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10 August 2001

Greg Schollum

Chief Financial Officer
Wellington Regional Council
P O Box 11646
WELLINGTON

Dear Greg
“ROAD TESTING” OF WELLINGTON RAIL PPJV DOCUMENTATION
Thank you for the opportunity to comment on the draft documentation prepared by WRC.

We are impressed with the thoroughness of the draft documentation. | can confirm that
happy that the overall concept proposed is workable and is happy with the
broad details of the documentation.

We are very keen to work with WRC to provide the Wellington region with a world class
urban rail service.

At this stage, | do not propose to make detailed comment on the documentation, since we
have not gone to the stage of legal diligence, although our lawyers have had a perusal.
We anticipate that there will be detailed negotiations, as required, at the appropriate time.

There are however several general points that we wish to make at this stage.

o How will WRC ensure that the private partner’s risk is low, given the possibility that
WRC'’s own funding streams may be reduced at the whim of third parties or as a result
of political change?

e What does a “jow rate of return” mean to each partner? !t may be better to specify this
in a formula at the outset. Expectations are best clarified.

e At this stage, further capital requirements for enhancing the system seem to be a little
open ended. We would expect this to be specified more closely at the outset. We
would also expect a return on those extra funds from day one of the extra investment.

o If we were to buy out WRC's shareholding at any stage, we would expect to acquire the
future earnings stream. We are a little confused by the references to a 50% profit
clawback contained in the Funding Agreement.
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e We have a general view that the Funding Agreement could be simplified, to the benefit
of both parties. In particular, the cross references to the cost of car travel are likely to
prove in practice to be too arbitrary in effect and onerous to administer.

Once again, thank you for the opportunity to comment: | hope our comments are helpful.
I believe that WRC and are the natural partners to bring Wellingtonians a

much improved and integrated passenger transport system. We look forward to the
opportunity of working with you in the future to achieve this.
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TG ACTION:

FAX

TO: Greg Schollum, Chief Financial Officer, The Regional Council

Date: 3 September 2001

R

Subject: Wellington Rail Road testing

Dear Greg,

| am sorry not to have gotten back to you earlier on the content of your suite
of Wellington Rail related draft documents for “road testing”, but | considered
that overall the documents were what | would have expected in terms of

scope and detail. ey i '

The only two questions/issues | would raise but which are not really to be
discussed at such an early stage, concemn the level of return on investment for
the Private Partner selected as well as the possibility of Wellington Rail and
hence the Private Pariner rgceiving bonuses for increasing patronage v
numbers on TranzMetro services over and above a certain threshold, as well

as for providing very reliable and punctual services. o

In terms of the level of return on investment for the Private Partner, which has
not been defined yet, but is termed in your document as “low” considering the
low risk profile of the investment, it is obvious that even if it is apparently a low
risk investment with a contr?ct over a 29 year period, a private sector operator
such as would need to be able to justify to his shareholder (s) an.
interesting return on investment, to be allowed to fund the purchase of initially
50% of Wellington rail shares and subsequently the remaining 50%. In the

~ light of the magnitude of the funds required. Do you have any idea at this

point in time what level of return (ball park figure) WRC is thinking of?-

in addition, as it is currently|the case for our 12 year franchise for the
Melboume tram system, as well as for the other franchisees, we can earn a
bonus called PGI (Passenger Growth Incentive) for increasing passenger -
numbers by a percentage above a certain threshold, as well as a bonus for
providing reliable and punctual services below a certain threshold of OPR
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(Operational Performance Requirements, the threshold of OPR triggering the : ‘
bonuses for service reliability and punctuality being a number of passenger
weighted minutes). | should indicate that these two sources of bonuses have
heen shown to be a very motivating incentive in Melbourne for the various -
private operators. Would WRG envisage the implementation of such
bonuses? S o . L

| hope these comments are useful for you and 1 am at your disposal to discuss
them further at your convenience or provide you with information on these .~

various incentives, and | confirm that is fairly comfortable with the - . B
rest of the documentation. ~ EA T T

e

. TOTAL P. B2
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Attachment 2 to Report PE01.743

Greg Schollum

Chief Finance Officer
Wellington Regional Council
PO Box 11-646

142-146 Wakefield Street
WELLINGTON

“Road Testing” Public Private Partnership Documentation, Wellington Rail

17™ August 2001

Dear Greg

We have reviewed the Draft Public Private Partnership, Wellington Rail documentation
and would like to complement the Wellington Regional Council (WRC) on the
information provided. It has enabled to understand the strategy and objectives of
the WRC, and the process intended to achieve these objectives.

applauds the Wellington Regional Councils objective of owning the right of way,
which are monopoly assets. We have long believed that a principal problem with the sale
of the NZ rail system to Tranz Rail was that it replaced a state with a private monopoly
that controlled the strategic assets of the countries public transport system. future
depends on the popularity of the private management of public services and our
experience is that this only flourishes when Governments can prove that this approach
delivering communities quality services and value for money. As a consequence we are
vitally concerned with the competition models that Governments design.

Our detailed comment is shown below:

e We understand that the track access and any future agreements are dependent upon the
purchase price negotiated with Tranz Rail, which remains unclear. . » agrees that
infrastructure ownership is best vested in WRC but would like to see in place an
agreement on how the valuation of Tranz Metro and the associated infrastructure is
calculated.

e From our reading of the document Wellington Regional Rail (WRRL) would be
responsible for the maintenance of the rail infrastructure in the future. We are
concerned as to how this will fit with the current outsourcing project being undertaken

Page 1 of 4
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by Tranz Rail, whereby the Wellington Electrification and Track Maintenance are
being contracted out to a private company. Any sale of the Infrastructure might
include the novation of these contracts on terms that may or may not be suitable for
WRRL.

Heads of Agreement

o Clause 3.6 sees some difficulty with this clause related to the C share and
the effective control it gives the WRC, this does not reflect the 50:50 partnership.

Shareholders’ Agreement / Constitution

e As a 50% partner in the proposed company, would have concern over the
power of the “C” share and the ability of the holder to have effective control of the
company, where a majority decision is required.

o would seek a clear indication of the WRC intentions at the end of 5 years. If
the WRC were comfortable would they consider doing this earlier? If the WRC
sells down to 10% there will be no requirements for the company to be a LATE,
with the associated reporting requirements, would the WRC be agreeable with this?

e Further details on the funding of WRRL will be required and clarified in the
documents. In particular, the source and assurance of subsidies.

e The document talks about continued directorship and financial information at the
end of 5 years, even when majority ownership passes to the private company. As
there will be no LATE reporting requirements at this stage, we would seek
clarification on what level of detail will be required.

. is concerned at the ability of the WRC to sell to a third party if the participant
does not wish to acquire the shares. We believe the participant should have first
right of refusal to either buy or find a suitable partner. A forced partnership may
have an impact on the services offered due to differing business objectives.

e We understand that the final form of arrangements cannot be confirmed until
negotiation is completed with Tranz Rail. Some of the issues arising are:

»  The rights of access and use of the rail corridor?
« “To what extent will WRRL own infrastructure?
. would seek an active role in negotiating the purchase with Tranz Rail.

e A definition of low return needs to be quantified and reflect a legitimate
commercial return. The return has to be sufficient to cover the cost of capital for
the investing partner and allow the business to reinvest in assets and infrastructure.

e Clause 7 - We note that certain decision are reserved under clause 7.5 and require a
unanimous decision of the board. If an agreement cannot be reached for decisions
where a simple majority is required, (i.e. all other matters at board level) then the
WRC as holder of the C share can appoint a director under schedule 8 of the
constitution. This gives WRC effective control of the decision making process in

relation to non-unanimous board decisions. ‘would like further clarification
on how this process sits alongside the dispute resolution process in clause 23.2 and
23.3.

Page 2 of 4
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Funding Agreement

Our comments on the funding agreements include:

e We note the potentially onerous obligations under the Funding Agreement for the
maintenance and development of capital items, some of which may only be leased and
not owned by WRRL.

o The payment of 50% of Economic Gain to the WRC, dis-incentivises WRRL to
generate profits, and any payments made would reduce the ability of WRRL to
reinvest in the business.

e The obligations to comply with Regional Transport Strategy are ambiguous and would
need further clarification.

. would prefer to see an automatic right of renewal as long as the conditions and
service standards continue to be met.

e We would recommend a link between the rail standards required and the funding
levels. Any significant reduction in the funding would be reflected in a reduction in
the standards required. The funding agreements should also be linked to the
agreements for track access.

e We are unsure from reading the funding agreement whether or not this is reflective of
the current agreement, if it is not some form of transition period should be allowed to
enable WRRL to put in place improvements.

. . notes the dependency of Transfund funding. The current wording puts all risk of
funding decreases on WRRL. Some form of guaranteed funding from WRC would
spread the risk between the two entities.

Alternate Model:

understands that the possible models are complex, and require detailed
consideration before settling on the most effective solution. We have considerable
experience in this through our operations in the UK and are willing to discuss alternative
options/models with the WRC. These proposed models would draw on events that have
been tested in a commercial environment. I have indicated an alternate model below.

Considering that it is the WRC's annual subsidy to the operators of the Wellington system
that gives the Tranzrail asset value, believes that an alternate model would deliver
the Wellington community better value for money and higher service levels. The
alternate model would have the following features:

e The WRC announces that any purchaser of the system cannot be assured of a
continuing subsidy.

o The WRC negotiate direct with Tranzrail for the purchase of the right of way, the

rolling stock and other assets.

o That the asset ownership be placed in a separate corporate structure to the operating
organization.

e The WRC call a tender for a management franchise of the Wellington system for a
term no longer than 10 years. The franchise would require the operator to bear all
operating costs and minor capital expenditure, take a risk on revenue and quote to the

Page 3 of 4
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WRC an annual subsidy.

o That the selected operator acquires the operating organization for a price based on net
assets (which will be mainly staff accruals) as a method of ensuring a smooth transfer
of operations.

e That this company be kept in existence during the term of the operating contract so

~that it may be transferred to a new operator should one be selected after 10 years.

e That the first contract be considered a period when the WRC might consider upgrades
and replacements of assets for inclusion in the subsequent operating franchise, which

might be for a longer period than 10 years.

has customers in Docklands Light Rail and Manchester Metrolink who have
adopted key aspects of this model with great success. If the WRC would like to talk to
customers about their experiences we would be pleased to arrange a meeting,

which might be by video conference if the WRC is unable to sent people to the UK.

Yours faithfully

Page 28 of 33
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Greg Schollum

Chief Financial Officer

Wellington Regional Council

PO Box 11-648

142-146 Wakefield Street

Wellington

New Zealand 14th August 2001

ROAD TESTING of PUBLIC PRIVATE PARTNERSHIP
DOCUMENTS

WELLINGTON RAIL

Dear Greg,

We have reviewed the draft documents prepared by WCR, and within the time available
we can provide the comments detailed below.

In such an exercise we have been honest and straightforward in our approach, and
inevitably this gives the comments a critical bias. We hava no intention of being negative,
but we believe it is better to be upfront now whilst you are going through a consultative
phase rather than later.

! in common with most of our competitors, could tender on most structures and
forms of documentation. However, competence is in operating, and we ate not
used to being an infrastructure builder. Where contracts require that competence we
normally partner with an appropriate organisation.

Our overall impression of the documents is that they are structured quite strongly in
favour of WCR. The simple fact is that the more risk or burden that Is placed on the
Oparator, the higher the tender price will be.

Qur comments are best divided into two sections. The first discusses the overall structure
without addressing the details of the documents. The second part discusses individual
parts of the documents taking the structure as given.

Structure
Whilst the proposal does address WRC's concerns regarding visibility and control, it does

pose some problems for private sector partnership. In particular, it places an unknown
and uncontrollable investment liability on the PP.
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It is possible that Governments may change policy and direction over the medium and
longer term, and this may mean more and different investment, for returns which are
partly social rather than commercial. This risk of funding being required without
commercial return, coupled with the proposed Board and Company structure whereby
the WRC has an effective contral, would be unattractive. In particular, the various
assertions that this is a low risk (and therefore low return) proposition would not hold true.

An alternative is to structure the new arrangement in line with competences and control.
This would minimise tensions between potentially conflicting objectives, and enable
better focus by the parties concemed.

We believe that a private sector operator is bast placed to have responsibility for
operating to defined guidelines and standards, and that Government is best placed to
take primary responsibility for longer term investing in infrastructure and setting policy.
Through open book management, WRC could remain clear that it was achieving value
for money, whilst at the same time retaining control over policy and direction.

If the provision of funding is one of the objectives, then a third, funding party should be
brought into the arrangaments (such as a bank). Inevitably such an institution will require
some certainty to the returns and cash flows.

A potential structure is therefore:

WRC - Supervises operator, sets policy and direction, controls
investment, owns assets.

PP Operator - Provides services to a standard and quantum set out in a
comprehensive operating contract. Fees would be payable for
services received, and could be adjusted every few years to
reflect profitability of the operation. A revenue growth incentive
might be appropriate. Open book arrangements with WRC, and
possibly Board membership, Could carry out investment projects
for WRC.

Bank - Provides long term finance to Government for investment, on
security of operating projections and Government control.

Such structures have worked in other cities quite satisfactorily, and has
experience of operating variants in Rouen, Barcelona and Stockholm. We would be
pleased to elaborate on these arrangements If requested.

Such a structure should address WRC's concerns regarding replacing the Tranzrail .

monopoly with another Company monopoly, and would ease concerns expressed
elsewhere that WRC should not become involved in day-to-day operating. -

Detailed comments
Overall principles
1. 50:50 ownership — this may lead to consolidation difficulties for a private

company —i.e. an inability to consolidate WR's results.

2. The proposed shareholding arrangements and Director nominations effectively
give WRC control. Whilst this may be the desire of WRC, this is not attractive to
investors.
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WRC will have conflicts of interest between its 50% holding In WR and its
ownership and duties in other areas. It is difficult to see how it might resolve
those conflicts without putting WR at risk of coming second.

WCR wishes to maintain considerabie ¢ontroi over commerciai raiiway matters
such as fares, concessions, and relativity compared to car fransport costs. This
does not sit easily with the fact that the revenue risk liss with the operator WR. In
our view, WR needs more room o manoeuvre to manage its top line, or revenue
risk needs to be partially carried by WCR,

There is a competitive environment between buses and raii in Weliington, which
puts rail at a disadvantage as buses receive their infrastructure virtually free of
charge. It is important for the viability of WR that WRC makes a form of
commitment to the rail mode for the life of the contract, otherwise there is a real
risk of future policy favouring buses. For example, to save funds a branch could

be closed and replaced with buses, specified and controlled by WCR.

The 'low risk’ assertion is not clear from the way the documents are structured.
Most key clauses on this matter claw back super profits but do not provide any
downside protection. If this structure persisted, a private operator would be
obliged to bulld in a financial cushion to its fees, which is not ideal.

There is potential competition law problems with WR having exclusive rights to
subsidy from WCR. We would need to take specialist advice on this matter.

There are circumstances in which the agreements could be terminated which are
completely outside the control of the operator e.g. Transfund reducing funding.
Any investment that the operator made could, therefore, be at risk or completely
wasted.

Shareholder’s Deed

Ci 6.2 On-selling of infrastructure rights/assets

We can understand that WRC does not want to be disadvantaged, but equity
would suggest that WCR pay the same net cost as WR, not up to the same.

Cl7.14 C Shares and additional Directors

This method of breaking a stalemate is rather unbalanced in favour of WRC.
There are more equitable methods such as dispute resolution.

Cl714 Directors and votes

cl8.2

We believe that any Director should be able to have the proxy votes of other
Directors, not limited to two. In the dratt, it would be possible for three Directors to
outvote one, purely on physical presence.

Additional funding
This is an open ended obligation, which if not met by the PP, could lead to

termination. Such an obligation, without scope for negotiation, is unattractive to
the private sector.



S00 @

Cl15

Attachment 2 to Report PE01.743
Page 32 of 33

Sale of WR shares to PP

This clause Is a little grey, as it does not give the PP any rights to acquire, and it
is not clear if WRC will sell or not. Also, WRC could sell to a third party without
giving the PP a pre-emption right.

Funding Agreement

Cl4.1

Cl4.2

Ci6

Ci71

Ccl 9.1

C1 10

Term

The tenure beyond the initial 10 years is uncertain, as an unintentionai breach (in
the opinion of WRC), could cause the agreement not be extended. We believe
that the non- extension path should relate to serious events which cannot be
remedied.

Funding

The link of WR funding to Transfund, which Is controlled by Government outside
of this agreement, is a serious risk that the private sector would not find attractive.
There are a multitude of reasons why Transfund may reduce funding, all of which
would have a severe impact on the investment by the PP,

Net economic gain and dividends

The proposal relating to the distribution of net economic gain to WRC, but no
increase in funding for economic loss is rather one-sided. The provisions
regarding dividends and the need for reinvestment, coupled with the 5 year
funding regime, probably imply that dividends could not be distributed within the 5
years. Whether or not the PP would want a dividend flow, the very fact that
access to dividends and retained cash is so restricted will severely reduce the
value of the investment to the PP.

Subsidy review

This clause does not give much comfort that WR would receive a fair subsidy. it
is likely that costs and performance will go through both up and down cycles,
particularly given the ambitious plans of WRC. To expect forever falling costs,
when within the economy in general some costs are rising (such as wages), is not
realistic.

Fares and subsidy

The link between fare increases and subsidy removes one of the kay commercial
levers of WR. Whilst WRC may want to have overall control over fare lavels for
political or social reasons, it seems unbalanced to expect WR to take the
commercial risk on revenue.

Infrastructure ownership and maintenance

There is a potential conflict from WRC owning the Infrastructure, and improving
and investing in it, and WR being responsible for maintaining it. This clause would
need considerable support from schedules detailing what is actually expected
from WR in terms of maintenance. Otherwise there will be many detailed
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discussions over why a piece of infrastructure Is, or is not, suitable and fit for
purpose. ‘
Station upgrade

Such a capital programme would need definition before entering into the contract,
and specific funding within the WR business plan.

Suspension rights and penaities

These appear quite limited for WR. The allowable reasons for suspension would
need to be expanded to provide for an enlarged category of force majeure
events, and those caused by WRC or WRC's obligations, such as infrastructure
availability. t
The rate of penalty ($0.5 per seat km) is extre(%nely high — for example, the
canceliation of an eight car train with, say, 600 seats, travelling 20 kms, would
cost $6,000. This is despite the fact that alternative transport was provided, and
maybe only a few people wanted to use the train, A penalty regime is appropriate
as an incentive, but there needs to be batance in the size of the penalties, and
there needs to be an upside to any performanhe regime in terms of bonuses.

t

29 Year capital plan |

This is extremely long range for a business, a%(‘i‘is more appropriate for public
sector projects. Such a plan may need to be structured in stages so that it can

evolve over the period.

Minimum Service Standards

It is important to know whether these standards are realistic or not, and for that
we would have to assess cutrent performancel If Tranzrail are some distance

from achieving these standards, WR would have to factor in expanses to provide
the desired quality.

We hope that our comments are helpful, and we wleﬂ be pleased to elaborate on any
points if required. :

Yours sincerely



