Reference: 20150211

4 August 2015

Thank you for your Official Information Act request, received on 9 June 2015. You
requested the following:

“Any documentation provided to either the Minister of Finance or the Minister of
State Owned Enterprise (or both) related to the financial position of KiwiRail and
its need for continued funding from the Crown.

This request should cover the period from June 1, 2013 until June 1, 2015.

A similar earlier request for advice on a variety of state owned enterprises was
rejected on the basis that the request was too onerous. | note that this request is
for one state owned enterprise (although at least one more OIA is likely) and that
KiwiRail is currently receiving hundreds of millions of dollars in subsidies.
Therefore | would argue that this request is less onerous and the public interest,
in being more targeted, is much higher.”

Upon discussion with Treasury officials, a revised timeframe and scope were agreed
to:

“Any documentation provided by Treasury to either the Minister of Finance or the
Minister of State Owned Enterprise (or both) that provides substantive advice
specifically relating to the financial position of KiwiRail and its need for continued
funding from the Crown. This request should cover the period from December 1,
2014 until June 1, 2015.”

The response date for this OIA was extended by 20 days based on the amount of time
required to prepare and consult on the papers being released.



Information Being Released

Please find enclosed the following documents:

Iltem

Date

Document Description

Decision

1.

15 December
2014

Treasury Report entitled KiwiRail:
New Strategic Plan.

This report provides an extensive
examination of KiwiRail's new
strategic plan and business case for
ongoing Crown funding.

Released in part

23 January 2015

Treasury Report entitled KiwiRail:
Briefing ahead of meeting on 27
January 2015.

This report gave Ministers a briefing
on options for the Crown in regard to
KiwiRail and also the Cost Benefit
Analysis Treasury undertook on
KiwiRail.

Released in part

5 March 2015

Treasury Report entitled KiwiRail:
Third Drawdown from $198 million
Appropriation for 2014/15.

This report seeks Ministers approval
for KiwiRail to draw down an amount
of its 2014/15 appropriation.

Released in part

19 March 2015

Treasury Report entitled KiwiRail:
Cabinet Paper for Funding.

This report provides Ministers with a
Cabinet paper seeking Cabinet's
agreement to provide financial
support to KiwiRail. The report also
provides an update on various other
aspects of KiwiRail's business in
recent time.

The actual Cabinet Paper itself has
been released under Treasury’s
2015 Budget proactive release (see
next page).

Released in part

26 March 2015

Aide Memoire entitled KiwiRail:
Advantages of Multi-Year funding.

This note details the benefits of
providing KiwiRail with a multi-year

Released in part




funding commitment versus a single
year's funding.

5 May 2015 Aide Memoire entitled Briefing for

KiwiRail Discussion.

Released in part

This note provides Ministers with an
overview and background for
discussing KiwiRail's funding. It
includes the benefits of multi-year
funding and KiwiRail's ability to
defer capital expenditure.

| have decided to release the relevant parts of the documents listed above, subject to
information being withheld under one or more of the following sections of the Official
Information Act, as applicable:

personal contact details of officials, under section 9(2)(a) — to protect the privacy
of natural persons, including deceased people,

advice still under consideration, section 9(2)(f)(iv) — to maintain the current
constitutional conventions protecting the confidentiality of advice tendered by
Ministers and officials,

names and contact details of junior officials and certain sensitive advice, under
section 9(2)(g)(i) — to maintain the effective conduct of public affairs through the
free and frank expression of opinions,

commercially sensitive information, under section 9(2)(b)(ii) — to protect the
commercial position of the person who supplied the information, or who is the
subject of the information, and

to enable the Crown to carry out commercial activities without disadvantage and
prejudice, under section 9(2)(i).

Information Publicly Available

The following information is also covered by your request and is publicly available on
the Treasury website:

Item

Date

Document Description

Website Address

7.

9 July 2015 as per
2015 Budget
proactive release.

This Cabinet paper noted
capital funding for KiwiRail that
is being sought as part of the
Budget 2015 process. It
sought Cabinet's agreement
for continued financial support
of KiwiRail, and to provide
some form of multi-year

http://www.treasury.qovt.nz/p
ublications/informationreleas
es/budget/2015/other-s-
w/index.htm#trans




funding commitment to give
KiwiRail enough certainty to
manage its business and
investment programme

accordingly.
8. | 9July 2015 as per | This Treasury report sought http://www treasury.govt.nz/p
2015 Budget confirmation of ministers’ ublications/informationreleas
proactive release. decision to change the funding | es/budget/2015/other-s-

package for KiwiRail in Budget | \v/index.htm#trans
2015 from $209.8 million in
2015/16 only to $400 million for
2015/16 and 2016/17.

Accordingly, | have refused your request for the documents listed in the above table
under section 18(d) of the Official Information Act — the information requested is or will
soon be publicly available.

Some relevant information has been removed from documents listed in the above table
and should continue to be withheld under the Official Information Act, on the grounds
described in the documents.

Information to be Withheld

There are no additional documents covered by your request that | have decided to
withhold in full under the Official Information Act.

Public Release of this Information in this OIA

Please note that this letter (with your personal details removed) and enclosed
documents may be published on the Treasury website in approximately one week from
the date of this letter.

This fully covers the information you requested, however if you disagree you have the
right to ask the Ombudsman to investigate and review my decision.

Yours sincerely

Ant Shaw
Senior Analyst, Governance and Performance
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Kaitohutohu Kaupapa Rawa

Treasury Report: KiwiRail: New Strategic Plan &
AND)
Date: 15 December 2014 ReportNo: . |T2014/1805 '
File Number: SE-2-134
0~
Action Sought /\\
@ %eé{iline
dations

Minister of Finance ec 27 January 2015
(Hon Bill English) & N

Associate Minister of Finance Aﬁré\e%}ommend O& 27 January 2015

(as holder of a delegation for state’” | N .
owned enterprises’ shareholdin \\ Q\ >
fi he Mini f Fi

rom the Minister of Finance) / p \\

(Hon Steven Joyce) VA D )
Associate Minister of Fi \g}wee[/f)/‘ Fory %@ation. None
(Hon Paula Bennett) N> S -

Minister of Tran &g%@zommendations 27 January 2015

(Hon Simon @i{@es

\e\O)%ed ik//g?ee recommendations 27 January 2015
E/ N
)
Contact for one Discussion (if required)
Name Position Telephone 1st Contact
Ant Shaw” ’;f\ Senior Analyst, 04 917 6160 (wk) v
L) Governance and L
\;/ Performance (for KiwiRail)
Jon Butler Senior Analyst, National 04 890 7298 (wk) v
Infrastructure Unit (for policy)
Fiona Chan Manager, Governance and | 04 917 6103 (wk) |[Withheld under s9(2)(a)]
Performance

Actions for Ministers’ Offices’ Staff (if required)

Return the signed report to Treasury.

Enclosure: No

Treasury:3053006v1 COMMERCIAL-IN-CONFIDENCE
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Treasury Report: KiwiRail: New Strategic Plan

; Ve,
Executive Summary / // . RN

No easy choices available to materially reduce Crownjundmg

KiwiRail has not identified any options that will materlau{reduoe the ongm Jevel of Crown
funding needed whilst continuing to operate the maJorlty of. the rail frelght netwqfk The only
options presented by KiwiRail that will materially reduce ongomg fundmg reqwrements
involve major downsizing. The two major down; élzmg options presented are operating the
golden triangle only (Auckland to Hamilton to/ T&tranga) or full closuke\(exdudlng the
Auckland and Wellington Metropolitan networks )

[Withheld under s9(2)(f)(iv)] @

(

A number of other network nfrguratlons were/testedby>K|W|Ra|I over the past six months
as it has developed its ne pfan [Withheld undef s9(2

@\@ {\cher than the major down-sizing options

presented, most other conflguratlon bhange; result in a loss of value for the company (and
either mmma}howeducﬂon or mcreases in funding). Intermediate options generally reduce
revenues m@ré/fhgnefosts because they eliminate positive contribution services with lesser
impacts QﬂCOSTS 7f‘h|s reflects the ‘economics of rail — a high proportion of KiwiRail's
revenl;e )s eamed from trai mox/ements that move across multiple segments of its network
(wh|c<h wquld be lost if parts of thé network were closed), and the fixed costs associated with
mali ntémm and renewm P(sm'ack and infrastructure assets do not materially vary from
Changes in volumes 7 NG

Rlsks and opportumties that may impact on funding

KiwiRail is fo/é s’tmg funding requirements to reduce from year four (from an average of
apprOXI t&ly[ thheld under s9(2)(b)(ii)]

[s9(2)M] < The spike in funding in the first three years is
mainfy; the resUIt of specific infrastructure and facilities remediation projects that need to be
undet‘takery, including:

[Withheld under s9(2)(b)(ii)]
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Whilst the forecast reduction in funding from year four is based on reasonable assumptions
and the best information currently available, we believe KiwiRail would need to have
favourable external conditions, successful delivery of its planned initiatives, and some luck to
achieve the reduction in funding to the extent that is forecast. In our view, this business will
face ongoing risks associated with the condition of its considerable portfolio of old
infrastructure assets including tunnels, bridges, buildings, and s aIImg equipmen )’\n
example of unplanned remediation required on infrastructure séef the subst talWork
required [Withheld under s9(2)(b)(i] which haé\bnréi) ystalllsédm the past
one to two years, and is the result of heightened health anﬁ s“ajety/requwerpentg—whlch we
expect will only become more onerous over time. If a}aeafvx weighting of risks s,over
opportunities was to materialise, it is possible that fundlng reguwemengs will not/reduce at all,
and could conceivably get higher.

\

Opportunities do however exist for KiwiRai 9] \\/[\Mthheld under
IWithheld tnder s9(2)(h\(ii)] 9(2)(b)(i)]

but we think theée o{gpbr nities apefng t\likély outweighed by the

/7\ \\
\/ °
| [Wit

AN
\

risks noted above. ) 7(5\\\\\\:\ % /\\\\\ . N
/\\ ~ D )
Options for the Government \ > \v

This report assesses some optlons %r/tye Gover@emw ultimately there are only two

realistic choices: keep rail a d coQtlnue to fundvit | foNhe long-term, or implement a major

down-sizing of the rail n /IM@ hese chowe&éfe dlsplayed in this decision tree:
\\/

- \ »\\ )

Table 1: Decision tree / / N\ "\ )

Timeline - [ /\ D{{ns }

] ne whet h Gov}nment wants to undertake a
anuary -
v ore compreh assessment of the 'public good'

April 2015

aspects relating to the rail network

’1& Assessment that 'public
(Furthe study . . o
{ . \néeded good' element is sufficient
i/ to continue funding
1-year funding 3-year (or more) fundi_r_1g |
commitment (circa commitmentt$9(2)(B)(iD)]
[Withheld under s9(2)(b)(ii)] over first 3 years) |

|

Comprehensive
April 2015 - review as§e55|(|;\g
- economican
April 2016 .
transport impacts of
major down-sizing
Retain majority of Implement major down-
Budget 2016 rail network (make sizing (most likely over
long-term funding several years - funding
commitment) needed to implement)
T2014/1805 : KiwiRail: New Strategic Plan Page 3
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Economic costs and benefits

We have attempted to compare the benefits provided from retaining the rail network with the
costs needed to keep it by taking into account the impacts on all affected parties in New
Zealand, including intangible impacts and social and enwronm/}al effects. {(
\\\
Our assessment is somewhat high level and we do not COHS%K tto/e compréhens\k/
enough to support a decision of major down-sizing at thi Epawever purmﬁiceylve view
is that if the rail freight network was closed down (or aLt/Z t|ve/y if it reqwre\ckgof inding
from the Crown to retain it), it would produce an economic \sgvmg of b tween 150 and
$232 million per annum, or fiscal® savings of betw ;n\$141 and $24<2 ﬁ& per annum, both
after costs of closing down rail and upgrading r@ s to adcommodateihe\a ditional freight
that would be transferred to road. (\\\\ \/ “
We recognise that major down-sizing o éﬁq\t freight new\wo\h}d represent a major
change to New Zealand’s transport | éimkp&ind wou;j ndertaken lightly. We
would therefore recommend a furthe% mprehen Jy be undertaken (perhaps by
an organisation at arms’ length fm ge?vernmen d I ate (or not) our assessment if
the Government was to seriously ¢ der major @whv z}ng of the rail freight network.
Such a study would need tocc mehenswely{;ahqhe e impact on KiwiRail's customers,
including the extent to which th would incur ddmonal costs of such a change, and to
determine whether ther ul severe ‘consﬁsa s and lost productivity at the country’s

largest ports when Ioa er and é@smps
L 9‘3

Board performa{w:gk / / — \ \/

f\\

We do not beh th making w e changes to the Board will materially change the
fmanmalé@ r the co mpany. H wever, we believe its focus now must shift to cost
reductroﬁ/mo 9e7r to red}ace\ﬁhégA between earnings and expenditure, with revenue
pro e oﬁvmg been aﬁd}rﬁ significantly from those in the original Turnaround Plan

2<0‘1 0 belleveﬁ}at gructuring expertise will be needed on the Board and in the
semQF nageme/t teamim order to provide a sustained focus on cost reduction and
productivity m@&Ve\mept

Fundlng/é \>

In theeveﬁt\@e Government considers there to be a sufficient ‘public good’ rationale to retain
the r |Nretght network, we would support a three-year funding commitment in Budget 2015
on the basis that it enables KiwiRail to have a sustained period of certainty to focus on day-
to-day business improvement rather than having to focus on reassessing its future every
year.

If funding was to be provided as capital, it would be a charge against the Future Investment
Fund (FIF). The FIF has remaining funds of $1.7 billion available for allocation at Budget
2015 and Budget 2016. If a three-year funding commitment of [S9@®)M] \was made in
Budaet 2015, this would be [Withheld under s9(2)(b)(ii)]

after allowing for Budget 2015 capital pre-commitments.

1

This measures the impact on all affected parties including the public, the Government, road users, and customers.
2

This represents the direct fiscal cost to the Crown of funding KiwiRail.
T2014/1805 : KiwiRail: New Strategic Plan Page 4
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Alternatively, if funding was provided as an operating subsidy it would be a charge against
the $1 billion allowance for new operating funding each year. The Crown’s Operating
Balance Excluding Gains and Losses (OBEGAL) would be impacted under either funding
mechanism given that KiwiRail impairs between 80 and 90% of its capital expenditure each
year.

2
Conditions relating to the drawdown of funding, including monn// /a rangemen é@i\
agreeing performance milestones, would need to be agreed?e of’any flnak/fundqu
decision in Budget 2015. There is no palatable scenario rg‘f@dmg will not\b\ere/quwed in
Budget 2015. NN \) \\v >
Agency Views </ X — C\ /
The Ministry of Transport supports the views @xé( ed in this rep(ort\\Thé Ministry believes
that if the Government is minded to pur on N) bold o \s OdtJmed in this paper, that
substantial work is required to underst p{ \mpact that |§Qw\g@ have on the entire

/\

supply chain.

taking account of the public good éc)zthere |s urren significant gap between the

financial assistance the Crown |sprowd|ng to{\/wlﬁau\f; he value of the public good.

However, it believes that inthe eNent the govemment/has some ongoing investment in the

rail network as a public cé A could‘ e the, a@propnate policy and planning agency for

investment decmons@mo‘sst e entire /a?n&por‘t/system (including rail). This would allow for

an integrated wh Iebf network app % investing in and delivering on the government’s
s

NZTA supports the indicative ev ouftllned in @3?@ rt and the conclusion that even

‘public good’ prlontxgs férboth raﬂ@nd ransport, over the long term.

Treasury and.t )éstry of Tran Qote that no work has yet been done to assess
p033|ble | erent wnershl{zmr gove ance structures with respect to rail and that this option
would/c eed to be bqhsf red in conjunction with all other possible ownership and
gov r@néﬁtructuref\si\wld e Government wish to pursue change.

KIV\NB i égrees thét furth@work would be needed before a decision was made to
significantly do@n&&e the rail network, as it believes there would be significant impacts to its
customers ( {@&‘u@ar the main ports) that have not yet been assessed.

Next Stf é/g >

We a eseeklng initial engagement with Ministers (and appropriate agencies) to discuss the
findings-expressed in this report and to determine the next steps. We understand an initial
meeting has been arranged with Ministers at 4pm on 27 January 2015 to discuss options and
the way forward. Engagement with Cabinet will be required ahead of Budget 2015 and we
believe a Cabinet strategy session could be an appropriate avenue for an initial discussion.

Recommended Action

We recommend that you:

a note that KiwiRail has presented its new commercial plan, and that it has not identified
any option where the company can be financially self-sustaining within the foreseeable
future

T2014/1805 : KiwiRail: New Strategic Plan Page 5
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b note that KiwiRail has presented four network configuration options for Ministers to
consider, which range from continuing to operate as largely the status quo to full
closure of the rail freight network

¢ note that KiwiRail’s ‘trimmed network’ option [Withheld under sS@)®M(v)]
[s9R)OM)] h45 identified indicative funding requirements of L S2@®WI  oyer the next
three years and that KiwiRail is seeking a multi-year fundi mitment iré%e;t
2015 to implement the option best preferred by the Gove W@? ‘/\ A
d note that Treasury, the Ministry of Transport an New)ZeaIand T/@@por Agency
believe there is a net economic cost of contlnumg to KiwiRail at the gvels required

e agree to meet with officials to discuss op?@ a\d rext steps%@%% how to best
engage with Cabinet ahead of Budget 57

N N\
Agree/disagree (\ ) Agreég (a\
Minister of Finance AN v/ Ass

\gn'ster of Finance
delegation for state owned

(a hglg;er o
6 ; "shareholdings from the Minister of

Agree/disagree f“\ - N ree/disagree
Minister of Transpor (\&\, ) 77<V( inister for State Owned Enterprises

| ~ o) &
EZEZ;H?rég@ggéénd Perfém'i” é
N

%

I\If?r?V%r;f Flls:an/ee y \sf N

Hon St

Assqmat ister of Finance

(as holde? f a delegation for state owned enterprises’ shareholdings from the Minister of
Finance)

Hon Simon Bridges
Minister of Transport

Hon Todd McClay
Minister for State Owned Enterprises

T2014/1805 : KiwiRail: New Strategic Plan Page 6
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Treasury Report: KiwiRail: New Strategic Plan

Purpose of Report

1.

This report assesses KiwiRail's new strategic plan and b e@ss case for o%
financial support from the Crown that was sent to Mini \? November 20
The report also takes into account the economic an i ideration \for the
Government of continuing to fund rail at the level %% and ma ee%;hlgh%vel
assessment of what the impact would be on Ne nd’s road|ng n §7K|f the
freight currently transported by rail was trarz/e\rf\ed to réad.

KiwiRail's business case and the assoc'ﬁf T\py and roa(d ner@k impact analysis
exclude the Metropolitan passenger Aucklan;;%a\nd V!elllngton These
public transport train services (and as capital aintenance expenditure)
are separately funded (through a or ' |on of fu \ﬁroﬁfreglonal authorities, the
New Zealand Transport Agen ar@ th Crown éBQ will bé largely unaffected® by the
direction the Government v@e\ take with 50 KiwiRail's freight business.

Background \\ o)

3.

5.

</ Ieve of Crow

S,
Following the Crown Wchase of New\Z}gland s rail and ferry business for

$690 million frc{m ‘pri ownershi \11 July 2008, the Turnaround Plan (TAP) for
KiwiRail w developed and a %by Cabinet in 2010. The objective of the TAP
wasf B@ll to,become, t\m? years from 2010, a sustainable rail freight
busine % s abIe tom §> going operating and capital expenditure solely

from cu\sQ e revenue

AN
< %e the original ‘AP\K?ﬁpproved in 2010, it identified the likely need for a total
investment of $1.7 billion over the 10 years to 2020. It was forecast that this
K:L NS% nt would be sufficient to drive KiwiRail’s earnings growth to the
e tent that it could\then self-fund its ongoing capital expenditure requirements from
customeK(\eQenues The Crown has so far appropriated $1.1 billion toward the TAP
over t<a E@e Budgets (2010 to 2014). A proportion of this has been applied
ressing historic underinvestment in its infrastructure and rolling stock.

tov{%i

AN

/KIV\(R I’'s EBITDA* has not grown to any great extent since the inception of the TAP in
@10/11 (EBITDA was $100 million in 2010/11, and is forecast to be about the same in
20T4/1 5). This is partly due to the impact that external factors have had on KiwiRail's
business including the Canterbury earthquakes, the Pike river mine explosion, Solid
Energy’s financial difficulties, extreme weather events and the Aratere being out of
service for a period earlier this year.

Parts of the rail network in Auckland and Wellington are shared by the freight business and the metropolitan rail
services, and the associated funding requirements are therefore also shared. If material changes to the rail network
were to be made, there would be implications for funding on these shared parts of the network.

EBITDA (Earnings before interest, tax, depreciation and amortisation). This is the best metric for measuring KiwiRail’'s
earnings performance as it roughly translates to the generation of operating cash flow. NPAT (Net profit after tax) does
not provide a transparent view of KiwiRail's performance as it is impacted by the receipt of grant income (for the
Auckland and Wellington Metropolitan rail projects), the recent write-down in assets, and the impairment of capital
expenditure.

T2014/1805 : KiwiRail: New Strategic Plan Page 7
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6. Inthe last 1-2 years it has become clear that the main objective of the TAP — for
KiwiRail to become financially self-sustaining by 2020, is not achievable and that
ongoing Crown funding will be required.

7. On 31 March 2014, a Cabinet strategy session was held to discuss KiwiRail's Budget

bid for B¥ @@ i Budget 2014, and the likely future prospects for the business. It
was evident that the Government’s appetite for continuirrgz/ﬂj drail at th t

levels was diminishing, and KiwiRail was requested to‘de new plaﬁfor ks
business with some options that would materially r \e{@level of Qnge\hgc/rown
funding needed. \V >
N
to KiwiRail's

8.  On 24 April 2014, the then Minister for Stat QWned Enterprls
Chair, Mr John Spencer, requesting the c a ny present a. nng\l% o Government
by 31 October 2014. Specifically the Ie{

;&eﬁted that‘ C
é{‘r@/&b e and Jnﬁvﬁ\a@ductlon in Crown funding

. the new plan be realistic an

over time
- R
o the plan illustrates th s@expendth ed to replace and upgrade
KiwiRail's infrastructure-assets in botlﬁhe I'and long term
RN
o the new plan <%ses the cash ﬂéy ssociated with each different segment of
the network \ \\
Ve '/7 ,
. that a<rangeof>opt|ons |gg§ (o} some bold, be presented to the Government.
Y
9 The $1i§ il fundmg % KiwiRail in Budget 2014 for the 2014/15 financial
year w vely a shor\ta nding arrangement to enable KiwiRail to continue
op ing “bu3| S as usual” basis this year, whilst it developed a new plan to
/%the overn< infén ulatmg a longer-term view of the business.
IR

C taxv /’;, )

KiwiRail’s A h )
O “&

10. Fr e oytset Treasury strongly encouraged KiwiRail to focus on the commercial
/asp ts of its business, and that any associated policy considerations be led by central
ov\rn ent. This approach is consistent with its objectives as a State Owned
Enfepprlse (SOE), and KiwiRail has largely followed this direction.

11. KiwiRail's approach to the development of its new plan was:
. undertaking a detailed review of cash flows attributable to each line segment

J using the National Freight Demand Study® as a basis for formulating likely future
freight volumes

5 KiwiRail initially [S9(2)(©)(D] in Budget 2014 for the 2014/15 financial year, but received $198 million following
advice from Treasury.

This is a comprehensive study of likely future freight demand within New Zealand by geographic location, freight type
and transport mode. It was published by the Ministry of Transport in March 2014.

T2014/1805 : KiwiRail: New Strategic Plan Page 8

COMMERCIAL-IN-CONFIDENCE



OIA 20150211 Binder V3

COMMERCIAL-IN-CONFIDENCE

. analysing the effect on the cost and revenue cash flows from changing the
service and network structure

. developing plans to reduce costs and/or increase revenues in order to reduce the
ongoing level of Crown funding, and

g
o developing “bold” options that could materially redk/é@? ngoing Iex@(@\rown
<\ ﬁ) A N

funding needed.

\ -
Different approach to developing new plan / Q \\ v - /

12.

13.

14.

With the benefit of hindsight, KiwiRail’s Tur ;ound Plan was oge at asplratlonal
The original Turnaround Plan forecast ear g\& (EBITDA) growm‘t& $74 million in
2009/10 to $268 million by 2014/15, a czy )a ve annual averag\e@‘omh rate of 29%.
This was unrealistic for a mature bu e \o ating in uétjy where growth is
heavily linked to overall Gross Do “nq\Droduct an%&e\fbere is strong competition
from competing modes, wrespe&ik thelevel of u b{}ﬁwestment that was made to

drive the growth that was for \v
303\\ C\

J

It has been clear that when%&ve%opmg this Qan\ oard and management have
been reluctant to mal { exiame mistak s oT fhe\ ast, and have instead presented a
plan that can be re Ily dellvered ury supports this approach.

The challenge, for/thg\ rd and /ahagement was to develop a plan that shows
sufficient ch Ileng ~and stretch-fo business and evidence that everything is being
done to |mpr@¥e |§flnan0|al r0§b cts, but at the same time present a plan that can be
deliver nour view, this"has more or less been achieved. There are some
opportuniti r the compa\x erform better than forecast and risks that could

i rformang& These are discussed throughout this report.

\

ome isal b@h re realistic assessment of the financial prospects for the

/</ bu\ ss, at le: hée short-term. We hope this will enable the Government to make

@ore mform/ o de(\,@ons regarding the future of KiwiRail.
\\

Policy Worgf/ \\>

16.

17.

O \r@@ p&st 1-2 years it has become clear that KiwiRail is unlikely to be financially
/self- Qkkﬁamable (i.e. to fund its operations from customer revenues) in the foreseeable
{Niu\re As a result, a more comprehensive assessment of the economic and policy
considerations for funding rail was needed in order to better understand the rationale
for continuing to invest in rail.

Consequently, in May 2014, a working group was formed with members from the MOT,
Treasury, and the NZTA to establish the public policy case for rail at the same time as
KiwiRail was developing its new plan. A governance group consisting of members
from the MOT, Treasury, NZTA, KiwiRail and the Department of the Prime Minister and
Cabinet (DPMC) was also convened to oversee the two work programmes, to ensure
that there was coordination between the parties, and that the work streams were
prioritised in the appropriate areas.

T2014/1805 : KiwiRail: New Strategic Plan Page 9
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18. The work focussed on addressing:

. The economic case, if any, for supporting rail. Following economic theory, this
involved assessing the two potential reasons for government intervention:

whether rail provides significant externalities over ;gﬂ etlng transpo:&g\des

(principally road), and whether other transport mo significa bsidies
that would give them a competitive advantage }3 $; J N
. \ \ )

\

o The transport impact. This assessed whet r(kheré/was spare Ra@acn on
competing roads to accommodate the frelgﬂ\curbently tran orted by rail, and
whether there would be a need for adgfyonal road COﬂS'[é.IC h, an

/

. The wider impact. At a high Ievekthﬁs‘/}nvo]\/ed Iooklﬁ%aﬂhsndustrles and
businesses that would be affe ?gof the r(l\n\ two)< were closed, what
the impact would be on the r f the tr sﬁ&k&twork and what the
option value could be of retaini eor a) he\gnl lines.

e

\>
Overview Q\“ ‘ < \

19. This report initially as%ésses\ KiwiRail's s atégm\g n in isolation. It then considers the
relevant economle/a% @oh ycon5|dera ns: for/contmumg to fund rail in general (with
consideration given pact on the r g network if rail freight moved to road).

/ / \ - r‘
20. The Mlmstry of\Trans ort and %{s%/ agreed that Treasury is the most appropriate
agency to Iea&th evelopme “this advice in the first instance, with the central

focus o é\zf rf on thepq reial prospects of KiwiRail’s business. Our approach

to revi g KiwiRail's bus\haé se in this report has been to make an assessment of
Wcr the business T’Both revenue and costs) and whether KiwiRail’'s
;Qas {(and the /asmcrafd funding requirements) are supported by robust and

) le assu 'ﬂons
(o TR RO

21 hireholdlné Mlnlsos have ultimate responsibility for KiwiRail. In the past,
arehol%;%h‘hm ters and the Minister of Transport have assumed joint responsibility

for ma ons regarding the company given the financial and transport
tr/on We recommend this joint approach be continued.

/ -\\ﬁ s .
Assessment of KiwiRail's Business Case
—
The Investment Proposition

22. All options presented by KiwiRail will require significant investment from the Crown,
whether it is to fund an ongoing business, significant downsizing, or closure.

23. KiwiRail has not presented an option that requires no investment from the Crown. As a
result, it is unclear what the implications would be if no further funding was provided.
However, we expect that it would result in the company being unable to meet its
financial obligations within the first 1-2 months of the 2015/16 financial year, and
ultimately becoming insolvent.

24. KiwiRail has also not presented an option whereby the company operates on the
minimal level of funding possible, accepting a decline in service performance and
T2014/1805 : KiwiRail: New Strategic Plan Page 10
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reliability, not replacing assets when they fall due, and only meeting the most basic
safety requirements to keep the network operational. This could be classified as a
“managed decline” scenario, where over time, customers would most likely take
business away from rail, and rail would eventually exit as a nationwide freight sector
participant.
/> // 0

25. A "managed decline” scenario could be compared to whét ha ned to the\(arl network
when it was under private ownership in the 1990s and%heéarl 2000s. burmgﬁﬂé
time, the infrastructure was effectively “harvested” erqby asset rep)acement and
maintenance was deferred. Repeating this stratggynow would mprw& &hort term
cash flows, but would ultimately lead to closure or anQﬂ;er period-of S|gn|§cant ‘catch
up” capital expenditure should the Governrpém at the time beyn\mlhng to close the
network. y / 7 = \

</ / \ Y4

26.  Such a strategy would most likely be the- moé}//ﬁscally at{écﬂve to the Government, at
least in the short term. It is uncle \Nhaflevel of Cro erveS ment would be needed
to |mplement such a strategy, but WQestwﬁate th|§ Wefuﬁ‘d in the range of $50 to
$100 million” per annum. Howe\><er it would be dhﬁkn‘eylt to attract a Board and
management team to |mpleme SUGh a strategy, ar d{t is likely that Crown indemnities
would be sought by directors andmanagemgntb\(en ‘the new requirements under the
Health and Safety Re gsrm bill that is sch;a@ulédihﬁe introduced into law in 2015.
Further work wou fe requlred to underst\and the implications, practicalities and
possible funding i s of such a stéiegy if the Government had an appetite to

\ D)

pursue this. {/‘,\, / ( // )
\_ : V
I3 / / <\ O N
KiwiRail’s Base case : C ,\,\\?\;\,\/

/ /\\ O\ \
27. K|W|Raﬂ’s/ b@é& belled its ba&e case view as the “trimmed network” option. Most of its
anaifygs Iﬁsﬁeen fogused /on tﬁls scenario. The key assumptions are:
// / \\ g \ N\ />
A / iwiRail con\nge/s 1o/ operate most of the rail network® that it does now
O ‘,

< V'\ /[Wltheld@ﬁ(lv)]
x\ O ‘Wheld under s9(2)(b)(ii)]

This is based on the assumption that a level of capital investment would still be required to meet health and safety
standards and to keep services operational, but that no further rolling stock be procured and all ‘business improvement’
related investment is discontinued. In practice, the year 1 cost of this strategy would likely be higher as KiwiRail
transitioned to it.

A map showing the current rail network is shown in Appendix 1.
9 [Witheld under s9(2)(f)(iv)]

[Withheld under s9(2)(b)(ii)]
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. the forecast volume growth in the National Freight Demand Study has been used
to form the basis of KiwiRail’s growth forecasts, adjusted for known customer
changes where KiwiRail holds more information

o all amounts presented are in real $, with inflation assumptions in line with

Treasury’s forecasts, and N /0
/ // ’ N \\ \
o economic growth is assumed to be 2.1% over the SQ\yea/perlod ofthe plan/
/\ V{\/ / \\\7’//'
28. Table 2 below summarises the financial forecast,s fdr thI&Scenarlo \\
\ / < \ /
Table 2: Summary financial forecasts under ‘Trimmed Ng(woN( scenario — N\ BN
$ Millions 2013/14 | 2014/15 3613/16 2016/17 2011/1\& /2018/19 | 2019/20

Actual Forecast |/ >/ (1¢ \\ 4

Total Revenue 688.4 | [Withheld under so@B)i]
EBITDA 77.5 i
Capital Expenditure 250.7

Other'® 2.2 | :
Free Cash Flow (Crown (17{@) 55

Funding being sought) O RN\
~

29.

/ \ L\ >
Under this scenari Kl\mR has |denttf|esl IiKeIV funding requirements of [s9(2)()ID]
over the next threx yéa ars, or [59(2)(b)(<)]<\ \over the next 5 years. KiwiRail has
developed 30- year fo*ezasts in its p p1 an; hOWever we have focused on the first 3-5
years given, the upcertalnty mheként%forecastlng too far into the future. Unless
otherwise s\tgted our analyars in v this: TépOI"[ is focused on assessing KiwiRail’s ‘trimmed

networﬂé@yn@o f\ \\ \\/ ~

\J
Cash fIQﬁénydine segmeht/ Nﬂtwork Economics

N N

kﬁw{ has un;zier %n extenswe analysis on potential different network

< <Q COnjl rat|on,s mQTdeoto determine whether any changes would materially reduce the

AN Iével of Crown fundw/g It engaged the Gravelroad'® consulting firm to assist with its
analysis C\ N\ =/

DD

H te/gted a number of cases, as well as the impact each scenario would have on
|ts Lnt islarider business. The different configurations they tested included:

/
W under s9(2)(i)]

12

[Withheld under s9(2)(b)(ii)]

[Withheld under s9(2)(g)(i)]

‘Other’ is the net amount of interest costs, land and property sales, working capital movements, and restructuring costs.
Gravelroad is a consultancy firm specialising in network economics.
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[Withheld under s9(2)(i)]

. various combinations of these configurations bove. % \
/ < . / ‘ AN
32. The analysis concluded that most changes to the ne“fwgrk (otherihan ma;en/al
downsizing which is discussed further in th repbrt) would be yalue ‘destructive for the
company. The rationale for this is descrlbed |n ore detail in- Krwr&aIVs Executive
Summary and main report, however, theseareﬂ?re key pomts asNO/Why this is the
case: AN o/ /\;\\ "/
\ D) O\

. fixed costs are spread reIetNe yeveﬁly acro/ss\fﬁe\ne work and these generally

do not vary to any mateﬂa*extent/due to chques involumes being transported
O\ \ NNV

. a high proportion of K|W1Palj/s revenue\ls éa\ined from train movements that move

across multiple ;s/egments of its netWoxk R \ %
/

. with high Ie/ 9? nxe/d and cqme?r cdsts KiwiRail is like many other network
busmesses/where i is ofteo/very chaHengmg to reduce costs faster than
revenues and NN

AN\
NNV

. thém X;ucture asgefs that generate the fixed costs are used by multiple
reve arning serwces “making it difficult to measure the absolute profitability

< \Qf }riiu/ idual segwces W|th6ut some degree of arbitrary cost allocation.

/,

(O
33. AQ e ple of this \v Withheld under s9(2)(0)] Whilst this would save

¢ belo rail costéof etatlng that part of the network of approximately [$9@®XN 5o
h \“annum Klwrﬁall weg}d also most likely lose the full contribution earned by trains
travellmg/lnter\lsla d through this part of the network [Withheld under s92)(] .
[Withheld This is because if KiwiRail no longer offered a rail service [s9)M)
[W" rs 2)(')] it is unlikely that customers would use rail
psmof the journey and then transfer the freight to trucks for the remaining part of
/fhe tr‘rp 7/ The cost and time of double handling and changing from rail to road would
most ilkely make this prohibitive, therefore it is likely that the total revenue stream
would be lost.

54 Withheld under s9(2)(b)i)]

7 Treasury has not explicitly tested this assumption; however, it is supported by Gravelroad’s conclusions.

18 [withheld under s9(2)(i)]
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35, [Withheld under s9(2)(f)(iv)]

. 2
/>// <N\

36. Contributing to the inability for KiwiRail to make matenal savgr(gs)througk(netwpﬁ( 4
configuration changes is the high proportion of its sts (gi\comblnatlgn of\operatmg
and capital) that are not directly attributable to s rﬁc ling segmentS\ﬂ)es; costs
average approximately $160 million per annum. These »costs |ncarporate<a number of
things including overheads, network control/égs’fs, plant malntgnance management,
customer services, containers costs, and, tp\e c&st of equmen’rusgd on multiple

sections of the network. < ¢/ // ) ( C \\
/ )
37. Of this $160 million, approxmatel |s capi aPe ée&dﬂure discussed further
in paragraphs 56 to g6) IWithheld u ) )(" (discussed in
paragraph 88), with the remammg )il be| opef ing expenditure across the

various parts of KiwiRail's bUS| s\s (d|scusse&|(1 néral in the ‘Business
Improvement Initiatives’ section m/paragrapﬁs 8@%&}10) We believe KiwiRail should
target reducing these /dpa"e\cated costs, / ':) \/
N, N <
Growth projections // % N (¢ \\‘\/
/ ~/ \ \/ // f\ \\ ) )
38. KiwiRail has m\ad bhp foIIowmg asgumptlons when forecasting volume growth in its
freight busme&s ever the pemod\ o
~ \ /
/// ~
. USm }f%} forecast gromh rates from the National Freight Demand Study
/

ON
% /Acf/uétlng for/«néwhc/h/anges from that study (e.g. forecast coal volumes are
ﬁuch lower Ka&n wl)ait was assumed in the study)

- Having éiscuas}ons with customers to understand their growth projections and
plaﬂhek%hapges in volumes by region [Withheld under sS()(b)in]

//\ . \
Assu/mmg between a[$9@)®)] market share'® gain per annum in the
d meStIC market [Withheld under s9(2)(b)(ii)]

/’ ﬁ ithheld under s9(2)(b)(i1)] based on an assessment by

Gravelroad of KiwiRail's opportunities in that market, and
e Assuming [Withheld unders9(2)(e)(] in the Interislander’s passenger and
commercial vehicle revenue streams (consistent with how this business has been
tracking in recent years).

39, [Withheld under s9(2)(b)(ii)]

19 [Withheld under s9(2)(b)(ii)]
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[Withheld under s9(2)(b)(ii)]

40. In our view, this is still a conservative growth outlook for KiwiRail, and is more

conservative than the volume growth achieved from 2010/11 to 2012/13% (w
averaged 4.3% per annum). KiwiRail’s new plan does n st any ne iness

that is not currently known about. @
41. [Withheld under s9(2)(g)(i)]
The
approach is also in line with the Governme questing this n be more

“realistic and achievable” than previous ple
[Withheld under s9(2)(g)(i)] Q @
42. Of KiwiRail’'s $450 million a@ revenue, ly split as illustrated in this
chart:

/)

KiwiRail’s freight revenu Am_;_ rket

NN

)

43. &va)ail’s bulk and forestry volumes are directly impacted by the production volumes in
catchments linked to rail, meaning KiwiRail has limited ability to grow these volumes
unless there are increases in production (there are barriers to short term modal shift
between road/rail due to the specialised rail equipment needed).

44. KiwiRail's import/export business primarily focuses on transporting exports to ports,
with [Withheld under s9(2)(b)(ii)] Ports
generally see advantages in using rail as it provides a more efficient mechanism for
moving large quantities of products on/off ships. Road transport is however in direct
competition with rail in this market, and rail’s reliability and pricing directly affects the

20 2012/13 has been used as a comparison as 2013/14’s volumes were impacted by one-off events including the Aratere

propeller incident and the asbestos issues with the DL locomotives.
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extent to which KiwiRail is able to gain market share and grow volumes. Import/Export
freight is less time sensitive than the domestic freight market.

45. The domestic line-haul market (primarily transporting full container loads of
consolidated manufactured products and fast moving consumer goods) is where
KiwiRail's competition with road transport is the greatest. J*Iowever there is Qpportunlty
for growth in the domestic market as its main compehtoré {he freight forwardmg
companies such as Toll and Mainfreight) are also |ts Ietr ést customers as the)« useé a
combination of rail and road.

46, [Withheld under s9(2)(b)(ii)]

The north bound (or return journey) for both {al and road operators is-characterised by
low utilisation and pricing as they compete/Fpr Irm’ted volumes \ROe(d transport
operators have an advantage over I§rW|Rail to; securin ttns baéktoad as they are not
restricted by the rail corridor and c;an therefore “hunt of the backload over a wider
geographic area as the truck tr ets nortl;/ such a tum\/g from the South Island via
Nelson).

[Withheld Under s9(2)(b)(ii)] @

47. Another fécftortﬁat may mp\ac‘rorf K|W|Ra|I s competitive position in the domestic
market i is thaf trucks are becoml/ng bigger and more efficient and this may make
J?oaplmg more attrey;twe tharyrall in the long-term (although rail generally does not
cqn?(p  with the thy tmte sensitive freight which is predominantly transported by

4 / road fdomeétté venue varied up or down by 10% from what KiwiRail has assumed
__over the next five \ yeafs it would result in a net cash gain or loss of approximately

Iw.thheld u@\k\@Q@)(u)]

48. Wh t:onéldeﬂng KiwiRail’s total freight market, for every 1% growth in volumes above
th Ie>/els forecast it will grow KiwiRail's revenue by approximately 9@ yith
/$2. Sm‘Tyon of that translating to earnings [Withheld under s9(2)(b)(i]

) We believe there is an opportunity for KiwiRail to achieve growth at levels
g‘reatér than forecast, but its approach in forecasting volume and market growth is not
unreasonable as growth in the freight industry is expected to closely align to GDP
growth.

49 [Withheld under s9(2)(b)(i)]

21 [Withheld under s9(2)(b)(ii)]
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Yield/Pricing Opportunities

50.

51.
in approximately
bottom Ime (although we note tha 4\
52.
ticul he service issues (loss of the Aratere
and its Chinese locon ' S due to the Asbestos issue) that KiwiRail has experienced
over the past 12 mont| VAN
NN
583.

<

54. KiwiRail has had success in the past 12 months by negotiating new contracts with
where both customers have agreed to take or pay?

m ents for some services.

~—

—

55.

KiwiRail is better off with this business than without it because of the positive
contribution towards the fixed costs of maintaining and renewing the network.

22 A “take or pay” arrangement involves customers committing to and paying for the provision of a certain level of train

services whether they use them or not, which reduces the risk to KiwiRail of providing services where there is
uncertainty as to the level of volume that will be carried.
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Capital Expenditure

56. Table 3 below illustrates KiwiRail's actual capital expenditure over the last three years,
and its planned level of capital expenditure going forward.

Table 3: Total Capital Expenditure b i
Capital 201112 | 2012113 | 2013714 |[Withheld under s9( ( N
Expenditure Actual Actual Actual
$ millions
Freight 85.7 104.9 66.9 &

(Rolling

Stock)®

Track and 202.8 169.7 145.3

Infrastructure® - %
Other® 69.4 36.0 ﬂ&ﬁ\ 5

Total 357.9 3106 | 25&? )

57. The three main categorisatio hgqf\;a{pltal expegdlfuxe ére assessed in more detail
below, in addition to a summary “of the externala }tie commissioned by Treasury in
2013 with regards to K wnaéul s capltal eg/pend?ure programme.

RN ) )
S N— /
- \ / / PR ya

Freight Capital Expend/é/// \ /\ \\\/

58. KiwiRail is prebagtmg to spen@hbetw%\en $85 and $90 million per annum on freight
capital expéQtUurg predormﬂamly\roll’ ing stock) over the next 3-5 years (with this
forecasel/ 164>em§|n reIahveQ\conStant over the full 30-year period). Generally, this
mcorporates/ ;(nnual expendrture  6f:

/\d der s9(2)(b
under s ii
‘</>

/o T, N

59. KiwiRail plans to replace approximately$2@®)i] each year?’ [Withheld under'so(2)(b)(i)]

[Withheld under s9(2)(b)(ii)]

Its detailed
modelling indicates that this number will be sufficient to carry the forecast volume

23
24
25
26
27

Refer paragraphs 58 to 68 for further discussion on freight capital expenditure.

Refer paragraphs 69 to 75 for further discussion on track and infrastructure capital expenditure.

Refer paragraphs 79 to 83 for further discussion on ‘other’ capital expenditure.

Shunt locomotives are smaller locomotives which are used to move wagons around yards into complete train sets.

In practice it is unlikely to procure these each year as it is more economic to make larger orders every 2-3 years.
T2014/1805 : KiwiRail: New Strategic Plan Page 18

COMMERCIAL-IN-CONFIDENCE



OIA 20150211 Binder V3 Page 19 of 80

COMMERCIAL-IN-CONFIDENCE

growth (noting that new locomotives have more horsepower than its older fleet and can
therefore transport heavier loads).

60. Over time, this assumes that the average age of its locomotives will be 15 years old
(half the expected life of 30 years), and that its fleet is standardised so that it will only
operate two to three classes of locomotives in the future. fg s should prodécj(\ﬁ
efficiencies around maintaining and servicing Iocomotlv is several s-away
before KiwiRail is forecasting the replacement of its e eet-so the/se effLm cy
gains are not incorporated within the next five ye75 % / \ /

61. Its planned procurement of locomotives is not exc@swﬁ and is in line WI what a
comparable railway operator in an unconstr ﬂed cash posmo W T do i.e. replace
its assets at the ends of their useful lives owevefr there is- am)pp tunity for
KiwiRail to “sweat” its existing fleet hardelé défer planned r&mn\g/stock procurement
in order to reduce short term fundlng/req% nts?®

62. KiwiRail spends betweenl 59(2)“")@{\\/ on refu m yents of locomotives each
year, based on these key as tTQﬁS C \

U bogie set replacemenqe%ry/%o 000 {msY roxmately every 6 years)

. electronlefané Qverha%%w ‘2/6 million kms

63. Inits rewew |Q2048 AECOQA a%tvﬁ edthat the assumptions underlying KiwiRail’'s
plannedr ments otzﬁg\lo\v:g tives were reasonable and consistent with industry
standard % \\\>

. rotable (spar % mventory ovegu g eVery 1.2 million kms

K@(\/s a flee} of\ag imately 4,500 wagons. Consistent with its assumptions

@&@planned re rqg;em nt of locomotives, it plans to replace its wagons every 30
/ </ ye stlmat Ilves) which equates to approximately

Over time, | ‘KiwiRail plans to standardise its wagon fleet to remove the multiple classes
of w ns/[h have evolved over time. The efficiencies from operating with a much
more ndzrdmed fleet are built into the plan in outer years. AECOM noted that the
/unit hﬂ\;s KiwiRail pays for both its locomotives and wagons are cheap by

|\hternat|onal standards.

65. For its planned wagon refurbishments, KiwiRail has assumed a refurbishment cost of
[Withheld under s92)(b)(Dl gach wagon travels. Total distance travelled by the whole fleet of
wagons is forecast at between 290,000,000 kilometres and 306,000,000 kilometres
within the next 3-5 years, which equates to between [S9()®)] expenditure per
annum. This level of service is consistent with what KiwiRail has undertaken on its
fleet in the past 4 years.

66. KiwiRail maintains a fleet of approximately 80 shunt locomotives. The plan assumes
fleet numbers remain constant over time and these locomotives are replaced at the

28 L - . . . . - . .
This will result in higher maintenance costs and more locomotive failures, which will impact service levels and may in

turn have some impact on revenue. However, this impact will be much less than the savings that could be made from
deferring these purchases — at least in the first three years of the plan. The long-term impact of deferring rolling stock
purchases is difficult to assess.
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ends of their useful lives (30 years, Withheld under sS@)()(] In addition, there is

scheduled refurbishment of its shunt fleet over the life of the plan.

67. We have not assessed KiwiRail's planned specific IT spend in its freight division by
project, but do not consider this planned expenditure as excessive based on the size

and complexity of its business, and the underinvestment irvits IT systems pri the
start of the Turnaround Plan. <r?/) &

68. Overall, KiwiRail’s planned capital expenditure in |t & VISIOI’] |s/bas@:| er:
reasonable assumptions and is not materially inf \FQere is however, an,
opportunity for it to defer procurement of rolling siéam n-order to make h}frt -term cash
savings (an estimate of which is made in taggz 7\|n paragraph{%&

/
Track and Infrastructure Capital Expenditure &?// % «// “\\s

69. KiwiRail's 30-year asset manage t\p@n) has beegf }\téormulate its capital

expenditure forecasts. Its track and infrastructure ﬁﬂ re is classified by both
geographic location and costﬁy&%t groups the 3,940 k}ometres of track into the

following categories, and p@s n?estment@%vbl approprlate to the

categorisation:
@5
Table 4: Track categoﬁgq%w ) <
Group | Length (/&\Oﬁjectlve‘ C \\ % of Track
Track (Kﬁs) )
1 . \1}34 Step %an in performance — reduce 4%
\> tepr pbra% d permanent speed
NN / . X .
reduce risk of disruptions
2 375 H\ol&&))ﬁstant or modest improvements 10%
] 1,761 | Hold constant 44%
<3/§A\ 5@5 “Try to hold constant, but may tolerate 15%
T " _|ymodest decline
< 3/4 % /,,:] - s&‘s Hold constant or accept decline (asset 2%
C A dependent)
4 <\ , / 479 | Accept decline until decision on future is 12%
N taken
5 63 | Safely manage decline 2%
6 \ h 430 | Lines that are currently mothballed 11%
/Total. 3,940 100%
Nl ) )
\\!\,/’//

70. Asillustrated above, KiwiRail is planning to materially improve the performance of only
4% of its track over the next 30 years, with the majority being held at relatively constant
levels. Therefore, even with the significant level of Crown funding needed by the
business, the rail system will not be fundamentally different or a more capable system
than it was at the start of the Turnaround Plan®®.

71.  Within its planned track and infrastructure expenditure, there is an element of “catch
up” expenditure (needed after years of under investment), replacing assets when they
reach the ends of their useful lives, and minor upgrades and improvements. It is
difficult to explicitly assess the portion of KiwiRail's expenditure that can be classified
as “catch up” compared to what can be classified as general renewals, as some

2 Service levels and reliability have however improved from the 1990s and early 2000s where performance declined as a

result of under investment in the network when it was privately owned.
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72.

73.

74.

75.

COMMERCIAL-IN-CONFIDENCE

expenditure falls into both categories (e.g. KiwiRail plans to remove structural timber
from all its bridges within 25 years, and install 140,000 sleepers a year to clear the
renewals backlog by 2031 — both of which have an element of “catch up” as well as
general renewals).

There is a forecast spike in infrastructure expenditure ove /the next three yea/so which
is mainly the result of these items: &

., IWithheld under s9(2)(b)ii)] W w

[Withheld under s9(2)(b)(i s Y

@@&

W
there |s/r‘m)teq option to defer

In draJI busu{ess there is always an element of judgement applied to asset
mgnagement planpmg part pularly in relation to planned renewals of infrastructure
assets Itis possible: to make short term deferrals of infrastructure expenditure to
|mpr e short term ash flows, and that opportunity probably exists here (further work
would be needed to expllc:ltly quantify the opportunity). However, KiwiRail’s asset
management plannlng process for its track and infrastructure appears to be robust, and
we hayé/cpmfart from AECOM'’s external review (see below) that KiwiRail’s planned
Iev/kofxé’ Jéendlture is appropriate.

Howeve}r we do think there needs to be greater visibility of its infrastructure capital
expen‘dlture to enable a better understanding of what projects are in the investment
plpellne how projects are evaluated and prioritised, and what opportunities (and risks)
exist for deferrals etc. KiwiRail has previously taken a divisionalised approach to its
asset management planning where each division (i.e. Infrastructure, freight,
Interislander etc.) was responsible for prioritising planned investment within each
division. It is now moving to an organisational wide approach to asset management
planning, which should improve the visibility and prioritisation processes for capital

30

31

32

33

[Withheld under s9(2)(b)(ii)]
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projects. This is an area that Treasury will look to gain greater visibility and comfort on
over the next 6-12 months.

AECOM Review

expertise, to provide advice on KiwiRail's planned caplt |ture prog for
the 10 years from 2012/13. In comparison to the curr |W|Ra|l S/ rail fr@
(mcorporatmg rolling stock, track and infrastructure pendltu e &}5% igher
over the five®* year period from 2015/16 from |ts<pl/a%6}} at was asses eeU)y AECOM in
2013 ($1.32 billion in current plan vs. $1.25 b|II|on )2/13 pI The crease is
mainly due to additional spend required onzi m\frastructure d in paragraph
72), and a better understanding of its shu e{nmlve requ1r

76. In 2013, Treasury commissioned AECOM, an englneer nsultancy firm gmrfg rail

77.  The key findings from the review were th ty
N\ 3\ ;s\
. the adequacy of the plan " rtal/prograra W&syeasonable and in line with
AN

AECOM’s expectations
N> Nl

o KiwiRail’'s planned cap \expendltur g e was broadly consistent with
what the timing {I%QS’[ would be {t néé&@ to replace its assets when they

reach the en useful |IVGS J

NS
. based or;/@h\e\cw t size é)ﬁé\nﬁetw/ork AECOM did not identify any

oppc:_%un‘iti' to)reduce tr d infrastructure expenditure from what was
plan PUt significa nﬂy cting on levels of service or mothballing less

t?aé\ %\5 of the neLWQ s

. Withheldunder 59(2)(b)(||)]w
/ N
<</w in compa%ﬁ/h a number of Australian freight rail systems, KiwiRail's planned

\s 4 mfrast/uotur ““pital expenditure per kilometre of track is quite low.
D)
O\

78.  Given that the "has been minimal change in KiwiRail’'s business since AECOM’s

revi \{a)éundertaken in 2013, and little change in KiwiRail’s planned capital
ex ire’programme, the conclusions from the review still provide a useful external
/\’//ali\ that KiwiRail’s planned capital expenditure does not appear to be inflated.

3 A comparison for the full 10 years is not appropriate given the plans covered different time periods. A like for like

comparison for the 5 years from 2015/16 therefore provides the best comparison.
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Other Capital Expenditure

79. Other capital expenditure is classified as follows:

Table 5: Other capital expenditure

Capital 201112 | 201213 | 201314 |[Withheld under sS()()D]
Expenditure Actual Actual Actual
($ millions) § ;

Facilities 10.5 12.0 17.2 1
IT 13.2 15.0 12.6 1
Interislander 30.9 45 8.0 % i
Scenic 14.8 45 0.7 |
Leasing™® - - - @ @ |
Total Other 69.4 36.0 385, \ %

Capex \\\ b ‘

/

80. ‘Other capital expenditure averageS?SZ millio é&d um over the next three years.
The biggest component of th ﬁx&tﬁe planne;i ér;)sen ﬁre on its facilities. These
facilities include all its yards, Workéhops depo*&a 1d other buildings that are used for
operational purposes( Q \\ / <\

81. The spike in expe dw{m/e(};) er the nexk‘) Vears (in comparison to the forecast 30

year average) isinr Wa}ron to th under s9(2)(b)(ii)]
ﬁ@ O\
>

Expahdiﬁ}reof{ facilities covers approximately 1,400 buildings
(of varyi@@ gnd compl@cuy) \Engmeenng reports from OPUS indicate that a high
numbe?qﬂ@ée properties hav %6een maintained to minimum standards and are in

wm Impro&émyts ithheld under s9(2)(g)(i)]
8{@ % has/arr; ?r)of ongoing IT projects either upgrading or replacing existing

N s)fstems and i frastwfcture Treasury’s hands on experience of the business supports
the nee <ﬁ)r\t:onfmued investment in this space. The Interislander capital expenditure
predo m/antLy relates to ongoing work required to manage its road bridging operation
fol(cymng réplacement of the Arahura with a non-rail enabled ferry.

83. /KIW\REH/S leasing capital expenditure relates to its 270 buildings that it currently leases

(o ex /érnal parties (which generate approximately in rental income per
annum) [Withheld under s9(2)(b)(ii)]

Overall view on KiwiRail’s capital expenditure programme

84. KiwiRail is forecasting a reduction in planned capital expenditure (particularly in relation
to its track and infrastructure spend) from year 4 of its plan (from an average of [s9)B)()]
[s9@O)D] per annum in years 1-3 to an average of [$9@O)NM]  per annum in years 4-6).
Whilst this assumption is based off the best information currently available including an

% Leasing capital expenditure was previously grouped within ‘Facilities’ and the split is not available for prior years’

actuals.

Treasury officials visited the affected sites in 2013 and it was evident that a significant remediation project was needed.
87 [Withheld under s9(2)(b)(ii)]
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asset management plan identifying asset quality etc., we expect it will be difficult for
KiwiRail to reduce its planned expenditure by this quantum in that timeframe.

85. The spike in expenditure in years 1-3 is largely due to specific infrastructure items as
identified in paragraph 72. Some of these [Withheld under s9(2)(b)(i)]
have only crystallised in the last 1-2 years, and our expectat;on is that addltlgxfal risks
will materialise over the next 3 years that are not current!(y knpwg about. In abus:ness
with a vast array of legacy assets and infrastructure operehng inan envmonment where
health and safety requirements are only becoming ore @ne;ous we}hlnk it rs}nore
than likely that expenditure requirements will be hlgher ‘than those cuqently forecast
over the medium term. However, we note that such\nsks matenahsmg are unhkely to
be the result of a lack of planning on KiwiRai e part as it has ynde[taken a ‘bottom-up’
assessment of asset condition and remammg ﬁfe ahd has heIdWO(kshops to identify
potential risks or issues, and mcorporatedtheseéssessments m‘fo\i{’s forecasts as it
has seen fit. / -

86. With regards to the plan for the/next &yedrs we think'i ”Ns a reasonable plan based on
reasonable assumptions. Therear‘e opbortunlt}es (6} defer rolling stock procurement for
short term cash savings, bulek\s\aYeund the éond oﬁof KiwiRail’s facilities and
infrastructure assets contrlbute tOthe chancle aﬁdmonal expenditure being required.

\\ NN
N\ {/,\ LN )

Business Improvement Jmmatlves

87. The following savmgs h;i(/e been/m}:orporaied into KiwiRail’s forecasts (i.e. the
‘trimmed netwOrk scenarlo assuquesdhese will be delivered) over the next five years.

N \ . ¢ AN \\/
Table 6: Asé}{me&savmgs from Busmess Improvement Initiatives
$ Millions /> NN | 2015116 | 2016/17 | 201718 | 2018119 | 2019120
1 [Wlth d unde (2)(b)(||)]

0 &Y
3
e N
= O
16|
il
8

Tota? assume& savings built into plan 18.1 38.4 63.7 66.2 89.5

SN\ Y
[Wlthhw s9(2)(b)(i)]

gg, [Withheld under s9(2)(b)(ii]

[Withheld under s9(2)(b)(ii)]

89. [Withheld under s9(2)(b)(ii)]
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N\
Total expenditure (capital and operating) on track !E: : b ately

$230 million per annum (but can be higher when
undertaken).

N N
The inefficiencies in this part of L&% business ‘ﬂ been communicated by
KiwiRail for several years,

AN ) N
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105.

T2014/1805 : KiwiRail: New Strategic Plan Page 26

COMMERCIAL-IN-CONFIDENCE



OIA 20150211 Binder V3 Page 27 of 80

COMMERCIAL-IN-CONFIDENCE

Other

106. The remaining productivity improvements and/or sa
achieve in its ‘trimmed network’ scenario

Overall

107. We believe KiwiRail could be mo ygressive with i ast cost savings and
productivity improvements than.wha i eve (an estimate of which is
made in table 6 in paragraph.87). Hc v e‘nature of its business (high fixed
costs, inflexible assets and@

and operating in a co ive environm @.\\‘*7 not believe there are clear options

available that will educe the le Crown funding needed.

(o

108.

N
Risks Opportunities

111. Table 7 below identifies what we assess as being the key risks and opportunities for
the business that could impact funding requirements over the next 3 years, and the
likelihood of these materialising. We have made some high level estimates of the
possible financial impacts, but caution placing too much reliance on these numbers
given the significant level of uncertainties associated with each item, and the difficulty
to predict which combination of opportunities and/or risks could occur.
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Table 7: Risks and Opportunities

Risk / Opportunity Comment Likelihood of | Indicative
materialising | net cash
impact over
3 years
/> | ($ millions)
1 Fluctuating demand for Forestry, coal, milk, meét /stg\é)ﬂ Medium,,\/\:: [Withheld under s9(2)(b)(ii)]
commodities impacts represent a S|gn|f|c?nf poﬂan o‘ﬁ ‘/ C A N
demand for transportation via | KiwiRail's fre|ght/ ( ) / \/
] rail LN N\ ARy O
2 Rolling stock procurement This is a lever KIWIRaIT/C.’:ln use O Med‘ru{rﬁ
can be slowed down with the | to |mprov/e shc}rt term cash flogvs o “ ‘
existing assets being V / / Ve \ ~
L “sweated harder” < % / / ( ( *\\ N
3 Infrastructure projects are F’/éJects\gepérally havé{eaﬁ-ln /| Low
deferred to improve short %e th}arefore wor ca ot O
L term cash flows ) qubkly/ﬁe swnched on anc; off

4 [Withheld under s9(2)(b)(i)] § V Medium
| (@) : : )

: @ Medium
6 i? : ; % Medium

/| Total $ range of p\bséi/bfe opportunities
RN AN
1/\ v’(“" /\ Delays mplénned) Planned land sales over past 3 Medium
\> land/ er\erty séi/es (forecast | years have taken longer to
ass(imes- sales totalling achieve than forecast
[wi @ﬁw@der $9(2)(b)(il);
2 ? tuatlng demand for Forestry, coal, milk, meat, steel | Medium
— ﬂ} chmodmes impacts represent a significant portion of
( N Qemand for transportation via | KiwiRail’s freight
Ll
3 | More efficient roads/trucks Risk is likely to be greater in the | Medium
marginalising rail’s position in | longer-term
L] the market
4 [Withheld under s9(2)(b)(ii)] Uncertainty as to how these will | Medium
= play out
5 Unexpected infrastructure 18 months ago, the safety work | Medium
failures / work required required in long tunnels had not
crystallised, risk of similar
L situation occurring again
6 [withheld under s9(2)(b)(ii)] Medium
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7 High
8| Medi
Ve
Total $ range of possible risks m\\ | 0-250

112. al financ W
veloff 1dil

opportunities.

113. However, if KiwiRail receiv
next three years

: S other planned capital projects.
114. i *E I;EE " ve to perform very well with favourable external

duce to the forecast

has indicated is required over the
ink there is enough flexibility within
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116. Achievement of the ‘upside’ scenario would result in a reduction (from the base case)

in Crown funding of approximately Mithheld under sS@) (b
[Withheld under s9(2)(b)(ii)]

117, Withheld under s9(2)(b)(i)]

TN N4 AN ;

118. This analysis is ultimately based on sensitivities in changes to volume aﬁ p/rice
growth, and is useful for assessing a range ]irbt?ssiblelfinanciglrchuibQ\més. However,
we note that the number of external factor;“th}e/lt\haVe impagteaﬁK\MRaﬁl’s results in the
past 4 years could not have been modeﬁedr}}r predicted in(’ac’\iva‘hp\ev{ and most resulted
in additional costs being borne by trya/bg\sﬁ'\n:e@g/— the ig:nﬁ?éfgdfﬁvhich are difficult to
predict. There is always a risk of \eir\ujnfpr\’eseen 9Vezits\Q§§urring in the future,
which limits the potential accuracy of such analysi/s_‘\‘/\\\\f\)

N / A

2NN

O AN >
119. We assess the biggest sen§itj§i' xéhd risk to K@%I b/usiness as being unplanned
remediation needed on Iargé\iﬁ(aétructure Ve(sé;é\t\S\;SUch risks are difficult to forecast
and quantify but could' materially impact ﬂp\yc\a‘ishﬁcfws. These have the potential to
significantly outwei %E;Erthnities for xfg@?ne growth, yield increases, productivity
improvement and-caf :{f?g'ty\ﬁtiIisation”imptﬁi/e%ents [Withheld under s9(2)(b)(1)]
[Withheld under s%@b\)& / D) has only

crystallised in fheja@; 12-18 m9®§33 a result of increased safety requirements).
AN N NN
Other optio?égPﬁ«\a;ie}ﬁtéd by Knl\;iﬁgl\t/ /
NV NN
120. KiwiRail h\«a\s/éresentgd\four séb/arate scenarios/options in its report, and these are
d@pb;ss\\é/d/ln the ‘I§jwi\RaII<s/Bold Options’ section later in the report. Its base case
y f@él{ he ‘trimpjekj\:@prfk' scenario) has been analysed in detail above. KiwiRail
/<) hasadvised th&t)tc\ n)/model different scenarios relatively easily should these be
\\%eqﬁested by/ MiQ\Lste)’s (i.e. it can run models showing different network configurations,
different ;@ek\iénd | volume growth assumptions, different productivity improvements
etc.). However, in our view, the significant level of analysis over the past six months
mean: th/aff most scenarios have already been tested and it is very unlikely that more
opg(%xbe?ﬁarios can be identified.

N
s O\

/

Funding Imp
~ /

=

ications

121. KiwiRail's base case has identified the likely requirement for Crown funding of

approximately [Withheld under s9(2)(o)(i]

[Withheld under s9(2)(b)(ii)]

122. If funding was to be provided on the same basis as it has been since the inception of
the Turnaround Plan in 2010, the capital investment in KiwiRail would be a charge
against the Future Investment Fund (FIF). The FIF has remaining funds of $1.7 billion
available for allocation at Budget 2015 and Budget 2016. If a 3-year funding
commitment of S9)®XIN] was made in Budget 2015, this would be the majority of
that Budget'’s forecast capital allowance of $698 million, after allowing for Budget 2015
capital pre-commitments.
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123. Alternatively, funding could be provided as an operating subsidy>® (as was the case in
2009/10 prior to the Turnaround Plan). Providing funding as an operating subsidy
would impact the Crown’s operating balance, and would therefore be a charge against
the $1 billion allowance for new operating funding each year. However, the Crown’s
Operating Balance Excluding Gains and Losses (OBEGAL) would be impacted under
either funding mechanism. If the funding was classified a perating, 100% the total
would hit OBEGAL. If it was capital, approximately 80- 9 Id hit OBE( \as this
is the estimated portion of KiwiRail’'s capital expendltu palrs edch’ year

)(b)(ll)] AN
Classifying it as operating funding would therefore é e/ I~ wo/rSe
impact on OBEGAL over the three year period, ty/“rK(}\w;as capital f\n@?g/
\

124. Conditions relating to the drawdown of fund /gﬂncludlng mon ormgerrangements and
agreeing performance milestones, would %2&{0 be agreed ah‘ea‘@fény final funding
decision in Budget 2015. / / r\ \‘\‘

. \\/ SN
Validity of Data (\ D) / < \\Q
125. KiwiRail’'s forecasting process«*%abeerf compreh nsvve /and we are comfortable that

the forecasts are based on umptlon @ pfowde a materially accurate view
of the company’s current flﬁ\al/snuatlon asedﬁg he best information currently
available. Any foreca g\exercrse is m@re\nﬂy\fr ccurate, and less reliance can
obviously be pla e/data the furi t'into the future it looks. We have therefore
focused our advrogzﬁ first 3-5 years o\ﬂ@erall s plan.

\ ~) )

126. Due to the eompa y elng a networ@busmess (discussed in paragraphs 30 to 37),
there |s an el merg of arbitrary m%t@ocatlon to network segments and services,
creatm eatgwcertalnty/asﬂo wharf the impact of closing certain segments and
serwces >

127. Yl%mrf adlcal gptlcms KiwiRail has presented (full closure and operating the
riangle on wouT result in material changes from the status quo. There will
/</ aIvVa be a hlghTe\ I f uncertainty regarding the financial outcomes of such material
\Ehanges toa busrhe§s irrespective of the level of planning undertaken in advance.
C\ \
Treasury Vi <e” v on Bz Base Case

128. Klﬁé{;ha% presented a realistic and achievable plan based on the best information
/avai which is consistent with the Government’s expectations. We believe the plan
|$ pro any optimistic from year four on as in our view the potential risks are likely to
outwelgh the opportunities. Given the company’s performance over the past 4 years
and the impact that external factors have had on the business, some caution should be
applied to KiwiRail's assumption of achieving a material reduction in Crown funding in
four years’ time, notwithstanding that its forecasts are more realistic than they have
been previously. Experience across the whole SOE portfolio indicates that entities
often forecast material improvements in performance in 3-4 years, but such material
improvements generally do not materialise.

129. There are opportunities for growth in volume and price above what has been forecast,
and there is an opportunity for the deferral of rolling stock procurement or other capital
projects to either improve short term cash flows, or offset against underperformance in

38 [Withheld under s9(2)(g)(i)]
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other parts of the business. These opportunities are partially offset by the risk of
additional expenditure required on its infrastructure assets and facilities.

& &S

O )

131. KiwiRail has not explicitly included a contmgencyf/hd39 invits new pla(n\ KIW}RaI| has
been impacted by a number of unforeseen events in fepent years.\ which Have
contributed to it experiencing cash flow diffi Jt|es These havp been somewhat
compounded by the fact that it has not had any cer)(alnty of funwngbeyond one year.
In our view, a multi-year funding commktmeijr onId prowde Klwﬂaﬂ with enough
flexibility to manage its planned exp;«ndmre sp ‘that a séo\arate c;antmgency would not
be needed. The main lever it has to\o‘f{set risks is th ablllty tg; defer planned rolling
stock procurement (quantified i |p table7 U?(paragrgpM‘H )pr other capital projects.

132. [Withheld under s9(2)(g)(i)] ®\> @\5\/
&Y @@

- R
Assessment/éj“BcKSd and Managemem“ Performance

\ \/

130 [Withheld under s9(2)(g)(i)]

/\

133. Theftable/bebw I|stsjhe curren{Board members of KiwiRail, and when their current

}e;ms expﬁe P >
4 < Tablwt/Board mémb;s 1erms

~|".[Board Membek ) Term Term Expiry
1 John/SpencerXChaw 2 30 April 2016
2 | Paula Rebstock (Deputy Chair) 1 30 April 2015
3 | Rebecca Eele 2 30 April 2017
4 | Bob Field 2 30 April 2015
/5-| John Leuchars 2 30 April 2016
6| Guy Royal 1 31 October 2015
7 | Kevin Thompson 2 30 April 2017

134 [Withheld under s9(2)(g)(i)]

3 It does include a[ SREIEH] for unplanned events within its infrastructure budget each year, but not a specific

contingency for material business disruptions. KiwiRail has also included an annual risk contingency from 2020/21 in
relation to its infrastructure assets.
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135. A Treasury employee was seconded to KiwiRail for five months whilst the new plan
was being developed, and was invited to attend 3 Board strategy sessions over that
time, which provided first-hand insight into the operations of the Board, and how it
interacted with the Executive Leadership Team. The Board appeared to be functioning
well, and was asking appropriate questions of management.

136.

137.

138.

13 i  cash flows by line segment had not previously*® been undertaken by the

140. The Board’s main focus since 2010 has been on achieving volume and revenue growth
in order to close the gap between its earnings and its expenditure requirements. Whilst
this was a sound strategy given the high fixed cost nature of the business (meaning a
high proportion of additional revenue should have theoretically dropped to the bottom
line), with volume growth projections having now been pared back significantly; we

40 _
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believe the Board’s focus now must shift to cost reduction in order to reduce the gap
between earnings and expenditure (whilst continuing to focus on safety, growing
revenues, and improving capacity utilisation).

141. [Withheld under s9(2)(9)(i)]

142.

143. We do not believe that making Wholesafe chang;es\J Ihe Board will materially change
the financial outlook for the/co\l))anv Howevér uld the Government wish to
[Withheld under s9(2)(b)(ii)] \

~theniitis likely Ihatbhffegant skill sets [Withheld under

would be/needed on the Board to implement either of these options.
[Withheld under 59(2)(

L

A N »\

N

144 As ri i in parag/mgh 28, 4<|W|Rall s new plan forecasts a material reduction in Crown

4 / \fund requwemén ftom the fourth year of its plan (from 2018/19 onwards). Whist
“fhe forecasts are based off sound information that is currently available, there is a risk
that with matenal ynprovements not being forecast until year four of the plan, that the
mproy@ t}nahclal situation remains a goal for a future Board to deliver.

K|W|Ra4/S/Boid/Opt|ons

145.( K|W1Pa1Vs four options, along with the associated Net Present Values (NPVs) of each
thi()n are outlined in this table.

Table 9: Summary of options presented by KiwiRail

Option NPV* 3-year 5-year
($ billions) | Funding Funding |
1] ‘Trimmed Network’ Case (as analysed above) ($1.6) $0.6 $0.9
2| Intra-Island ($1.7) $0.8 $1.2
3| Upper North Island ($1.0) $0.7 $0.8
4| Full closure (excluding Metropolitan ($0.3) $0.6 $0.5*
passenger networks)

This represents an estimate of the NPV of future Crown funding requirements.

The 5-year funding amount is lower than the 3-year amount, because if the whole network was closed, the remaining

property and Interislander businesses would pay a small dividend to the Crown which would be a positive contribution
for years 4-5.
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146. The NPVs for the ‘trimmed network’ and the Intra-Island scenarios factor in an
improvement in net cash flows from 2018/19. As outlined earlier in the report, we have
some doubt as to whether this will be achieved, and in that case, the NPVs for these
two options would be worse than what is shown. However, given the inherent difficulty
of forecasting ahead any length of time, the NPVs shown ve should only e/one
consideration of many when making decisions about the c /p y’s future. ’ms is also
pertinent because there is significant uncertainty surroumimg |/”Ié fmanmg/ll mphcaﬁons
of the Upper North Island and full closure scenam/s ﬁ@fclOsure costs a&soclated with
these scenarios are indicative only, and do not i uﬁe an estimate o\h@ po/ssmle
costs associated with breaking long-term contracfs N :}

N

~ \ — .
oL N
Intra-Island /\<\/x / RN

147. The Intra Island scenario assumes the Nithheld dnder Sg(%@

148. For the reasons outllned in paragr;aphs 30 t(i&?\e\arher in the report, this scenario
forecasts a loss in val 01\the compan ﬂ\?ehTh;fugh it is operating a smaller
network. KiwiRail refpre dlsre/gareted this option, as it would require a similar
level of funding a I4é\1r ed network s\:ev/arlo but it will carry less freight. A
sufficient amountofﬂggﬂ was a edTo evaluatmg this option. We agree with
KiwiRail's assésswer)t of this scenéﬁ% and do not think it should be pursued further.

) x % ,\X \\

Upper North n /\ —/

i L) GRS

149. KIW(RQH s/ Uﬁper North Island s/cenano proposes retention of the Auckland to Hamilton

Iojaur@da sectio oNh@ network only [Withheld under s9(2)(b)(i]
% W\/ This section of the network is often referred to as the
/ ) “Golden Tnang{e h§ Metropolitan passenger networks in Auckland and Wellington
AN would also be retamed
\\ » /“

150. The “%ﬁdﬁn Tnangle” section of the network is the most heavily used, and as a result it
is th sést KiwiRail has to a section of the network that covers its costs. Given the
m ﬁrl‘%ie of change under this scenario Mithheld under s (®)]

\ther;a is significant uncertainty as to what such a model would look like after its
implementation.

151. KiwiRail has forecast what this scenario would look like using its best judgements, and
estimates that one-off restructuring costs of approximately $500 million and ongoing
Crown funding requirements of between $20 and $50 million per annum would be
required. Under this scenario it has been challenging for KiwiRail to predict what it
refers to as the “2™ order effect”. This describes the situation where users of large
parts of the network [Withheld under s9(2)(b)(ii)] would have to decide whether they
would continue to use the Golden Triangle segment if the remaining segments were
closed, or whether they would abandon rail altogether. We would expect these
customers to continue to make the decisions that are most commercially attractive for
their respective businesses, whatever that may entail.
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152. If the Government has an appetite for major down-sizing of KiwiRail's freight operations
(and the resulting funding), then we believe this model should be pursued further. It
retains rail on the most heavily used part of the network (and in the areas of the most
heavily congested roads). A swift change to this model would most likely minimise the
fiscal cost to the Crown, whereas a managed wind-down over a period of time would

provide the opportunity for customers to better adapt to z?hange &
— \

Full Closure 4 N
\ ) )

153. Commercially, the option with the least fiscal co§/ he\Qrown would\b@clo ure of the
entire rail freight network. KiwiRail has estlmated/tﬁat Il closur would ;Fcur net one-
off costs of approximately $600 million, and ﬂNPV of -$300 %»W Following
closure, KiwiRail has assumed that the C will ;Zontlnue to th Interislander
business and the associated land and oygf s‘that currenﬂyg\e rate rental income
for the company. Retention of these art o e busin ufd/prowde an ongoing
dividend stream back to the Crow| h@oeounts forthe tive NPV being lower
than the upfront funding require@em % xf\§>

ssing the financial implications of

154. Whilst KiwiRail has used s u?nptlons in
full closure of its network, e(ﬁw hmore co ve study would be needed to
validate the likely financ {ss\nd practical i pﬁcail\\ s of such an option. Direction from
the Government w  sought prlort g ertaking such a study. In the event there
was a direction fr vernmem opbr e such an option, discussions with
customers would needt take;gji/%de‘g—zrmme whether they would be prepared to

take ownershlrxotpa}ts of the or risk losing it altogether.

RN
S\ S >N
Public PO|WSIS NN
N
155. Th)s g sets out our ic policy analysis, which we undertook in consultation with

istry of Tr ‘S‘gcr ‘and NZTA. It considers:
/
/ rail’s rp’fe m\[@vgging New Zealand'’s freight task, now and in the future
\ \
/ﬁw\{ béneflts provided by the provision of rail services
o é\u\?}pacts if rail services were discontinued:
\/ C ‘\\> on motorists
) )
N>/
»  onsmall towns
»  onregions and industries currently using rail
»  ontheroads

> on fiscal costs

. a national cost benefit analysis of the options identified by KiwiRail.
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Rail’s role in managing New Zealand’s freight task

156. Rail is suited to very dense freight movements, preferably over a long distance and
particularly where no double handling is required (i.e. where goods are carried by rail
from their source, e.g. a mine or a factory, to their destination, e.g. a port). It needs
very significant freight volumes to recover its large networ osts and realise g
comparative advantage. \\

157. New Zealand’s freight provides insufficient scale 6otn b&ty and}dtsts\nee/for rail
to be an economic transport mode. Even thougr)/a car{,es most co%\@O"/) dairy
(75%), and iron and steel (65%) on a net-tonne pe\(ﬂo;netre bai; and 30% of
general freight between Auckland and Chnz;//hl)rch rail remains xeconomlc
transport option — many users would not the-full costs requme‘ek upply rail

services.
158. The size of this problem is demon t@\byﬁ size \s\pmdy required to keep
the railway network running. The sul rd)/requweg cov round two-thirds of rail’s

capital expenditure — a subS|dy\G$20 million a agcoptpared to KiwiRail’s current
operating earnings of arou million EB@ his problem is fundamental and

determined by the divergenc between rall’<chér steristics and advantages and New

Zealand'’s freight neegéx\\ /\ A \B
/
Will rail be needed in t ﬂ./lt I \16 manage NeW@aland s growing freight task?
e / \ - f

159. Taking an h stOr \perspectlv e/gte that profitability has been deteriorating
steadily S|nce\19 reache zem inaround 1945 and has been clearly negative since
1970 € been a/nu\ ttempts at reform, including corporatisation,
pnvatlsatl d?garatlon ofBe\ rack from above-track, nationalisation, turning it into

most regently by putting in place the Turnaround Plan. None have halted

Road)s and nifks are much better than they were in rail’'s heyday, and the

mw of New Zeﬂeﬁde reight task is suited to road, as it is sparse, short distance,
/</ or t sensmv efers the time and reliability benefits of door to door road
Ifylght [ ("”/ «\

N
160. Officia ﬁ%\gstlmated the value of preserving the rail network, should it be able to
provi 2 positive economic contribution in the future, considering the possibility of
/.\/ k\\\t@reases in freight demand

/) )

—increases in fuel costs, which would favour rail over road

increases in labour costs, which would also favour rail over road

increase in future road user charges (RUC)

. increase in demand for eco-friendly transportation, and

shifts in supply chains.

161. Rail would need to substantially increase its freight volumes if it is to ever break even
financially. The KiwiRail commercial review suggests that this would be challenging
and would take more than a generation to achieve. Consequently, probabilities of rail
becoming a positive economic proposition to manage New Zealand’s freight task are
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very small, and are significantly outweighed by the level of financial support over a long
period that it would require. Mothballing the network could be an alternative that would
preserve the option to provide rail services in the future at lower cost, although further
work would be needed to assess the ongoing mothballing costs in comparison to the
estimated costs of reopening in the future.

/

162. We have quantified our assessment of the costs a )/gd/ be/ f@s assoc@edw@m /éil|
freight in the national cost benefit analysis table @para\graph 85. Rail pf9V|des
some safety and environmental benefits by reduc/bihﬁ number <of truck on the road.
However, these benefits are estimated a;;{?ynd $20 million and"$10 million® a year

b
The identifiable public benefits associated with rail do nol/é@/el h the co@ -
O\ V%

respectively (after allowing for a reductio rﬁk{crdssmg i )unes ‘an>a|I emissions).

Compared to the required public funqu at‘/a d’$200 mﬂho{n a\ye\af this represents

very poor value for money. Further éoad §af or roa fréyéncy initiatives and

I h

investments would be muc more/c\igﬁ‘ectlve o Z\ \V

/ - AN

163. We have also considered the\' ae(s 3 noise, co t@mmﬁ?on of waterways, and
transport resilience and as%ﬁ&se hzit the benéfs r(§/lded by rail are negligible, and
we have therefore assumed rdentlflable ls/@ne\ﬁ for the purpose of attempting to
quantify the costs an%Sen\e(lts in table %f ana@ aph 85.

/

164. There may be son@ ‘c/amenlty beﬂeﬁs\%somated with reducing the impact of
trucks on moto(st&an mall to \'fhe yalue of these benefits depends on the
public’s per epuo?s?nd prefeg /and ultimately their willingness to pay. We have
not attemp d&to vglue this ng ess; but have described the potential impacts in the
next se }g nisters womg‘h 1o consider how these potential impacts, and the

public’swi ess to pay Bg\g them stack up against the required public funding.

Impac{gﬂal ;érwcegwe?qﬂféontinued
/q/p@ct oﬁ%tonsts <\ 5

165 no miti tlhg\act)on were taken, road users would be impacted by increased truck
traffic | f/ﬁ@h‘r yas shifted from rail to road. This would manifest itself in the
con uer?(ces of increased congestion (including inconvenience/annoyance) and in
th I>a>1d economic cost of more accidents. It would exacerbate existing
/frustk ions and the safety fears or discomfort of motorists.

166. }’ubhé comment of motorists’ perception, or experience, of safety risks due to the
presence of a heavy truck is common in the media, anecdotally, and in formal
complaints received by the New Zealand Transport Agency from time to time.

167. Likewise, there is comment around the frustration of motorists having their trips
disrupted by slower moving trucks, with the open road speed limit for a truck being
90kph (and uphill climbs slowing trucks further).

168. The volume moved by rail represents around 25 percent of the freight task serviced by
‘big/heavy’ trucks combinations (HCV2s being truck combinations with six or more
axles). Moving this freight by road instead of rail would result in around a 30 percent

43 We have estimated impact of additional truck travel assuming a cost of $25 per tonne CO..
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increase in heavy trucks on affected State highways (overall, with individual roads
being impacted differently), or 1.3 million additional truck trips per year.

169. However, we expect there would be minimal impact on road service levels on average
because the NZ Transport Agency (with the additional revenue received from additional
truck travel) would undertake sufficient works to maintain quate road cap é}ty and
road safety levels in most areas (noting that the impacts\ n some urban ar,eg bu\ld be
difficult to address). It would undertake more mainten\ﬁjbe\e( result of{/tt\ne/ Laqr sed
number of trucks, and bring forward planned passing lan s.or four-laping\énd )

undertake various other works in order to maintq\'\/ﬁr\ég?\service Ievel‘%&jhié}s

discussed further below. . N ol \S
O L N
Impacts on small towns N AN 4
N . /0
\i/// N\ (O

170. Routes with high additional flows under a railto-road seénario already have high traffic
volumes and impacts. The marginalincrease in noig«a/, z&\l&a@pn and community
severance (also known as loss f,\am&\gii/value) m jhoj: e significant on these
routes. Proposed and underw \Bgadé of Natiorj?al\\’i‘»)gnylcance and other works

O\

already plan to mitigate theﬁ\gﬁe “ts? N

D) AN 3
171. Increased pressure fc{nbi‘sg barriers and bypasses could arise in some small towns
including Tirau, To a%wﬁangi, Waiou Qf&l’aih‘ape, Hunterville, Bulls, Sanson,
Foxton, Levin, Pie‘é’é \nr{eim, Kaiﬁou@\é@ Amberley. But the additional volumes
are likely to ad“d],,t’ghle\exfsting neg;aﬁ\(\e*trybk-related externalities, rather than
qualitatively}chahging\ them. <“§\
N\ \\ ~ ~ \\\\\>
172. There go/%\cl\s? t{e a perg&@@x cerbation of road conflicts with rural schools.
AL \\\\ ?\/
lmpacts@cfljr@g}zné and inQus{ries currently using rail
S/ 1\\ y ‘\\ N
173. “Aé{ﬁa?assed inﬁpé\agré\p 157, there are a number of industries that benefit from
/<’) having the chgi&é\to u e rail because of funding support from the government. They
\\E}hof)se rail ?6r~é \Ep@ber of reasons, it is cheaper than the road alternative, can provide
a/dvantag\é&in}ter‘,rﬁs of aggregation for port access, may have some public support,
and cznﬁp}bv\l?ie’wpply chain diversity for those that already require significant truck
fleets. Son e\o/f these users, as well as ports, have made their own investments in rail
su@?iﬁ*@structure and depots to support their use of rail.
/ jf\i\\
174. “\\F‘/on\ye\yé/r, current users are often unwilling to pay more for the use of rail. This shows
that there is strong competition for rail by the alternatives from road and sea shipping —

which offer other advantages.

175. [Withheld under s9(2)(g)(i)]

176. ltis difficult to estimate the impact on existing rail users if rail services were
discontinued, because although they may currently prefer rail, for most there is a viable
alternative that offers other advantages. These should largely be reflected in the price
of rail and its alternatives. The fact remains that although these industries benefit from
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having the choice of rail, this is only because of government support, and rail remains
uneconomic — many users would not pay the full costs required to supply the service®.

Impacts on the road

177. The main impact would be on State highways, as rail pr gg%s for primarily lo g>er
movements of freight with local road trips already undertak en movm Wit to
and from rail. (. ”\\

N \> \\ //}

178. Initial analysis has shown that the majority of the/{a{QnaL,State hlgh yvnetyvork

appears to have sufficient capacity to handle mostAN@e rail netv<vork freight, if this

freight was moved to road (it is possible th §Qme of it may e ing moved by
coastal shipping). However, there would b |g{uf|(/ant plnch pﬁm§ ound cities and
ports. < 2> D ¥ ( N

\f QN J/

179. The NZ Transport Agency would r \(g\ad itional r e?nXiT})m additional truck travel
estimated at between $100 and $150 million a year, th s expected to be roughly
equal to, or exceed, the costs’ oanatgd with the\idgltlo/nal truck travel, primarily on

State highways, made up 7
e  additional road g(intgnance and QeﬁeWaib
. small capac ty/ ements to ma\nla}‘n road service level, and

/ / \

. brmgmg foryar}l planne @o address major pinch points.

180. Togeth e e re eshmateg‘i ;gg& between $88 and $132 million per annum*® (or

between nd $1.6 b|II|o resent value if capitalised at 8%). The NPV reflects
th c st o inging airead ned projects forward from when they are currently
p

<

15/ 10 The%tlvely sﬁ\aﬁa aC|ty improvements to maintain road service levels reflect that
due to the addttlombtruck travel on the open-road State highways there would be

mstancew\re spme additional construction projects would be required (additional
passw%;f )ﬁﬁes or more substantive projects would be brought forward (road
alig n éfour laning). Mitigation measures at any impacted crash black spots may
al ired — the areas of Waikato, North of Tokoroa, the Desert Road, Kaikoura
Coas?t@d South of Christchurch have been identified as having concentrations of fatal
and serlous heavy vehicle accidents.

182. The additional truck travel would require some construction projects to be brought
forward to deal with particular ‘pinch points’. Some of these projects are significant,
and the cost of bringing forward the projects has been estimated:

J Auckland to Christchurch: It would likely require around $4 billion of currently
planned projects being brought forward by around 5-10 years at an NPV cost of
between $400 and $600 million or annualised cost of $15 - $20 million per year.

“ In practice, we expect the only way this assumption could be validated is if users were faced with a choice of having to

pay the full cost or accept closure.

It is recognised that NZTA’s costs are likely to be substantially front-ended relative to the expected RUC revenue. A
financing arrangement may need to be put in place to bridge the gap. Assuming such an arrangement is put in place,
the financial impact on NZTA should be negligible.
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These projects include Grafton Gully, Auckland motorway, Piarere to Taupo and

Waiouru to Bulls projects.

. Auckland to Tauranga: Significant works over difficult terrain may be required to

be brought forward (in particular the Kaimai ranges) if rail services between

and $3 billion in currently planned work to be brough rd at a ne
value cost of between $150 million and $400 mﬂlﬁh\hr\ nuahsed/cost of

Auckland, Hamilton and Tauranga ceased. It would Ji er require betw gegn $1

§ent

between $10 and $20 million per year. How /@e}» KiwiRail Sthlons would
be to maintain these rail services, even if s Av@smﬂhe rest of\he coyntry were

NVONU N\
ceased. \V O\ \)

J New Plymouth to Napier: Works to 4 ate slip concems\m\he{ Manawatu

Gorge at a cost of around $100 mll on aybe requnred on\a\{énger term basis,

without the rail link which uses he ther /S|de of tr;@g\\qtgéand carries a
he

significant share of the frelg W‘ngw gorg@ <\Q

four-laning strategie rg iy%n 15 and 10
need acceleration. Bro ham Stin Christel

. South of Christchurch: <e R;glleéton bypa%\;gu;mg two plus one lanes and

would need major work to

r plans respectively would likely

cater

for significant ;5( sqs in truck vc%vdmés\ ere would be some constraints on

State Highwa rth and south J
[Withheld u g\ﬁ@m Q\
i? é@

Thée m Jf{owever e n}gac s in some urban areas which would be very difficult to

ag xsglfher in cpstbri acticalities of building more road space.

184. Esconhr@n@ﬁﬂ;erwces would not be without cost. KiwiRail would inevitably incur

185.

has i ﬁ/ed ignificant restructuring costs and there would be ongoing costs
as oé@ed}vlth mothballing and making the network safe. KiwiRail has provided

Costs i 1/ecqmnussmnlng the rail network if it was decided to close down rail. KiwiRail

some

/estlrﬁ&gs of these costs, however, given the relatively high-level analysis by KiwiRail of

thls,sQenarlo (i.e. it has not considered the costs of breaking long-term contracts),

furthér work would need to be undertaken if a decision is contemplated that depends

on these estimates.

Our analysis is based on specific work programmes that have been undertaken over

the past several months, and are documented in a series of working papers. The
working papers that were developed are:

o Estimated state highway impacts arising from any mode shift of rail freight
(NZTA paper)

. What do heavy vehicles pay for and is it enough? (MOT paper)
J Assessment of the option value of rail (MOT paper)

. Material provided by KiwiRail in its commercial review.

T2014/1805 : KiwiRail: New Strategic Plan

COMMERCIAL-IN-CONFIDENCE

Page 41



OIA 20150211 Binder V3

COMMERCIAL-IN-CONFIDENCE

186. The following cost benefit analysis table estimates the costs and benefits associated

with retaining the status quo, [$2@®V)]

(i.e. KiwiRail's “Trimmed Network’

scenario), and retaining the golden triangle only. These are all compared with full
closure. For example, the ‘keep golden triangle only’ column reflects the costs and
benefits compared to what these costs and benefits would be if the full network was

they would be if the golden triangle was also closed).

closed (e.g. road costs would be between $18 and $67 million per annum Iu&w

Table 10: Cost Benefit Analysis

G

Page 42 of 80

All values converted to annualised

equivalents @
Benefits %&

Option value of retaining rail @ $1.8-

Avoided decommissioning and
mothballing costs

$73-117 m

$190-230 m

Econt of taxation — 20%* $38-46 m

Road user charges foregone $100-150 m

Net social benefit* -$150 to -$232 m

s9(2)(M(iv)]

$ millions p.a. Keep status quo,) [
(i.e. no clos (
minor line

i.e. Kiw

“Trim erk’

sce

$7.5-125 m

$15-25m

$73-117 m

$170-210 m

$34-42 m

$96-144 m

-$124 to -$206 m

Keep golden
triangle only
[s9(2)®M]

$0.3-0.5m

$5-15m

$1-5m

$4-10 m

$18-67 m

$30-50 m

$6-10 m

$25-35 m

-$43 to +$13 m

46

We have assumed a zero impact for rail users because for most there are viable alternatives that offer other
advantages, which should be reflected in the price of rail (i.e. user’s willingness to pay) and the price of alternatives.
The costs of subsidy reflect the current situation, rather than the 30-year average given the uncertainty when forecasting

47

.8 30 years into the future.

A national cost benefit analysis needs to recognise the economic cost of taxation. This has been estimated at 20% of
the cost of raising tax revenue. In this case, it is 20% of the fiscal cost of the subsidy.
These ranges are not an arithmetical sum of the numbers above. They were derived from the above numbers using a

49

Monte Carlo simulation.
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Interpretation

187. The above table shows that the status quo option of keeping rail as currently
configured requires a subsidy of between $190 and $230 million*® (plus the economic
cost of taxation, equal to an additional 20%), and that this @t is significantly }eater
than the benefits we assess as being derived from reten QT/the status q \\

188. Another interpretation is that closing down rail w:?&pr/ }e an ecopormq sa\gng of
between $150 and $232 million per annum, or fi @amgs of between $141 and
$222 million per annum (cost of subsidy less av0|dAchﬁcomm|s ioning.a c{
mothballing costs identified above), both of )em after costs of<cl hg>down rail and

upgrading roads. /
/// / % (C \\\
189. The net social cost is much lower in ct ofthe gol én\t}tangg A viable alternative
to closing rail down might therefor e\t\\ close dow @M@pg except the golden
triangle, [Withheld under s9(2)(g)(i)] /\

190. We recognise that a cost b fe%nafy&s of thig \N‘r contains significant subjective
elements, and it is likely thﬁhﬁe/equwaler{aﬁa 5 was undertaken by another
party, different weigh o{ interpretati ;ibf*@\ osts and benefits would most likely
be applied which ¢ {Q tin d|fferen QORCMSIOI"IS

\ ( \\

191. Nevertheless, the/d\fie ce bet (er\\ﬂ*re esnmated costs and benefits is quite large,

meaning th?t the 7n<ors in ourgf s would have to be very large to overturn the

overall resujt N

4 >

192. Thein lanation oﬁk@ gult is as follows. We acknowledge that rail is
ge e IIy i |f|cantl heaper an road transport. However, for freight to travel on
ya(l/mn be tran/sfeh«:@%A r from a truck at one or other end of the journey,

ng on whe \g@: thefreight is being exported or imported. For domestic freight,
/ O the is double at both ends. These transfers add considerably to costs and
@tﬁe time |t/takes\©f freight to reach its destination.
. ) )

193. Asup éﬁwha/t includes rail is therefore often significantly more resource-intensive
and enélve than one that relies on trucks or coastal shipping only, unless distances
ar f%lght is not time-sensitive, volumes are large and/or the nature of the freight

makés\gck up at the factory or mine feasible. KiwiRail’s bulk freight and Import/Export

ma}(ets generally have these characteristics, but its domestic market (which traverses
most of the network) does not.

194. Either of these two major down-sizing options (close down or close down everything
except the golden triangle) would represent a major change to New Zealand’s transport
landscape and would not be undertaken lightly. It would most likely have to be phased
in over a number of years to allow customers to adapt and for the required roading
construction to be planned appropriately and we have not explored how this would be
undertaken. We are also conscious that there would likely be very significant public
opposition to it. It may be necessary to initiate a strategy that clearly makes the case
and involves public debate, informed by further analysis, perhaps undertaken by an
institution that is at arms’ length from the government.

%0 Whilst KiwiRail is forecasting a reduction in funding levels over the 30 years, we have taken the average from the last

five years’ actual funding plus the forecasts for the next three years - as we consider this a more accurate indication of
funding requirements than an assessment looking 30 years into the future.
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195. As aresult, we think that commissioning a comprehensive external study (possibly by
an organisation such as the Productivity Commission) could be an option for the
Government if major down-sizing is considered a possible option, and this may have
the following benefits:

it would allow for a more rational public debate

& AN

e cgsb»eneflt ayalygé wWohave
> NN

M\

following some more informed publl;ﬁ(jba\te it would pr <d?aﬁgopportunlty for

it would provide external validation (or not) of
undertaken

the Government to judge how stron Bl@ opinion |s

it would provide a stronger bazs for\\aqfv?ger?@emégn and
N

the public nature of the assess eQVmay all il to tackle some of the
more difficult challengeg@ ithheld underss ]

) Q\b

Options for the Goverﬂéém\;
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N4 (. ( ..\ .
196. Neither KiwiRai ) o sury, ha |ckén\thj|ad any options whereby the company can

continue to ope\rafeﬂn ajorlty f
level of funglng kﬁoUrwew the o e

Table 1/@9&5§or the Govem}eh

viceé it currently does for a materially reduced
s available for the Government are:

OptlQ Comment
1 /Q We no mqr%\f\mvg to KiwiRail. Company likely to be insolvent by
) <& \ W/ early 2015/16. Unlikely to be
() palatable.
%\ 3 Adopt a “mana jed decline” strategy More work would be needed to
7 whe hy\tuhdlng is provided at a level to assess this option, including how to
> nage the decline of the business retain a Board and management team
: |od of time (further work required | to implement it
|_< rmlne cost but could be in the range
o0 [Wlt held under s9(2)(b)(ii)]
3 ‘/s\ ct to close the full freight network Quick decision and implementation
o Aindicative upfront cost estimated to be $600 | would likely minimise fiscal impact to
E million). Key customers could be consulted | Crown, whereas a wind-down over a
o | 1o assess their appetite for taking over number of years would allow
w | certain parts of the rail network. customers, industry, and NZTA to
o better manage change
4 <zt Retain the Golden Triangle 590 Retains rail over the most congested
T but close remainder | part of the roading network.
O | of network (indicative upfront cost estimated | Same considerations as the closure
e | to be $500 million with ongoing funding in option above apply.
O | the range of $20 to $50 million per annum)
5 2 If major down-sizing is considered as an Annual funding for 2015/16 would be
= | option, then undertake a more public and required in Budget 2015 whilst this
arms’ length economic assessment of rail process is undertaken.
(e.g. by the Productivity Commission)
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6 Support KiwiRail’s plan to implement its [Withheld under s9(2)(g)(1)]
g ‘trimmed network’ case. KiwiRail has
o | identified funding requirements of[S9(2)(B)(]
” over the next three years under this
> | scenario.
-
<
7 ; Support KiwiRail’'s ‘trimmed network’ plan éeht\fksgys/ the con{pam( 1o work
w | but provide less funding than being sought {a d@% ut creates. a\(lsk 9f funding
o |[59M(v)and s92)(b)(i)] in order’ %oﬂall in year C&ﬁpot ‘successful.
to push the business harder. B
8 Elect to fund the full level of services %t\\ ThIS stratggyuﬁ}mately dilutes the
KiwiRail currently operates[ S9Ny commerci \\Qbkecﬁves of the company
[s92)MV)] /o |asa S\a(exh”(ed Enterprise.
) Funding of ap oxmt@e)y M\ -
> [s9@®)XIDI \would be needed over) the next / O
three years under this scenario. N N
9 Amend the Governmen(%y ‘Statement. \Miis;would allow for an integrated
on Land Transport (t P§ to be the ole-of-network’ approach to
Z | policy and planning |nst meht that di \ vrhvestmg in and delivering on the
o investment deC| across the entire ) \B overnment’s ‘public good’ priorities
= sions. &n g nt's ‘public good' p
% transport syze’ ﬂnsyﬂng rail), d%te/ for both rail and road transport, over
<« | the Transpo to recomn(e the long term; and provide greater
R mvestmeﬁt térgwe ffect to GPS / certainty for commercial operators
= (Y (KiwiRail and industry).
,\ O /

197. NZTA ha/&z/ sted opti rrTQas an alternative to the status quo. However, this has
not been sed by elther\'( sury or the Ministry of Transport, and no work has yet
be e@ ssess@osi} ifferent ownership or governance structures with

ould therefore need to be considered in conjunction with

/es t;/ ail. This optior
aﬂ possible &@ershlp and governance structures, should the Government wish
/</ to pursue chgan

198 Most 0 kfnptloh,s above have not been assessed in any detail, other than those
presezvé@byak/lwmall in its plan. We recommend initial engagement with Treasury, the
of/Transport and KiwiRail to discuss the potential options and the way forward
w Other than option 1 (which is unlikely to be palatable), all options will
/req\m(&ﬁmdmg in Budget 2015.

\ -~ ,/

Agency Views

Overall Treasury View

199. In our view, the costs of continuing to subsidise KiwiRail at the levels required most
likely outweigh the benefits attributable to the services the company provides. As a
result, we do not think this is an industry (excluding Metropolitan rail services which are
not covered in this report) that the Government should continue to subsidise in the
long-term.

200. However, we recognise the practical realities of the Government discontinuing a
subsidy of some sort in the short to medium term. We would therefore like to seek
direction from Ministers and Cabinet to further investigate major change from the status
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quo before any further work is done to assess the implications of exit or major down-
sizing. We would recommend a further more comprehensive study be undertaken to
better understand the implications of closure before any final decision is made.

In the event that the Government considers there is sufficient ‘public good’ to retain the

rail freight network, we support KiwiRail's request for a m year funding co ngutment
to provide the company with some certainty beyond one e/ /We think a &Q\

funding commitment would be appropriate on the baS| thaﬁx \

\
. the company’s financial situation is unllkely/té{qateg‘ally change\ﬁ@m ne year to
the next, meaning the Government will be faced v Wwith the sg\me dec ions next

year as they are now ~ N - NN
\/ T \ ) /
. it enables KiwiRail and its new Cf{e/ cutlve to have a@uétémed period of

certainty to focus on day-to-da anﬁtm fundarn@nt siness improvement
rather than having to focus \&k\sessmg its <f&u’re evry year

J it enables KiwiRail to pI <t{ #Bveétment pr r@e and it will provide flexibility
to defer or bring forw%pla néd mvest e@ ordmgly

J it may provide a<( ppqrtumty for t C?ow > prowde less funding than being
sought, asv/ef er IeX|b|I|ty|n dmgwwll enable KiwiRail to better manage
its cash ro 69%&4@! g rlsks (¢ ~ O\

\ N ,;/f
. a threﬁ year perlod should%e@mugh time for KiwiRail to implement plans to
address&the main |neffw4ehde§,wlth|n its businessWithheld under s9(2))]

. [ er s9(2)(b)(ii s
fi/?@og %

{ </
/</ : @fundlngmbgmﬁnent for a period of any longer than three years is likely to take

202.

203.

204.

the pressure\o}f the company in making swift change and implementing cost

redgcﬁQﬁs

Ané%< vfe sdggest a three year funding commitment is better for both the company
and n than a one year commitment, the government will ultimately face a

/sgmjé\g@emsmn in three years as it does now.

Nl )
N /)

\We\ﬁould only recommend a further one-year funding commitment in Budget 2015 if
the Government is considering material down-sizing, but needs a further
comprehensive study to be undertaken ahead of making any decisions. The
communication around this approach would need to be managed carefully. If a one-
year funding package was considered appropriate — it is likely that some contingency
would be needed on top of the amount that KiwiRail has identified as its indicative
funding requirement for 2015/16 [Withheld under s92)E)(D] to avoid the
situation that occurred in 2013/14 when emergency funding ($25 million) was required
by the business as a result of having no contingency for unplanned events (which
manifested itself in the loss of the Aratere’s propeller).

We would caution on “institutionalising” (e.g. either by funding through NZTA’s National
Land Transport Fund or another operating funding mechanism) a funding arrangement
as this would make it more difficult for the Government to exit at some point in the
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future if the appetite for doing so changes. This is on the basis of our assessment of
there being a net economic cost of funding rail at the levels required.

Ministry of Transport View

205. The Ministry of Transport supports the views expressed in |s report. The lstry
notes that there are no easy options for the Government tr{/r ards to th hclal
future of KiwiRail as all options require a significant amoDrﬁo/?overnmém subsmly

206. If the Government is minded to pursue one of theééld Options outlmé@p th§ paper
the Ministry is of the view that substantial work is requlr;ad to unc:ierstand e impact
that this might have on the entire supply chgp aS in the time ayaltabﬂe officials have
not been able to determine this. /> P\ \ %

S (/ x’ ( \\ N
207. The Ministry also considers that any, futureré ew musr\@xundértaken with caution as

KiwiRail is in a precarious situatio “and é further wid -rénglrg review has the potential
that [Withheld under s9(2)(b)(ii)] & Q

OO N\

208. If on the other hand the Govemment is rathe%mel\rn to support the Trimmed Network
option, the Ministry cg ders that stron C;Qrwmbné must be imposed on KiwiRail to
ensure that it is abl lwer on the Jarr ThlS/IS because the Crown support would
no longer be con rder‘e?és/an mvestmen\bufrather as a subsidy and therefore subject
to conditions. /- )

\
/ \\,//p
\_ //2

209. The Mmrstry eons/r ers that a pr&c\eSs%hould therefore be put in place to determine
what th;e( bropfiate rangeofcondrtfons that KiwiRail should be subjected to.
[Withheld u )(9)()]

QV AN

Ne/w/Zeeﬁ d TranspoY?Aiency View

210. T\fZTA sugpdrté the |nd|cat|ve evaluation outlined in this report, and the conclusion that
even t account of the public good aspect there is currently a significant gap
be n tlr(e financial assistance the Crown is providing to KiwiRail and the value of the
Kc/gbod/ The evaluation also highlights that realistically that gap will take 10-20
‘yea\rs\m/close even if significant action is taken.
N\ )

11. \The future of the rail network needs to be considered within the wider transport context.
It is likely that the government will need to have some ongoing investment in the rail
network as a public good. The question then is what governance and investment
arrangements would best deliver on the government’s desired outcomes for the rail
network.

212. This may not require significant further analysis by agencies. NZTA considers that the
Government Policy Statement on Land Transport (the GPS) could be readily adapted
to provide the appropriate policy and planning instrument for investment decisions
across the entire transport system (including rail). The Transport Agency could then
use investment frameworks that are the same as, or similar to, those which are already
in place to give effect to direction provided in the GPS. This would allow for an
integrated ‘whole-of-network’ approach to investing in and delivering on the
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government’s ‘public good’ priorities for both rail and road transport, over the long term.

213. The GPS is not limited to the investment of the National Land Transport Fund, and
already incorporates other Crown investments, such as in specific regional projects and
cycle ways. It could readily be revised to incorporate the government’s desired
outcomes for rail as a component of the entire transport system — such as improved
safety, reduced congestion, improved freight transport ¢ o es,and greate meor
money. f ‘ A

\ \ \
O\ \ . \ A //,‘

214. As well as better delivering on the government’ sxéﬁged outcomes, pKavewg/all within a
stable, long-term planning and investment framewﬁkcpuld @\ //

\ \

. Improve evaluation and scrutiny of ggnges in the comn?e(cweq v?abmty of
networks over time, including cha@ quirements forfﬁa‘m‘enance and
improvements, to ensure mveztm iver best v efép money

/xg D) N

. Optimise investment acrois Io; ay(d rail, |n):;l hg\?pltal improvements for

freight and public trans @uch as rail i |mp oygments between Wiri and

Southd
outhdown) Q\\ ‘ < >§

. Ensure rail can etteNespond toc anbes\y reight demand, such as the growth
of potentlal r IJke dairy /pr lucts (forecast to grow by 65 percent over the

next 30 yea \\Q
e / \ )
o Give the stry more ¢ ce in the long-term use of rail in their supply
chains, and thelr mvesgménf% mplementary infrastructure, such as intermodal

t %ﬁ%ﬁand /\ ~ >

. a more<stable enwronment for KiwiRail to optimise its commercial
AN
¢ /\WQUS/n)ess S~ \y

2 5<; Detaifed ophon@d}ée developed on the concepts above, including governance,
AN évéstment,‘énd ope)atlonal arrangements.

Q\\
Next Ste /f / Q

)

//

/

216. Thls%)rt provides an overview of KiwiRail’s projected financial situation and the
e(sSOOI ed policy considerations for continuing to invest in KiwiRail at the levels
¥equu7ed We are seeking direction from Ministers and Cabinet before undertaking the
next stage of analysis. The following factors have therefore not yet been considered in
any detail, but further work may be required depending the direction received from
Government. These include:

o What practical implications (e.g. impacts on customers, regions, contractual
commitments etc.) would need to be considered should the Government wish to
pursue any of the “Bold” options that KiwiRail has presented (only relevant under
a major down-sizing scenario),

T2014/1805 : KiwiRail: New Strategic Plan Page 48

COMMERCIAL-IN-CONFIDENCE



OIA 20150211 Binder V3 Page 49 of 80

COMMERCIAL-IN-CONFIDENCE

. Whether the current structure of KiwiRail is the most appropriate for achieving the
Government's objectives® with respect to the business (only relevant under a
largely “status quo” scenario), and

. Whether the current funding model is appropriate and whether funding could be
“institutionalised” into some form of operating fundin only relevant under a
largely “status quo” scenario).

217. We recommend initial engagement with Ministers @9 ?Mml tryrﬁ“T@hsport
NZTA, and KiwiRail to discuss the findings expr mtt?ls report ar\d\tp dgTermlne
the next steps. /

\
218. Cabinet engagement will be required ahg?\‘/gudget 2015, ar d\g\/g elieve a Cabinet
strategy session could be an approprlaK e’for an |n|t/ a1 d{S sion.

z\\
Consultation /

219. The Ministry of Transport aﬁ N\tD jﬂave bee(;es\%l;eé in the development of this

paper. Where their views Treasury< é& ve been expressed in the

‘Agency Views’ sectio
<

220. KiwiRail has verifi wort for factua raC|es in relation to the “assessment of
KiwiRail’'s base ¢: ioninp Faphs 22 to 144. As noted throughout the report,
Treasury’s wev@doh always I| ith-KiwiRail's regarding KiwiRail's forecasts.
KiwiRail's \fws réga’rdmg the - policy assessment are not reflected in this paper,
howe\gy elieves that a much more comprehensive review is needed before a
decisi icantly downss@the rail network is made as it believes there would
be nﬁsa impagcts to its customers [IWithheld under s9(@)(e)i] that have not yet

/t)?p/h\ essed. Q\\y

N,
NN
X

N\

51 The company’s objectives may need to be reassessed if the Government elects to retain largely the status quo i.e. what

does the Government want from its investment in rail [Withheld under s9(2)(g)(i)]
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Appendix 1: Map of the current rail network. The current operating rail network covers
3,510 kilometres of track, with a further 430 kilometres mothballed.

Wellingto

Description

Class A - Principal Lines
Class B - Secondary Lines
Class C - Minor Lines
Mothballed Lines

Source: KiwiRail Commercial Review — Main Report.
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THE TREASURY

Kaitohutohu Kaupapa Rawa

Treasury Report: KiwiRail: Briefing ahead of meeting on 27 January 2015

Date: 23 January 2015 Report No: Tg(ﬁ;&O

File Number:

Action Sought

Action Sought

Minister of Finance
(Hon Bill English)

KiwiRail, or separ el

Associate Minister of Finance

W@B%lals e&@danuary 2015

eting wit
(Hon Steven Joyce) KiwiRa}k s@pa tely
Associate Minister of Finance For @Naﬂon None
(Hon Paula Bennett)
Minister of Transport r 5 to meet wil Qfﬂm , either | 27 January 2015
. . diately af/(e g W|th
(Hon Simon Bridges) WlRall or/s>e;3a\a y
Minister for State Owned - C// J ith officials, either | 27 January 2015
Enterprises L / i r meeting with
v
(Hon Todd McClay) separately
Contact fQ@@%@one DISC%LSQ (if required)
Q

Name Po{ tlo Telephone 1st Contact
Ant Shaw 0 f(p/alyst, 04 917 6160 (wk) | N/A v

verpance and

rformance
Dieter Katz . P\rﬁmipal Advisor, National |04 917 6264 (wk) | N/A

/ —~ \ Infrastructure Unit

Fiona Chan \ f/ Manager, Governance and | 04 917 6103 (wk)
Performance

[Withheld under s9(2)(a)]

Actions for Ministers Offices’ Staff (if required)

Return the signed report to Treasury.

Enclosure: Yes (attached)

Treasury:3105677v1
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Treasury Report: KiwiRail: Briefing ahead of meeting on 27 January

2015
Executive Summary
Meeting on 27 January 2015 S Va 3
A suggested agenda and approach to Ministers’ meeting wﬁhKiwlRalVand offlelals eﬁ 4pm on
Tuesday 27 January 2015 is: \// N\ )
\ AN /\ \\/ /™ i\i\ ; ‘//
Agenda ltem Discussion between SU@ésted time
1 | Presentation by KiwiRail on its Ministers, KlwlRaH bfﬁmals { | 15.minutes
new plan { |
2 | Ministers’ questions for KiwiRail Mlnlste/s, Kn@%aﬂl off|C|aIs R\ \ 15 minutes
on its plan ) "
3 | Discussion on policy Mlmsters aad off|C|alsxen1y\ 15 minutes
considerations and next steps T\ C N N

N\ v //‘n\ \ >
If it is impractical to have time at the e<nd f the meetlng to discuss the policy considerations
and next steps with Ministers wﬂhouﬂﬁwﬂ:{all bemgpree <we request another meeting
between officials and Ministers be set up shortly thereeﬁer We are seeking direction as to
whether further analysis is requwed prior to any/engagement with Cabinet, or whether initial
early engagement with Cabmbfiepreferred andm what form that may take.

Cost Benefit Analysls

We have been asked to reassess some of{he assumptions underlying the cost benefit
analysis in our prévin)s report on K}MBaul in December (Treasury Report T2014/1805 refers)
regarding the net. socw‘ﬂ\cost of contmmng to fund rail at the levels being sought. If we take a
more optimistic : apprgach and a{nend the assumptions regarding the cost to KiwiRail's
customers 1’f raﬂ was dlscormnuedand the range of the possible future subsidy, we conclude
that the ne\ocra}cost woulokbe Tower than our previous assessment:

[Withheld under s9(2)(i)]

Netw&&e@i@uratwn Kpﬁoﬁ& Keep status quo
$ millions” . T2014/1805 Amended T2014/1805 Amended
N 5?5* 4 (more (more (more (more
D N/ pessimistic) | optimistic) pessimistic) | optimistic)
Net Social cost’ $150 - $232 | $85 - $200 $124 - $206 | $55 - $170

— 2\ /\

Whilst the asshmptlons underlying the analysis of this nature are subjective and some
require further)work to validate, we believe it will not change the conclusion that there is a net
social cost of continuing to fund rail at the levels required.
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Recommended Action

We recommend that you agree to meet with officials to discuss the options available to the
Government with respect to KiwiRail and next steps, either immediately following the meeting
scheduled for 27 January 2015, or at a separately scheduled meeting shortly thereafter.

Agree/disagree Agree/disagree
Minister of Finance Associate Minister of Finance
Agree/disagree Agree/disagree Ve // /z
Minister of Transport Minister for State Owr{e&Eﬁ&rpnses NN
N\
/\> ( N\
/SN
// / \\
N/
// B AN
QO —
. /SN )
Fiona Chan DN (
. / /N>
Manager, Governance and Performance . ) AN
~ O\ a \
L

Hon Bill English
Minister of Finance

(/“
5
DN
N
Hon Steven Jo y%e/\y
Assomat;z/ M“? t of Finance.
N N N\ \\ >
. < / 7\, \/
\i> (C AV
/\/\\\:\\ 7 )
SONN
LN >
/

AN
Hon Simon Bric es
Minister of T ort
SSid
\\ _/

Hon Todd McClay
Minister for State Owned Enterprises
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Purpose of Report

1. Ministers have a meeting with KiwiRail and officials at 4pm on Tuesday 27 January to
discuss KiwiRail's new plan and the options available for the Government with respect
to the future of the business.

2. We recently provided advice to Ministers on KiwiRail's new plan and the associated
policy considerations (Treasury Report T2014/1805 refers), and that report forms the
basis of our comprehensive advice ahead of the meeting. This report discusses a
number of issues that have been drawn to our attention since then, and that seem

relevant to ministers’ deliberations. (g\ V//@
O\
N S \\\V///
NS N\
. >\\\ OV
Meeting on 27 January \J

3. KiwiRail's Chief Executive, Mr Peter Reidy, and Chalr Mr John Sp\ém:er WI|| attend the
meeting on 27 January, along with officials thm Treasury, the. Mlmstry of Transport and
possibly the New Zealand Transport Agey(czy QNZ‘I‘A should Mkmsters agree.

4. KiwiRail intends to present its new plan nto Mlnrsters at Ihie\méetmg, with its key
objective being to gain certainty of |tsQ‘LH ureand a clear dmecnon from the Government
ahead of Budget 2015. AN %

\ PR\

5. We request some time with Mﬁsters without KinRaxat the end of the meeting to
discuss the options available for the’ Govemmen‘t\{sée below). If this is impractical, we
request another meetin g wﬂh Mlnlsters shortly thereafter to discuss options. We are
not seeking deC|S|ons at eetlng but’ a?e\T&oklng for direction as to whether further
analysis is required p ’[;ﬂﬂny engagement with Cabinet, or whether initial early
engagement with Cat;%Us preferred/énd in what form that may take. A suggested

agenda is mcluded here NN
O\ “7 an /
Agenda item <. | Discussion between Suggested time
1 Presematmﬂ by KiwiRail onﬁié Ministers, KiwiRail, 15 minutes
nevv\planv O\ A officials
2 MmlsU’s questions er KiwiRail | Ministers, KiwiRail, 15 minutes
~ \QY‘M’[S plan o 7 officials
Sv DiSCUSSIOI’] oh\pojrcy Ministers and officials only | 15 minutes
| considerations- ahd next steps

e\ N J/
A NP
/ >\\ \

Options for Giwernment

Network/cprﬁ'(ggyatlon options

N
6. As described in T2014/1805, KiwiRail has presented three possible network
configuration options for the government. These are summarised in the table below,
along with key implications associated with each option. We have also included a
‘status quo’ option whereby all lines and services currently operating are retained
(KiwiRail did not include this option in its plan).

Table 1: Network Configuration Options
Configuration option Key implications
i [s9(2)(b)(iD)] ' i
Retain status quo e Funding of likely to be required over next

1 |[withheld under s9(2)(f)(iv)] three years. o _
e Continual requirement for significant Crown investment

from year four onwards.

o | Trim network _ e Funding of [S9@®MI  |ikely to be required over next
[Withheld under s9(2)(f)(iv)] three years.
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[Withheld under s9(2)(f)(iv)] e Continual requirement for significant Crown investment
from year four onwards.

e Significant reduction in ongoing Crown funding
. . . requirements.

[@ﬁﬁﬁg’.'dfr?c{‘e’fs”g(g’(’f‘;’(ﬁﬂ’e onlyi.e. |, Significant one-off “change costs” and associated Crown

3 funding.

® Major change from status quo and we recommend further
work be undertaken to assess the |mpI|cat|ons and
process for change. / /A

* No ongoing Crown funding requirements " "

Full closurei.e. close all freight » Significant one-off * change Gosts and assomated Crown

4 only lines (but retain metropolitan funding ANNIRY
services in Auckland and ® Major change from status quo and we recommend further

Wellington) work be undertaken: to ‘assess the |mpI|cations and
process for change ) O\

Ownership/Funding options

7. Our report assumed that if rail is not cfosed\down ownershlp/fundmg options would be
considered subsequent to ministers’ consideration ofthe network configuration options.

[Withheld under s9(2)(f)(iv)] @ @

Management options

g, IWithheld under 59(2)(f)% @

Cost Ben\effi't/ Analysis

10. We have given further consideration to the possibility that we may have been too
pessimistic in our cost benefit analysis. There are four components of our cost benefit
analysis that may warrant further consideration. We conclude that two of these may
warrant adjustment to the cost benefit analysis (cost to KiwiRail's customers and
Crown subsidy). However, these do not change our initial conclusion (in T2014/1805)
that there is a material net social cost of continuing to fund rail at the levels required:

No cost to KiwiRail’s customers if rail was discontinued

11.  We assumed there would be no cost to KiwiRail’s customers if rail was discontinued.
This was on the basis that there are viable alternative transport modes available for
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most of its customers, and KiwiRail should therefore be setting its prices at the highest
possible levels i.e. almost to the point of indifference where customers are indifferent
between using rail and competing modes, taking all customers’ costs and benefits into
account.

1o, [Withheld under s9(2)(b)(i) and s9(2)(g)()]

Option value associated with retaining rail

13. Our assessment of the optlon value associated wrth\retajnlng rail was based on
analysis of the company’s forecasts as a whole, rather than on a*arlway line by railway
line basis. This was due to the fact that the. true cash flows foreach line segment
cannot be calculated without some form of aertrary ‘cost allocation. of
common/unallocated costs to each I|ne (theseunallocated oosts total approximately
$160 million per annum’). ( .

14. ltis possible that a line by line analy \,s ould prod{Jce -a somewhat higher option value,
on the grounds that a future Govemment would have the-ability to close rail down
except for the lines that add value, but this is robabiy only realistic in respect of the

[Withheld under s9(2)(b)(ii)] \/ /\{\ given the
interdependence of the cher routes. A more sophistlcated analysis of option values
could be worthwhile, but hls stage we dQ nol anticipate that it would make a game-
changing dlfference \ ‘

Subsidy reduces in hne wnth annRarI s forecasts

15. Table 4 belows ws a companson: between KiwiRail’s forecast annualised funding
requwemehts over'the next 30 years with Treasury’s assessment that funding levels
are unhkely to materlally ‘reduce from current levels. The comparisons are shown for

botht El/e tatus quo and Kw\nF{alI s ‘Trimmed Network’ scenario[Withheld under s9(2)(b)(ii)]
[WIth f (2)(b)( )] \

Table 4\CQmpar|son of K|w1R>a|I s and Treasury’s forecast funding assumptions

Midpoint of ranges ep-status quo [Withheld under s9(2)()] (j e. KiwiRail's
($ millions) I‘\M under s9(2)(f)(iv)] ‘Trimmed Network’ scenario)
¢ Treasury P Treasury
\;(olxgz:tl S mid-point Variance :((;:ve';as'tl S mid-point Variance
—2> S Assumption Assumption
Average annual [s9(2)(b)(ii)] 210 [S9@M®)ID] | [s9)(b))] 190 [59)b)(i]
subsidy® ‘

16. As illustrated above, the variances are material, and we have reflected KiwiRail’s
forecasts in the new cost benefit analysis table attached in Appendix 1. We have not
amended the upper end of the likely subsidy range, but have reduced the lower end of
the range to be equal to KiwiRail's estimates as reflected in the table above. However,
we remain comfortable with our assessment of the likely ongoing funding requirements
for the business, given its performance in recent years (with further discussion on the
rationale for our assessment in T2014/1805). We recognise that opportunities exist to
reduce funding over time, and KiwiRail should continue to do all it can to crystallise

[s9(2)(b)(iD)]

This has been calculated by annualising the Net Present Value over 30 years at 8%.

T2015/40 : KiwiRail: Briefing ahead of meeting on 27 January 2015 Page 6
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17.

Economic cost of taxation

18.

Overall impact of amended/\a\SS\.\ilhptions

19.

COMMERCIAL-IN-CONFIDENCE

those opportunities. However, in T2014/1805 we also identified risks that could result
in funding increasing.

[Withheld under s9(2)(b)(ii) and s9(2)(f)(iv)]

We have included in our evaluation an economm cost of taxatlon ,,around $40 million
p.a. (20% of the subsidy). This cost is often Jgnored in evaluatlons of other
Government spending decisions. Nevertheless e consfder it.a real cost that should
be taken account of. Future tax reducthnonr av0|dance of tax mcreases) are an
option for Government and savings ‘by-v ay/of reduced sub3|d1es to rail would
contribute to the probability of those occumng or to the magmtude or timing of any
such tax cuts. We consider it appropnate thereft)re to take the cost of taxation into
account in any evaluation that coqu mfluence ade ion on whether or not to spend
money. -

—~_\

The table below reflects amendmems to our cost benefit analysis as discussed above.
As a result, our. es’nmate of the tQtar net social cost has decreased, and the range has
mcreased reﬂectmg the mgmﬁcantuncertamty surrounding what the average annual

20.

Keep\ status quo [Withheld under sS@)()]
T2014f1805 Amended T2014/1805 Amended
A~ ) > more (more (more (more
SO LN ) <_| pessimistic) | optimistic) pessimistic) optimistic)
Net Sdcia‘f\coét ok $T50 $232 $85 - $200 $124 - $206 $55 - $170

We expect KI |Rall to voice its concerns to Ministers at the meeting on the 27" as to
the comprehensweness of the work done on the public policy case for rail, and may
also drsagree with the values applied to some of the aspects in our cost benefit
analysns .As noted in T2014/1805, a cost benefit analysis of this nature contains
S|gn|f|cant subjective elements, and it is likely that if the equivalent analysis was
undertakén by another party, different weightings or interpretations of the costs and
benefits would likely be applied which could result in different conclusions. We
reiterate that the public policy conclusions we have drawn that indicate support for
major down-sizing of the rail network are not yet of decision-making quality, and more
comprehensive analysis would be needed before such decisions were made.

T2015/40 : KiwiRail: Briefing ahead of meeting on 27 January 2015 Page 7
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Appendix 1: Clarification of public policy case for rail
Contents
Public Policy Case

Page 2 sets out our public policy story. This reflects our amended cost benefit analysis
(which is more optimistic than that presented in T2014/1805)

/
Page 3 sets out the rationale behind our conclusion, and stions eywé\é rs.
<<>?i/
Technical Annex N >

\

Page 5 sets out the benefits and costs of maki a change from- t oint of view of the
status quo. It is based on the s%

bers, amen as-discussed in this

\V \\j

report.

o
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[s9(2)()]

Cost of rail: Annualised subsidy (including economic cost of $180-276m  $151-252m $30-46m
taxation)

Public Policy Question: &
What are the public policy benefits that the taxpayer gets for pay% idy? @9
Avoided CO, emissions from sending freight by rail & .5-12.5m 12.5m $1-5m

The option value

$1.8-3m $0.3-0.5m
...of retaining rail in case future developments make ra
desirable. Our analysis suggests that this is very sme @
because the changes in the general business envi %
would be required to make rail profitable wou
such magnitude as to render it very unlikel

Private benefits to KiwiRail’s custo

[Withheld under s9(2)(b)(ii)] $10-40m $10-40m $2-7m

Fewer accidents and le

...as a result of fewer-tr

RUC minus the additionalroad construction.costs and safety
impacts. They suggestthat the addition venue from RUC
paid by the additionatirucks wouldlikely be more than sufficient
to expand 2

G::; prove the ro‘lk.%@so there is no increase
issi u%

mothballing costs

-$44t0 24m  -$38t0 28m -$16to 35m

$48-72m $45-70m $5-15m
Indications are tha be around $600 — 900 million,
which for compari ses we annualised at $47 — 72
million.
Shortfal@n its from continuing to fund $85-200m  $55-170m $37 to -16m
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The Rationale

The rationale behind the result is that although rail is cheaper than road transport on a per-
km basis, much of the freight must be transferred to or from a truck at one or other end of the
journey, depending on whether the freight is being exported or imported. For domestic
freight, there is double handling at both ends. These transfers add considerably to costs and
to the time it takes for freight to reach its destination.

A supply chain that includes rail is therefore often significantly more resource- mtenswe and
expensive than one that relies on trucks or coastal shipping only urﬂess dlstances are Iarge
freight is not time-sensitive, volumes are large and/or the natu(e ot the frelght makes pick-up
at the factory or mine feasible. KiwiRail's bulk freight (e.g- coal and tlmber) and
Import/Export (e.g. milk powder) markets generally have’ these characterlstrcs\ but |ts
domestic market (which traverses most of the network) does not. ~

NN\

Q&A

1. Why is the option value so low?

A:  An option value does not arlsé unttt K|W|Ralls accounts turn positive, which it
doesn’t forecast to happen until- after 30" ears That value must then be
multiplied by the expec:ted prbbablhty of that appenlng, which we expect to be
relatively low, and then it must’be dISCOU\HI\ to the present. Discounting over 30
years reduces vaIuEs by«around 90% )

2. Would motorists’ road expenence be worae as a result of so many more trucks on the
road? ) /S

A:  Not necessanly The cost behetlt ‘table includes our estimate of the cost of
improving ‘roads sufﬂmentty so that the overall road experience (travel times,
peroelved e@hgestlon and rate of accidents) does not deteriorate. The net benefit
atthe bottem of the table is-after taking those costs into account.

3. Sheﬂ{b /\1 tsters take mte account motorists’ willingness to pay to keep those trucks
aWay ykeeping fretgh k fail?

\\

A 7I'hat W|JI|ngnes to pay’ is already taken account of in the cost benefit table. To
treat \\aﬂ additional consideration would be double counting.

4. Isit reahstto to assume that there is no private cost to rail users if the rail network is
cIosed down’?

A: Probably not. We put in zeros in the previous Treasury report T2014/1805

because firstly, we have no information, and secondly,
[Withheld under s9(2)(b)(ii) and s9(2)(i)]

5. Isitrealistic to assume that NZTA could improve the roads quickly enough so that the
additional trucks would cause no impact on motorists’ road experience?

A:  Improving the roads would clearly take some time. But we assume that closing
down part or the whole of the network would also take time. The extent to which
the two actions are matched will depend on how the whole process is managed.
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6. The additional Road User Charges (RUC) revenue will accrue over time, but the road
improvements would need to be carried out straight away. How would NZTA do that,
given it has no surplus cash?

A:  NZTA would need to be given a loan to bridge the time period. This need not
have any net economic cost, although it would increase the Government’s debt

& &
ﬂ&&

8.  Ports may also suffer costs of change, ancfﬁomémay suffer pe\rmﬁent increases in
freight handling costs. Was this taken Jnto acﬁcount?

- [Withheld under s9()(b)()]

[Wlthheld nder s b)(n)]

A:  We have no information on%\covs é&

See the. éqeger to question 4 above.
Secondly, we conS|dereAtha1 the flnanctal ‘consequences for ports are not

necessarily net negative. h |§conce|vable thai the freeing up of rail yards for
other purposes would enable some@@rts tmmprove their logistical operations so
as to result in ané@vﬁrall |mprovement\m ‘productivity.
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Technical Annex

Cost Benefit Analysis table (costs and benefits of making a change)®:

$ millions p.a. Close all lines Keep golden
All values converted to annualised triangle
equivalents

Benefits @32
Avoided subsidy $150-230m &125-192
Avoided economic cost of taxation® $3 ; % :

— 20% of subsidy

Additional road user charges %I 0Om %15 m
Costs

Lost option value of retaining rail@ $1.8-3 m $1.4-26m
Decommissioning and mo @ ' m $37-63 m
costs (annualised) Q

Increased CO, emi % 5-125m $4-10m
Road safety i w $15-25 m $7-19m
Private il users® @ $10-40 m $8-33 m
Increased road exp z $73-117 m $51-74 m

Net soci @% of making a

change p.a.?
O )3

$85 to $200 m $84 to $176 m

Page 62 of 80

[s9(2)®]

S

$7-37 m

$2-8 m

$4-6.5m

~$0 m

$0.5-5.5 m

~$0 m
~$0 m
~$0 m
~$0 m

$13t0 $44 m

This differs from table 10 in the Treasury report in that it looks at the costs and benefits of change from the point of view
of the status quo. It also differs in that it includes updated assumptions about the avoided subsidy and the private costs
to rail users. The table in the Treasury report looked at the costs and benefits of having a rail network from the point of

view of having no rail network.

A national cost benefit analysis needs to recognise the economic cost of tax that is used to pay for the subsidy. This
has been estimated at 20% of the cost of raising tax revenue. In this case, it is 20% of the fiscal cost of the subsidy.

[Withheld under s9(2)(b)(ii)]

0 N o O

This could be road expenditure incurred to mitigate the increased accident rate that would otherwise occur.

Additional maintenance costs and improvements to mitigate the increased congestion that would otherwise occur.

These ranges are not an arithmetical sum of the numbers above. They were derived from the above numbers using a

Monte Carlo simulation.
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Treasury Report:

COMMERCIAL-IN-CONFIDENCE

Appropriation for 2014/15

Page 63 of 80

R
THE SURY

Kaitohutohu Kaupapa Rawa

KiwiRail: Third Drawdown from $198 million

Date: 5 March 2015 Report No: T2 91 %
File Numbe/r/./ @2-1 3-1 .
Action Sought )
Action Sought N /]
Minister of Finance Agree recommen ion \E?rﬁg& 13 March 2015

Enterprises
(Hon Todd McClay).

(Hon Bill English) Sign attac %&ef‘subscrip ion
agreement L
Associate Minister of Finance For yowrétion. /| None
(Hon Steven Joyce) %J‘ ) R
Associate Minister of Finance F@gur informat%i None
(Hon Paula Bennett) [~
Minister of Transport /C/),\ Wj& your |%\hen/ None
(Hon Simon Bridges) )
Minister for State Own v Friday 13 March 2015

Agr r"""Q,rI%endations
Sig% ed share subscription

agreement

™~ %/ . ) .
Contaq/ for ephon@ég{ussmn (if required)
Name /ﬁs\iﬁm/ Telephone 1st Contact
Ant Shaw é%n/ior Analyst, 04 917 6160 v
ernance and (k)
- Performance

Fiona Chan \\> | | Manager, Governance and 04917 6103 BusreRiEeE S &

— Performance (k)

Actions for Ministers Offices’ Staff (if required)

Treasury.

Once signed by shareholding Ministers, return the signed report and signed share subscription agreement to

Note: The Minister of Finance and the Minister for State Owned Enterprises can sign separate copies of the
share subscription agreement.

Enclosure:

KiwiRail letter to shareholding Ministers 27Feb2015 (Treasury:3131382v1)

KiwiRail Share Subscription Agreement $48 million (Treasury:3131378v1)

Treasury:3125454v1

COMMERCIAL-IN-CONFIDENCE
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COMMERCIAL-IN-CONFIDENCE

Treasury Report: KiwiRail: Third Drawdown from $198 million
Appropriation for 2014/15

Purpose of Report

1. This report seeks shareholding Ministers’ approval for K|wrF%arl Holdlngs leltéq
(KiwiRail) to draw down $48 m|II|on in March 2015, whrqm\vlllbeihe final amohﬂt of its
$198 million total appropriation’ for 2014/15. Should. QD a\gtee a share, subsc:rlptlon
agreement is attached for shareholding Ministers tp ﬁgn authonsrng IhIS hﬁcreése in the
capital of KiwiRail. N

R O O\
N\ AN
<k \ \ \

AN /,,,\\ —
Background // ANN N\

\ ya /
\ <\

2. KiwiRail has an appropriation of $198 mrlllorl For the 201 ye r to fund a portion of
its ongorng capital expenditure. Total fundmg provrd ail over the past five
years is $1.067 billion, made up as fbllows

/

= 2010/11 year: $250 milion, \\
,,/
. 2011/12 year: $250 mrhon
N PN
o 2012/13 year $1<9@m1ﬂron / \ N

J 2013/14 year $1 71 m|II|on and
\ > h
201 4% B year* $1 98 mrl@c\\\;b
3. InJduly 2@14 KW|Ra|I m;:rQe its first drawdown of $60 million for 2014/15 (T2014/1131
refers) aﬂa“ln Septerpber 201 4 it made its second drawdown of $90 million
55‘3 refers IKMln ;/ters approve this current request to drawdown $48 million,

glw iRai L will have draw “down the full amount of its $198 million appropriation for
01 4115

Analysis < ¢

{ <//> ) v
Process gtﬂr\elﬂdown / share subscription
O </

4. As Ki\Zv'rFiéil is a company, any capital paid to it needs to be done by way of a share
subscription by both shareholding Ministers. Accordingly, a share subscription
agreement signed by KiwiRail’s Chief Executive, Mr Peter Reidy, is attached to this
report for shareholding Ministers to sign.

5.  Normally, a share issue would be authorised by a shareholder resolution. In this
instance, KiwiRail has elected to issue shares under section 107(2) of the Companies
Act 1993 which does not require a shareholder resolution. We are comfortable that the
attached share issue agreement meets the requirements of the State-Owned
Enterprises Act 1986, the Companies Act 1993, and KiwiRail’s constitution for issuing
shares.

Capital Appropriation — “KiwiRail Turnaround Plan Funding”

T2015/291 : KiwiRail: Third Drawdown from $198 million Appropriation for 2014/15 Page 2
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Cash Flow Forecast

6. KiwiRail has requested that this $48 million funding be paid on 18 March 2015.
Assuming it receives the full $48 million, its most up to date forecast is for it to have
between [Withheld under s9(2)(b)(ii)] — at the end of the financial year (see cashflow
forecast below). This compares to a budgeted yearend cash balance of [Withheld under s9(2)(b)(i]
Its cash flow forecast is reflected here:

[Withheld under s9(2)(b)(ii)]

/ ,,—\ N e n

7.  The reasons for its cash foreeast havmg deteriorated since it undertook its Budget are:

< >

[Withheld under (m] g w

o A fur’rhé ﬂelay to ItS olanned sale of land in Parnell. The land sale is expected to
generatebetween b} of which KiwiRail is now only forecasting
(;9 ecewe the wtnalﬁ i1 in this financial year.

8. The shoct‘falls notéq\ak ove (comblned impact betweenS2@@NMI have been
partlaliy offset by, Klerall deferring some planned capital expenditure to ensure it will
not experlence cash flow difficulties in 2014/15 (as it did in 2013/14).

Risks to current fofecast

¢ /\> U >

9. Thgmain rtsks to its current forecast include:

e A 'further delay to its planned sale of land in Parnell meaning it does not receive
the initial B*@@™I i 5014/15 that it is forecasting to,

B upfront costs relating to the customisation and upgrading of the
Stena Alegra becoming due?® in 2014/15 instead of 2015/16 when the payment is
currently forecast to be made, and

o A further deterioration in earnings from its current forecast.

This payment is due on delivery of the ship to New Zealand, which is currently expected in July 2015, but could possibly
occur prior to 30 June 2015.

T2015/291 : KiwiRail: Third Drawdown from $198 million Appropriation for 2014/15 Page 3
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Potential mitigations

10. Following the Aratere propeller incident in 2013/14 (which resulted in KiwiRail having to
seek emergency funding of $25 million from the Crown half way through the financial
year), KiwiRail established a working capital facility for $15 million @@ which
is available for KiwiRail to draw upon in the event it experiences cash flow difficulties.
To date, no funds have been drawn from this facility, but it remains in place and could
be used in 2014/15 if necessary.

11, KiwiRail also has the ability to further defer planned capital expenditure in the’ latter part
of 2014/15 if need be, although given the lead in times for mos*t@f its mvestmentxthe
closer towards year end it gets, the more limited ablllty ﬂ has to defer mvestmen“f

12.  Given the existence of the working capital facility, and th\%n;act that Kiw 127311 st|II
hheld under s
forecasting to have a positive cash balance at year end
we think it is very unlikely that KiwiRail will experrence cash flow/d\lfftcultles before 30
June 2015, barring any major unforeseen evants

- f\

Future funding

13. As previously advised (T2014/1805¢ {efe{S),/KIWIRall WlH r&qurre funding in 2015/16
irrespective of the direction the Govemmeht wishes to-take with respect to KiwiRail. It
is likely that KiwiRail will seek to make an |n|t|al drab\xdown of any appropriation it
receives in Budget 2015 in Juiy 20\1 5

14.  In its commercial review; Klvaall |dent|f|ed i kely" future funding requirements of S2@®)Xl
million over the next fweyears as outllned ‘m thls table:

$ millions 2015/16 2016/13 L 2017/18 | 2018/19 | 2019/20

Indicative funding |- Weld underg@\)(\]

requirements

15. Inthe event that cmly one yearsfundmg is committed to in Budget 2015, the amount
earmarkér\ifor\zm 5/16 may need to be reassessed glven the lack of flexibility and
contmgency that KIWIR@.IF\A[H have with only one year’s funding.

~ )
)

Treasury V|ew (.

16. We have rev?ewed KlWlRall s cashflow forecasts, and are comfortable that the amount
and tlmmg oftfus ‘fequest is reasonable. KiwiRail intends to put this funding towards
capital/ expendjture projects outlined in its business plan, with the majority to be spent
on track anq infrastructure renewals and upgrades. This expenditure is consistent with
its busmess plan that we reported to shareholding Ministers on in March 2014
(T2014/52 refers). We therefore recommend shareholding Ministers sign the attached
share subscription agreement.

[Withheld under s9(2)(b)(ii) and s9(2)(f)(iv)]

T2015/291 : KiwiRail: Third Drawdown from $198 million Appropriation for 2014/15 Page 4
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Recommended Action

We recommend that you:

a agree to sign the attached share subscription agreement authorising an increase in
capital of KiwiRail Holdings Limited (KiwiRail) by $48 million to be paid to it on or about
18 March 2015

Agree/disagree Agree/disagree
Minister of Finance Minister of State aned Enterprlse/s//

Qw/

O\
b note that following this issue of share capital of $48 m|If K‘w%an will have dmwn
down the full amount of its $198 million appropnatlonjoW 14/15, an;i

c note that KiwiRail will require further funding in Bl}dg 2015 and that |t MII Ilkely seek

to make an initial draw down of that funding m/me 201 RN
Y N~
SINC <~ N
(O ;\\\\5
N~ </ > ) )
L \\\\ 4 / ¢ \\\ /)
l (\\/ //>\ \,,,/
/\\\\\N) / < A\\\ v
~ O\ P -
O\ N\ ~ \ v
K\ \ > ( ;\\{\/
Fiona Chan AN N\
Manager, Governance and Perfor{nancé NN )
¢ KON

Hon Bill Engllsh O
Minister ofﬁnag;z&

Hon Todd I\/K‘,C}ay\/
Minister for thie Owned Enterprises

\ \ ,l‘ )
N/

T2015/291 : KiwiRail: Third Drawdown from $198 million Appropriation for 2014/15 Page 5
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THE T SURY

Kaitohutohu Kaupapa Rawa

Treasury Report: KiwiRail: Cabinet Paper for Funding

Date: 19 March 2015 ReportNo:  (T2015/393
File Number: - |SE-2131
N
Action Sought .
Action Sought O 7 Dgagh{le
Minister of Finance Agree recommendati \gnd ‘3 @\W\m}h 2015
submit attached Cabinet paper t ~/

(Hon Bill English) binet committee oF

<

> > |None

Associate Minister of Finance
(Hon Steven Joyce) A
Associate Minister of Finance Afé‘m\our\ information, None
) Q Li’?
(Hon Paula Bennett) /
Minister of Transport ) ee reco "QZQg/aﬁQ‘?S and 26 March 2015
_ ' (| submit attache  Cabinet paper to
(Hon Simon Bridges) \\Z>/ next avai abinet committee or

26 March 2015

Minister for State Ow

Enterprises

(Hon Todd McCldy)
%

Contac{fqr\ lephone

D)
=/
Name @%n Telephone 1st Contact

bqb}ﬁet meeting

ST
iscussion (if required)

Ant Shaw \%ior Analyst, 04 917 6160 v
Governance and (Wk)
/ ~ \ Performance
FionaChan ./ |Manager, Commercial 04917 6103 e sandegEie) |
Operations (wk)

Actions for Ministers Offices’ Staff (if required)

Return the signed report to Treasury.

Once the Cab100 form is signed by Ministers, submit attached Cabinet paper to the Cabinet office for
tabling at the next appropriate Cabinet or Cabinet Committee meeting.

Enclosure: Cabinet Paper: Funding for KiwiRail (Treasury:3127034)

Treasury:3131702v1 COMMERCIAL-IN-CONFIDENCE
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Treasury Report: KiwiRail: Cabinet Paper for Funding

Purpose of Report

1.

Funding model

This report provides Ministers with a Cabinet paper seeking Cabinet’s agreement to
provide financial support to KiwiRail, as requested by the Minister of Finance’s office.
We recommend the Cabinet paper be presented by shaﬁehe1dmg Ministers: andme
Minister of Transport. This Treasury report also prow;{es enupdate on varlous aSpects
of KiwiRail's business that have progressed over thepast Tew months; Wmch provide
some more context to the Cabinet paper. ¢ NN NS AN :/;/

\ S \ <
The paper needs to be presented to Cabinet, ahead of final Budget\demsmns being
made in mid-April, as it seeks Cabinet’s a reement to support ape(cy that will have
implications for the Budget. The financial ecomendatlons wﬂlbemcorporated as
part of the Budget package and are nqt mctuded in the ettached paper

Treasury’s Recommendations

3.

/

Treasury’s recommend@ﬂdm as noted in fhéattadhed Cabinet paper, is for one year’s
funding to be provided wBudget 2015, whlls‘ta\eomprehenswe and public review of
closing rail is unde;’fake&m n the eveﬂf that a review is not progressed, we recommend
a three year funding commiitment tg enﬁble KiwiRail to manage its business and

\

investment programmeeffectlvely \&ur {ecommendatlons are illustrated here:

Prowdeone year s fund{ng\of/$1 94 6m whilst a comprehenswe review of the impact of
closure’is mdertakerrovert@e/next year. No contingency is provided on the basis that
beca\meethls course of\actlon presents the possibility of major down-sizing in the

medlum ‘term, KlWlRarLshouId be more prudent with its planned level of investment for
the\next year —wand deierral of planned investment can effectively act as a contingency.

ond Preference\ S

<
In the absence ‘of any appetite to further assess possible major down-sizing, provide a
three yéaﬁ multi-year appropriation of B@®X on the basis that the company needs
certamty to manage its business and investment programme accordingly, and enter
into more favourable contractual terms with suppliers.

3" Preference:

In the event that a three year multi-year appropriation is unaffordable in Budget 2015,
provide one year’s funding of $209.6 million (representing funding of $194.6 million +
$15 million contingency'), plus an ‘in-principle’ commitment? for years two and three of

Contingency funding is recommended because KiwiRail should continue to invest in its assets and business on the
basis that the Government is making a medium-term commitment to retain the business, and deferral of investment is
only a short-term fix. Deferral of capital expenditure is not always possible, with some investment spanning across
multiple financial years.

An ‘in-principle’ commitment was applied at the start of the Turnaround Plan in 2010 when a $250 million appropriation
was made in Budget 2010, with an ‘in-principle’ commitment to provide a further $500 million in Budgets 2011 and 2012.

T2015/393 : KiwiRail: Cabinet Paper for Funding Page 2
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[S9@EXII " (taking the three year total to [59@®EXMI _ the amount being sought by

KiwiRail in its review).

‘Contingency’ in the event of single-year funding

4.

10.

In the event that onIy a one year funding commltment is made in Budget 2015, KiwiRail
has indicated that it is seeking a 15% contingency® above the amount it has identified

as being required in 2015/16, being 59X as illustrated here:

$ millions | 2015/16 | 2016/17 | 2017/18 | 2018/19 | 2019/20
[Witheld under s9(2)(B)()] 7 -
This would be [Witheld under s9(2)(b)(i] / < |deht|f|ed for 2015/16 This is

on the basis that i) its forecasts do not include a conhngency for unforeseen events,
and ii) it is less cost effective to contract with suppliers when it can bnly do so for
periods of up to one year. Specifically, KlW}Raw has identified ’rhe need for a
contingency to cover unexpected events mcfudmg utility outageS\ ‘mechanical failure,
loss of a major customer, market or volume or a natural dtsaster )

We consider it reasonable for KIWIR&IT taseek some<{gvei‘ of contmgency if it receives
only one year's funding commitment._1f fhe Government elects to retain most of the rail
freight network in the medium tefm,\rt is approprrate\(or KiwiRail to continue to invest on
this basis, which is what its p[an assumes. If risks: rystallise (which some already
have — as discussed below), then-it will needto. defer /planned investment, particularly if
it has no contingency to Tnmgefte agalnst thex:rys‘taﬂlsatlon of risks.

However, this needs. the/ba1anced in, thecontext of affordability, and the fact that
KiwiRail should be incentivised to operate more efficiently and re-prioritise expenditure
in the event it has less’ fundlng ava‘table than planned, as an equivalent privately
owned compan ‘*wou{d do. N

In our V|ew a c;zmimgency of $15m|II|on would be appropriate in the event that only
one year S. fundmg is committed to. This is equivalent to!S2)EXM]

plarmed annual capital eXpeﬂdr’ture It is difficult to be too formulaic when assessing an
appropmate level of cohtmgency given the amount of variables that could impact the
busmeSS If a contmg \ncy is provided, we would recommend it not being additional
fl]ndmg over the three years, but rather be funding that is brought forward from years
two and three wah the three year total of [s9(2)E)] remaining the same.

In the evéntt(\at\no contingency is provided, there should be enough flexibility within
K|W|Rall sbusmess to manage within a funding envelope of $194.8 million for 2015/16,
by defemng capital expenditure. However, in this situation, KiwiRail will argue that it
will then be implementing a different plan to what it has presented to Ministers, and that
defemng /investment is only a short term solution that will have to be caught up in future
years. It will also be more acutely exposed to unforeseen events.

It is possible that KiwiRail will already have ) less funding available in
2015/16 than it has forecast due to earnings shortfalls (see below), and it is not
reasonable or affordable for the Government to fully fund every earnings shortfall the
company experiences. KiwiRail will need to absorb some of these earnings shortfalls
otherwise the financial burden to the Crown will only increase and become untenable.

[Withheld under s9(2)(b)(ii) and s9(2)(T)(iv)]
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11.  Even with the provision of a contingency, there will always be a risk that a material
unforeseen event will occur that will require emergency funding. By continuing to
support the business, the Government is effectively committing to fund such events if
they occur in the future.

12. KiwiRail wants to avoid a repeat of the situation that occurred in 2013/14, and believes
that provision of a contingency would mitigate against that. KiwiRail had been seeking
a multi-year funding commitment that year as well, but only received a one-year
appropriation of $94 million®, which was equivalent to the amount it was forecasting to
need in year 1 (of the 4 years it was seeking funding for). There was no cont1n>gency
attached to this amount, and with no flexibility to draw uantuncilng from amulﬁyear
appropriation, it had to seek emergency funding of $25 mtt[[an mld -year ) when |ts
Aratere ferry lost its propeller and was out of serV|ce {or ~9 months LAY

Advantages of multi-year funding certainty On O\
/' AN 7 \ \ v
13. Previously Treasury has advised that a multr~year appropnatlon\prowdes sufficient
flexibility to indirectly act as a contlngency, 9% gtvlng the company the ability to draw
down funding tagged for future years in the. event that untareseen‘ events materially
impact its business. Although this mechan“sm/does not rmtlgate ‘against cash shortfalls
o lor gfterm capltal plans and invest in the most

as such, it allows KiwiRail to commtﬁ lon
appropriate and cost effective Way N

~_ \/

> >
VoS

14.  Under any funding model, Kl\mBaltwnl |nd|rect|y be mmlttlng to expenditure in future
years, whether it has secured funding or not- \Tne majonty of KiwiRail's assets have
economic lives of 30+ yearsand many of. the renewal and/or upgrade programmes
span multiple years and requtre S|gn|f|cant LtprOm time and cost to establish the
project. ‘

/ \\ - /
/ /x _/

15. For projects that WIH be substanttaléantracted out to third parties

[Witheld under 59(2& §
?> ON multi-year

funding certalnty enables K|W|Rart$ suppllers to price contracts in ways that allow them
to reCQven substantlal upr-tront resourcing / establishment costs and deliver economies
of soate overa number. ot‘yearé Without multi-year funding certainty, KiwiRail is less
ablem negotlate favou‘rable “contractual terms with suppliers. KiwiRail may still be able
to glehver its long- -term projects using short-term contracts, but this is likely to result in
hrgher costs and sub-@pt’ mal solutions.
O\
16.  With S|nqle~ ar\fundlnq and the
N KiwiRail is less able to pursue an optimum programme for

renewing’its ‘legacy assets, and is likely to continue spending a higher proportion on
reacttve matntenance than the expected benchmark for mature asset management.
Whlle mgher maintenance meets short-term objectives, it results in sub-optimal work
practices/and inefficiency from a whole-of-life cost perspective. It ultimately results in
value destruction if there is no intention to exit the industry.

[Witheld under s9(2)(b)(ii)]

Solid Energy

17. KiwiRail's commercial review assumed Solid Energy would transport approximately
[s9)(B)(I] of coal per annum from the West Coast to Lyttleton Port. Solid Energy
has recently advised KiwiRail that this will reduce tolS9@EM] per annum in
2015/16. KiwiRail estimates this will have an adverse impact of 2@ ®)W its
annual earnings forecasts from next year on.

It also had $52 million of the prior year’s appropriation that year as it drew this down just prior to the start of the financial
year, effectively meaning it had funding of $146 million in 2013/14 prior to the $25 million emergency funding.
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18. In the event that there are further material changes to Solid Energy’s production levels
or scope of business, it is likely to have material implications for KiwiRail’s business. If
there are significant changes, KiwiRail will need to make an assessment of the
following factors:

[s9(2)(b) (D]

4% ¥

19. KiwiRail is currently working through such scenarlos given recent media reports
regarding Solid Energy’s financial position, and We expect it to: share this information
with Treasury in due course. Subject to KiwiRail's analysis, we expect a significant
reduction in volumes being transported bySoHd Energy is ttkgly to have a detrimental
impact on KiwiRail’s cashflows in the Sh&rt term. 8%

[Witheld unders9(2)(b)(ii)]
% v
<\\\ ) ) /Q\ \

Earnings shortfall
A With 2)(b
20. _As previously adv ) Ktwmal s[ ’ i"@‘\ W( )( o
— aﬁa v §§ %1 result of transporting lower volumes of
commodities than buggeted)[ it r s9(2)(b)(ii)]

m; (KiwiRail is targeting[Witheld under s9(2)(b)(ii)]

21. Klerarl will therefore startfrom a Iower cash and earnrngs base in 2015/16 than what
it had. assurned in its recenﬂy completed commercial review. Assuming it does not
recabture ‘these lost earnlr]gs the cumulative impact over the next three years will be
lower cash flows than assumed of between IWItEId UndersS@®IN " he 2014/15 shortfall
ptus the impact/over the’next three years from starting from a lower base). This is
excluding the'potential reduction in earnings from Solid Energy of [Witheld under so(@)®)i]
as noted above, which could take the shortfall over the three years to between
[Witheld “}(’;Qg@( )iNlth all other assumptions remaining unchanged).

22. KIWtRatl WI|| therefore most likely need to defer planned capital expenditure in order to
offset th|s cash shortfall. This reduces the likelihood of funding requirements
decreasing to [$9@)b)(] per annum from 2018/19 as KiwiRail has forecast, and
reinforces Treasury’s view that funding requirements are unlikely to materially reduce in
the foreseeable future (T2014/1805 refers).

23. It also limits the Government’s options for providing a lower level of funding over the
next three years than what is being sought by KiwiRail [59®)il as doing so
would increase the risk of KiwiRail investing at sub-optimal levels and being exposed to
unforeseen events.

T2015/393 : KiwiRail: Cabinet Paper for Funding Page 5
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Performance Agreement

24. We continue to work with KiwiRail on a potential service agreement. We have put a
proposal to KiwiRail's Board that focuses on:

J agreeing certain financial performance measures that focus on improving
productivity, efficiency, and ultimately Crown funding requirements

o implications if the agreed measures are not met, ranging from increased
monitoring and reporting to withholding a portion of “atfl'ISk” funding, and
/ /) ﬁ> o {/ \ \
o providing shareholding Ministers with discretion I@Wlthl’@*d the “atvrlsk” fundlng,
and be able to prioritise this investment with other spendlng prloﬂtles

o5 [Withheld under s9(2)(f)(iv)] v
@ & We will

continue to work with KiwiRail in an attem@o mobress an| agreément that is workable
and appropriate for both parties. We will- prdee further advice ¢ once this has been

progressed further. [Withheld under SK@)V 4@

O\ N
AN \\\/
\\ .

Cabinet paper

26. We recommend the attqqhed Cablnet papeﬁbe SlmeItted by joint Ministers to the next
appropriate Cabinet commmee or Cabinet mebimg The main advice supporting the
information in the Ca et paper was. ou&comprehenswe report on KiwiRail's
commercial rewew %Tre\asﬂry Repqrt/Tﬁ)MH 805 refers). The Ministry of Transport
has been consulted on the Cabmekpaper and KiwiRail and the Department of the
Prime Mmlst@r ‘and Cabinet haNe been informed.

T2015/393 : KiwiRail: Cabinet Paper for Funding Page 6
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Recommended Action

We recommend that you:

a note that Treasury expects KiwiRail to [Withheld under s9(2)(b)(i]
by between [Withheld under s9(2)(b)(ii)]

b note that the forecast earnings shortfall in 2014/15 noted above, combined with a
potential B¥@®XINI reduction in earnings from Solid Energy from 2015/16 on, could
have a cumulative adverse impact of between [5%®))] />\ on its pé@h flows
over the next three years 9 P \ N

/

c note that Treasury and KiwiRail continue to work on{l\box aI serwge ag?eement

AR
d agree to submit the attached Cabinet paper seeng ?ther fman;;lal suprgort for
KiwiRail to the next appropriate Cabinet Commlttee or Cabinet mb@tugg v
\

Agree/disagree Agree/disagree / 92 Ag?ee/d/sagree\ \\
Minister of Finance ~ Minister of Transpc)tt wMinlster for&éie Qwned Enterprises

Fiona Chan

Hon Bill English /-
Minister of Flnange

Hon Todd McCIay
Minister for State Owned Enterprises

T2015/393 : KiwiRail: Cabinet Paper for Funding Page 7
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Reference: T2015/587 SE-2-13-1

THE TREASURY
Date: 26 March 2015 Kaitohutohu Kaupapa Rawa
To: Minister of Finance (Hon Bill English) /}

Associate Minister of Finance (Hon Steven Jone)
Associate Minister of Finance (Hon Paula Behnétl)
Minister of Transport (Hon Simon Brldges)\\\“ N\
Minister for State Owned Enterprlses I-{on Todd McCIay) N\

Deadline: Monday 30 March 2015

Previously Treasury has advised (I2&14N 805 and T281\5\/393 refer) that in the event the
Government wishes to retain K|W|Ra|tover the medrumtérm a multi-year funding
commitment is a more eff|C|enI wax of funding the bu*smess than continuing to fund on a
single-year basis. { < 4

Efficiencies to be achle\ze@ ) )
{ ( \ U / // / /x ,,,//

For projects that will be substantlally contraﬁted out to third parties and span over a

number of financial years, multi- -year fuhd*mg certainty enables KiwiRail's suppliers to price

contracts in ways that a]low themim?ecover substantial up-front resourcing / establishment

costs and dellver economles of scal& The significant multi-year projects that KiwiRail

intends to Q&ntraomut over the. next 3 years include:

N\ w

[Witheld @@M] @
&
&
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The total value of these multi-year projects that KiwiRail intends to contract out to external
suppliers is [$2)®)] over the next 3 years. KiwiRail estimates that the efficiencies
it can achieve through contracting out these projects over their whole of life, as opposed to

commissioning a part of each project in each financial year,
[Witheld under s9(2)(b)(ii)]

itheld und b)(ii
KiwiRail also estimates that it can achieve between[Wlt eld nder s3(Z)L)0]

savings in relation to its planned rolling stock procurement over the next, three
year [$9@®)I as a result of optimising the timing and quanhty,of the purbhasee
(compared to buying fewer units of rolling stock each year) AN

In addition, KiwiRail estimates that it can achieve betweehwd under 59(2{@1’%/
[s9(2)(b)(iD)] in efficiencies from the remainder of its capital expenditure programme

as a result of contract certainty (for Work that has an- eTement of external
contracting) and production efficiencies (e.g. eqmpment purchases eLe)

It therefore estimates total efficiencies of beﬁtween{y"’)}"e'd undey QKW ) over the next
three years from having certainty of fundi pg over that perlod gnd belng able to contract and
operate more efficiently as a result. These savmgs are summarlsed in this table:

N

3 Year Totals Total Invesrtmen{ \Forecas{ Efm:lencles % Efficiencies
($ millions) ($ millions)

Significant [Witheld und SQ(ZT(’D’)/II) N
‘contracted-out’ Q

projects

Rolling stock

procurement %

Other Capital ?

expenditure
Total

We have ohseussed KIWI Rail's assumptlons with AECOM! to gain some independent
verification.o fthe assumptlons AECOM advises that it is standard practice for costs to be
lower for ¢ nstructlon projects and large-scale equipment procurement that span across
multlpeyears compareb*to hort term, stop-start investment. This is mainly the result of
there being contlnuedproductlon and mobilisation of staff over longer periods. AECOM
believes? K|W|RaLfs estlmates of efficiencies are conservative for what could be achieved
given the natur of;ts investment.

Other benetlts
With smgle year fundlng and a
KiwiRail is less able to pursue an optimum programme for renewing its legacy assets, and
is likely to continue spending a higher proportion on reactive maintenance than the
expected benchmark for mature asset management. While higher maintenance meets
short-term objectives, it results in sub-optimal work practices and inefficiency from a
whole-of-life cost perspective. It ultimately results in value destruction if there is no
intention to exit the industry.

n[Withheld under s9(2)(9)(1)]

AECOM is an engineering and construction consultancy firm with rail experience.

This was based on an informal discussion with AECOM. AECOM is currently undertaking a more detailed
assessment of KiwiRail's assumptions, but this was not available in the timeframe required to complete this Aide
Memoire. We will advise if their formal conclusions are materially different from what is noted in this paper.

Treasury:3148084v1 COMMERCIAL-IN-CONFIDENCE 2
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[Withheld under s9(2)(f)(iv) and s9(2)(9)(i)]

Multi-year funding certainty also provides KiwiRail with sufficient flexibility to indirectly act
as a contingency, by giving the company the ability to draw down funding tagged for future
years in the event that unforeseen events materially impact its business. AIthough this
mechanism does not mitigate against cash shortfalls as suct), it auows KiwiRail to eommlt
to long-term capital plans and invest in the most approprlate eneteoét effectlve way g

(/ \\/ A~ \ -/ /

Under a one-year funding model, KiwiRail is effectlvely(c;dmpetmg for nevwfundmg ‘each
year. Whilst multi-year funding certainty is uncommon within.the Crown’s pertfollo the
majority of other organisations have a much greater degree of certalnty\as they receive
operating funding (which is more “mstltutlonallsed‘ .and certain than KiwiRail's new capital
funding) and effectively have depreciation fundlr]g tokfflmently manage%ew investments
(that may span across financial years). y

/ C - N //\>\\:\\\ L
AN\ ) “\\ \>
Treasury’s recommendation for fundmg \ V\\\
)

On the basis that there is no appetrm to {Urther mvesfgati\quosure or major down-sizing of
the rail freight network, our recommendatlon is for-a-multi-year funding commitment for
KiwiRail in Budget 2015 on thebasis that it reducesvatue leakage by enabling the entity to
contract and operate more qﬂc@ﬁﬂy Our recommendatlons are therefore:

\\ \

1% Preference:

In the absence of any appetlte to further assess possible major down-sizing, provide a
three year multi- year\ appropriation fosiW')] on the basis that the company needs
certainty to manage |te business and mVestment programme accordingly, and enter into
more favourat\)le\contractual terms with suppllers

In the eVent that a three yearmultl year appropriation is unaffordable in Budget 2015,

provide Qr}e year's fur@rrg ) of $209.6 million (representing funding of $194.6 million + $15
million contlngenc,yg)\plus an ‘in-principle’ commitment* for years two and three52@E)0]
(taklng the tttree year total tol$22®XiNI — the amount being sought by KiwiRail

\

N\

Ant Shaw, Sehlor Analyst, Commercial Operations - Governance and Performance, 04
9176160

Fiona Chan, Manager, Commercial Operations - Governance and Performance, 04 917
6103

3 Contingency funding is recommended because KiwiRail should continue to invest in its assets and business on the
basis that the Government is making a medium-term commitment to retain the business, and deferral of investment
is only a short-term fix. Deferral of capital expenditure is not always possible, with some investment spanning across
multiple financial years.

4 An ‘in-principle’ commitment was applied at the start of the Turnaround Plan in 2010 when a $250 million
appropriation was made in Budget 2010, with an ‘in-principle’ commitment to provide a further $500 million in
Budgets 2011 and 2012.

Treasury:3148084v1 COMMERCIAL-IN-CONFIDENCE 3
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Reference:  T2015/945 SE-2-13-1 N A .

Kaitohutohu Kaupapa Rawa
To: Minister of Finance (Hon Bill English)
Deadline: 5 May 2015 (Q\j/(;/?
RN
//i / \\i)
Aide Memoire: Briefing for KiwiRail Discussio N

This aide memoire provides overview and baol@;g/r sund materia}/l/fo\ria"\ﬁiscﬁssion on

KiwiRail. Specifically it discusses the benefits‘of multi-year tyhdﬁi;ﬁgKMiRail as

opposed to a single year appropriation, w@i\—c:dét\éawngs gs{éciqik{téd/’With proposed

[Withheld under s9(2)(b)(ii)] and KiwiRaiIZ/s\\é;li)jtity/to defer g:gpltgl ‘expenditure (capex).
PRNNW RGN

NNS >

AN V'~
<\/ \\\\ </
RN )
VRN \\ 4

For projects that will be subs;anf;iaﬁlyii':dntracteﬁbd}ibjhfrd parties and span over a
number of financial years, m/\ulﬁxjear funding certainty enables KiwiRail's suppliers to
price contracts in ways jr,h@g{/‘gﬂogydhem to,r;e;:ﬁqdy\e?v\/sﬂbstantial up-front resourcing /
establishment costs a élﬁ/ér econom@éé@fjscale. The significant multi-year projects
that KiwiRail intengsiic‘f@:igh’tréct out Q{e@{(hé'ﬂékt 3 years include:

Benefits from Multi-year Fundin\gff \
NN

I N
NN N\

N
@@@@@
A

A %

o L Withel 2)(b)(ii
KiwiRail estimate total efficiencies of between[ Ttield under sS(Z) (L)1) over the next three

years from having certainty of funding over that period and being able to contract and
operate more efficiently as a result. These savings are summarised in the table over

page.

We note that the Government is considering only a two year funding commitment to
KiwiRail. As such not all of these savings will be achievable. In order to realise
maximum savings, verbal commitment to the Board to fund beyond two years is
recommended.

[ Witheld under s9(2)(b)(ii)]
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KiwiRail's Estimated Capex Savings from Multi-Year Funding

Total Investment | Forecast Efficiencies ($
($ millions) millions)

3 Year Totals % Efficiencies

Significant
‘contracted-out’
projects

Rolling stock
procurement
Other Capital
expenditure

Total

N

A\
We have discussed KiwiRail's assumptions with AE(%%ho believe IWQH’S

estimates of efficiencies are conservative for wha te ould be achieve

2 AECOM is an engineering consultancy firm with rail experience. Feedback from them on KiwiRail's assumptions was
based on an informal discussion with them. AECOM is currently undertaking a more detailed assessment of
KiwiRail's assumptions, but this was not available in the timeframe required.

Treasury:3179065v1 IN-CONFIDENCE 2



OIA 20150211 Binder V3 Page 80 of 80

IN-CONFIDENCE

[Withheld under s9(2)(f)(iv) and s9(2)(b)(ii)]

KiwiRail’s Ability to Defer Capital Expenditure

Presented below is KiwiRail's assessment of its ablllty to defer capex. T ~ <\anaIyS|s
assumes that any deferred capex must be caught up the foIIowmg yéar SOme deferral
is possible for the first two years, but by FY18, the\defer/red capex catches up.

Summary of KiwiRail’s ability to Defer Cang N4
- S

[Witheld under s9(2)(b)(ii)]

Source: K}W}RaT\ /?

Howeve\rm K|W|Ra|l sC nercial Review it is noted that reducing capex will gradually
reduce KIWIRall s operan\ 1al earnings. It has a negative impact through increased
network failure and reactlve maintenance expenses, which ultimately reduce
operational cashﬂQWs -available for reinvestment into the business.

Enhanced\Ki/fvaail Monitoring Regime

We will include in the draft KiwiRail Letter of Expectation specific mention of the
Government’s expectation that KiwiRail will facilitate an enhanced monitoring regime
alongside Treasury. One of the key objectives of the enhanced monitoring regime is to
provide greater visibility and comfort to Cabinet on KiwiRail’s framework for planning
and prioritising capital expenditure.

James Forsberg, Senior Analyst, Commercial Operations — Governance and
Performance, 04 917 6240

Fiona Chan, Manager, Commercial Operations — Governance and Performance, 04

917 6103
Pages 4-5 withheld under s9(2)(f)(iv) and s9(2)(b)(ii)
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