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Dear Stakeholder 

Investment Framework - ORR conclusions on our review of the 
approach to third party investments 

Background 

1. We have established a policy framework for investments with the objective of 
facilitating efficient investment in the rail network. As part of that framework we have 
developed an approach with the aim of ensuring investments promoted by third parties1 
are delivered effectively. In our March 2007 document "Policy framework for investments - 
update on implementation guidelines" (our investment guidelines2) we said that we would 
carry out a comprehensive review of the arrangements for third party schemes once these 
arrangements had been in existence for a full financial year, i.e. around September 2007. 

2. Our investment guidelines asked stakeholders for comments on certain aspects of 
the current arrangements for delivering third party schemes, including the suite of nine 
template agreements which we approved under part G of the network code (the 
templates).   

3. Following a stakeholder workshop held on 19 April 2007 to review the current 
arrangements, we received 13 consultation responses3. We then asked Network Rail to 
consider the issues raised in the responses and, in the first instance, to propose 
appropriate changes to the template agreements (and other relevant arrangements) to 
address those issues. Network Rail set out its proposals in a letter to us on 12 July 20074. 

                                            
1 That is, bodies other than Government 
2 Available at http://www.rail-reg.gov.uk/upload/pdf/invest-guide-let-020307.pdf 
3 Available at http://www.rail-reg.gov.uk/server/show/ConWebDoc.8746 
4 Available at http://www.rail-reg.gov.uk/upload/pdf/impgui-nr-120707.pdf 

http://www.rail-reg.gov.uk/server/show/ConWebDoc.8746


 

4. We subsequently received further comments from consultees on Network Rail's 
proposals and on a related presentation given by Network Rail in September 2007 at two 
further industry stakeholder workshops.  Our review takes account of the views expressed 
by consultees. As part of our review, we circulated to stakeholders in December 2007 a 
copy of a high-level note addressed to Network Rail, which identified the key areas in 
which we had established that changes should be made to the Templates.    

5. This letter and the attached paper provides our conclusions from our review of the 
current arrangements for third party schemes. The attached paper sets out more fully the 
areas where we have established that changes need to be made to the templates, or the 
accompanying policy framework.  

 

Our approach to the review 

6. Although we welcome the proposals made by Network Rail in July and September 
last year for changes to the arrangements, including the templates, our view is that they do 
not go far enough. As a result of our review, we have identified a number of further 
changes which need to be made to the templates, which we describe below and in the 
attached paper.   

7. The aim of our review is to improve the approach to third party investments by 
ensuring that the risk allocation in the templates – and the associated arrangements - 
properly reflects our policy framework for investments. In this review we have therefore 
focussed upon the allocation of risk between Network Rail and third party customers, and 
how this risk allocation is applied in the templates. The changes we require will ensure that 
risks and liabilities are borne by those best able to manage and mitigate them. This is 
consistent with the terms upon which we approved the templates in 20065, when we said 
that we would be monitoring the use of the templates, particularly in relation to the 
allocation of risk.  It is also consistent with our general duties under section 4 of the 
Railways Act 1993, and in particular, our duty to perform our statutory functions in the 
manner best calculated to: 

• promote the development of the railway network to the fullest extent that we 
consider economically practicable; and 

• to promote efficiency and economy on the part of persons providing railway 
services. 

                                            
5 Available on the “investment” section of our website, see http://www.rail-

reg.gov.uk/upload/pdf/netcode_partg-3rdptyinvest.pdf 
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8. Our investment framework sets out the default allocation of risk for investments6, which 
should reflect the following principles: 

• Network operator risks should be borne by Network Rail. 

• Design risk should be borne by the scheme designer 

• Construction risks should be borne by Network Rail (where a promoter has required 
Network Rail to deliver the scheme). 

• Funding / financing risks should usually be borne by Network Rail, unless a third 
party is arranging finance separately; and 

• Output, or infrastructure capability risk: the customer may choose to bear this risk 
itself, but if the customer wishes to pay Network Rail to take infrastructure capability risk, it 
should be offered a price to do so and Network Rail should bear it. 

9. We have considered how this default risk allocation should be given effect in the 
templates, noting that certain risks may have particular implications for third party funded 
schemes, given the cascade of risks for both parties (and potentially for Government) 
resulting from the operation of the two risk funds: the Network Rail fee fund (NRFF) and 
the industry risk fund (IRF).  

10. Network Rail has responsibility for drafting the templates. It is therefore Network 
Rail's responsibility to ensure that all necessary changes are made to the templates, 
noting that many of our required changes apply to several templates. This review also 
provides an opportunity for Network Rail to address issues which, although not directly 
related to our policy framework, are clearly desirable to improve the templates and 
customer satisfaction with them - for example consistent treatment of common issues 
across the different templates.   

11. We expect that following the satisfactory completion of this process (see the ‘next 
steps’ section below) we would not need to review the templates again until into the next 
control period (2009-14), with the exception of contributions into the NRFF and IRF. We 
will, of course, still need to deal with any complaints or disputes in an appropriate way, and 
will continue to monitor Network Rail’s activity in this area, with assistance from one of the 
independent rail reporters as required.  

12. The default template provisions should not constrain customers from seeking 
alternative terms. Customers and Network Rail have the flexibility to negotiate alternative 
provisions if they represent a more appropriate allocation of risk in the particular 
circumstances. Network Rail should not use the fact that we approve the default template 
provisions as a reason for refusing to agree alternative terms. 
                                            

6 See our document “Policy Framework for Investment: Conclusions” published in October 2005, 
paragraph 3.9, available at http://www.rail-reg.gov.uk/upload/pdf/255.pdf 
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Key policy issues covered in the attached paper 

Design risk 

13. Network Rail will accept certain design risks for design work it undertakes. We think 
that this principle should apply equally to all templates under which Network Rail carry out 
(or procure) design work, and that Network Rail needs to go further than it originally 
proposed, particularly in relation to the emerging cost version of the Implementation 
Agreement (IA). A number of provisions will require amendment to give effect to this 
principle. In particular, the Network Rail standard of care provision needs to be stronger, 
and certain indemnities and exclusions from liability need to be removed. 

Construction risk  

14. The position for construction risk is very similar to that for design risk - where a 
customer contracts with Network Rail for construction work, the default position should be 
that Network Rail takes on construction risk in both the short and the long term. Similar 
amendments are required as in relation to design risk. 

Costs of contractor’s default  

15. On a related issue, Network Rail has proposed that it should be liable for the costs 
of its contractor’s default up to the Network Rail cap. While this proposal is welcome, the 
templates should not contain any mechanism under which the company can recover from 
a customer in respect of losses caused by Network Rail's own contractor’s default. Also, 
this proposal does not in any way remove the need for Network Rail to accept liability for 
relevant risks, as described above. 

Indemnities 

16. Network Rail proposed removing indemnity provisions in some of the agreements 
and clarifying the remaining indemnity provisions.  We welcome these changes, as the 
indemnity provisions were a significant source of concern amongst stakeholders. 

Liquidated damages (LDs) and delay  

17. The two main issues are the conditions under which LDs would be payable and the 
level of LDs payable by Network Rail when it misses a project completion date.  

18. The templates should establish specific obligations on Network Rail in relation to 
timely completion to a single deadline where Network Rail is carrying out design services 
or procuring construction works, and should generally provide for the payment of LDs by 
Network Rail to the customer in the event of a failure to meet the agreed date, without the 
imposition of additional conditions.  We have reservations in relation to the existing two- 
tier arrangement, in particular that this regime could be unenforceable in some 
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circumstances. We therefore consider that such provisions should only be used at the 
customer's request.  

19. In relation to the level of LDs, in general, they may be quantified in two ways:  

(i) as a pre-estimate of the loss a customer will suffer in the event of breach, so 
that the damages compensate the customer for its loss, or  

(ii) as a lesser sum, in which case the imposition of liquidated damages will in 
practice operate as a cap on Network Rail's liability for delay.   

20. For example, if it is estimated that the customer will suffer £5,000 of loss per day, 
and liquidated damages are payable for that amount, the damages will compensate the 
customer in full for its loss. Alternatively, if the customer's estimated losses are £5,000 per 
day, but liquidated damages are fixed at the amount of £2,500 per day, the amount of the 
liquidated damages will effectively cap Network Rail's daily liability for delay in the amount 
of £2,500. 

21. When liquidated damages are intended to compensate the customer, they should 
be negotiated on a case by case basis to avoid the risk that the provisions will not 
represent a genuine pre-estimate of loss and so will be unenforceable. It is open to the 
customer to agree to damages which are less than compensatory if it wishes, but it is not 
possible for us to set in advance the damages which are payable in those cases under the 
templates. 

22. We understand that where a customer contracts with Network Rail and Network 
Rail in turn engages a consultant, liquidated damages are already negotiated between 
Network Rail and its consultant. As a result, a move to negotiated LDs under the IA, and 
other agreements where Network Rail carries out work for the customer, should not 
necessarily introduce any new commercial negotiations. We recognise that it may be 
useful for Network Rail to publish an indicative table of values on the basis of past 
experience, although such guidelines are not a substitute for a genuine pre-estimation of 
loss in each case. 

23. In general it is not clear whether this revised approach would lead to an increase in 
the total LDs payable to customers in the event of delay, allowing for both "pass through" 
damages from the contractor and Network Rail damages. However, this approach will 
better reflect the proper allocation of risk, which is that Network Rail is liable to its 
customer on terms agreed with that customer, and it is for Network Rail to negotiate 
suitable terms with its contractors. 

24. It is appropriate for LDs effectively to operate as a limitation of liability where 
Network Rail is carrying out non-contestable services under an APA or a BSA as:  

(a) Network Rail is obliged to carry out the services and so any negotiation would be 
asymmetric; and   
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(b) the losses which the customer may incur as a consequence of delay may be 
entirely out of proportion to the value of the works undertaken by Network Rail. 

25. In this situation, the customer may have recourse against its own construction 
contractor if work is delayed, so that its rights against Network Rail are not its sole remedy 
for delay. It may also be appropriate for LDs effectively to operate as a limitation of liability 
where Network Rail is carrying out development services under a DSA or FA. This is 
because development services are carried out at an early stage of a project, when there 
will be significant uncertainty as to what the possible consequences of delay might be, 
including as to whether the project will proceed at all.   

Liability caps  

26. There is no one particular level at which it is correct ex ante to establish a liability 
cap, and it is therefore difficult for us, as part of this review, to quantify what would 
ordinarily be a negotiated matter. However, in its September 2007 presentation, Network 
Rail proposed that the cap under the APA should be increased from 30% to 40%. This 
margin of increase in the cap should be applied to the other templates to provide a better 
balance of incentives for Network Rail.  Also, there are some important clarifications 
required to the definition of the customer cap (for example, in relation to sums recovered 
from insurance claims) to ensure that the allocation of risks is fair and balanced. 

27. Under the existing templates, claims for negligence are not limited by the Network 
Rail cap. Given the modifications we require to Network Rail's obligations in relation to 
construction and design risk, it is appropriate for liability for negligence to be brought into 
line with its liability for breach of contract where Network Rail is providing contestable 
services (i.e. under the IA, DSA and FA). We consider that this will also remove incentives 
on customers to present as claims for negligence those claims which should properly be 
brought as claims for breach of contract. We do not consider that this change puts 
customers in a materially less advantageous position than at present under the existing 
templates, as in practice we understand that any claims for negligence against Network 
Rail are currently rare. 

Variations and Network Rail’s power to change a programme of works 

28. Many consultees expressed significant concerns in relation to the breadth of 
Network Rail's powers to make changes to a scheme. Changes to the templates are 
required to remove some of these discretionary powers and ensure that customers have 
adequate protection, such as Network Rail’s power to propose variations under the IA to 
which the customer cannot object.  

29. Similar concerns were raised at the breadth of Network Rail's powers to vary the 
programme under the IA. Several consultees said that such powers undermine the 
provisions of the contract relating to compensation for delay. The circumstances in which 
Network Rail is entitled to extend time under the IA should be clearly set out in the IA itself.  
A similar issue arises in the DSA, which requires redrafting to clarify these circumstances. 
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Provision of information  

30. Consultees expressed concern that Network Rail's obligations7 under the templates 
in respect of network information provided to customers are inadequate. We do not 
consider it appropriate to replicate the provisions of Part K of the network code 
(information) in the templates. However, given that Network Rail is the principal source of 
information relating to the network, it is an appropriate allocation of risk for Network Rail to 
have obligations to:  

(a) provide any information reasonably requested by the customer in connection with 
the particular project and which is in Network Rail's possession; and  

(b) ensure that any such information should in all material respects be the most 
complete and accurate information in Network Rail’s possession.   

 

Financial impact of our review 

31. Although we recognise that some risks are reallocated under the changes 
described above, we do not believe that any of these changes will materially impact on the 
financial risks borne by Network Rail, or by Government (who stands behind the 
framework) for the reasons set out below.  

32. First, the revised Templates will reflect more accurately the default allocation of risk 
set out in our policy framework, which reflects good practice for construction projects 
generally and is appropriate for Network Rail in relation to most enhancement schemes.  
While the revised templates will incorporate important new rights in favour of customers, 
we do not consider that Network Rail will, under the revised templates, accept any risks 
which were outside the scope or the intent of the policy framework prior to this review.     

33. Second, the templates will continue to contain overall caps on liability, although we 
do require an increase in the level of such caps. Liability caps control the overall level of 
risk to which Network Rail is exposed. 

34. Third, we accept that some of the changes which we require should be balanced by 
other changes to the templates. The key example of an additional protection for Network 
Rail is , as noted above, a cap on Network Rail’s liability for negligence under the 
templates. Therefore, the additional risks accepted by Network Rail will be balanced by the 
introduction of other new provisions. 

35. As part of our review, we have also reviewed in the next section the current level of 
customer contributions to the NRFF and IRF, and any drawdowns from the risk funds. 

                                            
7 See for example clause 5 of the APA 
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Payments into the new Risk Funds 

36. Many consultees asked for more details on the quantum of payments already made 
into the two risk funds, the IRF and the NRFF, and in some cases expressed concerns that 
the current levels of contribution were too high. Having reviewed the current levels both in 
absolute terms and across agreements, we have considered if any changes are necessary 
to current levels, having due regard to the level and source of the payments. 

37. We accept Network Rail’s September 2007 proposals to halve (from 10% to 5% of 
Network Rail costs) the level of customer contributions to the Network Rail Fee Fund for 
those templates covering the development stage of projects. These reductions should 
better reflect the risk profiles of the different templates. We intend to keep the level of 
customer contributions to the NRFF under review.  

38. The table below summarises the estimated contributions agreed for the two risk 
funds up to the end of September 20078. 

Summary of contributions to fee funds agreed in the period April 2006 - September 
2007 (£m 06/07 prices)  

 Value of 
NR 
Services 

NRFF IRF Total 
agreements

APA/ 
BAPAs 

Feasibility 
(BSAs) 

Design 
(FDA/ 
DSA) 

IAs 

Private 
sector (excl 
TOCs/FOCs) 

£6.3 £0.5 £1.1 53 20 15 14 4 

Public sector £109.8 £5.9 £2.1 71 9 23 22 17 

TOCs/FOCs £6.0 £0.3 £0.2 25 9 7 6 3 

Total £122.1 £6.8 £3.5 149 38 45 42 24 

 

39. The table shows that £6.8m of contributions were committed over the period to the 
NRFF and £3.5 m to the IRF. Therefore, in total, customers have paid around £10 million 
in contributions to the risk funds. The public sector has entered into around half the 
agreements with NR and is responsible for almost 90% of NRFF contributions and over 
60% of IRF contributions. This high proportion is primarily because the public sector has to 
                                            

8 Note that the actual level of contributions may differ from these figures due to variations on 
emerging cost schemes.  
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date requested more implementation services from Network Rail (17 out of the 24 
implementation agreements are with public sector customers), and the fee fund 
contributions for IAs are based on full implementation costs rather than design or asset 
protection services. This is also reflected in the high value of NR services for the public 
sector. 

40. Up until September 2007, no drawdowns had been made on the two risk funds. 
This is primarily because the majority of agreements entered into using the new templates 
have covered design services, or relate to schemes where the implementation phase is at 
an early stage. It is too early to draw any firm conclusions from the very low level of 
drawdowns, as we would expect Network Rail to accrue a buffer of funds in the early 
stages of using the Templates. It is also possible that future claims on the funds may be 
relatively large and “lumpy”. We would not necessarily expect the profile of such claims to 
be predictable or stable across time. The amounts accrued in the two risk funds therefore 
need to be sufficient to cover such claims. For these reasons we are not proposing any 
material changes to the level of contributions to the funds, other than those described 
above for the agreements covering the development phase of schemes. 

41. We intend to review the contributions into the funds, and drawdowns from them, in 
early 2009, when more information should be available to inform any changes we need to 
make to these arrangements for control period 4 (which begins on 1 April 2009). That 
limited review would also consider the extent to which there is any potential for cross-
subsidy due to differing risk profiles of different schemes, particularly those promoted by 
public and private sector bodies, and may cover whether or not major schemes (with a rail-
related value above £50 million) should attract a higher level of contribution. 

 

Next Steps 

42. The next steps in this process are for Network Rail to implement the changes we 
require to be made to the templates. Network Rail therefore needs to: 

(a) revise the templates appropriately. We understand that it has already made 
considerable progress on these revisions, although it now needs fully to reflect the 
issues described in the attached paper.  

(b) issue the revised draft templates to stakeholders in a staged process starting in 
June 2008 with: 

(i) document(s)9 explaining why these changes have been made, and how the 
changes are consistent with the paper attached to this letter; 

                                            
9 Network Rail may choose to issue a separate supporting document for each Template 

Page 9 of 10 



 

(ii) asking for comments within six weeks (from the date each revised template 
is issued) on whether or not the changes set out in our paper have been 
properly taken account of in the templates; 

(c) Having taken due account of stakeholders’ comments, resubmit the templates to us 
for approval. We expect NR to commence resubmission of the templates for 
approval from August 2008. 

 

Yours sincerely 

 

 

 

 

John Thomas 
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