23 September 2005

Review of the Schedule 8 performance regime: Emerging conclusions
on technical issues

1. ORR published draft policy conclusions of the Schedule 8 performance regime
review in June 2005. Since then, a significant degree of technical work has been carried
out to reflect those draft conclusions, managed by an industry technical group’, in relation
to:

e recalibration of the Schedule 8 payment rates (and consequential changes);

e the appropriate level and method of implementing the sustained (or persistently)
poor performance (SPP) threshold; and

e the possible limitation of bonus payments to Network Rail.

2. This letter contains ORR’s emerging conclusions on these technical issues and
provides an opportunity for consultees to respond before publication of final conclusions
later this year. This represents an additional step in the review process, compared with
that set out in previous documents. In the light of this the timetable for completing this
review is now as follows:

Date Event

21 October 2005 Deadline for responses to emerging
conclusions on technical issues

30 November 2005 Final conclusions published with review
notice
1 April 2006 Implementation of changes to Schedule 8

! Consisting of Schedule 8 specialists from Network Rail, ATOC, train operating companies

(TOCs) and ORR.

lain Morgan, Senior Economist
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3. Annex A provides proposed legal drafting to reflect the policy conclusions on the
SPP threshold.

4. Responses to this letter should be sent in electronic format or hard copy by no later
than Friday 21 October 2005 to:

lain Morgan

Senior Economist
Office of Rail Regulation
1 Waterhouse Square
138 — 142 Holborn
London

EC1IN 2TQ

Email: iain.morgan@orr.gsi.qgov.uk

5. Respondents should indicate clearly if they wish all or part of their response to
remain confidential to ORR. Otherwise it is expected that it will be made available in our
library, published on our website and may be quoted from by us. Where a response is
made in confidence, it should be accompanied by a summary excluding the confidential
information that can be treated as above. We may also publish the names of respondents
in future documents or on our website, unless a respondent indicates that they wish their
name to be withheld.
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Recalibration of Schedule 8 payment rates

6. The draft conclusions noted that work was being undertaken to recalibrate the
Network Rail payment rates. This work has been carried out by AEAT and managed by the
industry technical group. The basis for the recalibration is the following changes identified
by the group following a review of research produced since the previous recalibration in
2000:

e changes to the elasticities of demand with respect to generalised journey time
for some groups of customers (these revised elasticities are now reflected in the
most recent edition of the passenger demand forecasting handbook (PDFH));

e changes to the delay multiplier’ for some types of service (again following
changes reflected in the most recent edition of the PDFH);

e an increase in cancellation minutes measures® by 1.5 times, to reflect better the
impact on demand of the implications of cancellation e.g. the increased
crowding levels on subsequent rail services; and

e use of updated revenue data (April 2004 to March 2005).

7. In carrying out this work, changes have also been made to the periodic review 2000
methodology. The most significant of these is that the calculation of the average marginal
revenue effect (MRE) per service code is now based on weighting the MREs for the top 50
flows in that service code by passenger journeys (as opposed to using an un-weighted
average at the periodic review 2000). The results of this are then adjusted to derive an
estimate of the average MRE across all flows in a service code.

8. The other main difference from the periodic review 2000 recalibration is the
treatment of London stations as part of a single destination (London BR) rather than
identifying final destinations within London. This approach leads to reduced generalised
journey times (GJTs) on flows from the South East to London because no interchange
penalty is incurred. This approach is technically consistent with the new elasticities.

9. ORR circulated the underlying Lennon and MOIRA data used in the recalibration to
all train operators on 2 August 2005 and then sent revised MRE/payment rates on

2 September 2005. We are in the process of meeting train operators to describe the data
and methodology used to derive the revised payment rates and to answer any queries.

10.  Once the Network Rail payment rates are finalised, AEAT will produce the following
consequential changes for the revised Appendix 1 of Schedule 8. These are:

2 The delay multiplier reflects the fact that passengers respond differently to scheduled and

unscheduled delay.

®  Cancellation minutes enable the revenue impact of a cancellation to be taken into account.
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e changes to train operator payment rates to reflect the different rates Network
Rail will pay to other train operators following TOC-on-TOC caused lateness;
and

e changes to the Network Rail benchmark to counteract the financial impact of the
changes in cancellation weighting.

11.  ORRis meeting DfT and the Scottish Executive to discuss any implications of these
changes for the franchise contracts.

Sustained poor performance threshold
Introduction

12.  The purpose of the SPP threshold is to enable train operators to have access to
additional compensation over and above the standard Schedule 8 payments in
circumstances of sustained poor performance. This is because it is possible that
performance can reach a sufficiently poor level where the Schedule 8 payment rates are
no longer reflective of the full impact on customers’ future journey choices and train
operators’ businesses. The basis of the additional compensation that becomes available is
relevant losses rather than a calibrated higher payment rate. This was widely supported
because of the difficulty in deriving an accurate higher payment rate.

13.  The remainder of this section sets out:
e the proposed level of the threshold;
e the basis for the measurement of performance against the threshold; and

e other issues relating to streamlining the Network Code Part L and Schedule 8
compensation arrangements.

Level of threshold

14.  ORR proposes that in the first year the threshold will be set at a level of
performance 25% worse than Network Rail benchmark performance* set out in column B
of Appendix 1 of Schedule 8 of track access contracts. This is consistent with the current
Part L arrangements.

15.  ltis clear both from ORR'’s statement when consulting on the draft LOC criteria® and
from the lack of evidence available on where the Schedule 8 payment rates significantly

Note that for each year of the current control period Network Rail’'s benchmark decreases
reflecting the performance improvement trajectory applied at the access charges review 2003

Letter to industry from Michael Dawson of 21 November 2003 http://www.rail-
reg.gov.uk/upload/pdf/Draft LOC criteria_- covering_letter.pdf and Annex 1 http://www.rail-
reg.gov.uk/upload/pdf/loc_criteria.pdf
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under-compensate the train operators for the actual effect on revenue, that the basis for
the level of this threshold remains uncertain.

16.  Irrespective of this, ORR believes that the variability of performance around
expected levels should reduce over time and therefore that the SPP threshold should be
tightened over time. ORR proposes that the SPP threshold should reduce from 25% in
2006/07 to 20% in 2008/09 (see below). ORR intends to review the threshold as part of the
2008 periodic review.

Table 1: Level of SPP threshold compared to benchmark

2006/07 2007/08 2008/09

25% worse 22.5% worse 20% worse

17.  Itis important to note that this threshold is a trigger rather than a guarantee of
additional compensation and train operators will have to demonstrate relevant losses in
excess of the standard Schedule 8 compensation.

Measurement
18. Itis proposed that the SPP threshold:
e is measured using a moving annual average approach,;
e is measured in financial terms rather than in minutes lateness;

e is subject to possible trigger at the end of the 3, 6™, 10" and 13™ period of the
financial year;

e can be triggered from the first review point i.e. the end of the 3™ period 2006/07
with reference being made to the previous 12 months data; and

e is based at train operator rather than service group level with the impact of
different service groups weighted by the respective payment rates of the service
groups.

19.  This approach should ensure that the possible claim for additional compensation
will be available to the train operator regardless of where the sustained poor performance
occurs in the year.

20.  Once the revised payment rates and the small consequential changes to Network
Rail benchmarks are completed, ORR will calculate the financial level of the SPP threshold
for each review point in the remainder of control period 3.
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Principle

Suggested Modification

Schedule 7;

“SPP Indexation” has the meaning ascribed to it in paragraph
[20.3] of this Schedule 8;

SPP to be calculated
on a moving annual
average basis

New paragraph to be inserted to provide for reporting:
[18] Reporting

Within [25 days] after the end of the third, sixth, tenth and
thirteenth Period commencing on [1 April 2006]°, Network Rail shall
provide the Train Operator with a statement setting out its
calculation of its average periodic liability for Performance Sums
over the preceding 13 Periods. This calculation shall be made in
accordance with the following formula:

A+D
13

where:

A is the sum of all Performance Sums for which Network Rail
is liable pursuant to paragraph 11.1 of this Schedule 8 for
the immediately preceding Period.

D is the sum of the value of A in respect of each of the twelve

preceding Periods.

TOC to be entitled to
claim relevant losses
to extent SPP
Threshold is
exceeded net of other
payments from
Network Rail under
Schedule 8

TOC entitled to claim for relevant losses under an indemnity:

[19] [Compensation for sustained poor performance]

[19.1] Network Rail shall indemnify the Train Operator against all
Relevant Losses in accordance with this paragraph [19] if, and to
the extent that, the statement delivered pursuant to [paragraph 18]
of this Schedule 8 shows Network Rail has exceeded (that is,
equalled or been worse than) the relevant SPP Threshold.

[19.2] The liability of Network Rail under paragraph [19.1] for
sustained poor performance (SPPL) shall be determined in

9

[All affected track access contracts will already have 12 periods of data that can be used for the

purposes of this calculation. Appropriate transitional provisions will need to be considered in
new track access contracts.]
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Principle

Suggested Modification

accordance with the following formula:
SPPL =RL -PS
where:

RL  means the Train Operator's Relevant Losses for the
relevant 13 Periods arising as a direct’ result of minutes
delay and cancelled stops other than those for which the
train operator is allocated responsibility in accordance with
paragraph 5.3 of this Schedule 8.

PS  means the sum of all Performance Sums for which Network
Rail is liable in respect of the relevant 13 Periods.

SPP Threshold to be
indexed by RPI from 1
April 2007

Indexation provision to be inserted:

[20] SPP Indexation

[20. 1] Subject to paragraph [20.2], each value specified in
Appendix 3 shall be multiplied by the SPP Indexation figure for the
Relevant Year.

[20.2] The values specified in respect of the Relevant Year
commencing on 1 April 2006 shall not be multiplied by the SPP
Indexation figure.

[20.3] The SPP Indexation figure in Relevant Year t shall be
derived from the following formula:

SPPI, =1+(RPI“l 'RPIZOO‘*j

RPI 2004

where:

SPPI;  means the SPP Indexation in Relevant

Year t;
RPIl.1  means the Retail Prices Index published

or determined with respect to November in
RPly04 means the Retail Prices Index published

or determined with respect to November

' ORR does not consider this to be strictly necessary because of Clause 11.4 but notes that this
wording is included in paragraph 14.2(a). ORR would be grateful for views on this issue.
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Principle Suggested Modification
2004.
Year 2006/07 2007/08 2008/09 Al;l;epndix 3
Threshold
End of £ [x] £ [x] £ [x]
Period 3
End of £ [x] £ [x] £ [x]
Period 6
End of £ [x] £ [x] £ [x]
Period 10
End of £ [x] £ [x] £ [x]
Period 13

13
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