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IN-CONFIDENCE 
 

 
7 July 2003 SH-8-4  

Treasury Report: Cabinet Paper - Tranz Rail Options 
 
Attached is a Cabinet Paper that we propose you table as an oral item at Cabinet on Monday 
7 July 2003.   
 
This Paper updates Cabinet on the current situation with regard to the proposed Crown / 
Tranz Rail Heads of Agreement and market activity with regard to Tranz Rail.  It considers 
various options and proposes an alternative agreement with Toll Holdings. 

Recommended Action 

We recommend you table the attached Cabinet Paper as an oral item at Cabinet on Monday 
7 July 2003. 
 
Agree/disagree. 
 
 
 
 
 
 
 
 
 
 
 
for Secretary to the Treasury 
 
 
 
 
 
Hon Dr Michael Cullen 
Minister of Finance  
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Office of the Minister of Finance  
 
 
 
COMMERCIAL SECRET 
 
 
7 July 2003 
 
 
 
MEMORANDUM FOR CABINET  
 
 
 
TRANZ RAIL OPTIONS  
 
Executive Summary 

1. In light of the uncertainty over the success of the proposed Crown / Tranz Rail 
agreement and the threat of Toll Holding’s (Toll) alternative offer to Tranz Rail 
shareholders, an agreement with Toll has been reached, subject to Cabinet approval, 
whereby the Crown and Toll jointly establish TrackCo in Crown ownership. 
 
2. In short, the Crown would agree not to pursue the existing Crown-Tranz Rail 
Heads of Agreement (HOA). Toll would withdraw its current offer and make a new offer 
with minimum acceptance level of 90%.  Immediately the takeover becomes 
unconditional and the offer is accepted the Crown and Toll would enter into a 
replacement HOA, with terms as currently agreed.  The Crown and Toll would then 
establish TrackCo. 
3. This proposal breaks the potential stand-off between the Crown and Toll, and 
offers better prospects of achieving the government’s objectives.  Key differences from 
the existing HOA are: 

• Larger upfront track investment by the Crown;  

• Higher access fees, linked to TrackCo’s costs, with no long-term subsidy; 

• No Crown shareholding in Tranz Rail;  

• Toll management replacing existing Tranz Rail management; and 

• An increase in the “use-it or lose” it threshold from 60% of existing volume to 
70%.   

4. Other alternatives, such as an on-market bid, are problematic and are not 
favoured. 
5. With Cabinet approval, the agreement with Toll would be announced this 
afternoon.  

Proposal 

6. This Paper updates Cabinet on the current situation with regard to the Crown / 
Tranz Rail HOA and market activity with regard to Tranz Rail.  It considers various 



options and proposes an alternative agreement with Toll, which currently has an offer 
for Tranz Rail in place. 
 
Summary of Current Situation 
 
7. In the medium-term rail in New Zealand is not sustainable without government 
support, which necessarily involves a subsidy in one form or another to rail operators.  
Without this support it is likely that a commercially focused rail operator would reduce 
services, particularly on regional routes, and continue to run down the network, 
eventually making viable rail services unsustainable.   
 
8. Based on this assessment the Crown entered into discussions and a subsequent 
Heads of Agreement (HOA) with Tranz Rail with the objectives of rescuing Tranz Rail 
from its financial difficulties; securing the rail network; and implementing a structure 
that would enable the rail freight operator to be commercially viable.  This HOA was 
made public on 6 June. 
 
9. These objectives have now been complicated because Tranz Rail is the subject 
of takeover activity.  Toll has raised its offer for the company from $0.75 to $0.95 per 
share since the HOA was announced.    
 
10. Toll is a large, publicly listed, Australian freight operator.  While it is a relative 
newcomer to rail it has a reputation as a successful inter-modal logistics provider.  Toll 
has a successful track record in mergers and acquisitions and seems determined to get 
Tranz Rail. 
 
Shareholder reaction 

11. Faced with the alternative of a cash offer, shareholder support for the HOA has 
been cautious.  The HOA is hindered by general lack of confidence in Tranz Rail 
management to deliver and by the inherent uncertainties in the (WACC) calculation that 
is pivotal to estimating the value of the deal.   
 
12. For existing shareholders Toll’s $0.95 per share offer has the advantages of 
certainty and new management.   
 
Options 
 
13. In light of possible failure of the Crown/Tranz Rail HOA there are five options: 
 

1. Pursue the existing HOA 
2. The joint agreement with Toll 
3. A joint agreement with Genessee and Wyoming 
4. An on-market bid 
5. Leave market players to act and deal with winner later. 
 

 
1. Existing HOA 
 
14. Government could let the existing Crown / Tranz Rail HOA run and take a chance 
on shareholder acceptance.  However, as the Toll offer closes before the shareholder 
meeting, a decision against the HOA is likely to be expressed by acceptance of the Toll 
offer.  
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Grant Samuel 

15. Many shareholders are likely to have postponed a decision on both offers until 
release of the independent assessment of the Crown / Tranz Rail HOA and Toll offer.  
Grant Samuel is due to report on the Toll offer on 7 July (today) and the HOA on 17 
July.  Neither assessment was available at the time of writing.   
 
16. We understand that the today’s assessment of the Toll offer is likely to also 
contain a preliminary assessment of the Crown / Tranz Rail HOA.  The assessed 
theoretical value is likely to be discounted due to uncertainties in future budgets and 
the reliance on a reformed version of existing management to deliver to deliver the 
results. 
 
Predicted Outcome  

17. Until some market activity on Friday raised the share price above $0.95, our 
assessment was that the $0.95 Toll offer would be successful.  This was also the 
market consensus demonstrated in the post-offer share price and the ability of Toll to 
readily purchase another 10% of the shares after its offer was lodged.  
 
2. Agreement with Toll 
 
18. Over the last week, officials and Toll have been talking to ascertain whether a 
joint arrangement could be agreed. 
 
19. The outcome of those discussions has been positive in that, subject to Cabinet 
agreement, Toll would be prepared to sign an alternative HOA with the Crown to take 
effect should their bid be successful.  The Rail Network Transfer would then be 
completed, establishing TrackCo in Crown ownership. 
 
20. The draft HOA officials have reached with Toll is similar to the Crown / Tranz Rail 
HOA.  The key differences between the Tranz Rail HoA and the Toll HoA are 
as follows. Under the Toll HOA: 
  

• The Crown would not take equity in the operating company; 
• The Crown’s $100 million of up-front capital spending on the network is non-

recoverable.  This expenditure is in addition to the $25 million per annum of 
replacement capital expenditure already planned for TrackCo;  

• Toll would commit to up-front capital spending on rolling stock ($100 million); 
• Toll would appoint a director to TrackCo; 
• The access fee would not recover capital costs for the up-front track 

refurbishment or the first four years replacement capex, but beyond that it is a 
full cost recovery model; 

• The long term cost recovery model places constraints on TrackCo's spending; 
• The threshold below which Toll would lose its exclusive access rights on a 

given line rises from 60% to 70% of present traffic levels; and 
• There would be stronger incentives in the access regime to get more main trunk 

traffic onto rail, with provision to extend this to other lines. 
 
21. The main difference is that instead of the implicit $20 million annual subsidy to 
Tranz Rail there would be non-recoverable upfront capital expenditure on the track 
infrastructure.  A summary of the agreement with Toll is attached as an appendix. 
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22.  Advantages of the new joint proposal are: 
 

• New management and a company with a strong balance sheet;  
• An access pricing regime that puts pressures on both parties to keep costs 

under control; and  
• No on-going implicit annual subsidy 

 
23. In agreeing to the Toll proposal, the Crown would have to signal that it supports 
the Toll bid to delay the shareholders meeting that will consider the Crown-Tranz Rail 
HOA. 
 
Risks of Toll Proposal 
 
24. There is a risk that the Toll offer to existing shareholders may not be successful.   
 
3. Genesee & Wyoming 
 
25. One factor that could alter the outcome is the entry of another bidder for Tranz 
Rail.   On Friday afternoon (4 July) large volumes of Tranz Rail shares were traded at 
above $0.95 and there has been speculation in the press about the entrance of 
Genesee & Wyoming (GW).  This has not been formally confirmed at the time of 
writing.   
 
26. GW is a US based, experienced short-haul rail operator.  Officials conducted 
some exploratory talks with representatives of GW on 24 June.  The discussions ended 
with no agreement or understanding in place with GW.   
 
27. On 4 July a GW representative sent officials a new proposal in the form of a draft 
Heads of Agreement and Management Contract.  The main components are as 
follows: 
 

 Crown acquires 35% of TRH through the Crown / Tranz Rail HOA 
recapitalisation; 

 Crown sell shares to GW such that GW own 19.9% of TRH; 
 GW are granted first right of refusal to purchase the remaining Crown shares; 

and 
 GW is granted a management contract for the operation of Tranz Rail. 

 
28. Our assessment is that this proposal is inferior to the proposed Toll transaction.  
It is unlikely to succeed given how advanced the Toll bid now is and it anticipates a 
large value transfer to GW without an equivalent transfer of risk.  Although the 
introduction of a credible rail manager would enhance the existing HOA it still suffers in 
comparison with the certainty of the existing Toll offer. 
 
 
4. On-Market Bid 
 
29. The government has the option of placing an on-market bid for Tranz Rail.  This 
has the advantage over other options of being certain to secure the network, if the bid 
is high enough.  Once 100% ownership was achieved the Crown could reconfigure 
Tranz Rail as it wished.  
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30. However, the costs and risks of an on-market bid would be high.  The bid would 
need to go above Toll’s current $0.95 offer and any other offers that were made, as the 
possibility of counter offers could not be excluded.  The minimum bid would be at $1.00 
per share, for a total transaction cost of $210 million.  The full cost of the purchase 
would be much higher than the transaction cost as the Crown would also be taking on 
Tranz Rail’s liabilities.  
 
31. In addition, the $210 million would all go to existing shareholders.  The 
fundamental issues of network economics or the deferred capital investment would 
remain to be dealt with.  The company would still need to be recapitalised in addition to 
the purchase cost and there would be annual costs for provision of non-commercial 
services.  
 
Risks 
 
32. An on-market bid has risks including: 
 

• Toll has a blocking stake.  The Crown may not be able to reach key 90% stake 
if Toll holds on to its 20%; 

• Risk of hold out - Government may be perceived as being in a weak position to 
resist pressure to raise its price;  

• If the Crown don’t get 100% then minority acceptances would be needed to split 
out the tracks and restructure the company.  Toll could potentially prevent this;  

• Toll could raise its offer again, resulting in a bidding war; 
• Opportunistic buying on the part of third parties; 
• the Crown would be exposed to risks from the need to arrange short-term Tranz 

Rail management until the organisation is reconfigured.   
 
33. It would take about five months to successfully acquire the company this way and 
an indeterminate time to dispose of above rail assets. 
 
34. Our assessment is that the proposed Toll transaction is preferable to an on-
market bid.  An on-market bid would be very costly and has no guarantee of success.  
Although full Crown ownership of Tranz Rail would make it easier to secure our long-
term objectives for TrackCo the costs and risks are too high. 
 
5. Leave market players to act and deal with winner later 
 
35. There is currently market interest in Tranz Rail.  There is also the threat of 
receivership.  The fifth option is to do nothing, leave market players to act and deal with 
whatever emerges.   
 
36. This is the lowest cost option but it does not secure the network for the Crown.  It 
would rely on the successful purchaser of the rail system to refurbish the network at 
their own cost.  In all likelihood the successful purchaser of Tranz Rail will struggle to 
keep the company viable and will approach the Crown in due course.  However, there 
is no certainty of this and it could take some time. 
 
37. In the mean time, it would not deal with fundamental rail economics problem and 
the risk of line closure, etc.  To alleviate this, the best options available to the Crown 
may be to develop Government/Rail operator relationships to achieve better outcomes.  
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This could entail the use of subsidies to encourage more freight on to rail and to keep 
lines open, and more stringent policing of the existing lease provisions. 
 
Conclusions 
 
38. There are high risks associated with all of the options.  On balance I recommend 
the Crown-Toll HOA option. 
 
Ministerial Responsibilities 
 
39. In my absence over the next few days, it is proposed that Hon Hon Liane Dalziel 
will deputise for me on rail issues. Hon Trevor Mallard will deal with any OIC process 
and Hon Paul Swain will continue to deal with transport policy and safety. 
 
Financial Implications of the Proposed Joint Toll HOA  

40. The decisions would commit the government to $100 million over 5 years for on-
going capital investment in the rail network.  This is offset by the release of $76 million, 
no longer required to recapitalise Tranz Rail, and the removal of the access fee 
subsidy. 
 
41. Cabinet have previously made decisions about funding the Crown-Tranz Rail 
HOA.  To implement the proposed Crown-Toll HOA the following decisions made by 
Cabinet [Cab (03) 19/15 refers] would be rescinded;   

 
• $76 million for the purchase of new shares in Tranz Rail  
• a track access fee structure which amounts to an on-going implicit subsidy 

to Tranz Rail,  expected to be around $20 – 30 million per year.    
 
42. The following decisions would remain intact: 
 

• $1.00 for the purchase of the track infrastructure and around $50m for the 
rental income and lease rights to surplus land;  

• an immediate $44 million cash injection to Tranz Rail;  
 
43. A comparison of the fiscal costs of the Toll proposal and the Tranz Rail HOA is 
provided in the table below.   

 
Summary of Costs Tranz Rail HOA ($m) Toll HOA ($m) 
On signing HOA: 
  Short –term deposit (repayable but ranks 
behind banks and Aratere lenders) 

 
        44 

 
44 

On shareholder approval 
  35% shareholding 
  Purchase of track, surplus land, sub-
leases 

 
        76 
 est  50 

 
Nil 
est  50 

Commitment to upgrading Crown-owned 
track over five years 

      100 (partial 
recovery of cost of 
capital) 

200 (no recovery 
of cost of capital) 

Present Value estimate of implicit subsidy 
through access fee regime 
($20-30m per annum) 

$200-$300 Nil 
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Publicity 

44. A joint press conference is being organised with Paul Little Managing Director of 
Toll this afternoon.   
 
Consultation 

45. The developments that this paper describes are based on events over the last 
days of last week but members of the Ad Hoc Committee on Rail Policy have been 
consulted where possible. 
 
Recommendations 

46. I recommend that Cabinet: 
 
a note that on 6 June the Crown and Tranz Rail signed a Heads of Agreement 

(HOA) subject to the approval of Tranz Rail shareholders whereby the Crown 
would take ownership of the track infrastructure and take a 35% equity stake in 
Tranz Rail [Cab Min (03) 19/15 refers] 

 
b note that shareholder support for the HOA has been cautious and that there is a 

possibility of failure.  In light of possible failure of the Crown/Tranz Rail HOA there 
are five options: 

 
1. Take a chance on shareholder acceptance of existing HOA; 
2. A joint agreement with Toll; 
3. A joint agreement with Genessee and Wyoming; 
4. An On-Market bid; and 
5. Leave to the market and re-activate later. 

 
c note that there are high risks associated with all of these but that the preferred 

option is 2 - A joint agreement with Toll 
d note that Officials and Toll have reached an agreement that subject to Cabinet 

approval, immediately the Toll offer to shareholders is accepted the Crown and 
Toll would enter into a new HOA, with terms similar to the existing Tranz Rail 
HOA.  

e note the main difference between the existing Tranz Rail HOA and the proposed 
Toll HOA is that instead of the implicit $20 million annual subsidy to Tranz Rail 
there would be more upfront non-recoverable capital expenditure on the track 
infrastructure.  Further variations are set out in the paper. 

 
f agree that the Crown and Toll should formally agree to the process described in 

recommendation d. above and described more formally in the paper. 
 
g note that, should Cabinet agree with this proposal, a joint press conference is 

being organised with Paul Little, Managing Director of Toll, this afternoon to make 
the relevant announcement 
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h agree that in my absence over the next few days, Hon Liane Dalziel will deputise 
for me on rail issues. Hon Trevor Mallard will deal with any OIC process and Hon 
Paul Swain will continue to deal with transport policy and safety. 

 
Financial Recommendations 
 
i note that the previous appropriation for ‘Capital contributions to other 

organisations: Track Co: Infrastructure development’ was $25 million per annum 
in 2003/04 – 2006/07. 

 
j approve the following changes to appropriations to allow for increased capital 

contributions to Track Co, with a corresponding impact on the operating balance 
and debt: 
 

 
 $000 – increase/(decrease)  
Vote Finance 2002/03 2003/04 2004/05 2005/06 2006/07 2007/08 GST 
        
        
Capital contributions to other
organisations:  

       

Track Co: Infrastructure
development 

- 15,000 15,000 15,000 15,000 40,000 N/A  

Crown Operating Revenue        
Track Co: Annual maintenance
(subsidy) 

- (20,000) (20,000) (20,000) (20,000)  N/A 

Crown Capital Revenue        
Tranz Rail  (76,000)      
Total - (81,000) 5,000 5,000 5,000 40,000  

 
k note that amounts sought are only approximate, and will be reviewed at the 

October Baseline Update 2003; 
 
l agree that the changes to the 2003/04 and outyear baselines be incorporated into 

the 2003/04 Supplementary Estimates; and 
 
m agree that until the 2003/04 Supplementary Estimates are enacted, the changes 

to appropriations in 2003/04 be met from Imprest Supply. 
  
 
 
 
 
Hon Dr Michael Cullen 
Minister of Finance  
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Appendix 1 -  Summary of Toll Proposal 
 
Purchase of Rail Network 

The Crown would purchase the rail network and associated infrastructure for $1.  This 
purchase would include all the elements necessary to run the network, including track 
infrastructure, structures, signals, the train control centre, intellectual property and the 
plant and rolling stock used for track maintenance. 
  
Purchase of Real Estate Rights 

Tranz Rail’s lease of the rail corridor would be partially surrendered.  Lease variations 
would be developed to allow Tranz Rail to retain use of specific properties. 
 
The Crown would purchase a variety of assets and revenue streams from Tranz Rail.  
These include: 
 

• access rights to surplus land and property; 

• sub-leases including income from road rail bridges and third party access fees; 
and  

• some other infrastructure-related assets and revenue streams.  
 
The value of some of these assets would be subject to verification in the due diligence 
process, but is currently expected to be in the order of $50 million.  This part of the 
transaction should therefore be value neutral for the Crown, with the cost matching the 
value of the assets.  
  
The $44 million cash injection, which has been made to Tranz Rail, was intended to be 
a part payment of this sum.  Under this proposal, it would remain as a loan.  It is 
currently being charged at commercial rates and is second ranking, behind the banks 
and major leaseholders. If shareholders do not approve the deal, this will be repayable 
on 1 July 2004.   
 
TrackCo 

A track company (“TrackCo”) would be established to manage the rail network.  
TrackCo would be responsible for: 
 

• maintenance and engineering functions necessary to maintain the network; 

• network control; and 

• the network operating rules, certification, safety systems, and incident 
management and investigation. 

 
Current third party contracts for network maintenance would also be assigned to 
TrackCo.  
 
This staff transfer is likely to throw up some issues around Government Super Fund 
(GSF) entitlements that may need to be addressed. 
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Tranz Rail would appoint a director to TrackCo.  Further details of the governance and 
management of TrackCo have still to be determined.  The role of NZRC is central to 
these considerations and the working assumption is that NZRC would evolve into 
TrackCo.  Officials are to provide further advice on this matter in due course.  
 
From settlement of the transaction to 30 June 2004 Tranz Rail would operate the 
network under a management contract.  The agreement provides for TrackCo and 
Tranz Rail to jointly establish the budget for TrackCo.  TrackCo is, of course, free to 
spend as it chooses on capital it does not recover from Tranz Rail.   
 
The access fee for the first nine months of TrackCo would be set at a rate agreed to be 
sufficient to cover the costs of an efficient track access provider. 
 
Access agreement 

The Crown would grant access rights to Tranz Rail.  The initial rights would be for 
exclusive assess for freight services, moderated by an enhanced “use it or lose it” 
principle.  The “lose it” threshold would be raised substantially from the level in the 
existing NZRC lease (and that agreed with Tranz Rail on 6 June 2003) for all lines to 
70% of current traffic volumes.    
 
There would be a set of agreements with Tranz Rail about its performance, including 
safety and customer satisfaction. Key performance indicators (KPIs) and each parties 
performance against them would be made public.  There would be a bonus and penalty 
regime. 
 
The government also agrees to give rights of first refusal to Tranz Rail for any new line 
and any new subsidy for a line or a freight service.  
 
There would be provision to protect the rights of existing and currently planned non-
Tranz Rail operators (Auckland metro), heritage operators and Tranz Scenic.  
 
The HOA would advance, but not of itself fulfil, the Crown’s objectives relating to long 
distance passenger services.  In the HOA Tranz Rail agrees to assist the government 
in achieving its objectives with respect to long distance passenger services. Tranz Rail 
has sold its rights to nationwide long-distance passenger services to Tranz Scenic.  It 
may therefore be necessary jointly to buy out the other Tranz Scenic partners to 
achieve access for other parties.   
 
Access Charging  

The proposed access-charging regime has two components.  One that would set the 
total quantum of access charges and the other that would determine how the quantum 
would be allocated among the different rail users and services.  The overall Track 
Access Charge (TAC) to be set at a level that enables TrackCo to recover its cost of 
capital in respect of capital expenditure and its cash operating costs.   
 
TrackCo won’t be entitled to recover its cost of capital on the $100 million of initial 
capex to be made as part of the agreement, or the first four years of replacement 
capital expenditure ($25 million per annum), or on certain other expenditure not sought 
by users or beyond TrackCo’s regulatory requirements (e.g. to extend the network for 
public policy purposes). 
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The TAC will be adjusted at the end of each annual charging period to 30 June by the 
movement in an appropriate index.  The overall TAC would be reviewed every three 
years.  
 

Charge allocation 

The TAC would be collected using a two-part tariff with flagfall and variable 
components split by line segment.  It would be based on the following parameters: 
 

• The variable unit charge to reflect usage of the track, i.e. actual tonnage and 
distance of the traffic, and to be charged on a gross tonne kilometre basis.  

• The flagfall unit charge will reflect the density of traffic that the particular line is 
capable of handling.  Specifically, it will represent access rights to certain train 
paths for a time period irrespective of the number of train paths actually utilised. 

• Unit charges to be indexed yearly by an agreed index.  The unit charge 
mechanism will be fully developed in the nine months to 30 June 2004. 

The charges would be structured and balanced to provide an incentive to move 
additional freight on rail.  It is proposed that 10% or greater volume growth on certain 
lines would attract a GTK charge holiday.  There would also be scope for TrackCo to 
lower the GTK component on any line segment to encourage growth. 

Network and Rolling Stock Investment Programme 

The Crown would commit to investing $100 million to upgrading the network, in order to 
improve its performance, efficiency, safety and reliability. 
 
A working party would be set up to determine the capex programme for the next 5 
years.   
 
In addition to this TrackCo would expect to spend $25 million annually on normal 
replacement capital expenditure which would not be recovered for the first four years. 
 
Toll would commit at least $100 million new investment in rolling stock and 
locomotives. 
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