PERIODIC REVIEW:
STATEMENT ON THE IMPLICATIONS OF HATFIELD

I ntroduction

1.

The find concdusons on the periodic review of Railtrack’s financid
framework for the next five years were published in October 2000. These
conclusions represented the outcome of an extensive 2Y%2 year process to
review Ralltrack’'s expenditure requirements, the outputs it would be
required to ddiver, the dructure of charges and incentives, and the
framework for enhancements. The process involved extensve industry
consultation. However, the review was completed before the tragic Hatfield
derailment occurred.

Chapter 16 of the periodic review find conclusons recognised that while
the new charging arrangements should generdly be expected to apply for a
period of five years, there was a need for some flexibility to ded with
exceptiond circumstances. The Regulator therefore proposed a new
provison for interim reviews if there has been a materid change of
circumgtances and that in consequence there are compelling reasons for
doing so having regard to his statutory duties including in particular the duty
not to make it unduly difficult for Raltrack to finance its rdevant activities
The purpose of this statement is to explain the way in which the Regulator
expects to gpply this generd approach to ded with the consequences of the
Hatfidd deralment which represents a materid change of circumstances for
Ralltrack snce the Regulator finalised his conclusions.

The immediate financid consequences of Hatfield are occurring under the
exiging contractud and regulatory framework which was established before
privatisation. Ralltrack has rightly acknowledged that these consequences
are for the company and its shareholders to bear. Nether customers nor
taxpayers will pick up the hill for this.

Ralltrack has announced that the immediate consequences of Hatfidd when
combined with other factors will leave it in a maeridly worse financid
position from the start of the second control period to that which | assumed
in reaching my find conclusons. This may therefore have implications for
the appropriste timing of Railtrack’s revenues over the next ten years to
ensure that the company is adle to finance its rdevant activities. In
paticular, it may be gppropriate to change the timing of network grants
which the SRA has agreed to pay over the second control period or to bring
forward grants which would have been paid in subsequent periods. But there
is no quedtion in this respect of there being any increase in the overdl vaue
of revenues including grants.

Once the immediate recovery from the afteemath of Hatfidd has been
completed, it is likdy that there will be ongoing implications for the ral
network, both direct and indirect, which may influence the efficient leves
of activity or outputs and hence expenditure during the second control
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period. These ongoing implications may conditute a materid change to
Raltrack’'s financid and operationd crcumdances which could bring
forward the need for an interim review, once the full implications have been
properly assessed. However, the Regulator considers that it would not be
possible to begin to assess these implications or the need for an interim
review in this respect a least until the immediate issues have been dedt
with and the implications of the TTCI report into broken and defective rails
have been assessed.

In these circumstances, the Regulator would congder sympetheticaly an
goplication by Railtrack for an ealy interim review to examine the
gopropriste timing of Railtrack’s reverue requirements. He would dso
condder sympatheticaly an agpplication by Raltrack for a subsequent
interim review during the second control period to consder the ongoing
impact of Hatfield on its efficient expenditures and outputs in the second
control period. In ether case, however, Railtrack would need to demonstrate
that:

the effects in terms of additiond expenditure requirements or
financing costs were materid; and

the impact on Ralltrack’s financia postion would, without further
regulatory action in the second control period, maeke it unduly
difficult for the company to finance its relevant activities.

Coverage of interim reviews

7.

An ealy interim review would ensure that the immediate consequences of
Hatfieddld on the company's financid podtion were appropriately addressed
in the timing of Raltrack’s revenues, particulaly in reaion to the fird part
of the second control period, having regard to the Regulator's dtatutory
duties. Such a review would not reassess the gppropriate level of Railtrack’s
revenue requirements (including the March 2001 RAB, the expected leve
of expenditure over the second control period or the cost of capita). It
would therefore be confined to the two questions of (&) whether and how
Railtrack receives funding spread over the second control period or must
wat until after 2006 (i.e. a question of cashflow only) and (b) the mix
between access charges and grants. It would not concern any question of
any dteration of the levd of funding. As indicated in the periodic review
documents, the Regulator would expect to assess his proposds agang the
relevant financid indicators tha would be required to maintan a fla A
credit rating.

Any interim review of the longer term implications of Hetfidd would
consder the impact of changes, both direct and indirect, to efficient
expenditure and revenue requirements over the entire five year control
period, including the cods of additional obligations incurred up to the time
of the review. It would, however, principaly focus on examining the impact
of those aspects of the company’s operations which were affected by
changes in crcumgances aisng from the ongoing implications of Hatfield.
The areas which might be covered would include:



10.

changes to mantenance and renewa activity and therefore efficient
capitd and operating expenditure requirements, paticularly on
track;

ay implications for the achievable rates of improvement in
operationd performance, efficiency, and possession costs,

any other effects such as necessary and appropriate changes to wider
asxt management policies triggered in whole or in pat by the
events of Hatfield; and

any implicaions for Railtrack’s revenue requirements, for the
asociated level of track access charges over the second control
period and for the vaue of the Regulatory Asset Base (RAB) at the
end of that period.

Such an interim review would therefore be limited in scope and would be
incremental to the Regulator's find conclusons on the periodic review. The
Regulator would need to exercise judgement as to the extent to which any
increases in cost were the result of the relevant changes in circumstances or
had been anticipated at the time of the periodic review (and therefore
reflected within the expenditures on which the Regulator has dready
expressed hisviewsin the find conclusions).

Chapter 16 of the periodic review find conclusons contans provisons for
interim review of narowly defined dements of the periodic review
settlement where further work is needed to findise long term arrangements.
It would be for congderation whether any such review would be combined
with that for the longer term implications of Hatfield.

Timing and process

11.

12.

As indicated in the find conclusons on the periodic review, the Regulator
would expect Railtrack to submit any gpplication for an interim review with
representations setting out why it believed the case for such a review to be
compelling. In making these representations, he would expect Railtrack to
have regard to the terms of the interim review provisons, the wider policy
consderations referred to in Chapter 16 of the find conclusons to the
periodic review and the further consderations referred to in this statement.

Folowing an gplication for an interim review into the long term
implications of Hetfiedld, the Regulator would undertake an initid
consultation with relevant indudry parties including funders. Subject to
congderation of the responses to this consultation, the Regulator would
expect to initiate the interim review process st out in Part 7, Schedule 7 of
the templaie track access agreements. The Regulator would expect
provisona concusons of this interim review to be completed within sx
months of the application. These conclusons would be subject to
consultation before findlisation.



13.

14.

15.

A dmilar process would apply to an ealy interim review into the
gopropriate  timing of Raltrack's revenue requirements. In this case
however, the Regulator would expect to complete the review and to seek
views from consultees within a shorter period of time. Provided that
Ralltrack makes an gpplication for interim review in good time, he would
expect to be adle to implement his conclusons before the first grants are
due to be paid in October 2001.

It would be for Railtrack to provide rdevant documentation to support its
cae through appropriste submissons and supporting quantification, which
demonstrated the basis for the purported changes in costs and revenues in
question.

The implementation of any proposed modifications aisng from any interim
review would, under the provisions of the Transport Act 2000, be subject to
Raltrack’'s right to object to the Regulator's conclusons, and the
Regulator’ s aility to refer the issues to the Competition Commission.



