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Regulator’s foreword

This consultation document contains my proposds to modify Railtrack’s network
licence in two respects. The firg is about placing appropriate limitations on the
company’s freedom to dispose of its assets. The second concerns the ring-fencing of
the business of Railtrack PLC.

Earlier this month, 1 published proposds for two other network licence modificetions.
At that time | explained that in my view the company’s network licence is not fit for
the purpose of the effective regulation of a company in Railtrack’s pogtion in the
private sector. | said that | intended to take the steps necessary to remedy the
shortcomings in the licence. This consultation document completes the publication of
my proposalsto achieve that objective.

The firg condition in this document concerns assat disposd. There has been
consderable disquiet expressed by the railway industry and others about Railtrack’s
freedom to dispose of, or otherwise ded with, its assets in ways which may promote
the company’s commercid objectives but a the expense of the public interes. The
concerns have focussed mainly on Railtrack’s land holdings, but the principle of the
company having limitations on its freedom to ded with its other assets in ways which
frusrate or hinder the public interest in the efficient and economicad operation and
devdopment of the railway agpplies with equa force to dl its ralway assets.  The
exiging limitations in Railtrack’s network licence on dedings with rdevant asssts do
not go far enough. My proposas are to replace them with a single condition.

The second condition deds with ring-fencing. The new condition would require
Railtrack to ensure that it is properly resourced to carry out its licensed activities. It
would aso prevent Railtrack PLC (the licensed subsdiary of the Railtrack group)
from investing in busnesses which are unconnected with its core activity. | bdieve it
is important to provide a clear digtinction between the regulated and unregulated
activities of Railtrack group, and that is what this proposed condition would achieve.
It will ds0 help to ensure that the regulated business continues to have ready access to
finance at a reasonable cost.

Both proposed licence conditions are modeled largdy on the corresponding
conditionsin the licences of other regulated network businesses.
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6. | shdl welcome the views of the rallway industry and others on the public interest
case for or againg these proposas, and on the specific questions in this document.

TOM WINSOR
Rail Regulator
September 2000
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1. Introduction

Purpose

1.1 This document explans two licence modifications tha the Regulator proposes to
make and invites comments from interested parties. The modifications would:

@ place controls on the digposa of Railtrack’s assets, including land (Chapter 2);
and

(b) put in place arangements rdating to the financd ring-fencing of Ralltrack
PLC's busness on a bass samila to many other regulated networks
(Chapter 3).

Background

1.2  The background to the current exercise to modify Railtrack’s network licence was set
out in a document published by the Regulator on 15 September 2000. In brigf, he
condders that the network licence requires a number of changes in order to make it fit
for the purpose of regulating a private sector company. The document published
earlier this month contains the Regulator's proposas to amend Railtrack’s network
licence to require it to maintain an asset register, and to develop and comply with a
code of behaviour in its dedings with third paties He has separatdly sought
comments on other proposed licence modifications”.

Conaultation

1.3 Consultees are invited to comment on the proposed licence modifications and the
specific questions raised in this document. Consultation responses should be sent to:

1 Proposed Modifications to Railtrack's Network Licence, Office of the Rail Regulator, London,

September 2000.

2 See Periodic Review of Railtrack’s Access Charges: Provisional Conclusions on the Incentive

Framework, Office of the Rail Regulator, London, April 2000 and Periodic Review of Railtrack’s
Access Charges: Draft Conclusions, Office of the Rail Regulator, London, July 2000.
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Rebecca Phillipson

Executive, Network Regulation Policy
Office of the Rail Regulator

1 Waterhouse Square

138-142 Holborn

London

ECIN 2TQ

by 3 November 2000.

Respondents should indicate clearly if they wish dl or pat of ther responses to
reman confidential to ORR. Otherwise it is expected that they will be published in the
ORR library and on its webdte and they may be quoted from by the Regulator. Where
a response is made in confidence, it should be accompanied by a statement which can
be published as described above, summarisng the submisson but excluding the
confidentia parts. The Regulator may aso publish the names of respondents in future
documents and on the ORR webste, unless a consultee indicates that he wishes his
name to be withheld.

Copies of this and other ORR documents referred to in this document can be seen on
ORR’ s website (hitp:/Avww.rail-reg.gov.uk) and in the ORR library.

September 2000 « OFFICE of the RAIL REGULATOR
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Asset disposals

Background

Inadequacy of existing arrangements

21

22

2.3

24

Railtrack owns a number of assets that are crucid to the current operation of the
network as well as some that may be necessary to or expedient for the future
operation and development of the network. Railtrack has a drong commercia
incentive to maximize income from its propety (including through disposas)
dthough the bendfits are shared with the industry through the operation of the
Property Allowance Scheme (PAYS).

The controls on disposals of assts in Raltrack's network licence are rdatively
narrow in scope. They are found in Condition 10. The Condition requires the consent
of the Regulaior for Ralltrack to ded with any reevant asset (incduding land) in a
manner which makes it unable to meet its obligations under any access agreement.
However, this does not prevent Railtrack from disposing of assets not required to
meet its current obligations. Nor does it prevent the sde and leaseback of assets for
the duraion of its current obligations, so that they are not available to those wishing
to use them after the end of a current access contract.

The only other controls are found in a contractua agreement between Railtrack and
some freight train operators governing the utilisation and disposd of land that has
been identified as of drategic vaue for the devedopment of ral freight. It is an
unregulated contract, and not in the public domain (athough the lig of Stes has been
made public). The commercid interests of the parties are not necessarily digned with
the public interest and only a smdl number of mgor freight train operators are party
to the agreement. It is enforcesble by the parties only, and remedies may offer
insufficient protection againgt breach. For al of these reasons, the Regulator is not
satisfied that this arrangement is adequate to protect the public interest.

The Regulator does not consider that these controls are appropriate for a private sector
company usng public funds. As explained in the document published earlier this
month, Railtrack’s network licence was issued a a time when it was expected to
remain in public ownership, and to be subject to controls that would enable the
broader public interest to be taken into account. In this connection it should be noted

OFFICE of the RAIL REGULATOR- September 2000
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that the Transmisson Licence for the Nationd Grid Company PLC, Transco's Public
Gas Transporter Licence, the proposed standard licence conditions for the dectricity
digribution companies and the licence conditions of certain water companies contain
conditions redtricting the disposal of assets.

Views expressed by other parties

25

2.6

Having received a number of reports about land disposas that were aleged to be
agang the public interest, in May 2000 the Regulator sought the views of tran
operators, funders, loca authorities and representatives of passengers and freight
users on particular cases of concern to them.

Passenger operators sought arrangements which would enable them to be consulted
about potentid land disposds by Railtrack and to make the case agangt such
disposas where appropriate. They identified a significant number of dtes owned by
Railtrack with potentia for development for raillway purposes. Passenger operators
sad that:

@ the exiging arangements for consultation on planned disposds of land were
voluntary and haphazard. They were not aways consulted on land disposas.
There was no requirement upon Ralltrack to consult passenger operators on
land disposds, nor any means of preventing such disposds by Raltrack even
if they foresaw a potentid railway use;

(b)  they could not afford to acquire railway land in competition with developers
seeking land for non-railway purposes,

(@) not adl of them knew what land Railtrack owned which might be of reevance
to their future plans. Railtrack should be required to compile a regiser of
landholdings which could be inspected by rail industry parties®; and

(d) they were particularly concerned that land adjacent to dation car parks
should be retained, given the growth in passenger traffic and demand for

parking spaces.

3 Jtisintended that landholdings will form part of the proposed asset register. See Consultation on

Proposed Modifications to Railtrack's Network Licence, Office of the Rail Regulator, London,
September 2000.
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Freight operators and the Ral Freight Group lised a number of dtes which they
conddered had potentid for freight use which had ether been sold, or were being
conddered for digposd. English Wdsh & Scottish Ralway Limited (EWS) pointed

out that:

@

(b)

(©

(d)

land is a finite asset, and once sold, is log to the rail industry. While housing,
indudtrid, retall and leisure developments are not tied to particular locations,
land for railway use has to be located close to the existing network;

ralway deveopment is a lengthy process, so the potentid use of land for
rallway purposes might not become evident for sometime;

the exiging arangements to protect drategic Stes are not adequate. They
place the onus on freight users to chalenge any decisons that Railtrack might
take to digpose of land. This can be a time-consuming, codly and difficult
exercise for freight operators unless they can demondrate that a customer
wanted to use a Ste proposed for disposal. The Rall Freight Group echoed
these concerns, and

notwithstanding the arangements in the EWS track access agreement
dlowing it to bid for Ralltrack dtes put on sde, it is unlikdy that EWS will be
ale to afford to compete with bids which vaue such dtes for non-ral
development.

Passenger Transport Executives (PTES) were keen to see regulatory restraints on the
disposd of land by Railtrack. Among the points made by PTEs were that:

@

(b)

(©

they are not dways consulted on the digposad of rallway dStes of interest to
them. They quoted examples of planned disposds that only came to light by
chance and which would have prgjudiced PTE plans had the plans proceeded;

even where informal arrangements to be consulted on proposed land disposas
were in place, they would welcome the comfort that regulated arrangements
would afford; and

they were not aware of what land Railtrack owned. PTEs wanted information
about all Railtrack’ s landholdings, not smply those intended for disposd.

OFFICE of the RAIL REGULATOR- September 2000
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Locd authorities were keen to protect the options for promoting rail travel and freight
traffic, and identified a number of dtes which they consdered important to these
objectives. While some indicated that they would use their planning powers to prevent
the inappropriate development of such dtes, others pointed out that the planning
regime was not effective or appropriate in many cases. If proposed land disposas did
not come to light before a planning application was submitted, it was often too late to
take effective action. There was dgnificant support from loca authorities for
redrictions on Railtrack’s freedom to digpose of land. Severd suggested that it was
vitd that Raltrack should be required to consult loca planning and trangportation
authorities on planned disposas not dl had information about relevant Railtrack
landholdings. In response to an enquiry from one loca authority?, Railtrack had said
that, while it would consult train operators and the shadow Strategic Rail Authority
(SSRA) about disposds of operationd land, ‘it was not ther intention to provide
interested parties with details of [its] ongoing programme of land disposals.

The sSRA said that, as a matter of principle, there should be a measure of control over
the manner in which Railtrack digposes of its land. It noted that land is a limited
resource of immense vaue to the development of the rall network for both passengers
and goods and consdered that it was important that there was an opportunity to
consder any land digposds in the context of reevant SSRA drategies. Responding to
Railtrack’s view that concerns about the disposa of land were not matched by redlity,
the sSRA sad tha it did not condder these concerns sufficient grounds for not
proceeding with a licence condition. Neither did it consider that the Network Change
procedure under the Track Access Conditions provides an adequate aternative to a
licence condition. The sSRA did not congder at present that the condition should
cover assats other than land. However, it expressed concern ‘in relation to innovative
financing schemes which may involve a dispostion of assts.  Reductions in the cost
of raisng finance are to be welcomed but need to be balanced againgt a potentia loss
of flexibility’>.

The Rail Passengers Council welcomed the consultation and said that if it resulted in a
decison ‘to progress with a modification to Railtrack’s Network Licence as a matter
of public interest we would of course support such a move®. It noted that ‘the
acquistion of land remains one of the most important issues - and biggest codts - as

4 Letter from Railtrack to Mr Ed Vokes, Essex County Council, dated 15 June 2000.
> Letter from Mr Terence Jenner, shadow Strategic Rail Authority, dated 17 August 2000.
6 Letter from Mr Stuart Francis, Chairman, Rail Passengers Council, dated 25 May 2000.
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far as the future development of the rail network is concerned, and disposds for short-
term profit now may have unfortunate consequences for the rallway in the longer
term’. The Rall Passengers Committee for Scotland said that there was an argument
for a mechanian ‘to oblige Ralltrack to consult statutory bodies such as the Rall
Passengers Committees before digposing of any land’” and pointed out that ‘any less
than judicious sdling of land may possbly hinder a future reopening scheme. The
Rail Passengers Committee for the Midlands noted that it was ‘not routindy made
aware of Railtrack’s intention to dispose of property within its region’ 2

Railtrack accepted that there was an arguable case tha some future sales might be
ingppropriste and said that there might be merit in strengthening exidting controls. It
did not intend to digpose of land that may have a future ralway-related use and has
policies and procedures to prevent this. Railtrack emphasised that relevant parties
were consulted before land was sold and that land disposd was frequently linked to
the provison of improved transport facilities. It did not consgder that a licence
condition was warranted and said that no case had been made to regulate the disposa
of assts other than land. Findly, it sad tha the impostion of a tota prohibition on
land disposals, with exceptions provided for in a general consent, would cause
uncertainty about Railtrack’s ability to ded with its property.

The Regulator has concluded that given that:
@ asets (including land) in which Railtrack PLC has an interex may
be important to the continuing operation and future development of the

network; and

(b) public funding is provided to Raltrack to mantan, renew and deveop
these assets,

there is a prima facie case for modifying Railtrack’s network licence to strengthen
safeguards againgt the disposd of assets.

" Letter from Mr Robert Samson, Rail Passengers Committee for Scotland, dated 8 June 2000.

8  Letter from Mr Paul Fulwood, Rail Passengers Committee for the Midlands, dated 14 June 2000.

OFFICE of the RAIL REGULATOR- September 2000
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Dr aft licence condition

214

In drafting the licence condition, the Regulator has had regard to smilar licence
conditions in the licences referred to in paragraph 2.4 aove and given the smilarities
of circumstance, believesthe proposd is uncontentious.

Scope of the controls

2.15

2.16

The draft licence condition a Annex A provides that Railtrack may not dispose of or
relinquish operationd control over its assets without the prior gpprovd of the
Regulator. It specifies the assets that are covered (paragraph 5) and requires notice,
with relevant information, to be provided to the Regulator if there is an intention to
dispose of those assets (paragraph 2).

Under the condition relevant assets may only be disposed of, or control relinquished
over them, if the Regulator confirms in writing that he consents to such disposa or
relinquishment (paragraph 4). The Regulator has two months in which to give such
consent and failure to do so within that period dlows the disposa or reinquishment
of the asset to proceed (paragraph 4(b)).

Proposed general consent

217

2.18

2.19

The draft licence condition contemplates the issuing of a general consent providing
that assets which are specified (‘excluded assets) or specified transactions in relaion
to relevant assets may proceed without the specific gpprova of the Regulator
(paragraph 3). The objective of the general consent would be to reduce the
adminigrative burden on both Railtrack and the Regulator to ensure that the contral is
not only effective but dso efficient.

Such a generd consent could be varied by the Regulator in the light of experience of

its operation to permit more (or fewer) digposals to proceed without specific approvd.

The Regulator seeks views from Railtrack and interested parties on the terms of the
generd consent.

However, the Regulator is currently minded to permit Railtrack to dispose of assets
that are redundant or obsolete provided that they are worth less than a given vaue
(ether individudly, or in aggregate with other assets which were intended for
disposd) and provided that Railtrack has advertised its intentions in advance and

September 2000 « OFFICE of the RAIL REGULATOR
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notified the Regulator and the sSSRA, so that interested parties can have an opportunity
to object. However, this consent would not apply if a replacement asset, where
required to mantan the continuing functiondity of the network, has not been
ingaled, or where the asset is intended to remain in operational use but not under
Railtrack’s contral.

Impact on Railtrack revenues

220 The expected revenues from property sdes are netted off Raltrack’s revenue
requirements as part of the periodic review. In addition, any unexpected benefits of
property sdes are shared with the industry through the PAS. The proposed licence
condition could therefore result in a loss of revenues to Raltrack. As explained in the
July 2000 periodic review document, the Regulator proposes to make a provison for
adjusing the workings of the PAS such tha, if the Regulator were to exercise his
powers to block a sale under the proposed licence amendment, he would be able to
take this into account in approving payments made to train operators under the PAS’.

| ssues for consultation

2.21 Consultees are invited to comment on the proposed licence condition a Annex A, and
in particular on:

@ the public interest and commercid reasons for or againg a licence condition
requiring Railtrack to seek approval for the disposal of assats;

(b) whether controls should be applied to dl assts, or to land aone, and
the reasons;

(© the scope and content of the generd consent, and whether the licence itsdf
should exclude particular classes and descriptions of transaction or assets from
the controls; and

(d) the processes by which Railtrack should make known proposed land disposals
to interested parties, and by which disposals would be permitted or refused.

® See paragraph 12.12 of Periodic Review of Railtrack's Access Charges: Draft Conclusions,

Volume I, Office of the Rail Regulator, London, July 2000.
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Ring-fencing

Background

Existing provisions

31

3.2

3.3

Condition 10 of Railtrack’s network licence requires that Railtrack shal not, except in
s0 far asthe Regulator may otherwise grant or consent:

@ conduct any business other than the Permitted Business,

(b)  guaranteethe obligations of any other person;

(¢  create any encumbrance over any relevant asset to secure any obligation of any
such other person; or

(d)  ded with any rdevant asset in a manner which makes the licence holder
unable to meet its obligations under any access contract or indalation access
contract.

This condition does not prevent the licence holder from having an interest in or
paticipating in a busness by way of an interest in invesments In addition, sub-
paragraphs (b) and () do not apply to guarantees or encumbrances existing
immediately after the coming into force of Raltrack’s network licence. Findly, the
Regulator has given his consent, subject to conditions, to dlow Railtrack PLC to net
its daly bank account with that of Railtrack Group PLC and specified subgdiaries of
Railtrack Group PLC.

Condition 10 of Ralltrack’s network licence aso contans provisons reating to the
maintenance of accounting records. The Regulator has dready published proposed
licence modifications reating to Railtrack’s regulatory accounts® and the exising
provisons would be removed if the modification is made,

19 The Periodic Review of Railtrack's Access Charges: Draft Conclusions, Office of the Rail
Regulator, London, July 2000.
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Developmentsin utility regulation

34

Since Railtrack was privatised, the licences hdd by many regulated network
busnesses in the UK have ether been modified to introduce more detaled ring-
fencing provisons or such modifications are currently under condderation. In some
cases this has followed a takeover of the regulated business by another company (e.g.
in the case of the regiona eectricity companies and some water and sewerage
companies). In other cases, proposed licence modifications have followed the
expandon of a company’s own non-regulated activities (e.g. following proposed
takeovers by Nationa Grid Group and Scottish Power) or a restructuring of the group
(e.g. Transco).

Initial consultation

3.5

3.6

3.7

The December 1999 periodic review document' indicated that the Regulator intended
to consder whether and how Railtrack’s network licence should be modified to
require appropriate ring-fencing of its regulated busness He indicated that he
believed it would be appropriate to introduce conditions Smilar to those that have
been adopted for other regulated network businesses for the reasons given below.

Railtrack indicated that it believed that the issues surrounding the form and scope of
the finandd ring-fence are best dedt with outside the periodic review process and that
it would expect the Regulator to publish a forma consultation paper on the issues
involved a a later date. It dso argued that Railtrack’s existing licence conditions are
gmilar to those which exised & privatisation in the water and dectricity indudiries
and that the concerns which have led to modifications to those licences are not
applicable in Ralltrack's case (e.g. because the ultimate holding company is not
outsde the UK and because most of Raltrack’s unregulated activities involve the
devdopment of the British rall network and, hence, involve Raltrack meeting wider
public interest obligations and government policy objectives).

The Regulator accepts that this issue can and should be dedlt with outsde the periodic
review process. His present view is that Railtrack’'s arguments about the need for
revised ring-fencing provisons are not persuasve. In paticular, he condgders that
there is now a consderable degree of consensus about the appropriate ring-fendng
arrangements for regulated network businesses.

1 The Periodic Review of Railtrack's Access Charges: Provisional Conclusions on Revenue
Requirements, Office of the Rail Regulator, London, December 1999.
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3.8  Railtrack’s core objection to the proposed licence condition seems to be the timing of
its introduction. However, the Regulaior anticipates that Railtrack may wish to
develop its non-regulated business following the periodic review, and that it would be
appropriate for the relevant ring-fencing arrangements to be introduced before, rather
than after, Sgnificant non-regulated business activities have been devel oped.

3.9 The Regulator recognises that some of Railtrack’'s non-regulated activities may be
related to the British rail network. However, he consders that it is important for any
non-regulated activities of the Ralltrack group to be ring-fenced from the regulated
Network Business so that customers of the regulated business do not bear costs or face
exposure to risks arisng e sewhere in the group.

3.10 Few other respondents to the December 1999 periodic review document provided
detailed comments on the proposed ring-fencing arangements. However, those
respondents who did comment were generadly supportive of the need to adopt best
practicein this area.

Potential licence modifications

3.11 Agang the background described in the previous section, and given the limited scope
for compstition in mogst of Ralltrack’s activities, the Regulator considers that there is a
caxe for modifying the ring-fencing arangements in Condition 10 of Railtrack’s
network licence to reflect best practice in other regulated network businesses in the
UK. He bdlieves that this would improve regulatory effectiveness and transparency by
providing a clearer digtinction between the regulated and non-regulated activities of
the Railtrack Group. He dso beieves that this would asss in ensuring that the
regulated business continues to retain ready access to necessary finance a a
reasonable cost.

3.12 Annex B contains draft licence modifications based primarily on the approach
adopted for other regulated network businesses. These conditions need to be
consdered in conjunction with the proposed asset digposal licence condition discussed
in Chapter 2. The main provisions are summarised below.

OFFICE of the RAIL REGULATOR- September 2000
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Ring-fence: restriction of activities and financial ring-fence

3.13 Condition 10A would prohibit Railtrack PLC without the Regulator’ s consent from:

@

(b)

carying on, without the Regulator's consent, any activities other than the
Network Business, the dations business and the independent ral safety
activity as defined in the proposed modified Condition 3 (the Regulaor is
consdering whether Railtrack PLC should be permitted to carry on other
activities, up to ade minimis limit, without the Regulator’ s consent); or

holding or acquiring invesments of any kind except for invesments in
companies that carry on one or more of the activities permitted to Railtrack
PLC or subsdiary companies formed solely for the purpose of raisng finance
for these activities.

Ring-fence: prohibition on cross-default, encumbrances and disposals

3.14 Condition 10B would prohibit Railtrack PLC from:

@

(b)

entering into any agreement containing cross-default provisons (i.e. a
provison where Railtrack can be required to pay or repay, or accelerate or
increase any amount due, by reason of a third paty’s default) unless the
provison is referable soldy to default by a controlled subsidiary which
carries on only activities which are permitted to Railtrack PLC; or

entering into any transaction with affiliates except for certan permitted
transactions on an arm’ s length basis and on norma commercia terms.

Availability of resources

3.15 Condition 10C would require Railtrack PLC to:

@

conduct its affars a al times in a manner cadculated to ensure that it has
adequate management and financia resources and financid facilities to cary
on its authorised activities and to comply with its obligations under the
Railways Act 1993,

September 2000 « OFFICE of the RAIL REGULATOR
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(b) submit annuad certificates regarding the adequecy of these resources and
fadlities for the following year; and

(© before making a dividend payment submit a certificate that it is in compliance
in dl materia respects with the ring-fencing conditions and confirming that
the making of the didribution would not cause any materid breach of the
conditions ether done or in conjunction with any other reasonably
foreseesble event.

Ring-fence: credit rating

3.16

Condition 10D would require Railtrack PLC to use al reasonable endeavours to
mantan a specified credit rating. Other regulated network businesses have been
required to maintain an investment grade credit rating. The Regulator is conddering
whether such arrangements would be appropriate for Railtrack.

Ring-fence: undertakings from ultimate holding company

3.17

3.18

Under Condition 10E, Railtrack PLC would be required to obtain from Railtrack
Group legdly enforceable undertakings thet it:

@ will do nothing to cause Ralltrack PLC to breach any condition of its network
licence; and

(b) will provide dl information that Railtrack PLC may reasonably require to be
able to comply with a requirement of the Regulator for the provison of
informetion.

The Regulator is conddering whether these conditions would need to be modified
further to reflect Ralltrack’s circumstances and whether smpler arrangements should
be adopted. In particular, he congders that it is important that the proposed licence
conditions facllitate the efficent financing of Raltrack’s regulated activities  In this
regard, it should be noted that the licence conditions adopted in other sectors would
dlow the Regulator to consent to arrangements that would otherwise be prohibited. In
some cases, however, it may be appropriate for the licence conditions to contain
specific provisons. The Regulator will dso need to assess whether the arrangements
should be modified to take account of Raltrack’s current corporate Sructure and
exiding activities rather than dlowing for aternative structures and wider activities.
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Next steps

3.19 The Regulator proposes to discuss the draft licence condition contained in Annex B
with Ralltrack once the periodic review has been findised. In conddering whether
sampler arrangements should be adopted, he aso recognises that it will be necessary to
take account of any reevant company-specific circumdaances, incduding Ralltrack’s
plans in reation to the financing of its activities following the periodic review.
Following discusson with Railtrack and responses from other interested parties he
would therefore expect to make forma licence modification proposas on this issue in
the firgt haf of next year.

| ssues for consultation

320 Conaultees are invited to comment on whether modifications are required to the
exiging Condition 10 of Railtrack’s network licence to bring it more closdy into line
with ring-fencing arrangements for other regulated network businesses and, if so, what
form these modifications should take.
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Annex A: Text of draft condition on disposal of
Railtrack assets

Condition [ ]: Disposal of relevant assets

1. The licence holder shdl not dispose of or relinquish operationa control over any
relevant asset otherwise than in accordance with the following paragraphs of this
Condition.

2. Save as provided in paragraph 3, the licence holder shdl give to the Regulator not less
than two months prior written notice of its intention to digpose of or reinquish
operational control over any relevant asset, together with such further information as
the Regulator may request relating to such assat or the circumstances of such intended
disposa or relinquishment of control or to the intentions in regard thereto of the
person proposing to acquire such asset or operational control over such ass.

3. Notwithstanding paragraphs 1 and 2, the licence holder may dispose of or relinquish
operationd control over any relevant asst:

@ where:

() the Regulator has issued directions for the purposes of this Condition
containing agenera consent (whether or not subject to conditions) to:

(aa) transactions of a specified description; or

(bb) the disposa of or rdinquishment of operationad control over
assets specified in the directions as excluded assets, and

(i)  the disposa or relinquishment of operaionad control of the assats in
question is effected pursuant to a transaction of a description specified
in such directions or the rdevant asset in question is specified in such
directions as an excluded asset and the digposd or rdinquishment of
operationa control is in accordance with any conditions to which the
consent is subject; or

OFFICE of the RAIL REGULATOR- September 2000



Consultation on proposed modifications to Railtrack’s network licence: Disposal of assets and ring-fencing

(b) where the disposd or rdinquishment of operationd control in question is
required by or under any enactment.

4, Notwithstanding paragraph 1, the licence holder may dispose of or reinquish

operational control over any relevant asset as is specified in any notice given under
paragraph 2 in circumstances where:

@ the Regulator confirms in writing that he consents to such disposd or
relinquishment (which consent may be made subject to the acceptance by the
licence holder or any third paty in favour of whom the relevant asset is
proposed to be disposed or operationa control is proposed to be relinquished
of such conditions as the Regulator may specify); or

(b) the Regulator does not inform the licence holder in writing of any objection to
such digposa or reinquishment of control within the notice period referred to

in paragraph 2.

5. In this Condition:

“ast” includes property, real or persond, heritable or movesble,
tangible or intangible in which the licence holder has a
relevant interest;

“disposa” includes any sde, assgnment, gift, lease, licence, the grant of

any right of possesson, loan, security, mortgage, charge or
the grant of any other encumbrance or the permitting of any
encumbrance to subsst or any other dispostion to a third
party, and “digpose’ shdl be construed accordingly;

“excluded asst” means any asset which is gpecified as such in directions
issued under paragraph 3 of this Condition;

“relevant as=t” means an as=t in which the licence holder has a rdevant
interest, but does not include excluded assats; and

“relevant interest” in relaion to an assat means an interest of the licence holder
in that assat (including as owner, licensee occupier, operator,
lessee (of whatever rank) or the holder of any other right),
legd or beneficid.
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Annex B: Text of draft condition on
ring-fencing

Condition 10A: Restriction of activities and financial ring-fence

1. Subject to paragraphs 3, 4 and 5, except with the written consent of the Regulator, the
licence holder shdl not, and shdl procure that its subsdiary undertakings shal not,
conduct any business or carry on any activity other than the Network Business, the
sations business or the independent railway safety activity as set out in Condition 3.

2. The licence holder shal not acquire or retain, without the written consent of the
Regulator, sharesin any related undertaking after the relevant date except:

(@  shares in any body corporate which is a subgdiary of the licence holder such
shares having been acquired or retained for the purpose only of facilitating the
financing of activities of the licence holder or of its subsdiaries fdling within
sub-paragraph (a), (b) or (c) of the definition of permitted purpose;

(b)  shares acquired in a body corporate to which is transferred an activity that
ceases, or is to cease, to be for a purpose within sub-paragraphs (a), (b) or (c)
of the definition of permitted purpose; or

(© shares in a body corporate which conducts business only for a purpose within
sub-paragraph (a), (b) or (c) of the definition of permitted purpose;

3. The licence holder shdl use reasonable endeavours to cease to conduct or carry on
any such busness or activity prohibited by paragraph 1 which it was conducting or
carying on a the rdlevant date and shdl submit to the Regulator by [30 June] in each
cdendar year a report setting out details of the endeavours it has made to cease to
conduct or carry on such business or activity in the period of twelve months ending on
the preceding [31 March], provided that for so long as the licence holder is making
such reasonable endeavours, it may continue to conduct any such business or carry on
any such activity.
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Nothing in this Condition shal prevent:

@

(b)

(©

(d)

@

any dfiliate of the licence holder from conducting any business or carrying on
any activity;

the licence holder from holding shares as, or performing the supervisory or
management functions of, any investor in any body corporate in which it holds
an interest consstently with the provisions of the licence;

the licence holder from performing the supervisory or management functions
of a holding company in respect of any subgdiary in which it holds an interest
conggtently with provisons of the licence;

the licence holder from carrying on any busness or conducting any activity to
which the Regulator has given his consent in writing.

Nothing in this Condition shdl prevent the licence holder or any subsdiary of
the licence holder conducting any busness or carrying on any activity other
than busnesses or attivities faling within sub-paragraph (@), (b) or (¢) of the
definition of permitted purpose (in this paragrgph “the de minimis busness’)
30 long asthe limitations in this paragraph are complied with, namely-

() the aggregate turnover of dl the de minimis business does not in any
period of tweve months commencing on [1 April 2001] and in any
subsequent year exceed 2.5 per cent. of the turnover of the Network
Business as shown by its most recent accounting statement produced
under Condition|[ ]; and

(i) the aggregate amount of al investments (determined in accordance
with sub-paragraph (c) below) made by the licence holder or any of its
subgdiaries in dl the de minimis busness does not a any time after
[31 March 2001] exceed 2.5 per cent. of the sum of share capitd in
issue, share premium and consolidated reserves of the licence holder as
shown by its most recent consolidated financid datement then
available and
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(iii) the business is conducted employing persons or assets fird employed
or acquired for a purpose within sub-paragraph (&) or (b) of the
definition of permitted purpose.

(b) For the purpose of sub-paragraph () of this paragraph, “invesment” means
any form of financid support or assstance given by or on behdf of the licence
holder or any of its subddiaries for the de minimis busness whether on a
temporary or permanent bass incduding (without limiting the generdity of the
foregoing) any commitment to provide any such support or assstance in the
future; and

(c)  Atany rdevant time, the amount of an invesment shdl be the sum of -

() the vaue a which such invesment was included in the audited baance
sheet of the licence holder as a the latest financid year to have
occurred prior to [31st March 2000] (or, where the investment was not

S0 included, zero);

(i) the aggregate gross amount of al expenditure (whether of a capitd or
revenue naure) howsoever incurred by the licence holder or any of its
permitted subsdiaries in respect of such investment in al completed
financia years since [31st March 2000];

@) dl commitments and lidbilites (whether actud or contingent,
contingent  ligbilities being edimated and disclosable in the manner
provided in Financid Reporting Standard 12 as issued by the
Accounting Standards Board (as the same may be amended or replaced
to be consgent with prevailing UK GAAP)) of the licence holder or
any of its subddiaries relating to such invesment outdanding a the
end of the most recently completed financid year; and

(iv)  the amount of any dividends (if any) paid by that busness or activity in
al completed financid years snce [31st March 2000],

lessthe sum of;
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(V) the amount of turnover generated by that business or ectivity in dl
completed financid years since [31st March 2000]; and

(vi)  the vaue of disposa proceeds on disposd of that busness by the
licence holder or a subsdiay of the licence holder other than to a
subsdiary of the licence holder:

(d)  Any budness or activity S0 designated in writing by the Regulator shdl not be
considered a de minimis busness for the purpose of the limitations in this

paragraph 5.

Condition 10B: Ring-fence: prohibition on cross-default, encumbrances and intra-
group transactions

1. From the rdevant date, the licence holder shal not without the written consent of the
Regulator:

(& enter into an agreement or arangement incorporating a cross-default
obligation; or

(b) continue or pemit to reman in effect any agreement or arangement
incorporating a cross-default obligation subssting on the rdevant dae save
that any cross-default obligation in exidence a that date may remain in effect
for so long as and provided that:

() the cross-default obligation is solely referable to an arangement or
agreement entered into prior to the relevant date and the terms on
which that loan or those facilities have been made available or of that
agreement or arangement as subssting on that date are not materialy
varied to the detriment of the licence holder or otherwise made more
onerous or where there is a materid change in terms, such change is
outside the licence holder’ s effective control; and

(i) the licence holder shdl no later than three months from the reevant
date procure that an affiliste of the licence holder shdl agree to
indemnify the licence holder in respect of its liabilities and potentid
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ligbilitties under the cross-default obligation on terms approved in
writing by the Regulator which terms shdl incude an obligation that
the person granting the indemnity shdl mantain, & dl rdevant times
asatisfactory credit rating; and

@iy  the licence holder shdl enforce the terms of the indemnity, if o
directed in writing by the Regulator.

(0  The providons above shdl not prevent the licence holder from giving any
guarantee permitted by and in compliance with the requirements of paragraph
2(a) of this Condition.

2. Save with the written consent of the Regulator after full disclosure of dl materid
facts, the licence holder shdl not after the rdlevant date:

(&  create or continue or permit to remain in effect any mortgage, charge, pledge,
lien or other form of security or encumbrance whatsoever, underteke any

indebtedness to any other person or guarantee any ligbility or obligation of
another person otherwise than:

() on an arm'’s length basis;

(i) on normd commercid terms,

@)  for apermitted purpose; and

(iv)  (where redevant) in accordance with Condition [ ] (Disposa of
Reevant Assets);

(b) trandfer, lease, licence or lend any sum or sums, asset, right or benefit to any
affiliate of the licence holder otherwise than by way of:

() adividend or other distribution out of distributable reserves,

(i) repayment of capitd;
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(i)

(iv)

v)

(i)

(vii)

payment properly due for any goods, services or assets provided on an
arm’s length basis and on norma commercid terms;

transfer, lease, licence or loan of any sum or sums, asset, right or

benefit on an arm’ s length basis and on norma commercid terms;

repayment of any loan or payment of any interet on a loan not
prohibited by sub-paragraph (a);

payments for group corporation tax relief or for the surrender of
Advance Corporaion Tax on a bass not exceeding the value of the
benefit recaived; or

an acquidtion of shares in conformity with the redtriction on the
acquidtion of shares set out in the licence, made on an am’'s length

bassand in accordance with norma commercia terms.

Condition 10C: Sufficiency of resources

1 The licence holder shal a dl times act in a manner calculated to secure that it has
aufficent management resources, financid resources and financid facllities to enable
it to carry on the Network Business and the stations business and the independent rail
safety activity and to comply with its obligations under the Act and its licence.

2. In each year commencing from [1 April 2001], the licence holder shdl submit to the
Regulator on [30 June] a certificate as to the adequacy (or otherwise) of its
management resources and financial resources and facilities for the period of twelve
months commencing on the date of the certificate. Each certificate shal be in one of
the following terms

@

“After making enquiries, the directors of the licence holder have a ressonable
expectation that the licence holder will have avalable to it, after teking into
account in particular (but without limitation) any dividend or other digribution
which might reasonably be expected to be declaed or pad, sufficient
management resources and financid resources and financid facilities to enable
the licence holder to cary on the activities authorised by the licence in
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accordance with it obligations under the Act and under the licence for the
period of 12 months referred to in this certificate.”

(b)  “After making enquiries, the directors of the licence holder have a reasonable
expectation, subject to the factors set out below, that the licence holder will
have avalable to it, after teking into account in paticular (but without
limitation) any dividend or other didribution which might ressonably be
expected to be declared or paid, sufficient management resources and financia
resources and financid facilities to enable the licence holder to carry on the
activities authorised by the licence in accordance with its obligations under the
Act and under the licence for the period of 12 months referred to in this
certificate. However, they would like to draw atention to the following factors
which may cast doubt on the ability of the licence holder to carry on the
activities authorised by the licence as aforesaid.”

(© “In the opinion of the directors of the licence holder, the licence holder will not
have avalable to it sufficient management resources and financid resources
and financd facllities to enable the licence holder to carry on the activities
authorised by the licence in accordance with its obligations under the Act and
under the licence for the period of 12 months referred to in this certificate.”

3. The licence holder shdl submit to the Regulator with that certificate a Satement of the
main factors which the directors of the licence holder have taken into account in
giving thet certificate.

4. The licence holder shdll -

@ natify the Regulaor in writing immediady if its directors become aware of
any crcumstance that causes them no longer to have the reasondble
expectation expressed in the certificate in the terms set out in paragraph 2(a);
and

(b)  subject to compliance with the liging rules (within the meaning of Pat IV of
the Financid Services Act 1986) of the Stock Exchange, publish its
notification to the Regulaor in such form and manner as the Regulator may
direct.
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Save in S0 far as they rdate to management resources, the licence holder shal use its
best endeavours to obtain and submit to the Regulator with each certificate provided
for in paragraph 2 a report prepared by its Auditor and addressed to the Regulator
gating whether or not the Auditor is aware of any inconsstencies between, on the one
hand, that certificate and the statement submitted with it and, on the other hand, any
information which he obtained during its audit work.

The directors of the licence holder shdl not declare or recommend a dividend, nor
ghdl the licence holder make any form of digribution within the meaning of section
263 of the Companies Act 1985, unless prior to the declaration, recommendation or
making of the digtribution (as the case may be) the licence holder shdl have issued to
the Regulator a certificale complying with the following requirements of this

paragraph.
(@  Thecetificate shal bein the following form:

“ After making enquiries, the directors of the licence holder are satisfied:

() that the licence holder is in compliance in dl materid respects with dl
obligations imposed on it by Conditions 10A, B, C, D and E of the

licence and

(i) that the making of a didribution of [amount] on [date] will not, ether
done or when taken together with other circumstances reasonably
foreseeable at the date of this certificate, cause the licence holder to be
in breach to a materia extent of any of the obligations imposed on it by
Conditions 10A, B, C and D of thelicence in the future.”

(b)  The certificate shdl be sgned by a director of the licence holder and approved
by a resolution of the board of directors of the licence holder passed not more
than 14 days before the earliet of the dates on which the declaration,
recommendation or payment will be made.

(60 Where the cetificate has been issued in respect of the declaration or

recommendation of a dividend, the licence holder shdl be under no obligation
to issue afurther certificate prior to payment of that dividend.
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7. To the extent that the licence holder procures any of the resources or fecilities referred
to in paragrgph 1 from any ultimate holding company or any subsdiary undertaking of
such ultimate holding company (other than subsdiaries of the licence holder) the
licence holder shdl ensure that the arrangements for procuring those resources or
facilities do not involve an unjudtified cross subsidy from the Network Business or the
dations busness to any ultimate holding company or to any subsidiary underteking of
such ultimate holding company (other than the subsidiaries of the licence holder).

Condition 10D: Ring-fence: Credit rating

1. The licence holder shdl use dl reasonable endeavours to ensure that the licence
holder asissuer of any corporate debt maintains a satisfactory credit rating.

2. For the purpose of this Condition 10D "satisfactory credit rating” means -

@ [to be agreed]; or

(b)  an eguivdent rating from any other reputable credit rating agency which, in the
opinion of the Regulator, notified in writing to the licence holder, has
comparable standing in the UK and the USA.

Condition 10E: Undertakings from ultimate holding company

1 The licence holder shdl procure from each company or other person which is a any
time an ultimae holding company of the licence holder a legdly enforcesble
undertaking in favour of the licence holder in the form specified by the Regulator that
that ultimate holding company (“the Covenantor”) will refran from any action, and
will procure that every subsdiary of the Covenantor (other than the licence holder and
its subsdiaries) will refran from any action, which would then be likely to cause the
licence holder to breach any of its obligations under the Act or the licence. This
underteking shdl be obtained within 7 days of the company or other person in
guestion becoming an ultimate holding company of the licence holder and shdl
remain in force for so long as the licence holder remains the holder of the licence and
the Covenantor remains the ultimate holding company of the licence holder.

2. The licence holder shdl procure from each and every ultimate holding company of the

licence holder a legdly enforceable undertaking in favour of the licence holder in such
form as may be specified by the Regulator requiring that holding company to give to
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the licence holder and to procure that each subsidiary from time to time of that
holding company (other than the licence holder and its subsdiaries) will give to the
licence holder, al such information as may be necessary to enable the licence holder
to meet its obligations under the Act and under the licence to produce documents and
furnish information to the Regulator.

The licence holder shdll:

@ deliver to the Regulator evidence (including a copy of dl such undertakings)
that the licence holder has complied with the obligation to procure any
undertaking pursuant to paragraphs 1 or 2;

(b)  inform the Regulator immediaey in writing if the directors of the licence
holder become aware that any undertaking procured pursuant to paragraphs 1
or 2 has ceased to be legdly enforceable or that its terms have been breached;
and

(© comply with any direction from the Regulator to enforce any of the
undertakings procured pursuant to paragraphs 1 or 2.

The licence holder shdl not, save with the Regulator’'s written consent, enter (directly
or indirectly) into any agreement or arangement with any ultimate holding company
of the licence holder or any subsdiary of such ultimate holding company (other than a
subsdiary of the licence holder) a a time when (@) an undertaking required pursuant
to paragraphs 1 or 2 is not in place or (b) there is an unremedied breach of such
undertaking.

Condition 10F: Interpretation

1 In this Condition there shdl be inserted the following definitions:

“auditor” means the licence holder's dautory auditor from time to
time

“corporate debt” means any unsecured and unsubordinated borrowing  of

money having an initid maturity of five years or more;
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“cross-default obligation”

“information”

“permitted purpose’

means a term of any agreement or arrangement whereby the
licence holder’ s liahility to:

(@ pay or repay any debt or other sum; or

(b) to do anything pursuant to a term of any agreement or
arrangement to which the licence holder is a party

arises or is increased or accelerated or is capable of arising,
increesng or of being accderated by reason of a default
(howsoever such default may be described or defined) by any
person other than the licence holder, unless that ligbility;

(& can aise only as a result of a default by a subsdiary of
the licence holder; and

(b) the licence holder holds a mgority of the voting rights
in that subsdiary and has the right to appoint or remove
amgority of its board of directors, and

() that subsdiary carries on busness only for a permitted
purpose.

shdl incdude any documents, accounts, estimates, returns,
forecasts or reports (whether or not prepared specificaly a
the request of the Regulator) of any description specified by
the Regulator.

means the purposes of any or dl of the following:

(@ the Network Business,

(b) the gtations business,

(o) the independent rall safety activity established pursuant
to Condition [ ] of thislicence;
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“relevant date’

“geations busness’

“subsdiary”

“subgidiary undertaking”

“ultimate holding company”

(d) ay de minimis busness described in paragraph 5 of
Condition 10A; or

() without prgjudice to the generdity of sub-paragraphs (a)
to (d) any payment or transaction lawfully mede or
undertaken by the licence holder for a purpose within
sub-paragraphs (i) to (vii) of paragraph 2(b) of
Condition 10B;

means [ l;

means the business of the licence holder conducted pursuant
to the Station Licence dated 31st March 1994 granted by the
Secretary of State under the Railways Act 1993, as from time
to time amended;

shal bear the same meaning as tha attributed to it in Section
736 of the Companies Act 1985;

shdl bear the same meaning as that attributed to it in Section
258 of the Companies Act 1985; and

means each of:

() a hoding company of the licence holder which is not
itself asubgdiary of another company;

(i) where a holding company of the licence holder which is
not a subsidiary of another company has entered into an
agreement relating to the exercise of voting rights in or
the appointment or remova of directors of the licence
holder or any company of which the licence holder is a
subsidiary, every party to that agreement; and

(i) where the exercise of voting rights in or the
gopointment or remova of directors of a holding
company of the licence holder which is not a subsdiary
of another company is controlled by an agreement,
every party to that agreement.
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