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3 1 MAY 2005

PROFESSIONAL PROJECT MANAGEMENT LTD

37 FLOOR, SUITE 226728, CENTRAL CHAMBERS, 103 HOPE STREET, GLASGOW, G2 6LL.
TEL +44(8) 141221 2238
FAX +HH(0) 141 221 2265

OLRRER  CDM/PMACK YOUR REF:

-;euld .

26 May 2005

Infratil Airport Holdings Limited,
Prestwick,

Ayrshire,

KA9 2PL.

Desr Sirs,

RATILWAY STATION

1 refer toyour request for a cost estimate on the coristruction of a new railway station
to the Airport based on-current prices.

Asyouknowwewcreﬁm?mpetMangge:sforﬂmmstmguﬂwxymmnprqect
but this exercise is been carried out fromy first principles utilising oir detailed
knowledge of the site. The following sssumptions have been made:-

1. Thecostmxsambasedonﬂxsamelocanonmdwnﬁgmmonofthe
existing railway station. There-was no evidesice from eithier the initial study
workorﬁeconstmﬁmnphmthaith@ewasmybeneﬁtmmhngmy
change to these fundamental factors.

2. Due to the complex nature of the project and its interface with the railway
systemlthastobe«asmmedthatnwmddbedmgmdxsb&rc\mthaﬁxﬂ
design tesm before. proceeding to tender for 8 main contractor.

3. Costs include for a topographical survey and ground investigation work to
reflect the nature of the site:

4, Costs do not include for land purchase and associated legal fees.
Contd/ ...

Diractor: MJ. ROONEY, B.Sc (Hoos), PhD, M.CLOB Registaod in Scotisod No. 79423
Coasuksnt: C.D. MzcCALMAN, C. Eng, FICE,FLHT, FIES, MC ML V.AT. Registration No. 552 4605 53




2.

5. Costs include for Network Rail charges for Approvals, liaison, possessions
and supervision of the work. They also include for-warks for signal and cable

diversions.

Approval/Liaison £ 40,000
Works £ 48,000
Possessions 19,

£147,000

6. Costs include for the preparation of a Safety Case which is a reguirement

1. Costsmbmdonacansuuctionpmgmmmeofwweebwith%weekmd
possessions. :

8. Allowance has been made for design, project management snd site supegvision
fers fogettier with compliance with the CDM Regulations.

The breakdown of cur estimate of costs is set out below:-

£
1. Groundworks, founds and platforms 570,000
2, Piling 215,000
3. Stestwork 379,600
4. Cladding and glazing 485,000
5. Escalators and {ifts 522,000
6. Services, inchuding lighting 114,000
7. Signage 5,000
3. Terminal Finishes 59,060
9.  Metalwork 133,000
10.  Preliminaties 15% _372:000,
Constraction coststo sub-total £2,849,600
Design fees 12% % £ 357,000
Project management and site supervision 5% £ 143,000
Planning Supervisor £ 5,000
Tapographical Survey £ 3,000
Ground Investigation £ 20,000
Network Rail charges £ 147,000
Safety Cas¢ £ 10000
Total £3.534.000,
The costs exclude Value Added Tax.

The above cost compares with the recently opened Gartcosh railway station which has
a published cost of £3.5M.




3.

We have undertaken an assessment on the likely lifetime of the components of the
statian bearing in mind its location which can be classified as a marine environment
with severe exposure.

Componeat Life in Years
1. Groundworks, Founds and Platforms 100
2.  Piling 100
3. Steelwork 50
4, Cladding and Glazing 25
s, Escalators and Lifts 25
6. Services, including Lighting 20
7. Signage 15
8. Terminal Finishes 15
9. Metalwork 25
We trust the sbove mests mfhycurremurunans and look forward to hearing from
you.
Yours faithfully,
PROFESSIONAL PROJECT MANAGEMENT LBITED

CRAWFORD D, MACCALMAN
CONSULTANT
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FIGURE 8.1

Real redemption yields on index-linked gilts*
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Source: Bank of England.

*Estimated by the Bank of England from 2 smoothed zero coupon yield curve.
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FIGURE 8.2

Real yield curve, April 1997 to April 2000
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Small company equity premium

8.35. ESH, of which the principal subsidiary is SESW, is quoted on the London Stock Exchange but
has a market capitalization of under £100million, making it a relatively small company.

8.36. Thercarc a ber of ies may have a higher cost of equity:

‘why small comp
(a) Small companies are higher risk.

(b) There is less public information available about small companies, causing investors interested in
small companies to incur additional information costs which would need to be compensated by
higher returns.

(¢) Trading in small company shares is less liquid, leading to higher transactions costs and also
potentially making small company shares less attractive to institutions.

We consider these in turn,

8.37. Statistical estimates of beta do not suggest that small companies are higher risk: the LBS-
estimated beta for the FT-SE Small Cap index is 0.81 (for the 60 months to April 2000) indicating lower
risk than for the FT-SE All Share index (which has a beta of 1,0). Morcover, the data in Appendix 8.1 do
not suggest that small water companies have higher bota than the water sector as a whole. Over the long
term (30 to 45 years), returns on companics accounting for the smallest 10 per cent of the London Stock
exchange’s market capitalization have ded returns on all shares by 2 to 3 per cent' but, as shown in
Figure 8.4, this has not been the case more recently. Academic studies have found some evidence (which
is fairly weak for the UK) that in ts in the 11 panies earned higher returns than
e in larger companies.’ This might reflect higher risk that has not been captured by statistical
estimates of beta, for example due to a lack of information on such companies, the point to which we
now turn.

8.38. We are aware that small companies are regarded by investors as difficult to value; that many
small companies in the manufacturing and service sectors have been taken private by their managements
while managers of other such small companies feel that their businesses are not understood by the
market; and that these developments may reflect the difficulty and expense of collecting and
disseminating information on small companies. However, small water companies are much less difficult
to value than other small companies due to their having a RCV and, furthermore, a great deal of
information about all water companies, including the small ones, is published by Ofwat. We do not
therefore consider that the information problems associated with small companies generally justify a
small company equity premium for small water companies.

8.39. The lower liquidity of the market in ESH shares is reflected in 2 bid/ask spread of about 6 per
cent,’ compared with about 0.5 per cent for large water companies. Thus if the shares are held on average
for about five years® the additional transactions costs would be equivalent to about | per cent a year:
returns on the share would consequently need to be 1 per cent a year higher to compensate investors for
the extra costs.

_zonaaoésmaégmﬁ“s?nﬁ.&s The water industry cost of capltal and the small company effect, » papes
proparsd for Sutton and East Water, London Econoemics, August 1998,
David Miles and Allan Ti *Varistion in cxpected stock retums: evidence on the pricing of cqulties fom & cross-
yection of UK compenies’ Economica, August 1996, The study used data for May 1979 to Aprl 1991 and found thet the mean
retum ox the smallest decilo of companies was significantly higher than on other companies at the 10 per cent level (but not the
uwﬂnﬂiaﬁc.
UK-INvest.com.
*The di jon in p ph 8.19 g an illustrative hokding period for equities of ten years. However, this related 1o
wo_aimuomoﬁ_uasaﬁxsﬂ_so&a-«aﬂugzwiw::vﬁaunsuagnﬁosnvoaﬁnv&&?ﬁuaﬁg
individual company,
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FIGURE 8.4

FT-SE SmallCap and All Share indices
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The periodic review of Railtrack’s access chasges: Provisional conclusions on revernue requirements

4. Cost of capital and financial indicators

“

Introduction

4.1

4.2

4.3

The calculation of the Weighted Average Cost of Capital (WACC) is used to
determine the allowed rate of return on the Regualtory Asset Base. It depends
on estimates of the cost of debt finance, the cost of equity finance and an
assumed level of gearing (the proportion of debt and equity):

o cost of debt: the cost of debt is made up of two components — the risk
free rate and a company specific debt premium. OFWAT and OFGEM
have also made a separate allowance for the cost of embedded fixed
rate debt (i.e. long-term debt which the companies entered into when
interest rates were significantly higher than current market rates); and

. cost of equity: the previous Regulator, as with other regulators,
calculated the cost of equity using the Capital Asset Pricing Model
(CAPM). Under this approach, the cost of equity is calculated from the
risk free rate plus the equity risk premium (which reflects the risk
associated with equity in general) multiplied by a company specific
beta (which reflects the risks associated with Railtrack shares that
cannot be diversified by holding a large portfolio of shares).

Consistency with the approach and assumptions adopted by other regulators
and over time should help to minimise unnecessary uncertainty among
investors about the returns which an efficient Railtrack can be expected to
earn. The joint statement published on 8 October 1999 by the five regulators
for water, telecommunications, rail, gas and electricity set out the
arrangements for joint working including the working group on price control
and the cost of capital. Given the current absence of a right of appeal for
Railtrack to the Competition Commission, the Regulator believes that it is
particularly important for him to have regard to relevant precedents (although
he has given his support to Railtrack being given a right of appeal to he
Competition Commission).

The Regulator considers that the most recent cases are likely to represent the
most relevant precedents and he has therefore taken account of the approaches
adopted by OFWAT and OFGEM in their respective reviews of the regional
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electricity companies and the water and sewerage companies. He is aware that
these other companies have argued that the approach adopted by their
regulator is inconsistent with what the MMC has previously done (particularly
with respect to the risk free rate). However, if any of them reject their
regulator’s proposed price controls and the matter is referred to the
Competition Commission, the Regulator would be able to take this into
consideration in reaching his final conclusions.

44  The way in which the Regulator has taken account of these precedents
differentiates between generic assumptions which apply to any company (the
risk free rate and the equity premium) and company specific assumptions (the
debt premium, the equity beta and the level of gearing). Given the need for
consistency, the Regulator considers that there is a strong case for adopting the

) same generic assumptions as those used by other regulators. With regard to the
company-specific assumptions, he believes that the key question is whether
the underlying risks faced by Railtrack are substantially different to those
faced by other regulated companies. Whilst the Regulator has also reviewed
the available evidence on each of the key assumptions, this implies that, if the
underlying risks are the same, the appropriate allowed rate of return for
Railtrack’s core business would be the same as that allowed by other
regulators.

4.5  The remainder of this chapter presents the Regulator’s provisional conclusions
on the following issues:

. the generic cost of capital assumptions;
. the extent to which Railtrack is different to other utilities;
. the implications for the company-specific cost of capital assumptions;
) the treatment of taxation;
. the appropriate cost of capital for use in the periodic review; and
. the role and values for other financial indicators.

Generic cost of capital assumptions

Risk free rate
4.6 The previous Regulator proposed a range of 2.25-3.0% for the risk free rate

based on the current rates on index-linked bonds. By contrast, Railtrack argues
that the use of current rates is inconsistent with the ‘powerful and consistent
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4.8

4.9

4.10
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MMC precedent’ and that it would be more appropriate to use a long term
average rate of 3.5-3.8%.

Railtrack has recently provided a submission which claims that the previous
Regulator, in focussing on current returns on index-linked bonds, put forward
an unduly low range for the cost of capital. It argues that this view is
supported by the following factors:

. its concerns which have emerged since December 1998 about the
distortions in the market for index-linked bonds; and

. an alleged methodological error by the previous Regulator (and other
regulators) in failing to include an allowance for inflation risk in his
calculation of the risk free rate.

However, the range proposed by the previous Regulator encompasses the
ranges used by OFWAT (2.5-3.0%) and OFGEM (2.25-2.75%). OFWAT
notes that a recent London Business School (LBS) paper states that the
standard cost of capital analysis always uses current market opportunity rates.
OFWAT also argues that the combination of a forward looking cost of capital
and an allowance for embedded fixed rate debt provides a more focussed
assessment of required returns than can be given by historical averages.
Similarly, OFGEM refers to recent evidence from the May 1999 Bank of
England inflation report and analysis published by the Debt Management
Office in July 1999 which suggests that the strong institutional demand and
stable Government finances should continue into the medium term, indicating
that the present rates are not unduly influenced by short term factors.

The Regulator also considers that if Railtrack considers that there are
significant distortions in the market for index-linked bonds or significant
inflation risks associated with other forms of financing, Railtrack should take
account of these issues in deciding how best to finance its investment.

The Regulator is aware that the respective electricity and water and sewerage
companies have generally adopted a similar position to Railtrack. However,
unless any of these companies reject their regulator’s proposals and are
referred to the Competition Commission, he is minded to confirm the range
proposed by the previous Regulator (2.25-3.0%). He notes that this range is
substantially higher than the current real yield on long-term index- linked gilts.

Office of theRAIL REGULATOR ¢ December 1999
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Equity risk premium

4.11

4.12

4.13

The previous Regulator set out the evidence on the equity risk premium in the
December 1998 periodic review document. This included reference to City
analysts, other regulators and his own corporate finance advisers. Consistent
with the intention to target a forward-looking cost of capital, he concluded that
it would be appropriate to assume a value within the range 3.0-4.0%.

By contrast, Railtrack concludes that the appropriate value for the equity risk
premium should be 3.5-5.0% based on previous MMC findings. Railtrack
argues that, since the recent premium is at an historical low, a reasonable
central estimate should lie within the upper part of this range.

Having reviewed the available evidence and given the need for consistency
with other regulators, the Regulator is minded to confirm the range proposed
by the previous Regulator. In order to identify a narrower central range for the
cost of capital he proposes to focus on a central range of 3.25-3.75% for the
equity risk premium (in line with the values assumed by OFGEM).

Is Railtrack different?

4.14

There are a number of elements to this question:

. assuming that the structure of Railtrack’s charges becomes broadly
cost-reflective (as is broadly the case with the form of control in other
regulated utilities), would the underlying risks and the cost of capital
associated with the core business be any different to those faced by
these other utilities?

. if the structure of charges was modified to provide Railtrack with a
positive incentive to promote growth, what impact would this have on
the cost of capital?

. to what extent are the risks associated with enhancements different to
those associated with maintenance and renewal and what are the

implications for the cost of capital?

This chapter focuses exclusively on the first question. The potential impact of
a volume incentive will be addressed if the Regulator decides to adopt this
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approach next Spring. The rates of return applicable to enhancements are
discussed further in Chapter 13.

Railtrack argues that there are many aspects of its operations which
differentiate it from other regulated utilities. These are addressed in turn
below.

First, Railtrack argues that, unlike other utilities, the scale of the task which it
faces is large and has increased since privatisation. Although this may be true,
these factors do not affect the forward- looking risks which now face the
company (except, potentially, through indirect effects on other differentiating
factors which are discussed below). The Regulator does not therefore believe
that there should be any allowance for this factor in the cost of capital which is
estimated for the periodic review.

Second, Railtrack asserts that the scale of enhancement investment over the
next period is enormous (at least 100% of the RAB compared to 25% to 60%
for other utilities). It is also claimed that the risk of capital expenditure
overruns is higher in the rail industry than in other utilities and that the scale
of certain projects is such that significant overruns could undermine
Railtrack’s ability to finance its relevant functions. However, it is the
Regulator’s present view that, even if these risks impact on the sustainable
financial indicators (which are discussed in more detail below) or the cost of
capital for enhancements (which is discussed in Part 1), they should not
influence the cost of capital for Railtrack’s core business since this does not
include major enhancement expenditure.

Third, Railtrack claims that it faces greater variations in its return on capital
due to the following differences:

. it faces stronger financial incentives and penalties relating to the
performance of its network; and

. it is dependent on a smaller number of relatively large customers who
could become bankrupt.

However, the Regulator considers that to the extent that these risks are higher
than in other industries, they are largely company specific and would not
therefore contribute to a CAPM based estimate of the cost of capital (since
only market related risks are reflected in the company’s beta). In addition, he
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considers that the risk associated with train operators’ bankruptcy is relatively
small since the Franchising Director would be able to step in to maintain the
services.

Fourth, Railtrack argues that a given change in revenues or costs will have a
relatively large effect on profitability since profits represent a smaller
proportion of costs and revenues than in other utilities (i.e. its operational
leverage is higher than other utilities’). This difference arises because the RAB
is low relative to the company’s expenditure requirements. For example,
Railtrack estimates that operating expenditure over the next period is between
200% and 280% of the RAB, compared to ratios of 40% to 60% for other
utilities. In the longer term, this difference will tend to decline since
Railtrack’s RAB is also expected to grow much faster than other utilities. At
present, however, the Regulator considers that Railtrack’s operational leverage
is significantly higher than other utilities and that this should be reflected in
the assumed cost of capital.

Finally, Railtrack indicates that financing is a major challenge. For example, it
is argued that the company will not be able to tap the debt market
opportunistically and that it will need to retain the option of raising further
equity. Given the importance of investment, the Regulator agrees that it is
important for him to be confident that the assumed cost of capital is sufficient
to enable Railtrack to meet this challenge. This factor would therefore tend to
support assumptions which are closer to the top end of the likely range of
values than in other utility sectors.

Company specific cost of capital assumptions

Gearing

4.21

The appropriate level of gearing is discussed further in the section on relevant
financial indicators. For the purposes of calculating the weighted average cost
of capital, however, the Regulator proposes to assume gearing of 50%
(defined as debt divided by debt plus equity). This is at the top end of the

range assumed by the previous Regulator and in line with recent assumptions
adopted by other regulators. In the long term, when investment in the network
has stabilised, the Regulator believes that this level of gearing is likely to be

seen as conservative.
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Debt premium and allowance for embedded debt

4.22

4.23

4.24

4.25

The debt risk premium reflects the additional return required by the providers
of debt finance to hold corporate rather than Government debt and can be
estimated as a premium over the real risk free rate. It will depend on a range of
company specific factors which are assessed by the rating agencies.
Railtrack’s current bonds are rated AA- and they have recently traded at
between 140 and 170 basis points over the comparable gilt, depending on
maturity. For comparison, BBB rated debt issued by electricity or water and
sewerage companies recently traded between 100 and 270 basis points above
the comparable gilt.

Railtrack has argued for a debt premium of 1.0-1.2% on the assumption that
Railtrack’s credit rating remains at or above a strong single A rating and that
longer term historic rates are used for the risk free rate. The previous
Regulator assumed a debt premium of 1.0-1.5%.

Given the assumption that Railtrack’s gearing will increase to 50%, the
Regulator is minded to adopt a range of 1.2-1.5%. This implies an overall real
pre-tax cost of debt finance of 3.5-4.5%.

At future reviews, the Regulator would need to consider whether to make any
allowance Hr any embedded long-term fixed rate debt which might be out of
line with prevailing rates. In considering this issue, he would expect to have
regard to the need for consistency with the mechanism for calculating the
assumed risk free rate, the approach adopted by other regulators and
comparisons with the financing options adopted by other similar companies
(e-g. in relation to the choice between fixed, variable and index- linked debt).

Equity beta

4.26

4.27

A company’s beta provides an indication of its riskiness relative to the market
as a whole. It aims to predict the extent to which a company’s share price
would tend to change in response to changes in the level of the overall market
and seeks to measure the company’s non-diversifiable risk relative to equities
generally. The equity beta depends on the overall level of gearing of the
company since additional gearing increases the variability of equity returns.

The previous Regulator assumed an equity beta of 0.75 to 0.85 based on
Railtrack’s low historic level of gearing. Given this same level of gearing,
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Railtrack argues that the appropriate range for its beta is 0.8 to 1.0. This is
towards the top end of the range proposed by Railtrack’s consultants since
Railtrack discounts the recent share price movements as being
unrepresentative due to the volatility associated with the periodic review.

If the equity beta that was used by the previous Regulator is adjusted so as to
take account of an assumed gearing level of 50%, the result is an adjusted
equity beta in the range of 1.20 to 1.35.

By comparison, OFGEM has assumed an equity beta of one (until recently
OFWAT also assumed an equity beta of one). Since this equity beta is also
based on an assumed gearing of around 50%, it is directly comparable with the
ranges noted in the previous paragraph. The preceding section concluded that
Railtrack does face greater risks than other regulated utilities (particularly
because of higher operational gearing) and that it is important for the
Regulator to be confident that his assumed cost of capital is sufficient to
enable Railtrack to attract new debt or equity finance. This implies that
Railtrack’s equity beta would be higher than one (assuming 50% gearing).

This conclusion is supported by the MMC’s assumed beta for BAA plc (which
in some respects may be more similar to Railtrack — e.g. due to the scale of the
construction programme). In 1996, the MMC assumed an equity beta for BAA
of 0.7 to 0.9 based on 30% gearing. Assuming 50% gearing, the implied
equity beta would increase to 1.0 to 1.25.

The Regulator believes that considerable caution is required in interpreting
statistical evidence on equity betas. In particular, he notes that different results
can be obtained by examining different time periods and that structural change
may mean that estimates based on historical data are of limited relevance to
the future. For example, Railtrack argues that the recent fall in its estimated
beta is attributable to the uncertainty associated with the periodic review.

It is therefore necessary to look at the differentials between the estimated betas
for different utilities over a period of time. Table 4.1 shows the London
Business School beta estimates as published in the December 1998 periodic
review document as well as the most recent estimates. In each case, the table
shows the equity beta based on actual gearing, the asset beta (which assumes
zero gearing) and the implied equity beta based on 50% gearing. It shows that
Railtrack’s beta has been around 0.1-0.2 higher than the average for other
regulated utilities excluding BAA, when these are adjusted for gearing. These

Office of £he RAIL REGULATOR « December 1999




The perodic review of Railtrack’s access charges: Provisional conclusions on revenue requirements

data reflect the current structure of charges, in particular the very high fixed
charge. However, if variable usage charges are increased to become more
cost-reflective this would tend to increase the difference between Railtrack’s
observed beta and that for other utilities.

Table 4.1: A comparison of equity and asset betas

Current gearing Equity beta Asset beta Equity beta
D/(D+E) current gearing no gearing 50% gearing
Dec 98 | Dec99 | Dec 98 | Dec 99 | Dec98 | Dec 99 | Dec 98 | Dec99
Water group 0.30 0.36 0.84 0.55 0.65 0.39 1.10 0.67
PES group 0.39 0.24 092 0.65 0.63 0.53 1.08 0.91
National Grid 0.21 0.36 0.66 0.57 047 041 0.81 0.70
BAA 0.25 0.27 1.06 0.97 034 0.77 1.43 1.31
BG 0.27 0.28 0.69 0.57 0.54 045 092 0.77
Average 0.28 0.30 0.83 0.66 0.65 0.51 1.10 0.87
Average exc BAA | 029 031 0.78 0.58 0.60 0.45 1.02 0.75
Railtrack 0.10 0.18 0.73 0.61 0.68 0.53 1.15 0.90

4.33

In conclusion, for the reasons explained above, the Regulator currently

proposes to assume an equity beta of 1.1 to 1.3 based on 50% gearing and

assuming that the structure of charges is broadly cost reflective. Due to the

identified differences in risk, this is 0.1-0.3 higher than the comparable betas

which OFGEM has assumed for electricity companies. It is also consistent

with the range assumed by the MMC for BAA.

Adjusting for taxation

4.34

The August 1999 periodic review document raised the question of the
appropriate treatment of taxation. There are three alternative options:

. calculate a post-tax WACC but exclude the tax shield on debt and
apply this to post-tax cash-flows assuming 50% gearing — this is the
approach adopted by OFWAT and the previous Regulator;

. calculate a post-tax WACC and include the tax shield on debt and
apply this to post-tax ungeared cash-flows — this is the approach
adopted by Railtrack; and
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. calculate a pre-tax WACC and apply this to pre-tax cash-flows — this is
the approach adopted by OFGEM, OFREG (Office for Electricity and
Gas Regulation in Northern Ireland) and, in most cases, the MMC.

As long as these different approaches are applied consistently, they should in

principle give the same result (at least in the longer term). However, the rate of |
return which is applied to enhancements which are negotiated between

reviews is inevitably calculated on a pre-tax basis (since it is not appropriate to
calculate the tax effects of each individual project). The Regulator considers

that it would be most appropriate to adopt the same approach at the periodic

review. Adopting a different approach could create distortions, particularly

where the residual value of these enhancements enters the RAB at a
subsequent review. Using a pre-tax WACC also minimises the need for
detailed regulatory involvement in Railtrack’s tax and financing assumptions.

In its report on Cellnet and Vodafone, the MMC adjusted the cost of equity
finance upwards by a tax wedge to take account of corporation tax payments.
In calculating this tax wedge, the MMC assumed that companies would pay
the mainstream corporation tax rate, giving a multiplier of 1/(1-0.3) or 1.429.
OFGEM has adopted the same multiplier in its review of distribution price
controls and the Regulator proposes to adopt this approach for the purposes of
his provisional conclusions.

It is for consideration, whether the Regulator should take account of the fact
that Railtrack’s effective tax rate has historically been lower than 30%.
However, the effective tax rate would need to be calculated on a forward-
looking basis using a definition of profit which is consistent with the price
control methodology.

Conclusions on the cost of capital

4.38

Table 4.2 below sets out the calculation of the pre-tax WACC based on the
assumptions explained above. This results in a range of 5.9-7.9%. In the light
of the uncertainty relating to the level of the risk free rate and the need for the
Regulator to be confident that the rate of return is sufficient to enable
Railtrack to raise new finance without undue difficulty, the Regulator
proposes to assume a value towards the top end of his assumed range. The
Regulator’s provisional conclusion is that the appropriate value for the pre-tax
real cost of capital is in the range 7.0-7.5% pre-tax. This is 0.5-1% higher than
the value proposed by OFGEM on the same basis. For the purposes of his
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provisional conclusions on Railtrack’s revenue requirements he assumes a
value of 7%.

Table 4.2: Railtrack’s WACC

Low High
Cost of debt
Risk free rate 2.25% 3.0%
Debt premium 1.2% 1.5%
Pre-tax cost of debt 3.5% 4.5%
Cost of equity
Risk free rate 2.25% 3.0%
Equity risk premium 3.25% 3.75%
Equity beta 1.1 1.3
Post-tax cost of equity 5.8% 7.9%
} Tax adjustment 1.43% 1.43%
Pre-tax cost of equity 8.3% 11.3%
Gearing 50% 50%
WACC pre-tax 59% 7.9%

Financial indicators

The role of financial indicators

4.39  Financial indicators and their trends are an important tool used by investors to
assess the riskiness of a company’s cash flows. They therefore have a
potentially important impact on both the cost of new finance and the
company’s capacity to raise new finance. It is, however, necessary to
recognise that other factors, such as the perception of regulatory and
commercial risks, also have a major impact on these issues.

4.40 The Regulator considers that the way in which Railtrack finances its
investment requirements is a matter for the company. However, Chapter 2
described the role of financial indicators as a check that the conventional
approach of setting the price controls does not make it unduly difficult for
Railtrack to finance its licensed activities (including potential enhancement
projects which are excluded from the baseline). Although there are a number
of alternative ways in which Railtrack’s investment requirements could be
financed, he recognises that it is particularly important for him to have regard
to the financial indicators which the debt and equity markets regard as
significant. These will have a particular impact on the amount of investment
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which Railtrack is able to finance from debt without having to raise new
equity or cut dividends.

The Regulator has therefore undertaken detailed investigations into the
financial indicators considered most important by relevant City institutions.
This programme has included consultation with a range of equity and credit
analysts, credit rating agencies and major lending banks. He has also consulted
his corporate finance advisors, Singer & Friedlander, and discussed these
issues with Railtrack and other industry parties. Finally, the Regulator has
noted the financial indicators used by OFGEM and OFWAT in the water and
electricity distribution price control reviews.

The remainder of this section considers the following issues:
. What are the relevant financial indicators?

o What is the appropriate credit rating for the Regulator to assume in
setting price controls?

o What are the implied levels of the relevant financial indicators?

o Should the Regulator take account of dividends paid by Railtrack PLC
to Railtrack Group PLC?

Relevant indicators

443

The Regulator’s consultations support his view that the emphasis should be
placed on cash-based financial indicators. The Regulator will therefore focus
on earnings before interest, tax, depreciation and amortisation (EBITDA)
interest coverage, funds from operations (FFO) interest coverage, FFO to total
debt, and the ratio of net cashflow to capital expenditure. Other measures
which are widely used in other circumstances will also be examined although
the Regulator considers that these are likely to be less relevant in this case
(such as EBIT interest coverage and conventional gearing). In addition, the
Regulator considers that it is relevant to examine the level of debt as a
proportion of the overall RAB (plus the value of assets which are excluded
from the RAB) since the RAB represents the value of debt plus equity on the
assumption that the company will earn only its cost of capital. The relevant
financial indicators are defined in Table 4.3 below.

Office of 1he RAIL REGULATOR » December 1959




‘The periodic review of Railtrack’s access charges: Provisional conclusions on revenue requirements

Table 4.3: Definition of relevant financial indicators

Indicator Definition
EBITDA interest Earnings from continuing operations before interest,
coverage taxes, depreciation and amortisation
Divided by
Gross interest incurred before subtracting capitalised interest and interest
income
FFO interest Funds from operations (i.e. net income from continuing operations plus
coverage depreciation, amortisation, deferred income taxes, and other non-cash items)
Divided by
Gross interest before subtracting capitalised interest and interest income
FFO to total debt Funds fromoperations (as above)
Divided by
Long term debt plus current maturities, commercial paper, and other short-term
borrowings
Net cashflow to Net cash inflow from operating activities
capex Divided by
Total capital expenditure
EBIT interest Eamings from continuing operations before interest and tax
coverage Divided by
Gross interest before subtracting capitalised interest and interest income
Gearing Net debt (i.e. long term debt plus current maturities, commercial paper, and
other short-term borrowings, less investments and cash at bank and in hand)
Divided by
Long term debt plus current maturities, commercial paper, and other short-term
borrowings + shareholders’ equity (inc preferred stock) plus minority interest
Debt to RAB Net debt (as above)
Divided by
RAB plus value of enhancements not included in RAB
4.44  When considering the impact of his decisions on these financial indicators, the

Regulator will take note of the trends over the second control period and
beyond, rather than concentrating on the value of any single indicator at any
one point in time. This forward-looking approach reflects the approach
generally adopted by credit rating agencies, lenders and investors.

Applicable credit rating

4.45

4.46

Given Railtrack’s current level of gearing, it is likely that it will look to raise a
significant proportion of its immediate funding requirements from new debt.
The credit rating given to Railtrack will play a key role in determining both
the cost and availability of such funds. The Regulator has therefore consulted
on the credit rating which he should assume when considering the appropriate
level of the relevant financial indicators referred to above.

The Regulator notes that both OFGEM and OFWAT have required licensees
to maintain an investment grade credit ating on their debt, the minimum
investment grade categories being Baa3 (Moody’s) and BBB- (Standard &
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Poor’s). These requirements are calculated to ensure that each company
manages its affairs to maintain access to a wide range of sources of finance,
readily and at reasonable cost. OFGEM also notes that it would seem
reasonable for it to take account of this requirement in the periodic review.

The Regulator agrees that it is important for Railtrack to maintain at least an
investment grade credit rating h the long term. He is also mindful of the
potential scale of Railtrack’s investment requirements at this stage in the
development of the network and the construction risks associated with these
investments. He therefore agrees that there may need to be a degree of
headroom so that the rating is only likely to slip if there is a significant shock
to Railtrack’s costs or revenues or to the credit markets themselves. In the
longer term, when the network is nearer to a steady state, he believes there
should be less need for this type of headroom.

The Regulator’s consultation process confirmed that a credit rating of BBB
would not, in itself, prevent Railtrack from raising significant amounts of
additional debt finance from the Sterling, Euro and US Dollar markets.
However, a combination of factors means that a BBB rating might make it
unduly difficult in practice for Railtrack to have confidence that it would be
able to raise sufficient long-term debt finance at an appropriate cost. In
particular, the sterling market is much smaller for companies with BBB or
lower ratings. Whilst the market for long-term debt is very limited in the Euro-
denominated market, both the Sterling and US Dollar markets do have
considerable capacity to provide funds of sufficient maturity. However, the
proceeds from US Dollar borrowings would need to be swapped into Sterling
and such long dated swaps might be relatively difficult or expensive for a
company with a BBB rating to obtain.

Railtrack’s current rating is AA- from Standard & Poor’s and A2 from
Moody’s. Railtrack has argued that the Regulator should set the price controls
such that it is able to maintain a strong A rating (i.e. at least A+) in order that
there can be no threat of the rating falling below A-. The Regulator presently
considers that this degree of headroom may be unnecessary, particularly given
the low underlying risks arising from the nature of regulation. He therefore
proposes to assess his proposals against the relevant financial indicators that
would be required to maintain a flat A rating (although several respondents
suggested that a rating of A- would be reasonable).
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The level of the relevant financial indicators

4.50  Standard and Poor’s 1998 financial ratio guidelines for energy transmission
and distribution companies suggest that for a BBB rating, FFO interest
coverage should be around 2.0, FFO to total debt ratio should be around 10%,
and total debt to capital ratio should be 65%. For a single A rating, these move
to 3.25, 15% and 55% respectively. It is important to note that these guidelines
are only indicative. Credit rating agencies also pay close attention to perceived
levels of business risk and cashflow volatility (for example, Standard and
Poor’s quote higher interest coverage ratios and lower gearing for power
generation companies at a given credit rating).

4.51  The recent determinations issued by OFWAT and OF GEM set out the ranges

J for financial indicators considered consistent with an investment grade credit
rating. The Regulator notes that the figures quoted were broadly consistent

with Standard and Poor’s 1998 guidelines. Given the perceived differences

between Railtrack and other utilities, the Regulator has considered the

constraints on the financial indicators that would be consistent with

maintaining aflat A credit rating. His provisional conclusions are set out in
Table 4.4 which compares the proposed ratios with those used by OFGEM and
OFWAT.

Table 4.4: Constraints on expected financial indicators

Indicator ORR OFWAT OFGEM
EBITDA interest coverage Min 3x Min 3x Min 2.25x
EBIT interest coverage Min 2x Min 1.5x
FFO interest coverage Min 3x Min 2x

FFO to total debt Min 15% Min 12%
Gearing (D/D+E) Max 50% Max 45-55% Max 65%
Cashflow to capex ratio Min >40% Min 40%

Dividends paid to the Group

4.52

Railtrack PLC has proposed substantial special dividends to Rajltrack Group
PLC. It argues that this strengthening of the Group balance sheet is necessary
to enable it to proceed with Phase 2 of CTRL and the London Underground,
and that this is differert to the special dividends for unrelated diversification

of other utilities.
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Railtrack has argued to the Regulator that payment of these dividends will not
Jeopardise Railtrack PLC’s ability to meet the reasonable requirements of
operators and funders in the current control period. It has also indicated that in
subsequent control periods the company would expect there to be no material
impact providing the regulatory determination properly reflects the level of
renewals spend required to sustain the network in the next control period and
allows an appropriate return to be earned on enhancement investment.

The Regulator would be concerned if these dividends affected Railtrack’s
ability to finance major enhancements as part of the regulated business,
including the possibility of new equity finance. He will therefore need to
consider this issue further before reaching final conclusions.

In the longer term, the Regulator also intends to consider how Railtrack’s
network licence should be modified to require greater ring-fencing of the
regulated business. He presently considers that it would be appropriate for him
to introduce conditions similar to those which have been adopted in the
electricity, gas and water industries. This might, for example, include a
requirement for the company to maintain a specified credit rating.

Conclusions and next steps

4.56

4.57

The proposed ranges for the cost of capital and the appropriate financial
indicators take account of the approaches taken by other regulators and the
differences between Railtrack and other utilities. For consistency with the
treatment of enhancements which are negotiated between reviews, the
Regulator proposes to adopt a pre-tax measure of the cost of capital.

Consultees are invited to comment on the Regulator’s provisional
conclusion that the appropriate range for the assumed real pre-tax cost of
capital is 7.0-7.5%. Consultees are also invited to comment on the
relevance of other financial indicators as well as their proposed values
and the appropriate credit ratios. Finally, consultees are invited to
comment on the appropriate financial ring-fencing arrangements for
Railtrack PLC,
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