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ABSTRACT

The cross-channel rail industry currently suffers from under-utilization of expensive infrastructure, financial
losses and conflicting contractua relationships. In particular the high level of access charges paid by rail
companies for the use of the channel tunnd is holding back traffic growth. Eurotunnels current financial

structure leaves it with no scope to reduce these charges unilaterally.

Eurotunnel has conducted a detailed analysis of the industry for over a year in order to identify solutions for the
complex issues underlying the industry’ s difficulties. The key e ements of any solution must include the
alignment of theinterests of the cross-channel operators and clear incentives to increase traffic through the
tunnel, within a stable financial structure.

Eurotunnd is proposing to significantly reduce access rates for train operatorsin a manner which will align the
incentives of the cross channed operators and reduce their costs. Lower tunnel access rates will aso considerably
increase the size of the economically viable cross channel rail freight market. The reduced access rates should
therefore be partly compensated for by increased traffic. [1].

To achieve these access charge reductions, Eurotunnel requires amore stable financia structure, which would
involve a significant reductionsin the amount of its debt and interest payments, aswell as an extension of debt
maturities. Eurotunnel and its advisers have devel oped a series of detailed proposals to meet these objectives.
Euro tunnel now expects constructive engagement with itsindustrial and financial partners.

Eurotunndl is seeking to reach agreement in principle during 2004 with implementation in 2005. However, the
issues are complex and there can be no assurance asto the eventual outcome at this stage.

Ten years after the opening of the tunnel, it isclear that our structural problems, which are dueto the strictly
private-sector funding of the project, and excessively high debt level and insufficient rail traffic, cannot easily be
resolved without a comprehensive and innovative approach to the problems faced by all the stake holders of the
cross-channd rail industry.

This project gives redistic hope of seeing Eurotunnel emerge from itsfinancial difficulties once and for all.
Getting the tunnel built required courage, imagination and real political will. Today, we need alittle more of

each of these, plus the support of all concerned - our industrial partners and the authorities to turn the greatest
civil engineering project of the 20" century into a profitable investment.
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1.0 introduction

Britain and France have been in need of an affordable means of transportation since the 1700s. Airlines,
ferries, and automaobiles dominated the market before 1994. Airlines are considered to Expensive, while ferries
and automobiles are considered cost efficient but require too much time. 1n1984, the Eurostar began to help
solve this problem.

1.1 The Eurostar

The Eurostar, found in Europe, isthe only high-speed rail for that area. Its construction began in
1987 with the digging on the channel tunnel and ended in 1994. The Channel Tunnel was funded by a different
group of financiers and cost them approximately $13Billion. The actual railway and trains cost about $31
million, not including operations or maintenance. This railway stretches from London to Paris and London to
Brussels with stops in between. The railway is approximately 124 miles long, 31 of those miles being
underground through the Channd Tunnel [2]

The Eurostar was built to provide an affordable means to get from place to place in atimely Fashion. It
was not meant to replace airlines or ferries, rather provide a different way to travel. It is cheaper than regular
airline travel but arrives dower to its destination and more expensive than ferry travel but arrives quicker at its
destination. You can aso compare it to automobile transportation as well. It costs roughly $80 to drive from
London to Peris. It is about $35 for gas and $45 for tolls. The Eurostar is not cheaper than that, but does arrive
much faster than all automobiles.

In 1994, operations for the Eurostar began. It travelled at a max speed of 186 miles per hour, but only
travelled at 100 miles per hour through cities and through the Channel Tunnel. This reduction in speed was to
reduce noise and to reduce the risk of damaging the tunnel. By 1995, the 1 millionth Passenger rode on the
Eurostar. By 1996, the Eurostar had their five millionth passenger and by 1997 they had their 10 millionth
passenger ride on the Eurostar [3]. This shows an increase in interest towards travelling on the Eurostar. It also
shows a significant increase in profit per year. If the trend were to continue, the Eurostar would be making a
profit in as few asten years.

Figure No.1 Retrieved from [4]



2.0 Solutionsfor the complex issues

Eurotunnd’ strading position continuesto look difficult. The company's 2004 results show aloss of £570
million. Thelosses are | ess than those in the 2003 results. The figuresin those 2003 results are fairly mind-
boggling but if you say them quickly they don't sound too bad! The company announced aloss in 2003 of £1.33
billion (€1.89 hillion or $2.4 billion).

After the 2003 results, the company outlined a number of reasons for the losses and a so discussed plansto
restructure its financial position. The highlights of that statement included the following:

Reductions in access charges may allow Eurotunnd to be able to restructureits pricing strategies and increase
the volume of passenger traffic using the tunnel.

Increasing freight use of the Tunnel may be an important factor in future revenue generation for Eurotunnel.

The number of trucks using the tunnd up by 4%

A risein itsmarket share from 41% to 43%

A 2% fall in the number of cars using the tunnel but a retention of market share of 47%
Coach volumes static but market share up from 32% to 36%

Turnover down by 4% to £584 million

Operating costs stable

Operating profit down 18% at £170 million

Interest payments on debt at £318 million

A write down of the company's value (impairment charge) of £1.3 billion. (An impairment charge isthe
extent to which a company's value isless than the value of its stock)

Total loss for the year of £1.334 billion

The company's financial statement also highlighted a number of problems facing the business and some
suggestions on the way forward. The main problems stem from what were called a 'failed business mode' by the
Chief Executive, Richard Shirrefs. [5]

Eurotunnel was meant to be financed by private capital. The project had been discussed for some years but in
deriving al its finance from private sources meant that it immediately had very high debts. Work on a channd
tunnel had begun as far back as 1973 but was shelved due to political and economic crises.

The Chief Executive highlighted these as alack of use of the infrastructure, an inability to attract business
because of high access charges, too much debt (currently standing at £6 billion) meaning its interest payment
burden was too high, a much lower volume of both passenger and rail traffic than forecast (passenger use was
forecast at 16 million when it isactually 6 million, freight volume at 7 million tonnes when it isactualy 1.7
million tones) and that the industry was fragmented and in conflict. Eurotunnel's shuttle business (for trucks, cars
and coaches) has been a great success, and isthe market leader for cross-Channel travel however the issue of
access chargesrelates to other train operators that use the Tunnel, including Eurostar, EWS and SNCF and thisis
an area the the Company wish to tackle. It also faced increases in costs to counter the problems associated with
illegal immigrants attempting to get to the UK. This problem also frustrated attemptsto increase freight use
through the tunnd, however this problem isnow not considered a factor that isimpacting on Eurotunnél's
performance but highlights the difficulties faced, some of which have largely been out of the Company's contral.

Its strategy is to expand its operations |ooking to secure routes to Switzerland, Holland and Italy, opening new
leisure complexes and a variety of regional train links. But the serious side of the Strategy rests on its ability to
be able to restructure its debts and have greater control over its pricing. Eurotunnel believes that if it can reduce
its access charges to both freight and passenger carrying companies, it can increase volumes and its revenue. It
believesthat it is caught in avicious circle - it needs to levy high access charges to meet itsinterest payments,



thisin turn causes conflict because it cuts volumes, meaning its revenues are less than they could be which
means it cannot pay off its debts and so on. It believes that freight volumes would increase from 2.5 - 10 million
tonnesif it could cut access charges by 50-60%. It islooking to present its proposals to its stakehol ders over the
coming year and hopes to gain agreement for its strategy by the end of the year, allowing it to implement its
plans during 2005. [6]

3.0 Tools used to explain the financial debt and how to overcome

At the heart of the problems facing Eurotunnel istheissue of br eak-even. Any new business or existing
company starting up anew venture hasto incur costs in setting up the business before any customers ‘walk
through the door' and start paying for its goods or services. The early months and years of many businesses
therefore will be one in which they will have debt. The success of the business might rely on how effectively the
company is able to meet that debt. Break-even analysis can be seen as a planning tool to aid businessesin
assessing when they will generate sufficient revenue from salesto cover thetotal costs of production and move
into profit. [7]

At itssimplest level, therefore, break-even occurs at an output/sales level where total revenue = total costs.
More formally, we can use the following formulato cal cul ate break-even:

Break Even Point = Fixed Costs + Contribution
Where the contribution represents the selling price - variable costs.

Costs are therefore one crucial element in break-even. Variable or direct costs are those costs incurred during
production, they vary with the amount produced, rising as output rises and falling as outpuit falls. Eurotunnd's
variable costs are relatively low since the cost of operating the tunne now it is built is relatively low.

Fixed costs or overheads or indirect costs are those costs that do not depend on output. This does not mean
that they do not change, they do, but they do not vary with the amount produced. These costs can be insurance,
admin cogts, advertising and marketing costs and, very relevant in the case of Eurotunnd, interest payments. In
general, afirm must seek to cover its operating (variable) costsin the short term - after al, if it isnot generating
enough revenue from sales to cover the costs of producing its product it does not have much of a future!
However, in the longer term it must, ultimately, cover both its fixed costs and its variable costs - in other words
cover total costs. Once it does this, the business moves into profit.

4.0 Cost — Benefit Analysis

The Eurostar and Chunnel are two differently funded projects. The Chunnel has been estimated
to be approximately $13 billion [1]. The Eurostar (without Construction and Maintenance costs) is roughly $31
million. Each project was financed by different groups. In my analysis, | only took into account the costs of the
Eurostar. In my sensitivity analysis | will set up abase case including the Chunnel and a base case not including
the Chunnd. For this section, however, | will only display an analysis of the costs for the Eurostar. Operation
and maintenance costs more than the actual construction costs because of the unreliability that plagued its
service. That created ahuge social cost for the Eurostar.

Asyou can see, during its 18th year, the total yearly costs increased drastically and in the 19th

year revenues dropped. Thisisdueto the Hatfield crash. The Hatfield crash is basically a derailment of
the train that injured several people but did not kill or severely injure anyone. It cost approximately
$850 million tofix therails, thetrains, and in social costs aswell. People were lessinclined to travel on
the Eurostar after this happened (that iswhy revenue dropped during the 19th fiscal year) [8].

4.1 Sengitivity Analysis

For my sengitivity analysis | will analyze ten possible scenarios for this project and estimate
Using tables and graphs the outcome of that scenario. | will use the best possible scenario, the worst
possible scenario, afew in between scenarios, then some radical scenarios just for comparison. [9].

4.2 Base Case (normal Cost-Benefit Analysis)
Thefirg gep to analyzing different variables is setting up the base case. The base caseis
simply the normal cost-benefit analysis without any changesin its variables. Below is a graph of how



the Revenues and Costs compare to each other.
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4.2 Two Years behind Schedule
This case will show the Costs and Revenue of having been delayed two years. During these

two extra years, construction, land acquisition fees, and engineering fees are added. Y ou aso lose two
years of revenue and two years of positive social benefit. Here is how this case compares to the base

case.

Figure No.2 Retrieved from [10]
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Figure No.2 Retrieved from [11]

This graph shows that the costs are much greater than the Revenue and social benefit. This
makes sense because having a project’ s construction last afew years longer will create shortagesin
money and will put the project in more debt than it dready is. The base case is preferred over this case
because this project is two years behind and because the NPV is greater for the base case than this
scenario.

4.3 Finishing the Project 1 Year Early

Thisisa scenario that will prove to be better than the base case. Less money will be spent on
construction and will have one year extra of revenue than the base case. The NPV is expected to be
greater and positive because the first year of profit for the baseisyear 21. If we were to take off a year
from the base case (a 20 year long project), there would be one extra year of revenue that will provide

just enough to reach a profit. [12]



1 Year Early
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Figure No.3 Retrieved from [13]

As you can see through the graph and the table, the Revenue outwei ghs the cost thistime around.
This meansthat it would be ideal to finish the project ahead of time. Thisis better than the base case
thistime around because it has a positive net present value. [14]

5.0 Conclusion

Thereislittle doubt that in engineering terms Eurotunnel has been an extremely successful project. Thusthe
1999 Annua Report refersto the Channel Tunnel being awarded first prize amongst the top 10 construction
projects of the 20th century by an international construction panel in the United States14. However, it seems that
there are a number of lessons which can be drawn from this episode. Firstly, projected capita costs (on an annual
basis) over the construction period 1988 to 1993 were omitted from the original November 1987 Offer for Sale
document. The history of large capital projects suggests that almost invariably capita coststend to be
underestimated (and revenue costs overestimated). Including more detailed estimates of the phasing of capital
expenditure at the outset might have given shareholders an opportunity to monitor more closely the actual
expenditures compared to predicted expenditures. [15]

Secondly, Eurotunnel is evolving from ahigh risk to alow risk project. Somewhat paradoxically, it’s financing
structure (about 80% geared) at the outset was more appropriate for alow risk project. And its eventua financing
structure in the future (probably low geared) will be less suitable for its future status as a utility. Equity (given
that dividends can be withheld when necessary) is arguably more appropriate when there is considerable
uncertainty attached to a project. However, if alarger proportion of equity had been sought at the outset then
perhaps the project would never have started. It should be remembered that the project received no direct
government funding, yet a case for some government backing could be argued on the basis of the wider benefits
to the economy of an improved transport infrastructure. It is possible that the promoters of Eurctunnel were
forced to accept aleve of financial gearing higher than they would have preferred and, in order to push the
project ahead tended to err on the side of optimism rather than caution in their prediction.[16]
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