


mcentivised to respond to the pressures that the lenders are intended to bring
to bear on the company; and

e. The proposal needs to be affordable: this means that any additional financial
costs need to fit within Government's available budget.

Re-opener and ring-fenced fund

4.

DfT generally supports ORR’s proposals for the re-opener arrangements and the
ring-fenced fund. However, we have views to share on some of the specific
elements of the proposals.

In our view, the re-opener trigger should not only be based on a financeability
assessment, as proposed by ORR. This is because the level of overspend that
could be financed by Network Rail is very uncertain ~ and if the FIM is fo be
available on all debt, it could be unlimited. As a result, Network Rail could
potentially overspend to a very significant degree before any re-opener was
triggered,; this could, in turn, create a very large funding liability for Government. We
therefore propose that ORR adds a pre-defined overspend or financial ratio
threshold as a trigger for a re-opener. This would also mean that the proposals
remained appropriate if all of Network Rail's debt was guaranteed.

ORR is considering flexing the FIM fee in the event of Network Rail deferring ring
fenced fund outputs. Whilst DfT considers that Network Rail should be strongly
disincentivised from deferring these outputs, we do not think this is an appropriate
means of doing so. We consider that the management incentive plan would be a
better means of doing so.

We think that the use of the FIM fee to this end is confusing and unhelpful for four
main reasons:

a. ORR'’s proposals to date have set the FIM fee as the estimated difference
between the cost of supported and unsupported debt. in our view this is the
right principle and should not be corrupted for other purposes;

b. As implied by a. above, to the extent that the quantum of the FIM fee
represents a valuation of the guarantee, it does so essentially from the
perspective of Network Rail and the benefit it receives from the FiM (i.e. lower
interest costs). In the event of ring fenced fund outputs being deferred, the
benefit to Network Rail of the FIM should remain unchanged and so the FIM
fee itself should not change;

¢. Changing the FIM fee in the way proposed would give a spurious measure of
the risk of the guarantee and is unlikely to accord with any approach
Government itself uses to value the contingent liability of the guarantee. As
sole beneficiary of the proposal, we therefore think varying the FIM fee as
posited would be misleading and unhelpful in its consequences; and

d. It does not accord with general market practice, e.g. monoline fees do not
adjust in these circumstances.

Indexation of refurns

8.

We agree with ORR’s decision not to index elements of Network Rail's allowed
return.

DT Response to CRR Feb 2008 consultation.doc



Rolling forward the RAB

9. We agree with ORR’s decision to include efficient capex in the RAB. In order to
eliminate unnecessary risk we think that the test of efficiency should be as
transparent and mechanistic as possible. As ORR notes elsewhere In its document,
specific risk allocations for capex schemes, such as agreed for Thameslink, would
need to be kept out of this aggregate calculation. We also agree with ORR’s
decision to adopt a rolling capex incentive mechanism.

Corporation fax

10. We agree with ORR’s decision to address the double count in Network Rail's tax
allowance and the way in which ORR proposes to deal with this.

Cost of capital

11. We are generally supportive of ORR’s approach to setting the cost of capital for
Network Rail, in particular the emphasis that ORR puts on setting the interest
allowance on the basis of that required by an efficiently financed company in its
position. In this regard we expect ORR to have regard to the historically low interest
rates achievable on long dated index linked issuance under the FIM.

12. When ORR proposes the cost of capital in its draft determination we consider that its
priority should be to set a return consistent with proper and efficient cash allowances
for the individual components of the return (interest allowance, FIM fee, risk buffer
and ring fenced fund), rather than on the notional ingredients of the WACC (such as
gearing and cost of equity). This is because:

a. Network Rail's WACC, as proposed by ORR, is a notional number only, since
the company has no equity capital to be remunerated (being 100% debt
financed), nor dividends to be paid, and will have all or most of its capital
guaranteed by Government; and

b. Setting efficient cash allowances for the components of the return described
above is essential for giving Network Rail the hard budget constraint that is
needed to effect financial discipline.

13. ORR and its advisers have done considerable analysis in coming up with their
proposed range for the WACC of 4.1% to 4.7%. We would not expect ORR to
revise this range upwards in its draft determination. Whilst current margins may be
higher than assumed in this range, we do not believe this should have any
significant impact on ORR’s proposals on the basis that:

a. The WACC should be set with reference to the level of financing costs that are
likely to persist in the period rather than any spot figure — the recent volatility in
rates is testament to the need to take a longer term approach. This view
appears to be supported by CAA who recently kept constant their cost of
capital proposals despite fluctuations in interest rates since the time of their
previous proposals;

b. Gilt yields have fallen as have rates relating to guaranteed debt. This suggests
that even if current rates persisted and the unsupported debt proposal were to
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proceed, Network Rail's actual financing costs would not necessarily
significantly exceed the allowances proposed by ORR;

c. If ORR were to propose to increase the WACC on the strength of current spot
interest rates — which we think it should not — the FIM should rise
correspondingly to ensure that NR did not receive a windfall gain in its interest
allowances; and

d.  Network Rail will have fixed a significant portion of its debit.

14: On the basis of the above, we remain of the view that ORR should set a return at
the lower end of CEPA's proposed range of 4.1%-4.7%.

15.  I'hope this is helpful and | confirm we are happy for this response to be made public.
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Yours sincerely -
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Chris Hall
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