In Confidence

Chair

Office of the Minister for State Owned Enterprises

Office of the Minister of Finance

Office of the Minister of Transport

Office of the Minister for Regional Economic Development

Cabinet Economic Development Committee

THE FUTURE OF RAIL: KIWIRAIL STRUCTURE AND TRACK USER

CHARGES

Proposal

1. We propose that the Cabinet Economic Development«Committee (the Cammittee):
1.1. note that KiwiRail will retain its current entity.structure as,a yertically integrated

1.2

1.3.

1.4.

1.5.

1.6.

1.7.

1.8.

Confidential and
commercially sensitive

State-Owned Enterprise (SOE), with "af further review ofrits SOE status to
commence in December 2020

note that Cabinet has agreed a new planning and funding framework for rail, that
will see the rail network funded.via the National Land Transport Fund (NLTF),
with funding being provided toithe NLTF, from the Crown and track users

note that in order to implement track user charges regulations need to be made
to enable track ugers_to pay charges into the NLTF. This will ensure that track
users contributionto_funding railnetwork infrastructure is fair and transparent

agree thatitrack user charges ‘be established and paid into the NLTF from
KiwiRail’s freight and tourismjoperations

note ghat Auckland Transport (AT) and Greater Wellington Regional Council
(GWRC), who ‘are ‘significant users of the rail network for passenger services,
curfently pay.for the use of the Auckland and Wellington networks through
contractual arrangements with KiwiRail

agree that at this stage no changes are made to the existing contractual charges
anhd aecess arrangements between KiwiRail, AT and GWRC respectively

noterthat further consideration will be given to how other existing contractual
arrangements between KiwiRail and other rail operators are treated, such as
tourism operators and small heritage operators, and the treatment of inter-
regional rail services
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1.9. note that we will report back to you in July 2020 on final proposals for the level of
track user charges, the track users that will be subject to those charges, and the
details of how the charges will be administered.

Executive summary

2. The Government is committed to enabling rail to play its role in a multi-modal land
transport system. In 2019, Cabinet considered the findings of the Future of Rail review
[refer DEV-19-MIN-0123, CAB-19-MIN-0240, DEV-19-MIN-0225, CAB-19-MIN-0439].
Cabinet noted that rail contributes to national and regional economic growth, reduces
emissions and congestion, reduces road deaths and injuries, facilitates wider social
benefits, and provides resilience and connection between communities.

3. As a result of the Future of Rail review, Cabinet has:

3.1. agreed in principle to an investment scenarioste,deliver a resilient,and reliable
rail system to realise the benefits of rail for New'Zealand

3.2. agreed to progress legislative amendments 4o'the Landshransport Management
Act 2003 (LTMA) to introduce a new long-term integrated planning and funding
framework for rail, including funding sail network investments through the NLTF
with support from Crown and track user charges

3.3. agreed to Rail Ministers developing and issuing,a New Zealand Rail Plan to set
the long term direction for rail in New Zealand and guide investment decisions
through future Budgets and the Government Policy Statement on land transport
(GPS) 2021

3.4. noted that underthe new planning,and funding framework, the Crown will need
to continue te.provide substantial, and increasing funding for rail activities,
including through the NLLF.

4. This is the third“substantive policy*paper in relation to the Future of Rail review. This
paper:

4.1¢ “recommends KiwiRail retains its current organisational status and form as an
integrated 'SOE, with a further review of its SOE status to commence in
December 2020

4.2. provides“an update on the principles we are applying to guide decisions for
funding rail through the NLTF, and the process for establishing track user
charges.

KiwiRail structure

5. We have considered whether we should change KiwiRail’s structure and form. We
acknowledge that KiwiRail comprises a mixture of commercial operations (the rail
freight, ferry and tourism business) and other operations, which will be funded for
benefits outcomes (largely maintenance and upgrades to the rail network).
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commercially
sensitive

10.

Confidential and

commercially
sensitive

We agree that vertical integration of KiwiRail's commercial operations of network
operations remains appropriate. We do not believe that competition in the rail freight
market is likely given the scale of the New Zealand market. There is also efficiency in
co-managing track infrastructure along with the trains that use it, aligning network
investment with demand, and making the best use of New Zealand’s limited pool of
rail expertise.

We also recognise that KiwiRail’s focus should be on delivering its investment into the
rail network and its commercial assets. We consider that a form change would add
undue pressure to KiwiRail at this time and believe that its focus should be as a
commercial enterprise for the foreseeable future.

We have therefore determined that the current form of KiwiRall as a SOE\should
remain in place. While we are recommending that KiwiRail ‘femain an “integrated
business, we support KiwiRail putting in place separatefinancial reporting for its
commercial and network businesses. This will provide transparency and,aecountability
for the NLTF revenue being allocated to KiwiRail's.network costs.

We are also conscious of the emerging impacts of COVID«19+We will need to
continue to monitor this situation and what,this.may mean, for KiwiRail and the draft
New Zealand Rail Plan.

actor this Into our considerations In
KiwiRail’'s form at this time.

e do not anticipate any impacts on

We have asked officials™ to initiate awfurther review of KiwiRai's SOE form in
December 2020, “This® will enable “us 4o consider whether the changes being
implemented _threugh the, Future™of Rail have provided the transparency and
accountability odtcomes we, are/ seeking through the new planning and funding
framework.

Funding and track usercharges

1.

12.

13.

Cabinet has gpreviously agreed to a new planning and funding framework for rail, that
will see the rail network funded via the NLTF, with funding being provided to the NLTF
from thexCrown and track users.

In order t© implement track user charges, regulations need to be made to enable track
users to pay charges into the NLTF. This will ensure that track users’ contribution to
funding rail network infrastructure is fair and transparent. This paper provides an
update on the principles we are considering for funding rail through the NLTF,
including track user charges.

We recognise that track users (those who operate vehicles on the rail network) cannot
cover the full costs of the rail network given low utilisation levels relative to the extent
of the track network and due to the significant catch-up investment required. We also
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14.

15.

Confidential and

commercially
sensitive

16.

17.

18.

19.

acknowledge the broader benefits of using freight and passenger rail for New
Zealand. Paying full costs would force up costs for track users and could result in
lower utilisation of the network.

Cabinet previously noted that under the new planning and funding framework, the
Crown will need to continue to provide substantial and increasing funding for rail
activities. This includes an ongoing contribution to the NLTF so it can fund the
required catch up investment in the rail network and achieve the broader benefits we
are seeking from the rail network.

KiwiRail's freight and tourism businesses will only be able to pay a ‘small proportion of
the track user charges that would be needed to cover the full cost of the national rail
infrastructure.

Cabinet has taken decisions through Budget2020-6n the levelhef«€rown funding that
will be provided to the NLTF to fund the«rail network. Under Budget 2020 $236.3
million for 2021/22 and $148.2 millien for 12022/23 has/been allocated to invest
through the NLTF (pending the passage of thesLand Transport (Rail) Legislation
Amendment Bill). The draft GPS,2021fhas als6 provisionally indicated up to $120
million per year from existing NLTE revenue gources over the next 10 years. Further
consideration will need to be given to this amount as part of finalising the GPS,
including considering the“overall impacts of COVID-19 on the NLTF and Government
priorities. Decisions are agt'sought on the final'funding amount at this time. However,
collectively, track usericharges, Crown funding and existing NTLF revenue will fund
the rail network in futute.

The Ministry of, Transport has @work underway with international experts to review and
finalise the amount of funding that should be collected through track user charges
from KiwiRail's freight and teurism business. We will report back to Cabinet on final
proposals for funding amounts and the details of the administrative requirements for
track‘.user chargesiin, July 2020. We will also seek approval to begin drafting
regulations to enable payment of track user charges into the NLTF at that time.

We have als6 asked officials to consider whether the existing track access charges
that KiwiRaillthas in place with AT and GWRC should be paid into the NLTF to
impraoyvet transparency. The existing track access arrangements are 85 year
agreements and provide contractual and funding mechanisms to ensure that KiwiRail
provides the service levels expected on the metropolitan rail networks. KiwiRail
charges AT and GWRC for the costs associated with the passenger services they run
on the network. The charges are based on an agreed ongoing programme of
maintenance and renewal on the network, and include a performance payment for
meeting agreed levels of service. AT and GWRC receive partial subsidies for these
charges through existing public transport funding, from the NLTF.

AT, and its parent body Auckland Council, as well as GWRC have sought to maintain
these arrangements as they are now. GWRC and AT have raised concerns about
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20.

21.

22,

their ability to hold KiwiRail to account for service performance without these direct
contracts. GWRC and AT have noted that existing agreements are well-established
and there has been significant work undertaken to put the arrangements in place,
including establishing a cost allocation methodology to share costs between KiwiRail
as the freight user of the network and themselves for using the network for passenger
services.

The arrangements provide AT and GWRC long term certainty about the metropolitan
rail networks and access arrangements. The arrangements also put in place
performance and accountability mechanisms between the parties., Officials also note
that paying these charges into the NLTF creates the potential for double counting as
these arrangements are already subsidised through the NLTF,

Given these issues, at this stage we do not propose that,these'charges are,paid into
the NLTF. However, to improve transparency, we propose that these contractual
charges be disclosed in the rail network investment programme, alongside-any agreed
rail activities on the metropolitan rail networks.

This is the first time that track user charges willkbé“set to contribute’to the NLTF. We
expect the overall arrangements will need to/be reviewedyover time as network
investment is made and utilisation of,the/ngtwork increases. We will also need to
monitor the impacts of COVID-19 in_thexcoming months, and factor this into our final
work.

Background

23.

24,

25.

The Government is committed to supporting, rail to play its role in a multi-modal land
transport system. Cabinetgpreviously considered the findings of the Future of Rail
review [refer DEV-19-MIN=0123, CAB-19-MIN-0240, DEV-19-MIN-0225, CAB-19-MIN-
0439]. It noted,that rail’contributes toynational and regional economic growth, reduces
emissions and,_cengestion, redticeswroad deaths and injuries, facilitates wider social
benefits, and provides resiliencé and connection between communities.

While the{Government is. committed to rail, the Future of Rail review found that
realising these benefits, isshampered by:

24 1. the rail network”being in a state of managed decline due to long-term under-
investment

24.2. thé short-term planning and funding arrangements for the rail network which
create uncertainty for the rail business

24.3. road and rail investments taking place within different decision-making
frameworks, leading to a lack of integration between road and rail network
investment.

Cabinet agreed in principle to an investment scenario to deliver a resilient and reliable
rail system to realise the benefits of rail for New Zealand, subject to agreeing a new
planning and funding framework for rail. Cabinet subsequently considered and agreed
a new planning and funding framework, which includes the following key components:
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26.

27.

28.

29,

30.

25.1. Establishing a New Zealand Rail Plan, which will guide investment decisions for
Crown funding, NLTF funding and other funding sources over the next 10
years.

25.2. The Crown will continue to fund through shareholder equity injections,
commercial investment decisions in combination with KiwiRail revenue and
other commercial financing (this largely relates to “above rail” assets such as
rolling stock and the Interisland ferries).

25.3. The costs of the national rail network (“below rail”) will be funded via the NLTF,
with contributions from existing NLTF revenue, the Crown and track users.

25.4. Rail network activities will be included in the GPS, and KiwiRail willi\receive
funding from the NLTF.

25.5. Confirming roles and responsibilities for the Ministry.0f Transpert, WWaka Kotahi
NZ Transport Agency (Waka Kotahi) and KiwiRail, Ministerial responsibilities,
and legislative amendments required t@_implement thé new, planning and
funding framework for rail.

Cabinet also noted that under the new planping and funding framework, the Crown
will need to continue to provide substantialand inereasing<funding for rail activities,
including through the NLTF.

In December 2019, Joint Rail Ministers issued a draft of the first New Zealand Rail
Plan (the Rail Plan). The Rail Plan sets outsthe ‘Government’s vision for rail over the
next ten years, including the changes we ‘are, making to implement a new planning
and funding framework. Jt.is’ a“non-statutory document that will be used to inform
investment signals forraikthrough the"GPS and future Budget funding decisions.

In March 2020, thendraft GPS.2021, was issued. It allocated funding of up to $120
million per year for‘the rail*network over the next 10 years, in addition to completing
existing metropelitan rail netwerk projects in Auckland and Wellington.

Feedback ‘on the Rail“Plan and the GPS is currently being sought through the
engagement praeess\on GPS 2021. The final Rail Plan is intended to be released
alongside the finahGP$S 2021 later in 2020.

This Cabinet paper is the third in the series of three substantive policy papers on the
Future‘ef’Rail review and its outcomes. This paper:

30.1. netes we are not recommending changes to KiwiRail's current status as a SOE,
with a further review to commence in late 2020

30.2. provides an update on funding principles and the development of track user
charges.

KiwiRail’s structure and status as a SOE

31.

KiwiRail is a SOE, which owns New Zealand'’s rail infrastructure and operates freight
and passenger services. The Crown is a 100 percent shareholder of KiwiRail. The
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32.

33.

34.
35.

36.

37.

New Zealand Railways Corporation (NZRC) owns the land associated with the rail
network and leases this land to KiwiRail for a nominal annual rental.

Rail has undergone significant structural and concurrent market changes in its recent
history, from corporatisation and privatisation in the decade to 1993, to reacquisition
of the above rail asset by the Crown and the establishment of the combined above
and below rail asset as a SOE.

Under the State-Owned Enterprises Act 1986 (the SOE Act), a SOE is required to:

33.1. operate as a successful business and be as profitable, and efficient as
comparable businesses

33.2. be an organisation that exhibits a sense of sogial responsibility 4by having
regard to the interests of the community in® which it operates “and by
endeavouring to accommodate or encourage these.when able te,do_so.

The SOE Act also allows the Crown to pay SOEg fornon-commefcial activities.

KiwiRail comprises a mixture of commercial/operations (the rail freight, ferry and
tourism businesses). It also provides,the petwork infrastrueture which will, following
the anticipated implementation of the kand<Transport{(Rail) Legislation Amendment
Bill (Rail Bill), largely be funded through the NLTE{ with revenue from existing revenue
sources, the Crown (including the/Provincial Growth Fund), and track user charges.

As a result of the recommendations of the Future of Rail review to implement a new
planning and funding framework, we have .now considered whether there should be
subsequent changes to’KiwiRail’s status as a SOE.

This is particularly~intlight of the“broader benefits that we recognise we want to
achieve from the rail network, and funding the rail freight network activities through the
NLTF on a mational benefits basis like road (rather than in a commercial decision-
making framework).

Separating the'above and below rail business would likely cause instability

38.

39.

40.

Weshave considered, whether the above and below rail operations should be
separated, as they ‘were in the period between 2004-2008. We do not recommend
separating theabove and below rail businesses.

Separation i$ generally driven by the desire for competitive rail services across a
common, network to drive efficiency and innovation. New market entrants of a
sufficient scale into the commercial rail freight market are unlikely, given the small size
of the market. Therefore, we are unlikely to see the benefits of competition.

In addition, we are proposing major upgrades to both above and below rail assets.
The best way to manage upgrades and operation, to ensure rail continues to deliver
commercial benefit and the broader benefits government seeks, is through a fully
integrated business. Separating those who work on the network from those who
operate the network would be detrimental to the objectives of both.
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41.

There are also a number of benefits of maintaining vertical integration including:
41.1. efficient co-management of train and track infrastructure
41.2. alignment of network investment with actual market demand

41.3. more efficient pooled use of New Zealand’s limited resource of rail expertise.

Statutory form options considered

42,

We subsequently considered three alternative statutory forms for'\KiwiRail — asra SOE,
a Crown Entity Company or a Crown Agent.

We propose that KiwiRail retain its integrated SOE status at this time

43.

44,

45,

46.

47.

48.

49,

We have considered the three structural options,,We consider, given‘the nature of the
railway business and the mix of commercial and*benefits being seughtfrom KiwiRail,
that none of the statutory form options are a perfect fit.

Structural change is a disruptive proegess. The StatesServices Commission (SSC)
advises that it takes three years on=average forfan agency to recover from major
structural change. We are advised by the SSC ‘thatystructural change should not be
pursued without sufficiently large incentives for change.

Officials and KiwiRail advisesthat structural change could disrupt KiwiRail’s primary
focus on delivering the=resilient and reliable/investment programme and the new
planning and funding framework. COVID-19 has also caused significant disruption,
and it will take timesto ‘determine,and respond to the effects of this.

We recognisesthat KiwiRail's focus should be on delivering its investment into the rail
network and'its commercial assets. We consider that a form change would add undue
pressurefat this time_and believe that KiwiRail's focus should continue to be as a
profit-oriented commereiah, enterprise for the foreseeable future. The commercial
diseiplines and _focusy of KiwiRail are important to support efficiency in asset
management andytowdrive commercial returns from the provision of freight, property
and tourism services,to customers.

We havesmthérefore, determined that the current form of KiwiRail as a SOE (with
NZRGE also as a SOE) should remain in place.

We will also be inviting KiwiRail to implement separate above and below rail financial
reporting to ensure that there is transparency of the above and below rail revenues
and costs. This will be critical to enable the NLTF to fund the rail network under the
new planning and funding framework, and ensure that there is appropriate
transparency for funding purposes.

Accountability arrangements for the different funding sources provided to KiwiRail will
also need to be revised. This will include Waka Kotahi taking accountability for
monitoring below rail funding through the NLTF, and the outcomes it will achieve.
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50.

Confidential and
commercially
sensitive

51. We have asked officials to undertake a further review of KiwiRail’s structure beginning
in December 2020. The review will be reported back to Cabinet by October 2021. The

_ Ministry of Transport and the Treasury will jointly lead this review, with input from
Confidentialand  j\\iRaj| and the SSC.
commercially
sensitive

Funding rail infrastructure under the new planning and fundingframework

52. Cabinet agreed, in principle, to a reliable and resilient rail, system to/ensure rail is

sufficiently resourced to deliver transport benefits “and improvedsw.eommercial

Confidentialand outcomes. This was indicatively estimated at m over a, 10-year period
na-inflation).

commercially (excluding operating and maintenance costs a Budget 2019 provided
sensitive $741 million as the first instalment of fundings/and Budget 2020 proevided an additional
$1.215 billion.

83. Significant and increased Crown fundingifrom historical levels, under which rail was in
a state of managed decline, will, Continue to be ‘required. This includes providing
ongoing Crown funding to the NLTF*06 fund dhe rail ‘metwork. The funding approved
through Budget 2020 includes $286.3 million, in 2021/22 and $148.2 million in
2022/23 to enable rail netweork activities to b€ funded under the NLTF.

54. Further phases of funding will bé requiréd in future Budget rounds to ensure a reliable
and resilient rail system.

§5. Funding will bé&ychannelled through the NLTF for rail network maintenance and
renewal from 20271. Under theniew framework, there will be three sources of funding
for the railnetwerk:

55.1.( the NLTF (revenue into the NLTF is currently paid by road users through fuel
excCise dutyyroadiuser charges and vehicle registration and licensing fees)

55.2. track user charges (revenue from rail operators that use the rail network)
5§5.3. the Crown account (from general taxation).

56. Track users are the most direct beneficiaries of the rail network and derive private
benefits from the use of the network. However, given the significant funding required
to restore the rail network and the current level of utilisation of the network, track
users will not be able to fully fund the network. We also acknowledge there are
broader benefits from the rail network, such as congestion reduction, environmental
and regional economic development benefits. By “track users”, we mean the rail
operators that operate rail vehicles on the network.
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57.

58.

59.

60.

61.

62.

Funding will therefore need to come from the Crown and the NLTF, particularly over
the next decade while significant investment is required to improve the reliability and
resiliency of the rail system.

We are using the following principles to guide how funding decisions are made,
regarding contributions from track users, NLTF, and the Crown:

58.1. Funding needs to be sufficient to enable a reliable and resilient rail system, and
acknowledge historic under-investment in the network.

58.2. Infrastructure costs should be borne by those who benéefit.

58.3. Funding should be transparent for all parties and“the “public, and‘support
accountability of all parties.

58.4. Any track user contribution should be affordable,for train operators and not
reduce the use of rail.

58.5. Funding should be equitable and supportinter- and intrasmodal competition.
58.6. Funding should support efficient operation of the infrastructure.
58.7. The funding system should netiimpese unnecessary transaction costs.

It will be important to consider thetimpact of GQOVID-19 on the principle of affordability
for track users. It may mean the level of track user charges set in the short term are
different to what might be‘ideakirack user charges in the longer term.

The Minister of Transpert ‘has provisionally indicated that up to $120 million could
come from the NLTE to support,rail in issuing the draft of GPS 2021 that is currently
out for public “%engagement. Werecognise that it is appropriate for the NLTF to
contribute some of,the funding,.given the transport benefits associated with the rail
network. However, the impaets«on the NLTF from COVID-19, and consideration of
accelerating jinfrastructure projects to provide economic stimulus, are also being
worked through.

TheyCrown will also*need to continue to contribute on an ongoing basis, reflecting the
broad benefits (beyend transport) that result from its investment in the rail network.
Qver the next.decade, the Crown contribution also acknowledges the historic under-
investmentyinuthe rail network and the significant investment required to achieve a
reliable and resilient rail network.

We are not seeking decisions about the amounts or proportions of Crown or NLTF
funding at this time. These decisions, which are critical to support the new planning
and funding model, will be taken through GPS 2021 and future Budget processes.

Framework for track user charges

63.

Cabinet has agreed in principle, subject to a further report covering the principles for a
track user charge, that a track user charge be used to ensure rail operators also
contribute towards rail maintenance and renewals in a fair and transparent way
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sensitive

64.

65.

66.

67.

68.

[DEV-19-MIN-0225 refers]. This paper updates you on the framework we are
developing for setting track user charges. We will report back to you with detailed
policy decisions in July 2020, to support regulations to be made following this.

Introducing track user charges is important for two reasons:

64.1. fairness to those contributing to the NLTF - the beneficiaries of
infrastructure from the NLTF should contribute to funding its ¢osts

64.2. transparency — the basis of any contributions, including the principles on
which any rate is set, should be transparent.

We have considered two broad options for how trackuser.charges shoeuld, operate:

65.1. a co-contribution model, whereby MinisterS agrée the level of cantribution from
track users every three years wheng€ensidering the=gail activities that are
proposed for funding

65.2. paying track user charges into the NLTF, and establishing the charges through
regulations.

We intend that track user chargestare paid inte the NLTF. This option would provide
greater transparency, and provides for consistency of treatment with other road user
charges.

The amendments being . made to thesL TMA will allow track user charges to be paid
into the NLTF ‘and.for these charges to be treated as land transport revenue.
However, regulations will need_to ‘made under the amending legislation to implement
the charges.

Paying tragkhuser charges to the NLTF will allow the funding coming from track
users( toy be” accounted\for explicitly as land transport revenue and reported on.
However; we regognisézthe need to improve transparency of the full costs of the rail
network and the ‘level of track user charges. We propose that both the costs and
funding contributions are noted in the rail network investment programme. This will be
prepared by(KiwiRail every three years and approved by Ministers for funding from the
NLTF.

Who should payrack user charges?

69.

70.

The users of the national rail network should all contribute to its funding. At present
KiwiRail's freight and tourism business, AT, GWRC and smaller heritage and tourism
operators use the national rail infrastructure.

Our initial focus for setting the new track user charges’ framework is on the
contribution that KiwiRail’s freight and tourism businesses should make to funding the
below rail infrastructure. However, we also need to consider other track users as the
work develops.
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71.

72.

73.

74.

75.

76.

77.

78.

79.

80.

KiwiRail's contribution will be made explicit through setting track user charges
externally through regulations and paying the charges into the NLTF. This will improve
transparency and fairness with other track users.

There are existing contractual track access arrangements and charges in place
between KiwiRail, AT and GWRC as well as agreed charges for small heritage
operators.

In Auckland and Wellington, the maintenance and renewal costs of the infrastructure
for the metropolitan area are apportioned between the passenger network and freight
network according to the level of use between each user. The charges also include a
performance payment that KiwiRail receives if it meets agreed Jevels of service.

The costs of the passenger network are then charged to AT or GWRC as the
passenger network operator. AT and GWRC include theseeosts in their regional land
transport public transport costs and receive a propertion=0f funding=foruthese costs
from the NLTF. Heritage operators and other tourism’operators also\pay access fees
to KiwiRail for their use of the track.

We have also asked officials to consider whether the existing charges that KiwiRail
has in place with AT and GWRGCs shodld be paid (into)the NLTF to improve
transparency. The existing arrangements®are 85 yearwagreements and provide
contractual and funding mechanisms’ to ensure that KiwiRail provides the service
levels expected on the metropolitan rail'networks.

AT, and its parent body Auekland Council, as*well as GWRC have sought to maintain
these arrangements as_they are now. GWRC and AT have raised concerns about
their ability to hold KiwiRail to accountifor service performance without these direct
contracts. GWRC and AT have noted+that existing agreements are well-established
and there has been significant wotk undertaken to put the arrangements in place. The
arrangements_previde AT andsGWREC long term certainty about the metropolitan rail
networks and aceess arrangementis. This is important for AT and GWRC in procuring
a rail operater to provide passenger services.

Waka Kotahi has alse raised concerns that paying these charges into the NLTF
creates=the potential for double counting as these arrangements are already
subsidised through'the NLTF.

Therefore_at this stage we do not propose that these arrangements are paid into the
NLTF. We recommend that there are no changes to these arrangements at this time.
However, for transparency the charges and the revenue they produce are expected to
be disclosed as part of the rail network investment programme, against the
contractually agreed work on the metropolitan rail networks.

Officials will continue to engage with AT, Auckland Council and the GWRC about the
proposals, and how the new track user charges for KiwiRail’s freight and tourism
businesses will interact with their existing arrangements.

Further consideration needs to be given to how other existing rail operators’
contractual arrangements with KiwiRail will be treated, such as other tourism
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Confidential and

81.

operators and small heritage operators, and the treatment of inter-regional passenger
rail services provided by KiwiRail (including the Capital Connection and Hamilton to
Auckland start-up service).

We recognise that the COVID-19 pandemic has had far-reaching consequences,
particularly economic disruption. This will in turn impact the economic context
underpinning the transport system, the competitiveness and level of use of the rail
network, and the affordability of track user charges.

What costs should KiwiRail freight and tourism pay?

82.

83.

84.

85.

commercially

sensitive

86.

87.

88.

89.

A key consideration for setting the regulations is that we explicitly aeknowledge the full
costs of rail activities being provided through the NLTF. Any difference between the
full cost and the level of charges on track users should, be transparent through the
new planning and funding framework.

We have begun work to consider what might be am appropriate @mount to charge
KiwiRail freight and tourism as a track user chargerand what level.ef funding may be
required from the NLTF and the Crown.

The principles outlined above, in notingsthat any trackwser charge should be
affordable and not reduce the use of rail, eetld accommodate the changed economic
circumstances, but may need to be fegonsideredfurther as the situation develops.

We are conscious of the need te balance)&everal factors and that the funding
principles require trade-offs_to, be made between them. We expect that KiwiRail's
freight and tourism businesses will only betable to afford to pay a small proportion of
the track user chargéssthat would be needed to cover the full costs of rail
infrastructure.

The Ministry of Transport has employed international expertise to help it develop a
methodelogy an@wapproach to establishing track access charges, including estimates
of the costs that weuld be covered. This work will support final recommendations on
the level of traek user charges. A key input to this will be KiwiRail’'s future revenue and
costs forecasts.! This work will need to consider the impacts of the COVID-19
pandemiC on KiwiRail and its customers.

The final*éharges will be established through the track user charge regulations and we
will report back to you to seek detailed policy decisions on the regulations.

Over time, as the New Zealand economy recovers and investment improves
performance and utilisation increases, the amount that KiwiRail would contribute to
the NLTF through track user charges is expected to increase. This will mean that
more funding is captured through track user charges.

We expect that we will need to review and adjust the approach to track user charges
over time, including considering whether the current contractual charges remain fit for
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purpose. We expect track user charges will need to be reviewed every three years in
line with the development of the rail network investment programme.

Consultation

Government stakeholders

90.

91.

The Ministry of Transport prepared this paper. The Treasury, State Services
Commission and Waka Kotahi have been consulted. The Department of Prime
Minister and Cabinet has been informed.

KiwiRail has been consulted. It considers an integrated profit orfientated SOE model
as the best model.

External stakeholders

92.

93.

In terms of track user charges, AT and GWRC haye, sought no/changes to their
current access charges at this time. AT and GWRCslvave advised that they do not
consider their charges should be paid into the NLTF.

There has been limited external stakehGlder-€ngagement on KiwiRail's structural
form, beyond KiwiRail.

Financial Implications

94.

95.
Confidential and

commercially
sensitive

96.

Confidential afid

commercially
sensitive

97.

Confidential

98.

There are no financial implications “at this time, Funding decisions have been taken
through Budget 2020 and“further decisiofis will be taken through the process of
finalising GPS 2021 and<future Budgets,

The Crown will continue to fund any commercial investment in KiwiRail through
shareholder equity injections and retained earnings. As KiwiRail remains a SOE,
current “for profit” accounting standards requires it to impair its assets if they do not
generate positive cashflows.

Legislative Implications
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99.

100.

Amendments to the LTMA are already being progressed and it is intended that the
legislation will be in force by 1 July 2020.

Regulations will be required to set track user charges that come from KiwiRail to
enable the charges to be paid into the NLTF. We will report back to the Committee to
seek agreement to the detailed policy requirements for these regulations in July 2020,
with the intention of regulations being made following those decisions.

Impact Analysis

101.

102.

103.

104.

The Treasury agrees that no Regulatory Impact Assessment (RIA)'is required for this
proposal for track user charges, since it is expected to have_only=minor impacts on
businesses, individuals or not-for-profit entities.

Existing RIAs will be updated or a new RIA prepared for the report backto“Cabinet
following decisions on track user charges in July 2020«

There are no regulatory implications of the proposals for KiwiRail te, retain its current
structure. The regulatory impact analysis obligations‘do not apply to.this proposal.

The Ministry for the Environment has béen consulted andiconfirm that the Climate
Implications of Policy Assessment requirements do»net apply to this proposal as the
threshold for significance is not met;

Human rights, gender and disability implications

105. There are no human rights, genader or disability issues or implications associated with
this paper.

Publicity

106. There are nosproactive communieations planned for these decisions at this time. We

intend to provide'an update on these decisions in the final Rail Plan and GPS 2021.

Proactive Release

107.

We propose to proaectively release this Cabinet paper consistent with the provisions of
the Official Information Act 1982. We propose to withhold components that relate to
KiwiRail’s structure and any other commercially sensitive information.
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Recommendations
108. We recommend that the Committee:
Previous decisions by Cabinet

1. note that on 22 May 2019, DEV agreed in principle to a resilient and reliable rail
system, subject to a report back on a new planning and funding framework for rail
[refer DEV-19-MIN-0123 and CAB-19-MIN-0240 confirmed].

2. note that on 28 August 2019, DEV agreed [refer DEV-19-MIN-0225, CAB-19-MIN-
0439 confirmed]:

2.1. to implement a new rail planning and funding«framewerk, which«willhgive
responsible Ministers decision-making rights #Oon_ funding rainetwork
investments and channel funding from the National Land Transport Fund to the
rail network

2.2. that the National Land Transport Fund.and_ land transpert revenue be used to
directly fund KiwiRail’s rail network activities

2.3. toinclude rail activities in the Goverament Paolicy'Statement on land transport

2.4. in principle, subject to thisgpaper, that a trackyuser charge be used to ensure
that rail users also contribute towards tail maintenance and renewals in a fair
and transparent way.

KiwiRail structure

3. note that there willbe'no changes 10 KiwiRail's organisational form or structure at this
time, and it wilheontinue to operate as a vertically integrated State-Owned Enterprise
(SOE).

4. note that a/further review of\KiwiRail's SOE status will be initiated in December 2020,

and repertback to Ministers in October 2021.

5.
Confidential and
commercially
sensitive
6.
Confidential and
commercially
sensitive
7. agree that KiwiRail should implement financial reporting separation of above and
below activities within its current structure to improve the transparency of costs,
funding and revenues of these business units and support future funding decisions.
8. note that Shareholding Ministers will invite KiwiRail to implement separate above and

below financial reporting to improve the transparency of costs, funding and revenues
of these business units and support future funding decisions.
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Funding and track user charges

9.

10.

1.

12,

13.

14.

15.

16.

17.

18.

19.

20.

note that the Committee has previously been advised that under the new planning
and funding framework for rail, the Crown will need to continue to provide substantial
funding for rail activities. This amount is likely to increase in future years in
comparison to historical levels where rail was in a state of managed decline, including
providing funding into the NLTF [refer DEV-19-MIN-0225, CAB-19-MIN-0439
confirmed].

note that indicatively up to $120 million per year has been allocated in the draft GPS
2021 from the NLTF to the rail network, and that this will need toibe considered as
part of finalising the GPS post-engagement.

note that funding decisions on the level of funding from the NLTF will be taken as part
of the process of developing GPS 2021, and that further decisions on Grown*funding
will need to be taken in future Budgets.

note that work is underway to understand the impaets of COVID=19+0on,the NLTF and
the final GPS 2021.

note that the Committee has previously agreed in principle that'a track user charge be
used to ensure rail users also contribute, towards rail maintehance and renewals in a
fair and transparent way [refer DEV#19-MIN-0225; CAB-19-MIN-0439 confirmed].

note that amendments are being, progressed through the Land Transport (Rail)
Legislation Bill to allow regulations to be madeyto pay track user charges into the
NLTF.

note that national rail network userstinclude KiwiRail's freight and tourism business,
Auckland Transport;*GWRC andismaller heritage and tourism operators.

agree that, stibjectto legislationbeing passed, track user charges will be established
and paid into'the’'NLTF from KiwiRail’s freight and tourism operations.

note that the full casts of rail network activities will be made transparent, however,
estimates prior te _the impact of COVID-19 were that KiwiRail’s freight and tourism
businesses were enly.likely to be able to pay a small proportion of the track user
charges that would be needed to cover the full costs of rail infrastructure.

note thatfurther consideration will also need to be given to the impacts of COVID-19
on theeaffordability of track user charges, and that this will be factored in to further
work.

note that the Ministry of Transport has work underway with international experts to
review and finalise the amount of funding that is collected through track user charges
on KiwiRail’s freight and tourism businesses.

note that the amount of funding collected through track user charges from KiwiRail

freight and tourism is expected to increase over time as utilisation of the track
improves.
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21. agree that at this time no changes will be made to the existing contractual
metropolitan network access arrangements and charges to Auckland Transport or
GWRC, and these charges will not be paid into the NLTF.

22. note that existing charges paid by Auckland Transport and GWRC to KiwiRail for
access to the network should be noted for transparency in the rail network investment
programme, against contractually agreed rail activities on the metropolitan rail
networks.

23. note that further consideration will be given to how existing contractual arrangements
between KiwiRail and other rail operators are treated, such as tourism operators and
small heritage operators, including whether such tourism and.heritage operators will
be required to pay track user charges.

24. note that further consideration needs to be given to what,track user €harges inter-
regional passenger rail services provided by KiwiRailkshould pay.

25. note that we will report back to you in July 2020sen final proposails for the level of
track user charges, the track users that will"be subject to these-Charges, and the
details of how the charges will be administered.

26.

Confidential

27. note that track user chagges, including “existing arrangements, will need to be
regularly reviewed alongside the overall,costs of the rail network, and development of
future GPS’s.

Autherised for lodgement

Rt Hon Winston Petérs Hon Grant Robertson Hon Phil Twyford Hon Shane Jones
Minister for State Minister of Finance Minister of Transport Minister for Regional
Owned Enterprises Economic

Development
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