our assessment of the long run
renewals expenditure requirement which is a key input to the calculation of
the amortisation allowance (discussed further in chapter 15);

e chapter 6 explains our assessment of Network Rail’s operating
expenditure proposals;

e chapter 7 outlines our assessment of Network Rail’s efficiency proposals
and explains our own work on the scope for efficiency improvement;

e chapter 8 sets out our determination on the improvements in OM&R
efficiency that we consider are achievable by Network Rail in CP4;

e chapter 9 contains our assessment of Network Rail’s proposals on
enhancement expenditure, including specific consideration of the scope for
efficiencies;

e chapter 10 contains our assessment of Network Rail’s ability to deliver its
capital programme in CP4;

e chapter 11 contains our assessment of the safety elements of
Network Rail’s plans and the safety considerations we have brought to
bear in our judgements on efficiency; and

e chapter 12 sets out our overall assessment of the level of efficient
expenditure we consider Network Rail needs to undertake in CP4, which
feeds into our calculations of the revenue requirement.
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Accountability and outputs

Introduction

4.1

This chapter summarises the work we are doing to review Network Rail’s
accountability through its network licence and sets out our determination of
Network Rail’'s output specification for CP4.

The review of the network licence

Network Rail’s obligations to stakeholders

4.2

4.3

4.4

It is important that Network Rail is free to manage its business efficiently and
to respond to the changing needs of its customers and funders. The essential
features of the manner in which it does this, and the delivery of its obligations
in respect of outputs, will be enforced through the network licence (although
where a relevant contract is in place we would expect contractual remedies to
be explored first where this is possible within a reasonable timescale).

We are ensuring that the specific output requirements from PR08 and the
more general licence requirements, taken together, provide a clear and
comprehensive statement of Network Rail’s overall obligations under the
network licence. We are therefore reviewing the structure and content of
Network Rail's network licence for the start of CP4. We consider it is
appropriate to strengthen it in several areas, such as access planning and
asset management, and to make both the scope of Network Rail’s obligations
and the purpose they meet clearer. We believe that this will help the company
and its stakeholders to understand what is required of it, and will support our
ability to enforce this if necessary.

Following discussions with Network Rail and stakeholders, we consulted on
our proposals for a suite of changes to the network licence on 5 June 2008™,
and on financial licence conditions on 17 July 2008"°. There was broad
support for these proposals but numerous comments about specific
provisions. We will conclude our thinking in December and undertake the
statutory consultation required so that changes can come into effect on

1 April 2009.

Governance and the management incentive plan

4.5

We want the regulatory framework we put in place for CP4 to maximise the
likelihood that Network Rail meets or exceeds the regulatory expectations,

" Review of the Network Rail licence: consultation, June 2008. This may be accessed at
www.rail-reg.gov.uk/upload/pdf/366.pdf.

1% periodic Review 2008: licence review — consultation on financial conditions, July 2008.
This may be accessed at www.rail-reg.gov.uk/upload/pdf/prO08-cons netlic 170708.pdf.
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and hence the reasonable requirements of its customers and funders. It is
therefore important that incentives throughout the company are aligned with
those expectations and that effective corporate governance processes are in
place. These must ensure strong accountabilities and drive continuous
improvement in Network Rail’'s performance.

A key part of this is the licence requirement to put in place a management
incentive plan (MIP). The purpose of the MIP is to ensure that the company’s
senior management are financially incentivised to deliver and outperform the
whole range of outputs required by customers and funders at an efficient cost
by providing bonuses for meeting and exceeding specified targets. We see it
as a crucial part of aligning the incentives of Network Rail’s managers with the
public interest, complementing the financial incentives acting at the corporate
level and reputational incentives.

As long as we are content that the MIP’s design is not likely to create
perverse incentives or lead to undesirable outcomes, the structure of the MIP
is a matter for Network Rail."®

We have asked Network Rail to ensure that its MIP for CP4 reflects our
determination, including the new financial framework. We propose in future to
require Network Rail’s remuneration committee to be transparent in its
decision making process on management bonuses. In particular, we will
require the committee to publish a statement explaining how it has arrived at
its decision, including how it has taken into consideration each discretionary
item in the plan.

Structure of output specification

4.9

4.10

In February 2008 we set out'’ the structure of output obligations we intend to
adopt for CP4. This included the following areas:

o top-level regulated output obligations which we set out below; and

e disaggregated output obligations which will be fully defined in
Network Rail’s CP4 delivery plan. Some of these are already firm but
others will need to be finalised by Network Rail and its stakeholders over
the coming months.

Network Rail's CP4 delivery plan will therefore be an essential document,
subject to a regulated change control mechanism. Network Rail will need to
satisfy us that the plan is compliant with this determination. It will then become

16 Detail’s of Network Rail's MIP can be found on its website at
www.networkrail.co.uk/browseDirectory.aspx?dir=\Regulatory%20Documents\Requlatory
%20Compliance%20and%20Reporting\Management%20Incentive%20Plan%20Stateme
nt&pageid=2893&root

Update on the framework for setting outputs and access charges and strategic business
plan assessment, Office of Rail Regulation, February 2008. This may be accessed at
www.rail-reg.gov.uk/upload/pdf/351.pdf.
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a key reference for Network Rail’s customers and funders, and for our
monitoring. It will explain how Network Rail will deliver the outputs required of
it. It will establish a range of reasonable requirements whose delivery will be
enforceable under the network licence. The plan may also include elements
clearly identified as aspirational which will not be enforceable.

We consulted on a notice for Network Rail’'s CP4 delivery plan in our draft
determinations. The final notice'® is being issued to Network Rail concurrent
with the publication of this determination.

Responses to our draft determinations broadly supported our proposals for
the specification of outputs. We will publish a separate document dealing with
the detailed/significant points raised. For the new network availability
specification we consulted separately on 4 July 2008"; the key responses to
this consultation and our views on them are included in this chapter.

Safety

4.13

4.14

4.15

The HLOS issued by the Secretary of State specifies safety improvement for
the whole of the British mainline network to be achieved over the five years of
CP4. It requires a 3% reduction in the risk of death or injury from accidents on
the railway for passengers and rail workers.?’ The measurement of this risk
will be by reference to the industry’s RSSB Safety Risk Model. This is a more
stable and reliable measure than one based solely on actual events, since the
number of serious incidents in an average year is small.

We require Network Rail to set out in its CP4 delivery plan how the industry —
working together through the RSSB and mechanisms such as the strategic
safety plan — will deliver the HLOS target and specifically how Network Rail
will deliver its contribution to this. Network Rail has responsibility for delivering
its own contribution (but not that of the other parties).

Safety issues are discussed further in chapter 11.

Train service performance

4.16

Network Rail is required to deliver, by 2013-14, the improvements in the
public performance measure (PPM) and the reductions in cancellations and
significant lateness by sector as set out in the HLOS for England & Wales. In
Scotland it is required to deliver the 2013-14 PPM figure in the Scottish HLOS
(this covers services provided by First ScotRail). Network Rail is also required
to deliver against trajectories for these same metrics for each intermediate

18 The final notice is included in annex C to this document.

19 The consultation document can be found on our website at
www.rail-reg.gov.uk/upload/pdf/cons-netwrk avail KPl.pdf

20 Measured in fatalities and weighted injuries per million passenger kilometres (for
passengers) and per million hours worked (for rail industry employees).
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year. These requirements apply to franchised and open access operators
when taken together, and to franchised operators considered alone.

We are also setting maximum levels, for each year, for the number of
passenger train delay minutes for which Network Rail is held responsible in
England & Wales and in Scotland.

We are setting similar maxima for the freight train delay minutes for which

Network Rail is held accountable across the network as a whole. These
maxima are normalised for the volume of freight traffic, which tends to
fluctuate more than the volume of passenger traffic.

4.19

status of top-level regulated outputs.

Table 4.1: PPM annual average for passenger operators

The required trajectories are shown in tables 4.1 to 4.3. These all have the

2008- | 2009- | 2010- | 2011- | 2012- | 2013-
09 (%) | 10 (%) | 11 (%) | 12 (%) | 13 (%) | 14 (%)
England & Wales (by sector) — minimum
Long distance 87.6 88.6 89.8 90.9 91.5 92.0
London & South East 91.2 91.5 92.0 92.4 92.7 93.0
Regional 90.1 90.5 91.0 91.5 91.9 92.0
Total 90.6 91.0 91.5 92.0 92.3 92.6
Scotland — minimum
First ScotRail 90.6 90.9 91.3 91.7 91.9 92.0

Note: 2008-09 figures are industry forecasts. HLOS targets in bold in shaded cells.

Table 4.2: Cancellations and significant lateness (England & Wales only)

% of services affected — maximum
2008- 2009- | 2010- | 2011- | 2012- | 2013-
09 10 11 12 13 14
Long distance 5.3 4.9 4.5 4.2 4.0 3.9
London & South East 23 2.3 2.2 2.1 2.0 2.0
Regional 2.7 2.6 2.5 2.4 2.3 2.3

Notes: 2008-09 figures are forecasts.

A train is significantly late if it arrives at destination 30 or more minutes later than the time shown on
the public timetable. Partial and full cancellations are scored as ‘significantly late’.
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Table 4.3: Network Rail delay minutes for passenger and freight services

2008-09 | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14
Passenger services (delay minutes) — maximum
Evnagffs”d& 6,500,000 | 6,270,000 | 5,790,000 | 5,430,000 | 5,190,000 | 4,980,000
Scotland
(First 455,000 | 436,000 | 410,000 | 391,000 | 386,000 | 382,000
ScotRail)
Freight services (delay minutes per 100 train km) — maximum
Total 3.92 3.68 3.41 3.18 3.05 2.94

Note: 2008-09 figures are forecasts

4.20

4.21

4.22

Network Rail has proposed trajectories for PPM and for its own delay minutes
for each passenger train operator, but they will not be treated as ‘customer
reasonable requirements’ until we have accepted Network Rail’s CP4 delivery
plan which it will produce following further discussion with the operators.

Network Rail and freight operators are developing a new freight performance
measure (similar to PPM) for freight services. In its CP4 delivery plan
Network Rail must publish trajectories for each freight operator, either using
the new measure or based on normalised Network Rail delay minutes, which
will then have the status of reasonable requirements.

Annex d sets out our assessment of the incremental expenditure necessary to
achieve these improvements in train performance.

Network capacity

4.23

4.24

4.25

The HLOS for England & Wales defines a number of specific schemes to
increase capacity on key parts of the network. It also sets out capacity
measures (essentially extra demand to be accommodated at specific load
factors) which are to be met for a wider range of specific cities and routes.

Although the capacity measures are defined in terms of routes and services,
Network Rail must also ensure that individual stations are able to
accommodate the increased volume of passenger movements which are
effectively provided for in the HLOS.

Certain schemes identified individually in the England & Wales HLOS
(Thameslink, Reading, Birmingham New Street and outstanding parts of the
West Coast programme at Stafford and Bletchley) are reasonable
requirements and will contribute to meeting the HLOS capacity specifications.
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This determination provides funding for further investment to deliver the whole
of the HLOS capacity specification by the end of CP4 and this is a reasonable
requirement. Network Rail’s current plans include projects to lengthen
platforms for trains on major routes into London, Manchester and Leeds,
related power supply upgrades and station capacity improvements. However,
we expect Network Rail to continue to refine these plans, working with
operators and funders, to find ways of delivering the specification more
economically. We have taken this into account in reaching our determination.

The determination also provides funding to begin to implement the strategic
freight network (SFN) as required by the England & Wales HLOS. The SFN
has been defined by Network Rail as a network of core trunk routes with
sufficient capacity and appropriate gauge to carry expected freight flows.
Network Rail has proposed a number of specific schemes and ring fenced
funds for train lengthening and in-fill gauge enhancement schemes.

Network Rail must define clear deliverables and milestones for its programme
of works in its CP4 delivery plan. Except where clearly identified as being
‘aspirational’ these will have the status of reasonable requirements under the
network licence and Network Rail will be required to deliver them. There will
be a process for change control (described below) to allow Network Rail to
continue to refine the plans in agreement with relevant parties.

In Scotland, Network Rail is required to deliver the Airdrie-Bathgate and
Glasgow Airport Rail Link projects, and to undertake a specific role in the
Borders project as set out in the Scotland HLOS. Again, the delivery plan will
need to set out milestones.

Network capability

4.30

4.31

4.32

Network Rail has now identified and resolved the maijority of the discrepancies
between published and actual network capability as required by ORR
following the finding of a licence breach in 2006.

Any outstanding discrepancies between actual and published capability
(whether or not identified through Network Rail’s infrastructure capability
programme of 17 March 2006) must be rectified by Network Rail without
further funding. Any work to restore routes to published capability following a
short-term network change must also be carried out without further funding.

As at 1 April 2009, baseline network capability requirements will be described
in Network Rail’s:

e Sectional Appendices;
e GEOGIS database;
e National Gauging Database; and

¢ Route Availability Table, Scotland.

Together, these sources must describe the capability of the network in terms of:
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e track mileage and layout;
¢ line speed;

* gauge;

¢ route availability; and

e electrification type/miles.

We will require Network Rail to provide us with electronic copies of this
information. Network capability must then be maintained at this level, unless
the specification is altered through the industry network change procedure (for
example in connection with enhancement projects to deliver increased
capacity).

Network availability and the “seven day railway”

4.34

4.35

4.36

4.37

The railway network needs to be maintained, renewed and enhanced, and
this requires engineering possessions to allow work to be undertaken safely
and efficiently. In our draft determinations we said that we had developed new
measures of the disruption to passengers and freight caused by possessions
and that we would set targets for improvement in these. We subsequently
published a consultation document explaining our proposals.?’

The extent of planned disruptions caused by engineering works has increased
in recent years. There has been more reliance on long possessions and a
tendency for possessions to have an increasingly disruptive effect on rail
users as the industry has changed its working methods away from keeping
one line open while work takes place on an adjacent line.

Network Rail believes — and we and the industry agree — that its strategy of
depending so heavily on long possessions is no longer acceptable. Users
need a railway which better meets customer requirements for travelling at
weekends and late in the evening. But this determination calls on

Network Rail to undertake a major programme of enhancement projects which
will add to disruption in the short term. This makes it all the more important to
find less disruptive ways of carrying out such work.

Such changes have been discussed for some time and we need to ensure
progress is made to implement them. We therefore consulted on proposals to
set maximum levels for the disruption from planned possessions as measured
by new possession disruption indices (PDIs)? for passengers and freight
traffic.

21

Consultation on network availability and the seven day railway, Office of Rail Regulation,

4 July 2008. This may be accessed at www.rail-reg.gov.uk/upload/pdf/cons-netwrk_avail_KPI.pdf

22

Passenger index (PDI-P) - measures the impact of engineering possessions in terms of the

economic value of the excess journey time passengers experience, normalised by total train-km;

and

Freight index (PDI-F) - measures the ‘unavailability’ of track for freight use, weighted by the level
of freight traffic operated over each section of track.
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These indices take a base value of 1.0 in 2007-08. In future they will show by
what proportion the disruption experienced by passengers and by freight
operators has increased or reduced relative to that in the base year.

Tables 4.4 and 4.5 show the levels Network Rail is required to deliver (or
improve on) during CP4.

Table 4.4: PDI regulated output trajectory for passengers (2007-08=1.0)

2009-10 | 2010-11 201112 2012-13 2013-14

PDI — Passenger 1.02 0.91 0.83 0.68 0.63

Table 4.5: PDI regulated output trajectory for freight (2007-08=1.0)

2009-10 | 2010-11 2011-12 2012-13 2013-14

PDI — Freight 1.00 1.00 1.00 1.00 1.00

4.40

4.41

4.42

The effect of these targets is to require a progressive reduction in disruption to
passengers so that by the end of CP4 there is 37% less than in the base year
(2007-08). At the same time there should be no increase in the level of
disruption experienced by freight operators.

The trajectories take into account initial implementation of the “seven day
railway” concept on parts of the network, for which £220m of additional
funding is being provided (see chapter 9). We expect Network Rail to work
with operators to refine its approach, including the selection of routes to
receive investment, and to describe this in more detail in its CP4 delivery plan.

The PDlIs are new metrics and it will be important that we monitor them
particularly carefully. We intend to use a number of supplementary key
performance indicators (KPIs) that have been developed in conjunction with
the PDIs. These KPIs will not form regulated outputs, but are designed to:

e provide information on areas which are not fully reflected in the PDlIs;
¢ help us to understand movements in the PDls; and

e act as a check against any perverse behaviours that might result from
strategies designed to drive improvements against the PDls.

Consultation responses

4.43 Network Rail welcomed the inclusion of incremental funding to support the

move towards a seven day railway. It believed that the proposed approach to
the PDI-P is appropriate, but it expressed concerns about the calculations that
underpin the proposed target. Specifically:

¢ that the “enhancement weightings” (which estimate the disruption due to
enhancement projects, relative to the same spend on renewals) did not
take into account the location of the enhancement schemes;
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o that activity volumes in the PDI-P trajectory do not include enhancements
funded outside the review (e.g. Crossrail) and so the disruption associated
with these schemes is not captured in the trajectories;

o that there are technical errors in the model used by ORR to calculate the
trajectory; and

o that there is a high level of risk around the target hence the ORR should
assess whether the target is reasonable based on actual results as CP4
progresses.

On the PDI-F, Network Rail said our inclusion of a single line working (SLW)
factor in the metric — to take account of the reduced disruption when, for
example, there is engineering work on one line but the adjacent line stays
open — was unworkable.

While agreeing with the need for monitoring KPlIs, Network Rail noted that
some of the measures will require more significant changes to data collection
processes and/or systems:

We received 23 other responses. The main themes were:

o that there should be a review mid-CP4 to assess whether the new
measures were working as intended and whether the trajectory set was
appropriate, or alternatively some form of shadow running;

¢ that the trajectories for PDI-P and PDI-F were not challenging enough and,
in particular, the benefits of ‘stage 2’, based on significant new investment,
could be brought forward;

¢ that a ‘one-size fits all’ approach should not be adopted by Network Rail —
possession strategies should be developed around the business needs of
operators; and

e some new or amended KPIs were proposed.

Our views

4.47

4.48

4.49

We do not agree that the enhancement weightings should be changed as
Network Rail suggests (which would make the trajectories less demanding).
We believe that our overall approach uses reasonable assumptions which in
some areas arguably favour Network Rail.

We explained in our consultation that the trajectories do not take Crossrail
works into account; we would expect Network Rail to seek modifications to
them if this is appropriate when Crossrail plans become firmer. We do not
believe that the impact on the PDIs of other projects funded outside PR08
would be material, but we are content to consider the case for changes to the
trajectories in due course, if Network Rail provides convincing evidence.

We have reviewed the model in the areas where Network Rail has said there
are errors and we believe that it is satisfactory.
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The SLW factor was introduced to ensure that benefits to freight of single line
working were captured in the PDI-F measure. If we remove this factor, the
measure will not capture these benefits and it will be more difficult for
Network Rail to achieve the target. Network Rail proposes that the impact of
SLW is monitored separately; in our view this complicates the process and
adds no benefits. We do not propose to make this change.

We understand the concerns about using a new metric for which there is no
real track record, meaning somewhat greater uncertainty when making
projections. This is one reason for the importance of the monitoring KPIs to
help interpret changes in the new measures. But we are mindful of how long it
has taken the industry to reach this point; we do not believe it is acceptable to
delay setting an objective and we consider that ‘shadow running’ or
scheduling an automatic review would undermine the incentive on

Network Rail to deliver the trajectories. We are therefore confirming the
trajectories to be regulated outputs for years 1 to 5. We will closely monitor
progress against the trajectories and against the assumptions on which they
are based, and in the event of a failure by Network Rail to meet either
trajectory we will take all relevant factors fully into account when determining
whether this amounts to failure to comply with obligations under the network
licence.

Although we understand why some consultees would prefer more challenging
trajectories we believe that they are based on reasonable assumptions and
that no compelling evidence has been produced to justify such a change.

We agree the need for possession planning and progress with the “seven day
railway” initiative to be undertaken working with operators and taking into
account local circumstances on different parts of the network. This should
include the potential to realise 'network’ benefits for freight. We intend to
monitor the benefits from the additional expenditure on each of the priority
routes which Network Rail identifies.

Many suggestions on improving the specification of supporting KPIs were
helpful. We will take these forward in discussion with Network Rail and the
industry in preparation for our monitoring in CP4.

Stations

4.55

We have agreed a new station stewardship measure to replace the previous
station condition index as a better measure of the underlying condition of
station assets?. In 2007 Network Rail completed condition surveys of around
90% of its stations and in September 2008 it provided us with results showing
the average condition of stations using this new measure.

23 This measure does not take into account the type of facilities at stations, for which a separate
index is used.

October 2008 « Office of Rail Regulation



Determination of Network Rail’s outputs & funding for 2009-14

4.56 Under this determination, Network Rail is funded as a minimum to maintain
average condition scores within each station category A to F?* across the
network, and to maintain average station condition (across all station
categories) in Scotland. The baseline (minimum) levels of average condition,
based on the survey data provided by Network Rail, are shown in table 4.6.

Table 4.6: Station stewardship targets

Station Category Station stewardship measure

All network minimum average score at end of CP4
A 2.48
B 2.60
c 2.65
D 2.69
E 2.74
F 2.71

Scotland
All stations 239

4.57 This obligation applies before taking into account improvements which are to
be funded under the England & Wales national stations improvement
programme (NSIP). We need to be satisfied that NSIP funds are used in a
genuinely incremental way. We therefore require Network Rail to provide this
information in future annual returns for stations in England & Wales:

e the average condition for each station category A to F;

¢ the average condition for each station category A to F excluding stations
benefiting from NSIP funding (these average conditions must be
maintained or improved); and

¢ the average condition for each station category A to F for only those
stations benefiting from NSIP funding (we would naturally expect that
these average conditions will improve).

Depots

4.58 We explained in February 2008% that we had decided that it is not appropriate
or necessary to set a top level regulated output for the condition of light
maintenance depots owned by Network Rail, but that we expect Network Rail

2 The categories reflect the different sizes and passenger throughputs of stations.

25 The document Update on the framework for setting outputs and access charges and strategic
business plan assessment may be accessed at www.rail-req.gov.uk/upload/pdf/351.pdf.
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to demonstrate that its plans are consistent with maintaining these depots on
a sustainable long-term basis.

Network Rail confirmed in its SBP update that, having reduced the activity and
expenditure planned for franchised stations compared with the SBP, it has
sufficient free capacity to achieve steady state spending on maintenance and
renewal activity at light maintenance depots in CP4.

Following Network Rail’s latest survey of the condition of its depots, we expect
it to determine the current average depot condition and to show in its CP4
delivery plan whether and how this will change over CP4. This will have the
status of a customer reasonable requirement.

Customer satisfaction

4.61

4.62

We regard it as of prime importance that Network Rail measures, and gives
real priority to improving, the extent to which its direct customers (passenger
and freight train operators) are satisfied with its behaviour and performance.
We therefore strongly welcome confirmation from Network Rail’s
remuneration committee that, from the start of CP4, in deciding whether to
exercise its discretion to reduce bonuses under the Management Incentive
Plan, the committee would take into account (amongst other things) the
satisfaction of passenger and freight train operators.

We believe that this is the most appropriate way for customer satisfaction to
be taken into account, and we therefore will not set any regulatory output
requirements in this area.

Asset serviceability and sustainability

4.63

4.64

4.65

We explained in February 2008 that we do not believe it necessary to set
regulated output requirements for asset management or condition (except for
station condition). We would instead monitor against a dashboard of
indicators, including both condition forecasts and activity plans, that

Network Rail must set out in its CP4 delivery plan.

These projections should represent sustainable efficient asset management
consistent with this determination, which is itself substantially based on
Network Rail's Strategic Business Plan and asset policies. If there is a
material departure from the projections in the delivery plan during CP4, we will
require Network Rail to explain this and to demonstrate clearly that it is still
complying with its asset management licence obligations.

The dashboard of condition indicators that we will use is extensive. Much of
its detail varies little from our current monitoring regime because it is
important to have continuity in the time series of the measures. It is also
important to have a clear baseline for the start of CP4, which means that
indicators must be well understood and consistently measured.
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4.66 We will not be using Network Rail’s asset stewardship index (ASI) to monitor
overall network condition. Network Rail has made some progress in refining
and improving the balance and disaggregation of component measures that
make up the ASI, and it is those individual elements that will provide the

primary focus of our asset monitoring. These measures are set out in detail in
table 4.
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4.68 We will also keep under review the progress Network Rail makes in delivering
its proposed activity volumes. This provides an important leading indicator of
future network serviceability.

CP4 delivery plan: change process

4.69 We confirmed in June 2008 that there should be a mechanism to allow agreed
changes to some of Network Rail’s disaggregated CP4 outputs to enable it to
flex its plans, in consultation with its stakeholders, to adapt to changing
circumstances and requirements. The process will not weaken Network Rail's
accountability for delivery. Train operators will have a key role in challenging
any changes proposed by Network Rail. We will, where necessary, review
proposed changes ourselves.

4.70

4.71

Certain projects have bespoke change control arrangements in place (e.g. the
Thameslink project), in these cases the existing process will apply but we will
investigate complaints and monitor overall delivery.

For other changes the change control process covers:

defined enhancement funds: where such funds (e.g. the NSIP and
Strategic Freight Network funds) have not been fully allocated when the
delivery plan is published, changes to the outputs which are agreed
through the relevant governance process may be made and should be
notified to ORR,;

performance: Network Rail may change a disaggregated performance
commitment where it has agreed this with the operator concerned (e.g.
through the JPIP process) and notified ORR,;

capacity: this applies to schemes in the delivery plan which are required
to deliver the capacity specifications of the England & Wales HLOS (but
not to those described as ‘specified schemes’ in our determination). If
Network Rail proposes a change to these schemes it must consult relevant
stakeholders (which may include operators and funders). It must provide
us with the results of its consultation and with analysis showing how the
proposed change is consistent with the HLOS requirements; this should be
based on the model which it has previously used to demonstrate
compliance of the SBP. We will approve the change if we are satisfied that
the HLOS requirements are still met, unless there are outstanding
stakeholder objections which we believe amount to legitimate grounds for
refusing the change, in accordance with our duties.

other enhancement projects: If Network Rail wishes to change its plans
for other enhancement projects it should consult relevant operators and
seek their agreement. It should provide ORR with the results of this
consultation. We will approve the change if we are satisfied that this is
consistent with the principles on which we originally included the scheme
in the determination, unless there are outstanding stakeholder objections
which we believe amount to legitimate grounds for refusing the change, in
accordance with our duties.

Office of Rail Regulation * October 2008



4.72

4.73

4.74

4.75

Determination of Network Rail’s outputs & funding for 2009-14

In our advice to ministers we said that there would be merit in enabling the
industry to ‘fine-tune’ the regulatory determination for Network Rail if it
became apparent that another party could contribute to delivery of an HLOS
output more efficiently. Our proposals were widely supported and we have
since engaged with stakeholders to explore the practicalities in more depth.
Implementing such changes should require the minimum of regulatory
intervention. We confirmed in June 2008 our belief that the best option is for
Network Rail to enter directly into commercial negotiations with relevant
operators — something it can do now. Our role is to facilitate this within the
wider regulatory regime. We are defining PR0O8 outputs and the regulatory
framework with flexibility to ensure that there are no obstacles to such ‘fine
tuning’. The change mechanism will be consistent with this approach. We will
make changes to the regulatory accounts so that any ‘fine tuning’ transactions
relating to capital expenditure and the RAB can be separately identified.

Network Rail's CP4 delivery plan may also include clear statements in relation
to aspirational output targets. Network Rail will be free to change these, but
must notify us and other interested parties of changes.

We expect that Network Rail will propose changes that already have the full
support of its stakeholders and it should provide evidence of this to us. This
will reduce the need for us to consult stakeholders separately and hence
minimise timescales for processing and consideration.

Network Rail should publish changes made in accordance with this process
on its website.

CP4 Delivery Plan notice

4.76

4.77

Condition 7 of Network Rail’'s network licence requires the company to
prepare a business plan no later than 31 March each year. Network Rail's
2009 business plan, the delivery plan for CP4, will serve as the plan to
describe how it will meet its obligations under this determination. It will
therefore need to show how Network Rail will deliver the full range of outputs,
both top level outputs specified by us and disaggregated outputs determined
by Network Rail after full consultation with its stakeholders.

Concurrent with the publication of this determination we are issuing a notice
requiring Network Rail to provide details of its final proposed outputs by the
end of February 2009.%° Network Rail, in its response to our draft
determinations, has stated that before this it will provide train operators with
draft output trajectories for CP4 in respect of performance, safety and the
possessions disruption index, plus draft route plans including proposed
enhancements. We expect such plans to include milestones for enhancement
projects. We will consider any outstanding objections to Network Rail’s

% A copy of the notice is included in this document as annex C.
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proposals and will assess them to ensure that they are consistent with this
determination.?’

Network Rail will then publish its finalised delivery plan by the end of
March 2009.

Environmental initiatives

4.79

4.80

4.81

4.82

Our sustainable development policy was published in April 2007. It
emphasised the important role that the industry has to play in developing and
maintaining a sustainable railway system and in promoting and enhancing the
sustainability and environmental advantages of travelling by rail as opposed to
other transport modes. Work being undertaken across the industry to achieve
this is now more important than ever.

Our sustainable development policy statement indicates that we will review
the need to introduce new targets and incentives to ensure that sustainability
issues are managed effectively across the industry. We are not setting
specific environmental output requirements for Network Rail in CP4, although
we will review this again for CP5.

The SBP contains a number of specific initiatives and associated targets on
environmental issues ranging from plans to reduce carbon emissions from
non-traction energy by 20% during CP4 to a 60% recovery or recycling of
non-track waste. These are worthwhile objectives and it is encouraging that
Network Rail is formally setting itself measurable targets. We also understand
that Network Rail is implementing initiatives to measure and improve its, and
the industry’s, environmental performance. These include improving fuel
efficiency / CO, emissions associated with maintenance and renewal activity,
the wider implementation of regenerative braking, the introduction of electricity
metering to facilitate more efficient driving by train operators, and climate
change adaptation.

We will continue to monitor critically Network Rail's progress against its
environmental initiatives.

27 We must check that the plan is consistent with the determination, but this will not amount
to ‘approval’ of the plan. It is not for us to approve Network Rail’s delivery plans.
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Maintenance and renewal
expenditure

Introduction

5.1

5.2

5.3

5.4

5.5

5.6

This chapter sets out our assessment of the expenditure that Network Rail
needs to maintain and renew the infrastructure during CP4. It explains how
we made this assessment and the reasons for our conclusions. It includes
references to issues that were raised in response to our draft determinations.

This part of the document is about what maintenance and renewal work we
believe Network Rail will need to undertake during CP4. It focuses on the
scope of its asset management programme and it discusses the volumes of
work that we consider to be justified. This is therefore our assessment of the
quality of Network Rail’s plans for managing the fixed infrastructure of the
railway and the efficiency of Network Rail’s decision making in the
specification and timing of the maintenance and renewal programmes.

In its response to our draft determinations Network Rail emphasised the
importance of maintaining flexibility to vary activity volumes where this is
necessary to deliver the regulated outputs efficiently. We agree; we are not
defining activity volumes as regulated outputs, but we will include them as an
important element of our monitoring activity in CP4 (see chapter 30).

Of course, to arrive at a revenue requirement it is then necessary to consider
what this work should cost. All references to costs in this chapter are on the
basis of ‘pre-efficient’ expenditure. This is what the work would cost fully
reflecting the efficiency gains that Network Rail will have made by the end of
CP3 but before taking into account the further improvement we believe it can
achieve as CP4 progresses (this is considered in chapters 7 and 8).

We then set the CP4 figures in the context of an assessment of the average
asset renewal expenditure that we believe would be required over the next
35 years to sustain the condition of the existing network. These long-run
figures are used to determine the amortisation allowance that forms part of
the calculation of Network Rail’s revenue requirement.

We have undertaken separate assessments to produce figures for England &
Wales and for Scotland, although of course much of the analysis — and hence
the commentary — applies across the whole network.

Network Rail’s plans

5.7

For the network as a whole Network Rail has proposed, in its SBP and the
update, pre-efficiency expenditure of £5.3bn on maintenance and £12.9bn on
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renewals during CP4 (of which £0.5bn and £1.5bn respectively are in
Scotland). Table 5.1 shows the breakdown of these plans by asset category.

Table 5.1: Network Rail’s CP4 pre-efficiency expenditure proposals

(2006-07 prices)

Network Rail’s
proposals for

Comparison with CP3

CP4
Infrastructure maintenance
Inspections plus reactive & Activity levels effectively
planned work on track, signalling, £5311m continue maintenance delivery
telecommunications, power ’ in line with the 2008-09
supply and plant & machinery volumes
Renewals
Track: plain line, switch & o .
crossing, drainage and off track £3,991m \C/:cF))I:l;mes 5—6% lower than in
works
Signalling: full and partial Total workload similar to CP3
renewals, life extension work, £ 565m but more evenly spread and
level crossing renewals, ERTMS ’ with different weighting of
expenditure activities
Telecommunications: o .
completion of GSM-R mobile ACt'V'tY lower than. in CP3 .
network, renewal of fixed £887m reflecting completion of major
’ o . FTN/GSM-R programmes
telecoms & station information .
during CP4
systems etc.
Electrification: AC & DC N .
distribution and contact £684m Significantly higher than CP3

i levels
equipment & system control
Civil engineering: all works
(except routine inspection) to Significantly higher than CP3

: £2,198m
bridges, tunnels, walls, earth levels
structures, coastal defences etc.
Opgratlonal property; Significantly higher than CP3,
maintenance and repair of .

: . . mainly due to the programme
stations, light maintenance £1,480m of work on major (managed)
depots, lineside buildings & : I 9

: : o stations
maintenance unit buildings
Plant & machinery: on frack £402m Slightly below CP3 levels
machinery and fixed plant
Other renewals: IT, corporate £731m Below CP3 levels

offices, miscellaneous schemes
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These figures compare with the equivalent CP3 figures of £5.9bn and £11.6bn
respectively. Two key issues for our assessment have therefore been to
investigate:

¢ why Network Rail believes it needs to undertake an even higher level of
renewal activity than in the current control period, during which it has
begun to tackle a bow-wave of asset renewals and generate significant
improvements in the performance and reliability of the infrastructure; and

e the industry’s ability to deliver the scale of activity now being proposed. In
addition to the renewal programme, CP4 will also see a much greater
scope of network enhancement that will drive significant additional
requirements for infrastructure activity.

Methodology

5.9

5.10

5.11

We have undertaken our assessment by means of a detailed analytical
process that began in earnest with Network Rail’s initial strategic business
plan in June 2006. Since then we have reviewed and challenged

Network Rail's business planning assumptions and methods, and judged the
extent to which we believe it has made a sufficiently robust and well justified
case for the expenditure and activities that it has set out in its SBP update and
in its response to our draft determinations.

Our assessment consisted of structured programmes of analysis to examine
the detail of the high level figures provided by Network Rail in its SBP in each
of the core expenditure categories. There were several key strands:

e the quality of the asset policies being applied to determine maintenance
and renewal activities, and their justification in terms of the extent to which
they represent an efficient minimum whole life cost approach;

e how activity volumes have been determined — either by bottom-up
specified items of work in planning ‘workbanks’ or (in the longer term) by
use of forecasting models. The infrastructure cost model (ICM) is the major
source of activity forecasting;

e consideration of the influence of data quality on activity forecasting;
o the efficiency of the activity costs used in the ICM;

e the quality of links between activities and projected outcomes, especially in
terms of the outputs Network Rail is required to deliver in CP4, e.g. train
performance; and

e the deliverability of the activity levels proposed.

Most of our analysis was progressed through extensive ‘challenge’ sessions
with Network Rail, to probe the basis for the SBP expenditure plans. In
several cases we carried out site visits and inspections to review the
justification for specific planned activities and to test how ‘on the ground’
evidence corroborated the approach put forward in the SBP. In this work our
in-house engineering expertise was supported by a technical panel of senior
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industry engineering experts; we also commissioned some specific
consultancy studies.

5.12 At the same time we developed a bottom-up assessment of the efficiency
potential in each main area of activity, looking (for example) at work mix and
delivery processes. This assessment provided key evidence to support our
determination of CP4 efficiency assumptions (see chapters 7 and 8).

Overview of findings

5.13 Detailed analysis of the proposed activity volumes and levels of expenditure in
CP4 follows in the main part of this chapter. Our overall view of Network Rail’s
SBP expenditure proposals can be summarised in three broad categories:

e those where the policies are clear, the modelling of CP4 activity volumes is
considered to be relatively robust and where those activity levels are in line
with, or even below, the emerging levels of activity in CP3. Track,
signalling, telecoms and plant and machinery renewals (representing 61%
of Network Rail’'s proposed renewals expenditure) fall in this category, as
does the proposed maintenance expenditure;

o those where there are also clear asset policies and we consider the activity
volumes to be relatively robustly modelled, but where the proposed level of
activity in CP4 is significantly higher than equivalent levels in CP3.
Electrification and operational property (17% of Network Rail’s proposed
renewals expenditure) fall into this category; and

o those where Network Rail has proposed significant increases in renewals
but in our judgment, either through policy definition and/or application and
issues within its modelling, it has not produced evidence that substantiates
its case. This applies especially to civil engineering expenditure plans
(17% of Network Rail's proposed renewals expenditure).

Responses to draft determinations

5.14 Few respondents commented on this aspect of our draft determinations and
those who did were largely supportive. Network Rail disputed a number of our
conclusions and we address their responses in the sections dealing with the
relevant asset types.

Asset policies

5.15 The full suite of Network Rail’s revised asset policies and supporting policy
justification documents was published with the SBP. Using our independent
asset management reporter we have carried out a major review of these key
documents to assess (a) how Network Rail’s policies have progressed, (b) the
extent to which they substantiate the technical solutions and planned
maintenance and renewal interventions and demonstrate that they are the
most economically efficient, minimum whole life cost solutions and (c) the
further opportunities to develop and improve the policies in future.
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Network Rail has made progress in documenting its asset policies
consistently and in seeking to align them with the business requirements of
different parts of the network. Some are better developed than others, and
Network Rail has sensibly focused on the assets (especially track) that are
most business critical and for which proposed expenditure is greatest.
Detailed points about individual policies are discussed later.

However, we remain disappointed that Network Rail has not made more
progress in developing life cycle cost analysis to support its policy choices in
all asset categories. It has made a start but more needs to be done to put the
asset management regime on a more robust footing. For this review, although
we have sought to reach conclusions about minimum whole-life expenditure,
we have not seen analysis that unequivocally confirms the CP4 plans to be
the most efficient, minimum whole life solution for Britain’s railways.

Infrastructure cost model

5.18

5.19

5.20

Network Rail's ICM has been a key tool, translating Network Rail’s asset
policies into activity and expenditure projections. It has been under
development since 2005. The first version was used to prepare the ISBP;
further development led to version 2 that was used to prepare the SBP. The
ICM forecasts activity levels, costs and outputs at a fairly detailed level across
the network (some 300 ‘strategic route sections’) over a 40 year period.

The development of the ICM is a significant undertaking and overall we are
pleased with the progress Network Rail has made. In particular, we welcome
the closer working between the ICM development team and the engineering
teams in Network Rail.

We asked the independent reporter, Halcrow, to complete an audit® of the
model’s computational accuracy. This uncovered no errors that materially
impacted overall expenditure forecasts. It did however uncover several errors
that affected the accuracy of model calculations, and Network Rail corrected
these in the version of the model that accompanied the SBP update.

Track renewals

Overview

5.21

5.22

Network Rail proposed a slightly lower level of track renewal activity in CP4
than it will have delivered by the end of CP3. Its pre-efficiency expenditure
proposal is £3991m to deliver the core volumes shown in table 5.2.

Delivery of track renewals in CP4 is expected to change significantly from the
delivery processes employed in the current control period. Notwithstanding
moves towards the seven day railway concept discussed in chapter 9,
Network Rail is expecting to improve efficiency and productivity by

2 Audit of ICM v2, Halcrow, March 2008. This may be accessed at
www.rail-reg.gov.uk/upload/pdf/pr08-halcrowaudit-130308.pdf
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implementing modular plain line and switch and crossing renewals methods
and by introducing more high output track renewals equipment. This
determination takes these changes into account.

Table 5.2: Network Rail’s core track renewals volume proposals for CP4

0,
CP4 volume proposed by SRR ETEL 2 @f
. network renewed or
Network Rail
treated
Rail 4146 km 2.7%
Sleepers 3459 km 2.2%
Ballast 3769 km 2.4%
Switches & crossings 2248 units 2.3%
(equivalent units) (1795 full renewals) (1.8% fully renewed)

5.23 Network Rail proposes a significant increase in track drainage renewals, with
CP4 expenditure rising to approximately £100m (pre-efficiency). We welcome
this as an important means of improving the condition and reliability of the
track whilst also reducing its life cycle costs; we have made no adjustment to
this element of the proposed expenditure. Two train operators particularly
supported this approach in their responses to our draft determinations,
emphasising how poor drainage has exacerbated the impact of flooding.
Although Network Rail has argued that life cycle financial benefits will take
time to emerge, we expect to see the performance benefits emerging much
more quickly in CP4. We also expect Network Rail to have in place adequate
monitoring so that it can demonstrate how this drainage expenditure is being
used and the benefits that it generates.

Assessment

5.24 Overall we have concluded that there is a considerable and persuasive body
of evidence that broadly supports the activity volumes proposed by
Network Rail. In particular, we note that:

e the track asset policy appears to reflect a soundly judged, evidence based
approach to managing the track system. Our review concluded that it is
one of the most robust asset policies, founded on sound engineering
principles and differentiating well between asset management regimes and
output requirements for different types of route. For example, Network Rail
plans to undertake a greater volume of partial renewals of switches and
crossings on certain non-primary routes than it has previously carried out;

e forecasting of track renewal volumes in the ICM is generated by applying
typical service life assumptions. We have used the independent reporters
and our expert technical advisers to review these assumptions; their work
has enabled us to conclude that the model uses sensible rules to reflect
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asset condition and observed deterioration, thus generating realistic
forecasts of future renewals volumes;

e the accuracy of track system data (e.g. GEOGIS) has been improved
recently. While we still retain some concerns about overall data quality, we
do not consider that this is of sufficient significance to create substantial
errors in activity forecasting in the ICM;

e the annual percentages of asset renewal indicate realistic steady state
component lives in the region of 35 — 45 years; and

e there is a bow-wave created by peaking of the renewals cycle, where track
renewed in the 1970s/1980s requires replacement because it is becoming
life expired and an increasing performance risk on the primary routes. The
increase in renewal volumes during CP3 has begun to address this, and
although volumes in CP4 are somewhat less we expect this age profile to
remain a significant influence on activity levels for the next few years. The
proposed rate of renewal (2.2% - 2.7% per annum) is in the range that we
would expect to see during CP4, given that rates of renewal during the late
1970s and early 1980s are known to have run as high as 3% per annum.
Beyond CP4 we expect track renewal volumes to fall steadily, and we
have reflected this in our long run average expenditure assessment.

5.25 However, we are making minor reductions to the volumes of plain line track

5.26

5.27

renewals proposed by Network Rail because we believe that:

¢ there are further opportunities to reduce the amount of plain line renewal
by local engineers applying objective risk-based criteria to prioritise
renewals. For example, we believe that some rail on lower category
primary routes is being removed simply because the policy requires it,
even though the defect history does not suggest it to be necessary.

e increased attention to drainage, better maintenance, improving standards
of renewal and more consistent application of policies in the specification
of work to minimise whole life costs should all lead to better reliability and
longer asset lives (although we accept that the principal asset life benefit
will be in subsequent control periods).

The first point is demonstrated by evidence from our site sampling of
proposed track renewal works that have been fully specified and are in the
workbanks for 2009-10. Since the draft determinations, our track consultant
has inspected further plain line sites on primary routes. His consolidated
report describes 36 inspections, of which 25 are for the 2009/10 workbank
and therefore have been peer reviewed within Network Rail to validate the
proposals. Of these 25 sites, our consultant judged two to be scheduled five
years prematurely, four to be justified in their timing but over-scoped to some
degree, and two to be under-scoped.

We have discussed these findings with Network Rail. It claims that the
proposed works are driven by performance considerations rather than solely
by engineering condition, but it has not been able to furnish any performance
data or whole life cost analysis to justify its proposals.
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Network Rail also does not believe this to be evidence that it is over-stating
aggregate volumes in its modelling. Whilst we agree that ICM forecast
volumes are based on broadly appropriate service lives, the inspections
indicate to us a marginal tendency to apply over-conservative service life
assumptions and to opt for a renewals solution where a more cost effective
maintenance regime is still viable, particularly considering the lack of objective
criteria available to local engineers in reaching consistent priorities for the
renewal job-bank.

We therefore continue to believe that the proposed expenditure on track
renewals in CP4 is a little higher than is necessary with consistent application
of good engineering judgment, and we confirm that we have assumed a 5%
reduction on the figures on the SBP.

In our draft determinations we reduced the figures for full and partial renewals
of switches and crossings by 5%. We believed there was a general
over-scoping of S&C work as Network Rail’s track asset policy appears to
preclude partial renewals on primary routes. Evidence from our site
inspections indicated that partial renewals were possible on the lower
spectrum of primary routes without affecting reliability.

Network Rail challenged this reduction in its response, and noted that their
modelled expenditure actually allowed for such partial renewals. They have
stated their intention to specify partial renewals on primary routes in CP4 and
to re-word the asset policy accordingly. We accept this and have now
accepted the S&C renewal volumes proposed by Network Rail.

Deliverability and efficiency

5.32

5.33

Since the proposed volume of track renewal in CP4 is rather less than current
levels we do not believe that resourcing issues would constrain delivery.

Delivery efficiency will be the subject of considerable change during CP4. In
addition to the increasing introduction of modular renewals techniques for
both plain line and switches and crossings, we note that efficiencies will also
be driven by work mix and Network Rail’s selected renewals methods. We
believe that the company renews too much ballast using expensive full
excavation rather than more cost effective ballast cleaning methods. We have
taken this consideration into account in our efficiency analysis.

Conclusions

5.34

5.35

Taking these factors into account, we have concluded that plain line renewals
should be reduced by 5%, but there should be no reduction for other volumes
such as switches and crossings, drainage or ballast cleaning.

On this basis, the required pre-efficient expenditure for track renewals during
CP4 would be £3,869m, a reduction of £123m on Network Rail's SBP figure
(compared with a reduction of £171m in the draft determinations).
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For the network as a whole, the adjustments we have made lead to the

expected volumes of major asset renewals shown in table 5.3.

Table 5.3: Assessed volumes of major track asset renewals in CP4

Average annual volume Indicative total volume
Rail 788 km 3940 km
Sleepers 659 km 3295 km
Ballast 744 kKm 3721 km
_ . 359 units (full renewal) 1796 units (full)
Switches & crossings . ) )
188 units (partial renewal) 940 (partial)

Scotland

5.37

5.38

5.39

In reaching a view of track renewals in Scotland, we believe that the same
issues and conclusions should be applied to Network Rail’s plans as they
address the Scottish network. We have therefore made corresponding
adjustments which have the effect of reducing Network Rail's proposed
expenditure on track renewals from £407m to £395m.

This equates to 10.2% of the network total. We are satisfied that this is a
realistic figure because:

e the previous tendency of the ICM to overstate renewals volumes on rural
routes that can be effectively maintained by ongoing component
replacement rather than large-scale renewals (of which Scotland has a
higher proportion than average) has been corrected; and

e our work in 2005 to calculate the disaggregated proportion of expenditure
on the Scottish network showed that it has 10.2% of the total population of
switch and crossing units and 13.4% of plain line track km. When weighted
to reflect the greater extent of rural and freight railway in Scotland, the
latter figure was adjusted to 11.7%. Given the volume of primary route
renewals in England & Wales in the next few years, we consider that for
Scotland’s share to lie below this figure is appropriate for CP4. However,
although we expect Scotland’s track renewal volumes to stay steady in
future, reducing volumes elsewhere will mean that Scotland’s percentage
share is expected to rise above 10.2% in later control periods.

Within this expenditure, we have not identified any factors that would lead us
to conclude that the mix of track renewal activities in Scotland should be any
different from that for the network as a whole. This means that we expect to

see Network Rail delivering 10.2% of the volumes shown in the above table.
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Civil engineering

Overview

5.40

5.41

5.42

5.43

5.44

5.45

5.46

In its SBP, and again in the update, Network Rail put forward a case for
pre-efficiency expenditure on civil engineering structures of £2198m during
CP4. This compares with a projected CP3 spend, converted to the same
efficiency level, of £1630m implying a volume increase of around 35% in CP4.

ACRO03 increased funding for civil engineering asset renewals, because we
concluded that the previous level of expenditure was inadequate to maintain
the condition and capability of the network’s engineering structures for the
long term. We have not changed that opinion, but in this assessment we have
to consider whether there is a case for increasing this activity still further.

The proposed increase is not spread equally across all types of structure. By
far the largest element (42%) of the proposed expenditure in CP4 is for repair
and renewal of underbridges, in particular to deal with what Network Rail
claims to be a continuing decline in the condition of metal bridges. The SBP
shows an increase in this expenditure in CP4 which, allowing for increasing
efficiency, we estimate to represent a 50% increase in activity volumes.

Of the remainder of the expenditure proposed, overbridges account for 16%,
earthworks (cutting slopes and embankments) for 17%, tunnels and major
structures for 7% each and the balance for footbridges, retaining walls,
drainage culverts and coastal defences. Although Network Rail proposes a
significant increase in overall expenditure in CP4, it proposes to spend 19%
less on earthworks than in CP3.

Network Rail has essentially continued to apply the policy approach first used
to inform our ACRO3 conclusions. The basic principles are the same, although
there has been some modification to the wording of the two key asset
management policies — B and C.

Policy B defines the asset management regime that will “maintain the asset
condition and capability by carrying out interventions that achieve the lowest
whole life cost without incurring condition led operational restrictions to the
railway”. Network Rail proposes to take this approach on all primary,
secondary and London & south east routes.

Policy C defines a less onerous regime that will “allow assets to deteriorate
until interventions are essential to maintain safety standards or raise
performance levels to an acceptable level for continued railway operation.
When work is required it should restore an acceptable level of performance
and minimise the remaining whole life cost of the asset.” Network Rail
proposes to take this approach on rural and freight only routes.
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Assessment

5.47 The key issue has been to understand the strength of Network Rail’s case for
a further increase in activity volumes in CP4. We have examined the
robustness of the modelling methods used to support the SBP. We have also
used performance indicators and site observations to assess the overall effect
of the volumes of work carried out during CP3, and hence to judge the extent
to which we believe Network Rail has achieved a steady state regime for
structures.

5.48 Network Rail has undertaken considerable development of its structures
modelling tool CECASE (Civil Engineering Cost and Strategy Evaluation) in
recent years. This has been extended to model a much greater proportion of
the structures portfolio than the previous SACP (Structures Annual Cost
Profile) model. It now produces activity forecasts for 80% of all structures, with
the remainder (e.g. major structures) being forecast ‘bottom-up’ based on
individual asset management plans.

5.49 CECASE forecasts network-wide activity volume by extrapolating from
detailed case studies that examine the relative costs of applying different
policy options (and therefore various alternative scenarios for the scope and
timing of engineering interventions) for the repair and renewal of a sample of
structures. Even though CECASE draws on a greater volume of sample data
than was available five years ago, our assessment has identified a number of
issues about the robustness of the model’s predictions. The major issue
relates to the robustness of the volume and expenditure requirements
generated, given that it still relies on a relatively small sample of structures.
Sources of uncertainty include assumptions relating to the position of a
structure in its lifecycle, likely interventions, rates of degradation, accuracy of
the unit costs, policy assumptions and the accuracy of engineering judgments
made by engineers and modellers.

5.50 In making its case for a significant increase in expenditure, Network Rail
states that the condition of its metal underbridges is still in decline. It seeks to
make a network-wide case by reference to a limited number of repeat SCMI
(Structures Condition Marking Index) scores of structures at the poor end of
the condition spectrum which appear to show significant deterioration over
quite a short period, and it applies this evidence to suggest that there is a
significant risk of rapid deterioration of an increasing number of structures
unless the level of activity is increased substantially. Without that,

Network Rail argues that declining asset condition could create significant
performance impacts and unmanageable activity volumes beyond CP4.

5.51 We have examined Network Rail’s case in depth. The operation of any
modelling tool that seeks to predict the condition and deterioration of such
long life structures is complex. We recognise the progress that Network Rail
has made in developing and extending CECASE to provide more robust
forecasts, and we would encourage Network Rail to continue to improve and
refine it for the future.
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At this stage, however, we retain concerns about the statistical accuracy of
the outputs from this model. The independent reporter’s assessment
suggested that the overall tolerance of the model is +/- 15 to 20%.

We continue to be concerned that the model remains poor at predicting the
outputs (such as performance impacts, network capability restrictions and
future condition scores) that would result from any particular volume of repair
and renewal activities.

We are unconvinced by the use of a very small sample of SCMI scores to
justify a major increase in expenditure on metal underbridges. We remain
concerned that some of the early SCMI scores, upon which Network Rail's
case relies to demonstrate a rate of deterioration, were not produced with
sufficient accuracy to be reliable. Indeed, in other discussions Network Rail
has itself made this very point. We consider that on this basis alone it would
not be prudent to justify a major increase in expenditure. Progress in
understanding this better has not been helped by the decline in the rate at
which Network Rail has been carrying out SCMI scoring in 2007-08.

Several other elements of civil engineering expenditure are modelled in
CECASE, and in these cases too we are unconvinced by Network Rail’s
arguments for increased expenditure. These include:

e overbridges: Network Rail has not made any specific separate case for
expenditure on overbridges, relying on the general issues of expenditure
on bridges that are discussed above;

o footbridges: Network Rail has acknowledged that it made an error in
double-counting many station footbridges that are also considered as part
of the operational property portfolio; and

e culverts: Network Rail has presented no evidence of any rapid decline in
the condition of culverts, and as with bridges we have concluded that a
significant increase in funding for repairs is not justified particularly as most
culverts are of masonry construction. We also note that repair costs were
based on limited data. This decision does not reduce funding for culvert
clearance, which is included as ‘other’ expenditure. One TOC was
concerned that increased culvert cleaning would increase the risk of
collapse, but regularly cleaned culverts will not restrict flow in time of flood
and are less likely to suffer damage from floodwater.

We have therefore concluded that although the CECASE model provides
informed and useful analysis of future activity volume and expenditure
requirements, it does not yet do so with the robustness that we consider
necessary for us to be able to treat its outputs with sufficient certainty.

Our view that a major increase in expenditure is not justified is supported by
‘on the ground’ evidence. We particularly note that:

e the operational performance impact of structures condition (e.g. associated
with condition related speed restrictions) has reduced considerably;
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o the general condition of the structures we looked at during site visits in
Scotland and in south London indicates that Network Rail’s structures
engineers are succeeding in applying sensible whole life policy
interventions equating to policy B as intended when we set CP3 funding;
and

e structures in Scotland that have been subject to capability restrictions for a
number of years are now being repaired and improved.

In its response to our draft determinations, Network Rail stated that we have
applied a lower policy choice to arrive at a forecast expenditure that is lower
than its SBP. That is not the case. We support application of the policies as in
Network Rail's Asset Policy document and consider that our determination
provides adequate funding for its implementation. However, as we made clear
in our draft determinations, we do not accept that CECASE analysis yet gives
reliable estimates of the activity and expenditure levels necessary to achieve
this. Network Rail has not provided any further evidence to support its
CECASE outputs since we published our draft determinations.

For other categories of structure (e.g. tunnels and major structures), the SBP
figures are not derived from CECASE but are forecast individually. We have
conducted a number of inspections and audits of these programmes to
confirm the proposed cost profiles in the long term.

Conclusions

5.60

5.61

5.62

5.63

For those asset types where the SBP is based on bottom-up assessment
(maijor structures, tunnels, rock cuttings and 'other' items such as culvert
clearance and management of old mine shafts) we have, with only minor
revisions, accepted Network Rail’'s proposed levels of expenditure.

For asset types where the SBP relies on CECASE, we have taken a different
approach. We believe the evidence points towards the sufficiency of existing
levels of funding, within which Network Rail has been delivering
improvements in the overall condition of structures, and we find no case to
support a further increase in expenditure beyond the exit level at the end of
the current control period.

We therefore conclude that for CP4, funding to maintain the majority of civil
engineering assets (underbridges and overbridges, earthwork structures
except rock cuttings, retaining walls, coast and estuary defences and culverts)
should be held at the level reached in the final year of CP3. Taking into
account that this expenditure has been ramping up over the course of CP3,
this will still enable Network Rail to fund a higher total volume of activity than
in the current control period. We see no justification for the assertion in its
response that there will be increased risk of structures TSRs.

In making this decision, we are effectively providing Network Rail with more
funding for earthwork structure repairs and remedial works to coastal and
estuarial defences in CP4 than it sought. Given the sensitivity of these
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structures to extreme weather events, we believe that continuation of existing
levels of expenditure instead of the reductions that Network Rail proposed is a
sensible provision for dealing with the effects of climate change.

The general heading ‘other’ in the table below includes such diverse items as
culvert clearance, investigation of ancient mines liabilities, and costs of closed
and mothballed assets.

In its consultation response, Network Rail states that we have reduced
funding below 2008/9 levels. This is misleading. For assets where the SBP is
based on CECASE, with the sole exception of footbridges where Network Rail
has acknowledged an error in its numbers, we made provision for CP4
expenditure based on Network Rail’s forecast expenditure for 2008/9. In some
cases (earthworks, retaining walls and coastal/estuarial assets) this leads to
higher funding in CP4 than shown in the SBP. For the other assets where
Network Rail has adopted a bottom up approach, we have accepted its SBP
figures. Our figures for pre-efficient CP4 structures expenditure per annum
are marginally (3.5%) less than Network Rail's forecast expenditure in 2008/9.
In the key area of underbridges our funding provision matches the peak CP3
spend forecast for 2008-09.

Table 5.4: Our conclusions on pre-efficiency structures expenditure

fzrgoa o CtP3I cP4SBP | cP4oRR | CP4ORR | 54 0RR
Jub- actual* England
Underbridges 638 923 675 573 102
Overbridges 254 361 283 240 43
Earthworks 471 383 462 358 104
Major 147 144 144 49 95
Structures

Tunnels 127 146 146 136 10
Culverts 35 55 37 27 10
Footbridges 36 48 17 15 2
Retaining 30 23 30 25 5
walls

Coast/estuary 8 23 8 o5 3
defences

Other 0 92 73 57 16
Total 1,766 2,198 1,895 1,505 390

* Network Rail’s actual expenditure from 2004-08 plus its forecast for 2008-09.
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Scotland

5.66 Inreaching a determination for Scotland we have (except where figures are
calculated bottom-up) used the modelled CECASE distribution of expenditure
across the network and have applied this to our conclusions on the
appropriate total expenditure.

5.67 On this basis Scotland’s share of CP4 expenditure on civil engineering is
20.6%. In our 2005 analysis of the disaggregated proportion of expenditure on
the Scottish network, we calculated the weighted proportion of civil
engineering assets in Scotland at 16.9%.

5.68 The chief reason for this difference is the major expenditure planned for the
Forth and Tay Bridges. Measured by length, Scotland has more than 40% of
the network’s major structures and both these bridges will be subject to major
maintenance and repair programmes in CP4. In later control periods the scale
of this expenditure is expected to drop significantly, and it will considerably
reduce Scotland’s share of the long-run civil engineering expenditure.

Signalling
Overview

5.69 Network Rail has proposed pre-efficiency expenditure of £2565m for
signalling renewals in CP4, as shown in table 5.5.

Table 5.5: Network Rail’s proposals for pre-efficient signalling renewals
expenditure in CP4

Network Rail’s
Activity proposals % of total
(Em, 2006-07 prices)

Conventional resignalling (full & partial) £1,282m 50%
Minor works & life extension £468m 18%
Level crossing renewals £220m 8%
ERTMS £350m 14%
Mechanical locking refurbishment £50m 2%
Other (safety and central costs) £195m 8%
Total £2,565m 100%

5.70 Just over half of the expenditure is for the planned renewal of 5971 signalling
equivalent units (SEUs).?? Most of this is complete renewal of interlockings,

29 , oo . . .
An SEU defines a controlled unit of infrastructure, such as a signal or set of points and is
a convenient and consistent method of measuring overall renewal volumes.
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but it includes some partial equipment renewals. This volume of work is
almost identical to the total we expect to have been delivered during CP3,
although as table 5.6 shows the CP4 workload is rather more stable than the
peaks and troughs that have characterised the current control period.

Table 5.6: Network Rail’s proposals for SEU renewals in CP4

2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 Total
Conventional 1291 987 1372 828 1100 | 5578
SEU renewals
SEU renewals —
ERTMS 0 0 36 0 357 393
5.71 ERTMS funding is to cover continuing development costs, trials, initial roll out

5.72

and train fitment costs. Although the expenditure planned for CP4 is relatively
low, the gathering pace of the development programme is a key issue for the
control period. The emerging proposals for implementing ERTMS have
strongly shaped the scope and timing of the condition-led conventional
signalling renewals programme, to the extent that Network Rail has reduced
its forecast SEU volumes from almost 9500 in its ISBP. At the same time it
has increased the scope of the minor works and life extension programme to
provide effective migration towards ERTMS implementation.

Renewals only represent part of the overall signalling workload in CP4 as
there will be significant work associated with the enhancement programme.
Taking renewals and enhancements together the volume of work in CP4 is
estimated to be 9680 SEUs with annual levels between 1600 and 2400 SEUs,
peaking in 2011-12. A key issue for CP4 is the deliverability challenge that
this poses to Network Rail and its suppliers.

Assessment

5.73

5.74

Unlike other asset types, forecasting of signalling renewal volumes is not
reliant upon statistical modelling. Network Rail’'s SICA (Signalling
Infrastructure Condition Assessment) tool is a well established procedure for
assessing the condition and estimating the remaining life of its signalling
installations. This means that it is able to generate a future work plan with
robust information about the scope, timing and priorities of re-signalling
activities based on the condition and performance of individual interlockings.

We reviewed this process in detail during the course of the medium term
signalling review>® and we are satisfied that its application in generating
signalling renewal volumes for CP4 remains sound. We have also carried out
further review of the scope and proposed timing of re-signalling schemes
within Network Rail’'s workbank to confirm that its scope is justified.

30 Signalling Review: final conclusions of the medium-term review, Office of Rail Regulation,
December 2005. This may be accessed at www.rail-reg.gov.uk/upload/pdf/269.pdf
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With ERTMS implementation expected to gather pace, it is important for this
review to ensure that the bottom-up generated plans for conventional
signalling renewals are consistent with the emerging programme for rolling out
new train control technology and equipment. We have reviewed this and are
satisfied (a) that the total SEU volumes for conventional renewals broadly
reflect a necessary and realistic plan, and (b) that partial renewal volumes and
life extension activities reflect sensible proposals to maintain the signalling
infrastructure on those routes where ERTMS is due for early completion and
hence where full scale conventional renewals would be inappropriate.

We have been monitoring the ERTMS programme as Network Rail, with key
stakeholders and the wider industry, has been developing the business case
and implementation plans. We are satisfied that the SBP represents a realistic
projection of expenditure in CP4.

Network Rail has recently improved its knowledge about the condition of level
crossings on the network and how it applies that knowledge to forecast level
crossing renewals. Its plans for CP4 represent a doubling of current activity
levels to an average of 40 crossings a year.

Minor works and life extension schemes account for almost one fifth of the
signalling renewals expenditure proposed by Network Rail. In our conclusion
to the medium term signalling review in December 2005, we noted that the
minor works workbank was not justified as robustly as the major project work
and that there were no clearly defined metrics for costing minor works. We
said “we expect Network Rail will have improved the consistency and
transparency of its planning processes in time for the long-term review”.

We are disappointed that Network Rail has made little further progress in
building that transparency. Despite having established a reasonable structure
for defining and costing specific activities, the ICM does not provide a
breakdown of activities in this category. When we challenged this,

Network Rail reviewed the plans in the SBP and reduced its expenditure
proposals by approximately £100m in the SBP update. The proposed
expenditure is now broadly in line with the level of minor works and life
extension expenditure in the final two years of CP3.

Conclusions

5.80

5.81

On the basis of this assessment we are satisfied that Network Rail has
provided substantial justification for the scope of signalling renewal work
included in its SBP as updated. The one area where we consider it has failed
to justify its plans is for minor works and life extension schemes. However, in
reaching our conclusions we have taken into account that we sampled these
activities in the 2005 medium term signalling review and established
reasonable confidence that the volumes at that time were justified, and that
proposals for CP4 are now consistent with the final years of CP3.

We have considered two factors affecting the key issue of deliverability. The
first is the scale of the challenge to the resources of Network Rail and its
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suppliers posed by the overall signalling renewals and enhancements
programmes. We have also noted that Network Rail has consistently under-
delivered against its planned volumes during CP3: the CP4 activities include
signalling renewals that have been deferred from CP3. Despite such slippage,
Network Rail has been able to continue to reduce the number of failure
incidents involving signalling equipment.

5.82 We consider it likely that Network Rail will need to make further deferrals of
signalling renewals during CP4, not least as it implements the lessons learned
about avoiding over-extending its resources following recent project overruns.

5.83 We have therefore concluded that it is appropriate to provide for a reduction of
5% in signalling renewals expenditure. This adjustment has been made to all
elements of expenditure except for the safety component of the ‘other
expenditure’ category (£65m pre-efficiency) and the forecast ERTMS
expenditure. This determination funds those plans in full.

5.84 This reduction means that we expect the total number of SEUs to be renewed
in CP4 to be approximately 5300, with no change to the additional 393
renewed by early implementation of ERTMS.

5.85 Inits response to our draft determinations, Network Rail argued that if the
volumes of full signalling renewal are reduced then the volumes of minor
works should be increased to extend the operational life of the assets. This
principle is not in question, but in reviewing the merits of Network Rail’s case
our judgment continues to be influenced by lack of transparency in the
breakdown of minor works expenditure. This determination provides a level of
funding for minor works and life extension that has been deemed sufficient in
the past, with lower levels of renewals than those now projected for CP4, and
we are therefore making no change to the figure we previously published.

5.86 The outcome of our assessment is summarised in table 5.7.

Table 5.7: Our conclusions on pre-efficiency signalling renewal expenditure for

CP4

£m Network Rail SBP ORR

(2006-07 prices) (April 2008) determination

Conventional resignalling (full & partial) 1,282 1,217

Minor works & life extension 468 444

Level crossing renewals 220 209

ERTMS 350 350

Mechanical locking refurbishment 50 47

Other (safety and central costs) 195 187
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Total 2,565 2,454

Scotland

5.87 We have assessed signalling renewals expenditure in Scotland during CP4 to
be £163m, 6.6% of the network total. Although this is well below the 11.7% of
signalling assets that are on the Scottish network, it reflects the nature of the
renewals history and age profile of these assets. CP4 is a low point in the
profile of renewals in Scotland. In its SBP Network Rail proposed to renew
199 SEUs in Scotland.

5.88 In future control periods we expect this balance to change substantially. Our
long run calculations show the Scottish element of signalling renewals to rise
to a range of 12 — 17% of the network total in CP5 — CP7 before dropping
back to lower percentages from CP8.

Telecommunications
Overview

5.89 Network Rail proposed pre-efficiency CP4 expenditure of £887m in its SBP.
This is less than the £1.02bn that it expects to spend in CP3 because major
programmes (replacement of the fixed telecoms network, FTN and
development of the mobile communications network GSM-R) are due to be
completed during CP4.

590 The FTN and GSM-R projects account for two-thirds of proposed CP4
expenditure (£594m pre-efficiency). Both projects are well established and
have been the subjects of previous efficiency reviews. The remainder of the
expenditure is for station information and security systems, driver-only CCTV,
cables and cable routes, telephone concentrators and voice recorders.

5.91 Network Rail’s expenditure on GSM-R includes funding most train cab fitment
on behalf of the train operators. We have some concerns that current
arrangements make it difficult for Network Rail to optimise cost efficiency.

Assessment

5.92 Since the draft determinations, the extent of slippage of the GSM-R
programme has become clearer. Some £253m of expenditure, previously
expected to take place in CP3 will now fall into CP4. This determination
provides for that work to be funded in CP4 and an appropriate adjustment will
be made to the RAB to ensure that Network Rail is not funded twice.

5.93 Under its franchise agreement, South West Trains has responsibility for
funding its cab fitment of GSM-R. As a result, we have deducted £6m from the
anticipated final cost of the overall programme.
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5.94 We have considered the justification for the planned scope of telephone
concentrator renewals during CP4. We consider that the commissioning of
GSM-R should give the opportunity for reducing the amount of lineside
communication equipment such as signal post telephones. While no decisions
have been taken on this issue, we believe it is appropriate to make a small
adjustment to the proposed expenditure on concentrator renewals.

5.95 Inits response to our draft determinations, Network Rail accepted that the
number of signal post telephones will reduce during CP4. However, it argued
that we had not allowed for decommissioning costs, which it estimated at
£3m. Although these costs were not specifically identified, we believe that our
adjustment adequately reflects the net savings likely to result and we have not
made any further change to the figure in the draft determinations.

5.96 We have made no other adjustments to Network Rail’s proposals.
Conclusions

5.97 With the adjustments outlined above, we have assessed pre-efficiency
funding for telecom renewals to be £710m plus £253m deferred from CP3.
This funds in full Network Rail’s plans for completing renewal of the fixed
telecoms network and commissioning GSM-R during CP4.

5.98 The element of this expenditure in Scotland is £98m plus £34m deferred from
CP3, which is 13.8% of the national total. This is above the proportion of
telecom assets that we calculated in 2005 (9.3%). However, we are satisfied
that this is realistic given that GSM-R will require a greater volume of
infrastructure in Scotland than the present telecoms provision (NRN).

Operational property
Overview

5.99 Inthe SBP update Network Rail proposed pre-efficiency expenditure of
£1480m for maintenance, repair and renewal of its operational property
assets in CP4. Although a reduction from the figure in the SBP, this still
represents a substantial increase over the projected CP3 outturn of £1073m.
Table 5.8 shows how this is divided across the portfolio; station property
accounts for much the largest part (85%).

Table 5.8: Network Rail’s proposed pre-efficiency operational property
renewals expenditure

£m (2006-07 prices) SBP update proposal % of total
Managed stations 483 33%
Franchised stations 767 52%
Light maintenance depots 73 5%
Lineside buildings 89 6%
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National distribution depots 4 0.2%
Maintenance unit buildings 64 4%
Total 1,480 100%
5.100 Network Rail has improved its asset management processes for operational

5.101

5.102

5.103

property during the course of this review, and we have been able to build
greater confidence in its expenditure forecasts as the review has progressed.

One key step has been the publication of an operational property asset policy
in October 2007, separating it from previous versions that were incorporated
with the civil engineering policies. We regard this as a sensible and positive
step. Although civil engineering structures and the fabric of the operational
property portfolio share the characteristics of long asset lives and asset
management regimes that concentrate heavily upon maintenance and repair
rather than full scale renewal, the key drivers of policy for much of the stations
portfolio are likely to be very different from the policies that shape the asset
management regime for bridges, for example.

Such a distinction is exemplified by the output requirements for operational
property during CP4. Whereas we set no condition targets for any other type
of infrastructure asset (although their performance will have to contribute to
achieving the regulated requirements for PPM and train delays) we do require
Network Rail to meet the target of maintaining steady state condition across
the population of franchised stations (see chapter 4).

Network Rail has consistently said that current expenditure on its operational
property assets is insufficient to maintain them in steady state condition. It has
argued this strongly for the 2480 franchised stations and has provided
evidence to support its case.

Assessment

5.104

5.105

Our assessment focused on three particular aspects: the definition and
application of its asset management policies, the quality of the asset data that
was driving the forecasting of activity volumes and the linkage between the
proposed scope of work and the projected outputs.

The asset policy defines three options for managing operational property:

e Policy A: asset management encompassing the renewal of complete
assets which deliver greater functionality and business value;

e Policy B: asset management maintaining current levels of functionality and
business value; and

e Policy C: asset management representing the minimum level of
intervention to efficiently maintain health and safety and operability in the
short-term.
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We challenged Network Rail about how it had applied these policies in
modelling expenditure. We were concerned that application of policy A to
some stations appeared to include expenditure in the renewals programme
that would actually fund enhancement.

We were also concerned about the quality of the data used to model the
future activity levels in the SBP. Not only did we find that the source data did
not represent Network Rail’s latest asset condition surveys, but we also
concluded that the modelling was making some significant errors in its
assumptions about the size of the asset population.

These issues led us to the view that the SBP overstated CP4 expenditure
requirements to a considerable degree. However, we believe that

Network Rail has taken important steps to address these issues. Its SBP
update substantially reduced the overall expenditure plans. The chief changes
were:

e to how the asset policy is applied to franchised stations. Policy A is no
longer applied to elements (such as roofs) at higher category stations
(category A & B) i.e. improved functionality is treated as an enhancement.
Policy C has had maintenance activity revised at lower category stations
(category E & F), leading to a cost reduction;

e to improve the quality of modelling by taking into account the latest, and
most accurate, station condition survey data collected by Network Rail as
part of its ATRIUM database , correcting previous errors in base data.
Survey data for some 1900 stations led to substantial revisions to the
asset volumes used in the modelling of activity volumes; and hence,

e to replace the previous approach that built up an expenditure plan based
on the application of a simple generic figure for all stations in each
category with specific expenditure plans for each station, giving a much
improved alignment of expenditure with recorded asset condition.

For the 18 major stations managed directly by Network Rail (the ‘managed’
stations) the CP4 expenditure plan is dominated by projects at Kings Cross,
Paddington, Victoria and Edinburgh Waverley. Three of these are
continuations of work that commenced in CP3. Having examined the plans
and visited all four sites we are satisfied that the proposed expenditure
represents work that needs to be done in CP4, that it is specified
appropriately and that the estimated costs lie in a range that we consider to
be reasonable.

We have also reviewed the works planned at the other 14 managed stations.
These are mainly life cycle replacement of medium size fabric and machinery
items, such as lifts and escalators. The cost and timing of these works are
considered appropriate.

The unusual scale of expenditure on the managed stations portfolio is the
primary reason for the increase in funding in CP4 compared with the current
control period.
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5.112 There is a more modest 6.5% increase in the level of expenditure planned for
the franchised stations. The major part of our independent calculation of the
maintenance, repair and renewal expenditure requirements for these stations
used survey data from a sample of 213 stations. This was the same data used
by Network Rail to re-calculate and improve its own expenditure figures in the
SBP update. Because of these improvements, and with the assurance
provided by our own calculations, we have accepted Network Rail’s proposed
expenditure of £767m. We believe this funding enables the portfolio of
franchised stations to be managed at steady state condition.

5.113 Planned expenditure on the remainder of the portfolio (light maintenance
depots, lineside buildings and maintenance and materials depots) is relatively
small in comparison with the figures for stations. We have reviewed the whole

life cost principles used to derive the volumes of work.

5.114 One of the most significant changes made by Network Rail in its SBP update
adjustments is an increase in expenditure on light maintenance depots.
Network Rail has suggested that the reduction in its plans for equivalent
activities at franchised stations will free resources to allow the volume of work
at these depots to reach its long run steady state level during CP4, instead of

the resource-capped plans that were originally put forward in the SBP.
Conclusions

5.115 We endorse the amended expenditure plans put forward by Network Rail in
the SBP update, as set out in table 5.9.

Table 5.9: Our conclusions on pre-efficiency operational property renewal
expenditure

£m

(2006-07 prices) 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | CP4 total
Managed stations 144 132 96 66 44 482
Franchised stations 153 153 153 154 154 767
Light maintenance 14 14 15 15 15 73
depots

Lineside buildings 12 16 19 21 21 89
National

distribution service 0.5 0.5 1.0 1.0 1.0 4
depots

Maintenance

delivery unit 13 13 13 13 13 65
buildings

Total 336.5 328.5 297 270 248 1,480
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5.116 The table shows that, with two exceptions, operational property maintenance
and renewal activities (and hence pre-efficiency expenditure) are expected to
be at constant levels throughout CP4. The exceptions are the managed
stations, for which the activity plans skew the expenditure profile heavily
towards the early years of the control period, and the maintenance and repair
of lineside buildings which ramps up as the control period progresses.

5.117 Network Rail made no representations on this element of our draft
determinations and we have made no changes.

Scotland

5.118 Our assessment of the operational property expenditure required in Scotland
in CP4 is £251m, 17% of the network total.

Table 5.10: Our conclusions on pre-efficiency operational property renewals
expenditure in Scotland

£m

(2006-07 prices) 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 | CP4 total
Managed stations 33 45 33 32 6 149
Franchised 15 16 16 16 16 79
stations

Light maintenance 2 2 2 2 2 10
depots

Lineside buildings 0.6 0.7 0.9 0.9 0.9 4
National 0.1 0.1 0.1 0.1 0.1 0.5
distribution

service depots

Maintenance 1.5 1.5 2 2 2 9
delivery unit

buildings

Total 52 65 54 53 27 251

5.119 This share is much higher than the analysis of the disaggregated proportion of
expenditure on the Scottish network that we undertook in 2005. Then we
calculated that the weighted proportion of station assets by value in Scotland
was 10.4% and that for depots it was marginally under 11.0%. However, table
5.10 shows that:

e one factor is responsible for skewing Scotland’s expenditure to a much
higher percentage. This is the level of spending on the managed stations
(particularly Edinburgh Waverley) during CP4. The planned expenditure of
£149m accounts for 31% of the total national total; and
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e the planned expenditure of £79m on franchised stations represents 10.3%
of the national total and is at a level that we would expect for a network
where a significant proportion of the stations are the smaller, unstaffed
stations in categories E and F.

5.120 After CP4 expenditure on managed stations is expected to reduce
significantly, which should return the proportion of Scottish expenditure to
more stable long term percentages.

Electrification renewals
Overview

5.121 In its SBP Network Rail set out its plans for work on the core power supply,
distribution, contact systems and control infrastructure (SCADA). The
expenditure was split quite evenly between the AC overhead and DC third rail
systems, with the majority allocated to the renewal of the distribution systems
— switchgear, transformers and high voltage cabling. Network Rail also
included a programme of ‘campaign change’ renewal of overhead line
components to address system reliability and performance issues, but there
were no plans for large-scale overhead line renewals. Improved asset
condition data led Network Rail to modify its assessment of the remaining life
of the overhead line contact system, with the result that major catenary
renewals were not expected in CP4.

5.122 The one exception is the need to carry out major renewals of the old overhead
line equipment on the Great Eastern main line. This was originally excluded
from the SBP renewals figure because it was treated as an enhancement.
However it was re-defined as a renewal in the SBP update, giving an increase
in proposed renewals expenditure of approximately £100m. Other additional
items included in the update were some works deferred from CP3 and the
renewal of a power supply point on the West Coast main line in Scotland.

5.123 Network Rail also proposes renewal of older elements of the AC and DC
distribution systems, including most of the oil filled switchgear and high
voltage cables. Most of these are more than 40 years old, exceeding health
and safety guidance on the expected serviceable life of such equipment and
likely to pose an increasing performance and safety risk unless replaced.
Network Rail proposes:

e to replace approximately 150 high voltage oil filled switchgear units in each
year of CP4 on both the DC and AC networks. This should result in virtual
elimination of this equipment, leaving only a small population of indoor
units to be replaced in later control periods;

e to commence a programme of mid life refurbishment of the newer types of
DC switchgear such as vacuum filled and SF6/GIS units;

e to maintain a steady rate of renewal of approximately 180 units of DC low
voltage switchgear each year;
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e to increase the rate of renewal of high voltage oil filled DC cables in each
year of CP4, from the current 20km per annum to almost 60 km in
2013-14;

e to continue with steady state renewal of low voltage DC cables at the rate
of 125 km each year; and

e to continue a programme of renewing transformer rectifiers to significantly
reduce the age profile of this equipment by the end of CP4.

October 2008 « Office of Rail Regulation



Determination of Network Rail’s outputs & funding for 2009-14

Table 5.11: Network Rail’s proposed pre-efficiency electrification renewals
expenditure

£m (2006-07 prices) SBP update % of total

Overhead line renewals (inc. GE
main line) and OLE structures

182 27%

AC distribution equipment 144 21%

DC conductor rail 26 4%

DC distribution equipment 217 32%

System control (SCADA) 55 8%

Other (deferred CP3 expenditure) 60 8%

Total

684 100%

5.124

The pre-efficiency figure for electrification renewals in the SBP update was
£684m (see table 5.11), close to double the total spending in CP3.

Assessment

5.125

5.126

5.127

5.128

5.129

We considered there was robust justification for most of the proposed
expenditure, and our determination makes only minor adjustments.

In respect of renewal of overhead line equipment we have reviewed and
accepted the case for major renewal on the Great Eastern main line and
Network Rail’'s planned programme of campaign changes. In the latter case,
the specification and scope of component renewals is targeted at known
reliability and performance problems.

We consider that there is also justification for the scope of planned renewals
of the older elements of the AC and DC distribution systems.

With regard to the renewal of DC conductor rail, we would have wished to see
a much better assessment of CP4 volumes by Network Rail based upon age
profile and monitored wear rates. However, total expenditure only amounts to
£5m per annum and we have not adjusted this figure in our conclusions.

We are not convinced of the need for the proposed level of painting overhead
line masts. The ICM forecast a build up in the programme rising to almost
5000 masts a year by 2013-14. However, the information provided to support
the case (which examined a theoretical life cycle cost for different painting
regimes) appears to show a much smaller volume of work is required in CP4.
Since Network Rail has not presented a clear and consistent case, nor
provided actual condition information, we have decided to make no change to
the figure in our draft determinations (a reduction of £10m on Network Rail’s
proposal). We are also concerned that the proposed level of work could
require extensive electrical isolations on key routes such as the West Coast
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main line; if this work is considered to be so critical it should at least have
commenced in CP3 when there were possessions to accommodate it.

Conclusions

5.130 Other than in two areas we accept Network Rail's plans. We are reducing the
provision for painting overhead line masts as described above. The other
adjustment, which we have agreed with Network Rail, is to remove £10m
provision for upgrading the electrical grid supply point at Elvanfoot on the
West Coast main line in Scotland, as this is included in the provision for West
Coast Route Modernisation.

5.131 This determination therefore provides for pre-efficiency funding of £664m for
the whole network.

Scotland

5.132 Our assessment of electrification expenditure in Scotland is £53m, 8% of the
network total.

5.133 This compares with our 2005 analysis of expenditure on the Scottish network,
in which we calculated that it included 10.2% of all electrification assets. We
are satisfied that the lower CP4 proportion is valid; beyond CP5 our long-run
assessment shows expenditure in Scotland to be around 10% of the total.

Plant and machinery

Overview

5.134 This category encompasses a range of fixed and mobile equipment, for which
Network Rail proposed pre-efficiency expenditure of £402m as shown in table

5.12. This figure is slightly below the expected CP3 total of £457m.

Table 5.12: Network Rail’s proposed pre-efficiency plant & machinery renewals
expenditure

£m (2006-07 prices) SBP update % of total
Fixed Plant:

o Point heaters 44 11%

o Signalling supply points 44 1%

o Signalling power distribution 34 8%

o Other 50 12%
Depot plant 46 12%
National Delivery Service fleet 35 9%
Maintenance fleet 5 1%
High output plant 111 28%
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Intelligent infrastructure 33 8%
Total 402 100%
Assessment

5.135 Expenditure on plant and machinery is a key enabler for Network Rail to
continue to improve important aspects of its performance. We note that the
largest element is further funding of high output machinery for maintenance
and renewal of the network, supported by investment in the fleet for delivery
of engineering materials. We consider these to be important items of
expenditure that will further improve the efficiency with which Network Rail
carries out engineering work.

5.136 Most of the other items of expenditure — especially on fixed plant (42% of the
total) and intelligent infrastructure equipment for remote monitoring of assets
— should provide further opportunities to improve the performance of the
network and the effectiveness and efficiency of infrastructure maintenance.

Conclusions

5.137 In our draft determinations we made one minor adjustment to Network Rail's
expenditure plans. This £8m reduction in the figure for fixed plant effectively
removed a sharp increase in expenditure proposed in 2013-14. Network Rail
has drawn our attention to more information that supports the inclusion of this
sum in our determination, and we have accepted this. We now fully endorse
Network Rail’'s planned expenditure on fixed plant and machinery.

Scotland

5.138 This determination gives a total expenditure on plant and machinery in
Scotland of £38m, marginally below 10% of the network total.

Other renewals
Overview

5.139 This includes a diverse range of expenditure, much of it intended to deliver
improvements in business performance and/or efficiency. The SBP update
proposes pre-efficiency expenditure of £731m for the whole network.

Table 5.13: Network Rail’s proposed pre-efficiency expenditure on other
renewals

£m (2006-07 prices) SBP update % of total
Information management (IM) 475 65%
Corporate offices 90 12%
Committed ‘discretionary’ schemes 74 10%
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Unallocated overheads 92 13%

Total

731 100%

Assessment — IM

5.140

5.141

5.142

5.143

5.144

5.145

In our draft determinations we concluded that Network Rail had not supported
its proposals with robust business cases. We proposed a substantial
reduction in funding to £337m.

Network Rail has since provided additional supporting information in a number
of areas. We have revised our conclusions to include £95m of spend on work
we previously suggested should be funded by the investment framework as it
was particularly uncertain; Network Rail has now convinced us that this work
will go ahead. We have also corrected our analysis by including an additional
£3m in connection with a telecoms infrastructure project.

Responding to our draft determinations, Network Rail supported its proposals
for higher expenditure noting that IM spending by UK utilities is expected to
rise by 5.9% pa between 2006 and 2011, and that utilities spend on average
2.1% of turnover on IM.

We do not regard these arguments as persuasive. Network Rail has not been
increasing its own IM spend in CP3; this rose by just £1m between 2005-06
and 2007-08 and peaked in 2006-07. It is underspending by 18% compared
with the CP3 funding provision (largely unchanged from its ACR03
submission). In each of the first four years of CP3 Network Rail underspent
against its own budget (by an average of 20.4%) and at period 6 this year it is
underspending by 19.6%. So far in CP3, Network Rail has only spent 1.6% of
turnover on IM; in no year did has it been above 1.8%.

Whether or not Network Rail has a tendency to overestimate project costs or
to be unrealistic in forecasting how quickly work can be done, it seems likely
that this would also be the case to some degree in its SBP submission — not
least since few of the proposed projects are yet well-defined or supported by
detailed calculations of benefits and costs. Network Rail agrees that these
projects should be regarded as a package and that it is unlikely that it would
be implemented without further changes to its contents.

Our own analysis of the supporting documents confirms that it is likely that
Network Rail have overestimated the cost of these projects. On this basis we
have reduced Network Rail’'s CP4 figures by £41m. Overall, our provision is at
the same level (pre-efficiency) as Network Rail’'s CP3 expenditure®’

31 This assumes £92m of IM expenditure in 2008-09, which is Network Rail’'s budget

adjusted by the average CP3 underspend.
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Assessment — corporate accommodation

5.146 Our draft determinations excluded the costs for investment in a national
centre project that was uncertain and we suggested funding it through the
investment framework if it proceeded. Network Rail has since persuaded us
that there is sufficient certainty for this scheme to be funded through this
review.

5.147 However it has updated its forecast of corporate accommodation costs to be
£27m higher than in the SBP. The revised forecast includes £58m on the
national centre project. We are not convinced that the provision should be
higher than proposed in the SBP, particularly given conditions in the building
industry. The SBP figure (£90m) is higher than actual CP3 expenditure (£82m
at 2006-07 prices) and includes some £50m for material one-off projects.

Assessment — ‘committed discretionary schemes’

5.148 This element consists of planned expenditure to progress Network Rail’s
modular switch and crossing programme and to develop a fleet engineering
centre. During this review Network Rail abandoned its original proposals for
the fleet engineering centre. We have therefore reduced the figure in our
determination by £17m. We have increased the figure to recognise slippage of
expenditure on West Coast related projects from CP3 into CP4.

Assessment — unallocated overheads

5.149 We previously noted that Network Rail had not demonstrated that the transfer
of £92m overhead and project engineering costs out of operational
expenditure in the SBP update was consistent with the unit cost assumptions
made for renewal and enhancement costs. Network Rail has now provided a
partial reconciliation of the unallocated overheads in renewals and
enhancements. It said that the unit rates were £125m lower than they should
be as they omitted pension costs. Subsequently Network Rail said that its
proposed adjustment for pension and some other costs should be £134m.

5.150 We have reviewed this analysis, and have concluded that £95m (pre-
efficiency) of track and signalling overheads should be included in renewals.

Allocation/attribution of costs to Scotland

5.151 For IM renewals, Network Rail’s allocation of costs to Scotland is reasonable
and for this determination we intend to adopt the company’s allocation of
9.459% of expenditure to Scotland. This allocation is derived from the
regulatory accounting guidelines.

5.152 For corporate accommodation renewals, Network Rail has allocated
expenditure between Scotland and England & Wales using the general
allocation of 9.703% of other renewals expenditure derived from the
regulatory accounting guidelines. However, as the maijority of projects
Network Rail is planning are in England & Wales we have revised the
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allocation and based it on Network Rail's proposed projects. This gives an
overall allocation of corporate accommodation renewals to Scotland of 5.46%.

5.153 For unallocated overheads, Network Rail also allocates 9.703% to Scotland
using the same ‘other renewals’ factor. We think this is inappropriate as it is
more consistent in this determination to allocate these overheads based on
renewal expenditure in CP4. This gives an allocation to Scotland of 12.0%.

Conclusions

5.154 Our conclusions are shown in table 5.14. We are confident that they provide
Network Rail with reasonable funding given the uncertainty still surrounding its
plans, and since projects excluded from our assessment can, if necessary, be
dealt with through the investment framework or the logging-up mechanism.

Table 5.14: Our conclusions on pre-efficiency expenditure on other renewals

£m (2006-07 prices) Our conclusion % of total
Information management 434 62%
Corporate offices 90 13%
Committed discretionary schemes 84°2 12%
Other miscellaneous schemes 95 13%
Total 703 100%

Maintenance
Overview

5.155 Network Rail proposed pre-efficiency expenditure of £56311m on infrastructure
maintenance in CP4. This is below the forecast total of £5859m in CP3. Table
5.15 shows a breakdown of this figure based on the ICM.

Table 5.15: Network Rail’s proposed pre-efficiency expenditure on
maintenance

£m (2006-07 prices) SBP update % of total
Core maintenance
Track 2164 41%
Signalling 647 12%
Electrification 179 3%
Telecoms 316 6%
Plant & Machinery 77 1%

32 |ncludes £27m deferred from CP3 relating to West Coast efficient engineering access

project and West Coast electrification & plant schemes

October 2008 « Office of Rail Regulation




Determination of Network Rail’s outputs & funding for 2009-14

Core maintenance sub-total 3,383 64%
Indirect costs 945 18%
Other costs 983 19%
Total 5,311 100%
5.156 The ICM has made good progress in providing a breakdown of maintenance

5.157

5.158

expenditure to route segments. Almost two-thirds of costs are for ‘core’
maintenance activities. In each asset category we have been able to examine
a detailed breakdown showing individual activity volumes profiled annually
through CP4. For example, track maintenance costs can be modelled to
reflect reducing requirements for interventions as track is renewed.

The remaining one third of expenditure is classed as indirect and other costs.
These have been spread across route segments, in contrast with the build up
of activity-based direct costs. They comprise indirect accommodation and
staffing costs, utility supply costs, engineering train haulage and £40m per
annum for inspection of civil engineering structures.

This ‘other’ expenditure also includes additional costs associated with the
revised access regime on the West Coast main line (£35m pa) and for
maintenance of new routes in Scotland (£18m in total for CP4).

Assessment

5.159 Although the ICM provides visibility of maintenance activity levels by route

5.160

5.161

segment, it remains more difficult to assess and evaluate the justification for
maintenance volumes (many of which are essentially reactive) than for
renewal volumes generated by modelling of asset age, service lives etc.
Furthermore Network Rail has developed significant efficiency proposals for
maintenance expenditure, many of which are based on expected changes in
activity volumes as it improves productivity during CP4. In general therefore
we are not making an explicit assessment of maintenance activity volumes.

However we are making one adjustment to the SBP proposals. The Airdrie to
Bathgate project will open a section of new railway and provision is needed
for the associated maintenance costs. Network Rail proposed an amount of
£10.9m (CP4 total pre-efficiency). Taking into account that maintenance costs
should be below the network average on this new route, Transport Scotland
consider this excessive. We agree and we are reducing this figure to £6.2m.

Our draft determinations took no account of costs associated with

Network Rail's intention to harmonise the terms and conditions of its
maintenance employees. We understand that it has around 75 different sets
of terms and conditions, largely as an inheritance from bringing these
employees in-house in 2003. In its SBP Network Rail identified the issue but
did not include a cost forecast as details were still being negotiated and the
outcome was uncertain.
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The rationale for additional expenditure is not only to achieve harmonisation.
As the network becomes busier, access for scheduled maintenance will
reduce and more of this activity is expected to move to nights and weekends.
The detail of employee terms and conditions is a matter for the company and
its employees, however we acknowledge the general merits of moving to
common terms and conditions and ensuring that these reflect the changing
work patterns needed. We would expect this to enable greater and faster
efficiency improvement than the company assumed in its SBP update.

Conclusions

5.163

5.164

5.165

For the reasons above we are not, in general, making explicit assessment of
scope changes to the maintenance activity in Network Rail’s proposal. Our
assessment of the potential for efficiency improvements in maintenance will
cover both ‘unit cost’ and ‘scope’ efficiencies under this heading.

This determination therefore provides for pre-efficiency maintenance funding
in full as in table 5.15, subject to deduction of £5m in respect of
Airdrie-Bathgate and provision for harmonisation, giving £5,430m for GB as a
whole.

Note that incremental funding for enhancements will, in some cases, include
elements of additional maintenance costs not included in these figures. This is
set out in chapter 9.

Scotland

5.166

After adjusting the sum for Airdrie-Bathgate, and making £12m provision for
harmonisation of terms and conditions, we conclude that provision for
maintenance expenditure in Scotland should be £532m, which is 9.8% of the
network total. The breakdown of this expenditure is shown in table 5.16.

Table 5.16: Our conclusions on pre-efficiency expenditure on maintenance in

Scotland
£m (2006-07 prices) ORR assessment % of total
Core maintenance
Track 211 40%
Signalling 60 1%
Electrification 26 5%
Telecoms 35 7%
Plant & Machinery 7 1%
Core maintenance sub-total 339
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Indirect costs 91 17%
Other costs 89 17%
Allowance for harmonisation 12 2%
Total 532 100%
Summary

5.167 Tables 5.17 and 5.18 summarise our assessment of the pre-efficiency
expenditure Network Rail will need to make on renewals and maintenance in
CP4 and compare this with Network Rail's proposals in the SBP update.

Table 5.17: Total renewals and maintenance expenditure in CP4 (GB)

£m (2006-07 prices) "ée;‘g‘l’";‘ d':f;' ORR assessment
Renewals

Track 3,992 3,869
Signalling 2,565 2,454
Civil engineering 2,198 1,895
Operational property 1,480 1,480
Electrification 684 673"
Telecoms 887 963*
Plant & machinery 402 418*
Information management 475 434
Corporate offices 90 90
Discretionary investment 74 84
Unallocated overheads 92 95
Total renewals 12,938 12,456
Maintenance 5,311 5,430
Total M&R 18,249 17,886

* Includes deferral from CP3: £9m electrification, £253m telecoms, £16m plant &

machinery.
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Table 5.18: Scotland renewals and maintenance expenditure in CP4

£m (2006-07 prices) ';%t‘g?;;( d':f;' ORR assessment
Renewals

Track renewals 408 395
Signalling renewals 170 163
Civil engineering 433 390
Operational property 251 251
Electrification renewals 64 53
Telecoms 114 132*
Plant & machinery 39 40*
Information management 45 41
Corporate offices 9

Discretionary investment 7

Unallocated overheads 9 11
Total renewals 1,549 1,488
Maintenance 525 532
Total M&R 2,074 2,020

* Includes deferrals from CP3: £34m telecoms, £1m plant & machinery.

Long run renewals expenditure

5.168 We have assessed the (pre-efficiency) renewals expenditure required over 35
years starting with CP4 to maintain the network on a sustainable basis. This is
necessary because the long life of rail assets means that the level of renewals
in a single control period can be unrepresentative of the long-run average,
which is the basis for our amortisation provisions. Our assessment is based
on Network Rail’s long-run projections. Where we have departed from the
SBP update in our conclusions for CP4 we have, as appropriate, made

corresponding adjustments to the long-run figures.

5.169 Tables 5.19 and 5.20 compare our assessments of long run average
expenditure and the annual expenditure needed in CP4.
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Table 5.19: Our assessment of CP4 and long-run renewals (network total)

£m (2006-07 prices) e SR Comments
average | average

Age profile driving increased
Track 3 607 renewals in CP3 and CP4
Signalling 491 495

o : : High major structures spend in CP4;

Civil engineering 379 359 end of Bridgeguard 3 programme
Operational property 296 057 Pgijrosrifetztlon roof renewal in CP4 at
Electrification 135 72 GE mainline renewal included in CP4
Telecoms 193 105 GSM-R/FTN concluded in CP4
Plant and machinery 84 78
Other renewals 141 87 CR4 includes .a.ddltlonal expenditure

to improve efficiency
Total 2,491 2,061

Table 5.20: Our assessment of CP4 and long-run renewals (Scotland)

£m (2006-07 prices) . ST Comments
average | average
Track 79 72
. : CP4 renewals lower than average

Signalling 33 49 due to age profile of equipment
Civil engineering 78 63 ggz major structures expenditure in
Operational property 50 29 iEo(c:)flz);fenewal at Edinburgh Waverley
Electrification 11 6
Telecoms 26 16 GSM-R/FTN concluded in CP4
Plant and machinery 8 8

CP4 includes additional expenditure
Other renewals 13 5 to improve efficiency
Total 298 249
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Operating expenditure

Introduction

6.1

This chapter summarises our assessment of Network Rail’s pre-efficiency
CP4 operating expenditure (opex) projections.

Background

6.2

6.3

6.4

6.5

6.6

Network Rail’'s SBP forecasts total opex of £5.6bn in CP4. This is divided into
two categories: controllable opex such as operations costs (e.g. signallers),
insurance, pensions, human resources and finance; and non-controllable
opex such as traction electricity, cumulo rates and British Transport Police,
which the company has limited ability to control. Network Rail forecasts
controllable opex in CP4 of £3.8bn and total non-controllable opex of £1.8bn.

Opex is an important part of Network Rail’s overall revenue requirement, with
Network Rail projecting it to be some 17% of its total operating, maintenance,
renewals and enhancement expenditure in CP4, and 19% of its projected
gross revenue requirement.

Throughout PR0O8 we have engaged extensively with Network Rail to
understand and challenge its opex forecasts. It is difficult to assess opex
activity volumes, therefore the principal focus of our review of opex has been
on the opportunities to improve overall efficiency. Our assessment of the
scope for opex efficiency improvement is covered in chapters 7 and 8.

Our initial approach to the PR08 opex assessment was, in line with other
expenditure categories, to put the onus on Network Rail to produce a robust
and fully justified plan for our review. At the start of PR0S8, in the expectation
that Network Rail would deliver a robust and justified plan, we only planned to
supplement this with our own top down benchmarking of opex efficiency.

However, in our advice to ministers in February 2007 we explained that
Network Rail had included little detailed analysis or justification for its CP4
opex forecasts in its initial SBP. In our guidance on the form and content of its
SBP we asked Network Rail to improve the robustness of its opex forecasts
for CP4.

Assessment of the SBP

6.7

6.8

Network Rail did provide some improved analysis to support its SBP, however
we did not consider that this provided us with an adequate basis for our
review.

Network Rail’'s general approach to forecasting its opex for CP4 has been to
apply its efficiency assumptions to its 2007-08 budgeted opex costs. In some
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areas, such as insurance and pensions, Network Rail has provided specific
forecasts. We carefully reviewed the company’s SBP forecasts and consider
that it has the following shortcomings:

e generally, Network Rail explained to us what it is planning to do in 2007-08
but it has not justified why it needs the amount of resource it has included
in the SBP to carry out activities efficiently in CP4;

¢ Network Rail has not adequately explained the difference between the
opex projections included in the SBP and the ISBP and it has not
adequately explained the variances between the 2007-08 budget included
in the SBP and actual expenditure in 2006-07;

¢ Network Rail has not adequately explained how the costs in 2006-07
compare to the rest of CP3, i.e. where and how it has achieved the CP3
efficiency savings;

¢ the total amount of costs (excluding employment costs) that Network Rail
benchmarked was approximately 10% of opex and Network Rail also did
not adequately explain why it did not benchmark other costs which could
be comparable, such as commercial property (£41m per annum),
managed stations (£28m per annum), other HR costs such as training
(£13m per annum) and procurement (£6m per annum);

e there are material parts of operating costs that Network Rail did not
provide any support for in its SBP, e.g. chief engineer (£36m per annum),
other HR costs like training (£13m per annum) and commercial property
(£41m per annum);

e itis only very recently that Network Rail has provided an analysis of the
overhead and project engineering costs transferred out of opex into
renewals and enhancements in the SBP, to show whether they are
consistent with the overhead and project engineering assumptions in the
renewals and enhancement unit costs used for the SBP. This issue has
been discussed in chapter 5 and is an example of Network Rail’s
inadequate approach to providing supporting information to some of its
expenditure projections and demonstrates a lack of transparency; and

¢ Network Rail has not provided a full justification for the efficiency
assumptions it has applied to opex.

Our initial review of the SBP highlighted the shortcomings in Network Rail’s
work. We therefore engaged consultants to support us in our further
assessment of opex, specifically in the area of efficiency. Consequently, we
did not ask Network Rail to do any specific further work for its SBP update. In
the SBP update there are only very minor changes in the company’s overall
forecasts.

The purpose of the consultancy work we undertook was to look at specific,
important areas of Network Rail’s opex that the company had not adequately
covered in its own work. This work, relating to the scope for opex efficiency
improvements, is set out in chapter 7, and our assumptions on controllable
opex for CP4 are set out in chapter 12.
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Response to our draft determinations

6.11 The main response on opex was from Network Rail. Its comments on the
pensions, other operating income, BT police, insurance, employment costs,
operations and customer services, and the CP4 starting position are
discussed below or in chapters 7 and 8. The other main comment
Network Rail made was that its benchmarking studies on finance and HR
costs have shown that there is limited opportunity for further cost savings.

Controllable opex

6.12 Network Rail’s claim that its opex benchmarking has shown limited
opportunity for further cost savings in its finance and HR functions is not
convincing. It relied on a relatively simple approach that looked at activities
that it thought were comparable and assumed the costs were on the same
basis, i.e. that there were no differences in the definition of the activities or the
accounting of the costs. As mentioned above, other activities, such as
training, were excluded from the analysis. One example of this approach is
that Network Rail benchmarked £13m of HR costs but actual HR costs are
substantially higher, the other aspects of HR such as training costs (£13m per
annum) were not included or explained by Network Rail.

The 2009-10 starting point

6.13 In Network Rail’s response, it said that it is finding it harder to achieve opex
(and maintenance) savings in 2008-09 than it previously projected in the SBP
and SBP update and considers that the opening position for CP4 should be
adjusted. Whilst the company has recently presented us with an updated
combined opex and maintenance projection for 2008-09, in terms of opex
we are not generally convinced by this argument and do not accept that we
should make an adjustment to the opening position for CP4 except to correct
an error in our draft determinations to ensure that pensions costs at the
starting position are on the same basis as pensions costs in the SBP Chapter
8 discusses this issue further.

6.14 Inits response to the draft determinations, Network Rail also proposed a
reallocation of costs between opex and maintenance. We have reviewed
these suggestions but have not included the changes in this document to
ensure consistency with the SBP and earlier documents. We will review this
issue further as part of the next update of the regulatory accounting guidelines
for 2009-10.

Treatment of pensions

6.15 In our September 2007 financial issues consultation we said that given the
difference in Network Rail’s pension arrangements and liabilities compared
with other comparable companies, there is less of a need for us to have a

3 It was unhelpful that the analysis was not disaggregated between opex and maintenance.
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specific set of policies for the treatment of pension costs.** Therefore, instead
of using a specific approach to the treatment of pensions, we decided to treat
pensions in the same way as any other operating cost. All respondents to the
September 2007 financial issues letter supported this approach but

Network Rail has argued that we should take account of the position it
inherited, and the company’s response to our draft determinations said that
we should take account of its view that pensions costs may be rising.

6.16 We do not consider that the issues raised by Network Rail are relevant given
that we need to consider the efficiency of overall employment costs instead of
just one aspect of them. Our general approach to opex is to roll forward the
2008-09 starting point by a general efficiency assumption. Therefore, the
implicit pensions assumption contained in our determination is not based on
the benchmarked total employment costs from Inbucon’s study (explained
further in chapter 7) but Network Rail’'s cash pensions cost in 2008-09 (which
include deficit costs) rolled forward by our general opex efficiency assumption.
Given the conclusions of the Inbucon report this is generous to Network Rail.

Non-controllable opex

6.17 We have set out the treatment of non-controllable opex in previous PR08
documents, in particular our letter on the treatment of risk and uncertainty and
our February 2007 advice to ministers.*

6.18 Although we define these costs as being ‘non-controllable’, in practice
Network Rail has control over some aspects of these costs. Therefore, we
need to ensure the right incentives are in place for Network Rail to manage
these costs efficiently. In our September 2006 consultation letter we said that
it may not be appropriate for Network Rail to bear the risks where the
uncertainty surrounding the level of these costs is material. The consultation
suggested different ways of dealing with the risks associated with these costs:

e assuming an ex ante level and then, recognising that there is upside as
well as downside risk to Network Rail, leave the risk with the company;

e using an automatic pass-through of the costs to Network Rail's customers
and funders; or

e assuming an ex ante forecast in CP4’s allowed revenue and log up/down
any variations from this level for consideration at the next periodic review.

3% Financial issues update and further consultation, Office of Rail Regulation, September

2007. This may be accessed at www.rail-req.gov.uk/upload/pdf/pr08-financial-issues-let-
060907 .pdf.

Periodic Review 2008 (PR08): The treatment of risk and uncertainty, Office of Rail
Regulation, 28 September 2006.

This may be accessed at www.rail-reg.gov.uk/upload/pdf/prO8-risk-let-280906.pdf.
Periodic review 2008: Advice to Ministers and framework for setting access charges,
Office of Rail Regulation, February 2007.

This may be accessed at www.rail-reg.gov.uk/upload/pdf/316.pdf.

35
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In ACRO3 the first approach was adopted where we made an assumption of
the level of these costs and Network Rail bears the impact of higher or lower
levels (within the limits imposed by the general re-opener provisions). This
applies for all the non-controllable costs apart from traction electricity where a
combination of pass through and an ex ante allowance is used. Most
respondents to the September 2006 consultation letter favoured the third
approach.

The approach we are using to deal with these costs in CP4 is to use a
combination of the options outlined above, depending on how controllable the
cost is. This is a more targeted approach than we used in ACRO3.

For British Transport Police (BTP) costs, we set out in our advice to ministers
in February 2007 and confirmed in our draft determinations, that we would
provide an ex ante allowance with the risk of the outturn being different taken
by Network Rail. We reduced Network Rail’s forecast to reflect that it had just
rolled forward the budget for these costs without applying an efficiency
assumption or providing evidence that it was reasonable to roll them forward
at the same level as 2008-09, given that historic BTP costs were lower than
the 2008-09 level. Also EWS had said that it did not consider that

Network Rail was doing enough to challenge these costs or exploring options
for cheaper security provision.

Network Rail has recently written to us and said that its SBP update forecast
of BTP costs was wrong by £9m. We have increased our allowance for BTP
costs by £4m to £57m. This is similar to Network Rail’s forecast average
spend in CP3 of £58m, higher than rolling forward Network Rail’s forecast
outturn for 2008-09 but applying the opex efficiency assumption (£56m) and
higher than the SBP update (£56m).

Cumulo rates are controllable when Network Rail is negotiating the valuation
of the network with the Valuation Office Agency. The valuation of

Network Rail's network will be completed in 2009, too late for this
determination. Therefore, we have assumed an ex ante forecast in

Network Rail's CP4 allowed revenue and will log up/down variations from this
level for consideration at the next periodic review. The main issue that will
determine how we treat any variations from the ex ante forecast will be
whether Network Rail has handled its negotiations efficiently. Network Rail did
not revise its assumption for cumulo rates in the SBP update. Following
further discussion with Network Rail we have left our assumption unchanged.

As we have said in previous documents, our fee® will be passed through
(logged up). Our estimate of Network Rail’s share of these costs is £16m per
annum (in 2006-07 prices). We have set an ex ante allowance for the Rail
Safety and Standards Board levy, with Network Rail taking the risk of the
outturn costs being different. Our estimate of this cost is £8m per annum (in
2006-07 prices).

% Our fee includes both the economic licence fee and safety levy.
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6.25 Network Rail is protected against changes in traction electricity costs, since

the costs are recovered from train operators through the traction electricity
charging arrangements. For franchised passenger train operators this
protection is provided through the new traction electricity charge
arrangements (explained in chapter 19), agreed between the operators and
Network Rail, (effective from 1 April 2007). Freight operators are not currently
part of these arrangements but may join them during CP4. In the meantime,
for their electrified services they continue to pay on the basis of changes in
the MLUI index (see chapter 19) which is a lagged index so there is an
element of cashflow risk for Network Rail if the index differs from its actual
costs. We do not consider that this is a significant issue for Network Rail given
the small share of traction electricity that is consumed by freight operators. A
wash-up adjustment is made to the final traction electricity charges, where
actual costs to Network Rail differ from expected cost (with freight operators
joining the wash-up in CP4).

6.26 Our assumptions on ‘non-controllable’ costs are summarised in table 6.1.

Table 6.1: Our assumptions on CP4 non-controllable opex (Great Britain)

£m (2006-07 prices) | 2009-10 | 2010-11 | 2011-12 | 2012-13 | 2013-14 Tc°;2'
BT police 57 57 57 57 57 283
Cumulo rates 69 87 91 91 91 429
Traction electricity

e 179 182 188 196 | 201 946
Railway safety charge 8 8 8 8 8 40
ORR fee 16 16 16 16 16 80
Other 0 0 0 0 0 2
Total non- 320 | 350 | 360 | 368 | 373 | 1,780
controllable opex

6.27 Overall our allowance for non-controllable opex of £1,780m is £16m lower
than Network Rail's forecast of £1,796m in the SBP update.

Allocation/attribution of costs to Scotland

6.28 The amount of costs directly attributed to Scotland has fallen since the work to
support devolving responsibility for rail strategy and funding in Scotland to
Scottish Ministers,*” due to the effects of restructuring. Both Network Rail and
ourselves have independently done sensitivity analysis on the costs that are
allocated and the results are not sensitive to changes in the metrics used. We

3" ORR’s approach to regulation in Scotland: Conclusions, Office of Rail Regulation,
December 2005. http://www.rail-reg.gov.uk/upload/pdf/267.pdf.
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consider that Network Rail’s allocation of costs to Scotland is reasonable and
therefore we intend to adopt the company’s allocations for CP4.

Other operating income

6.29

6.30

6.31

6.32

Network Rail's opex forecast is presented net of other operating income,
which is income that Network Rail receives from third parties, such as some
property income and the sale of scrap metal. In its SBP Network Rail’s
forecast of other operating income in 2008-09 was £90m (in 2006-07
prices).*

In its SBP, Network Rail reduced this income by applying its view of efficiency
(without applying its adjustment for real input price increases), on the
assumption that the capacity to earn this income would reduce
proportionately. In its SBP, Network Rail projects an average level of
operating income of £79m per annum. We do not consider that these
assumptions are reliable; we do not accept that all of the other operating
income streams should be reduced by an efficiency assumption. For example,
hire of IT systems and sales of scrap metal are not correlated with

Network Rail’s efficiency but are related to other economic factors.

In its consultation response, Network Rail has effectively agreed that some
aspects of this income should not be reduced by the net efficiency assumption
but has not restated its projection.

We continue to consider that in the round it would be more appropriate to
assume that this income would not materially change from the current levels.
Using this assumption would reduce controllable opex by £57m over CP4
when compared to Network Rail’s forecast. However, as we are applying a
top-down efficiency assumption to controllable opex we have not separately
adjusted for this potential difference.

Summary of our determination

6.33

6.34

In order to determine Network Rail’s pre-efficient controllable opex we took its
SBP forecast for 2008-09 and adjusted it by:

e deducting business interruption insurance costs that have been provided
for elsewhere in our determination as discussed in chapter 7; and

e adjusting pensions costs so that they are on a cash basis, which is
consistent with the rest of our determination and the SBP in CP4.

Table 6.2 summarises how we derived our pre-efficiency determination for
CP4 for controllable opex. This is the pre-efficient level for each year of CP4.

38 Actual other operating income in 2007-8 was £98m.
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Table 6.2: Calculation of pre-efficient controllable opex for CP4

£m (2006-07 prices) Pre-efficient controllable opex
Network Rail SBP 784

Less

Business interruption 26

Pensions 15

Our determination 743

October 2008 « Office of Rail Regulation
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Efficiency assessment

Introduction

7.1

7.2

7.3

7.4

7.5

This chapter sets our assessment of Network Rail’s efficiency proposals and
explains the work we have done to determine the potential scope for
efficiency improvement in OM&R. Our use of this evidence and our
judgements on efficiency for CP4 are set out in chapter 8.

The chapter is structured as follows:

e context for the efficiency work is provided;

¢ Network Rail’'s improvement in efficiency in CP3 is summarised;
e Network Rail’s proposals for CP4 are summarised;

e our assessment of Network Rail's proposals is set out; and

e our own work to assess the scope for efficiency improvement is explained
and Network Rail's response to this work is summarised and discussed.

Network Rail has challenged our draft determinations on efficiency. It has
provided a significant volume of supporting material to back-up its response.
Most of its response relates to the work we have done to assess the scope for
efficiency improvement, which is discussed in this chapter. Other parts relate
to the application of the evidence from this work to establish our assumptions
on the level and profile of CP4 efficiency improvement. Network Rail’s
responses on these issues are discussed in chapter 8.

Other stakeholders have also commented on efficiency, though mostly in
terms of the actual judgements we have made on efficiency for CP4 rather
than the assessment of the efficiency gap. Both the Railway Industry
Association (RIA) and EWS provided detailed responses on the scope for
efficiency improvement.

We have reviewed Network Rail’s response and the responses made by other
stakeholders very carefully. We have made some specific adjustments to our
efficiency assumptions for CP4 (which are set out in chapter 8). Our advisers
have reviewed and responded to Network Rail’s critique of their work. We
have also tested key assumptions further to ensure the credibility and
robustness of our analysis.

Context

7.6

Our determinations for CP4 must provide strong incentives on Network Rail to
strive for continuous and sustained improvements in efficiency, building on the
improvements in efficiency it has made in CP3. Our judgements on the level
of efficiency that we consider is challenging but achievable, and indeed could
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potentially be exceeded without compromising delivery of outputs (including
health and safety), are an essential part of this.

We have assessed the scope for efficiency improvement across

Network Rail’'s controllable operating, maintenance, renewals and
enhancements expenditure. The work we have done to assess the scope for
efficiency improvements in enhancements expenditure is set out in chapter 9,
with this chapter covering efficiency in OM&R.

Broadly, in considering the scope for efficiency improvement we have adopted
the approach commonly used by economic regulators, that is to consider
three aspects of efficiency in order to inform our judgements:

e catch-up efficiency: the efficiency improvement that Network Rail should
make in order to close the gap between itself and the best (or better)
performing companies against which we have benchmarked the company;

o frontier-shift efficiency: the continual improvement in efficiency (above
that reflected in RPI) that would be expected from even the best (or better)
performing companies;>® and

e input prices: the impact of expected input price inflation on Network Rail’s
cost base (above that reflected in RPI) which reduces the effective level of
efficiency improvement possible.

In ACRO3 we defined our assumptions for efficiency improvement in CP3 in
terms of unit cost efficiency, i.e. that the 31% efficiency assumption factored
into access charges in CP3 should be delivered through reductions in the unit
costs of activity and not through reductions in the level of activity itself (which
is scope efficiency). We considered this was right for CP3 given the
importance of focusing on unit cost reductions following the significant
increase in unit costs following the Hatfield derailment. In practice, however, it
can be difficult to distinguish between unit cost and scope efficiency.

In CP3 Network Rail has made progress on establishing a suite of unit costs
for renewals and maintenance, which can be used to monitor the company’s
performance. However, its progress in developing this has been slow, and the
coverage of the cost base is not as comprehensive, as we expected. In 2007-
08, Network Rail was able to report on unit costs covering only 50% of total
renewals expenditure. Furthermore the majority of the reported data was not
sufficiently robust at a disaggregated level to be used in internal efficiency
benchmarking.

In CP4 we will continue to monitor Network Rail’s performance in unit cost
efficiency but the judgements we have factored into access charges are
based on both unit cost and scope efficiency. We will also monitor overall
efficiency in CP4. Therefore, as long as Network Rail delivers its output

39 We use the retail price index (RPI) to rebase annually Network Rail's access charges and
revenue requirement. RPI already reflects general, economy-wide productivity growth
and input price inflation.
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obligations in CP4 and does not compromise long term asset condition and
serviceability, we are indifferent to the source of the efficiency improvement,
i.e. it can come from either scope or unit cost efficiency. However, we still
expect the company to improve its framework for measuring unit costs, which
it should require for its own management purposes irrespective of our
requirements.

7.12 We will continue to assess the cost reductions Network Rail achieves each
year in order to evaluate the extent to which real efficiency is achieved (unit
cost or scope) or whether the reduction in expenditure is just deferral.

Efficiency improvement in CP3

7.13 In ACRO3 we determined Network Rail’s revenue requirement on the
assumption that unit cost efficiency could be improved by 31% by the end of
CP3, with the principal driver being the urgent need to address the significant
increase in unit costs following the Hatfield derailment (as summarised in
chapter 6 of the final conclusions of ACR03).%°

7.14 We report the actual efficiency improvement that Network Rail has achieved
each year in our annual assessment. Our analysis of the company’s
performance over the first four years of CP3 shows that it is behind our
assumptions for CP3 efficiency improvement.*’

7.15 Inits SBP Network Rail set out its expected level of efficiency improvement in
CP3. The company said it would achieve in overall terms 30% for OM&R
rather than 31%. In its SBP update it reduced its forecast for the CP3 outturn,
due to slow progress in achieving track renewals efficiency. Overall the
company is now projecting efficiency improvement over CP3 of 27%. Table
7.1 shows Network Rail’s projected cumulative efficiency improvement in CP3
along with the assumptions we made at ACRO03.

40 Access Charges Review 2003: Final Conclusions, Office of the Rail Regulator, December
2003. This may be accessed at http://www.rail-reg.gov.uk/upload/pdf/184.pdf.

1 Chapter 5 of our annual assessment provides further details: Annual Assessment of

Network Rail 2007-08, Office of Rail Regulation, September 2008. This may be accessed
at www.rail-reg.gov.uk/upload/pdf/378.pdf.
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Table 7.1: CP3 cumulative efficiency improvement (actual and projected)

2004-05 | 2005-06 | 2006-07 | 2007-08 | 2008-09

(%) (%) (%) (%) (%)
Controllable opex
ACRO03 final conclusions 15 22 26 30
Network Rail 16 24 25 26 29
Maintenance
ACRO3 final conclusions 15 22 28 34
Network Rail 10 19 26 30 32
Renewals
ACRO3 final conclusions 15 22 26 30
Network Rail 15 23 18 23
Total
ACRO03 final conclusions 8 15 22 27 31
Network Rail 10 18 24 23 27

Note: Network Rail’s actual performance is based on our annual assessments during CP3 and the
projection for 2008-09 is the company’s own.

Network Rail’s proposals for CP4

7.16 At the start of PR08 we asked Network Rail to provide comprehensive and
robust efficiency forecasts as part of its SBP submission. Network Rail has
undertaken a large amount of work, which it has explained in its SBP and its
SBP update. It has also published a number of consultancy studies that it
commissioned to support its submission.*? Network Rail’s work can be
grouped into four broad areas:

¢ specific initiatives that the company has identified which have been
translated into efficiency improvements that it considers it can achieve in
CP4 across maintenance and renewals — we refer to this as a ‘bottom-up’

assessment;

e a number of consultancy studies examining the scope for efficiency in
specific areas. For M&R these include: LEK’s internal renewals
benchmarking study between Network Rail’s territories, LEK’s study on
input price inflation and AT Kearney’s study on the scope for efficiency in
procurement. For opex, Network Rail commissioned benchmarking reports
on its human resources, finance and IT functions (which together only

comprise a small share of its total controllable opex);

42

studies, may be accessed on Network Rail’s website at
http://www.networkrail.co.uk/aspx/4352.aspx.

The documents that Network Rail submitted in support of its SBP, including key efficiency
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consideration of efficiency studies that either we, or others, had
undertaken. In particular: our international signalling and possessions
benchmarking studies, and the various studies commissioned by EWS:
Lloyds Register’s study on track renewals efficiency, DTM Consulting’s
study on the scope for cost savings in the management of freight only lines
and the LEK/TTCI study benchmarking Network Rail’s costs against the
Class 1 railroads in North America; and a study by the senior Canadian
track engineer (Brian Abbott) on renewals efficiencies (commissioned
jointly by EWS and Network Rail); and

studies commissioned by Network Rail which specifically respond to our
work and the judgements we made on the scope for efficiency which we
set out in our update on the framework for setting outputs and access
charges in February 2008 (in terms of initial views) and in our draft
determinations. This includes the BSL international benchmarking
assessment, the LECG study on the scope for opex efficiency gains in
CP4, the LECG review of our international benchmarking work, and a

report by Horton 4 Consulting.

717

In its SBP, Network Rail has proposed ‘gross’ efficiency savings of 17.6%
across OM&R. These values are unchanged from the initial ‘reference

assumptions’ it included in its ISBP in June 2006. Network Rail has reduced
these gross efficiencies based on its view of input price effects. The

company’s ‘net’ efficiency proposals are approximately 12.5% (weighted

across OM&R). The company’s proposals are shown in table 7.2.

Table 7.2: Network Rail’'s OM&R efficiency projections for CP4

2009-10 | 2010-11 | 2011-12 | 2012-13 | 2