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SE-1-3
Treasury Report: Mixed Ownership Model - Foreign Ownership
Restrictions
Executive Summary
This report advises you on options to restrict foreign ownership.i to guaraniee
achievement of the Government's test that it “would have t ident of widespread and

substantial NZ ownership”. i ;
The recent Treasury report T2011/1578 suggested that retaihinvesto

r nmentives
may not be necessary to achieve the Governments gbjective of widégspread,and substantial
NZ ownership. However, this will need to be te !ﬁ;l et in the. on phase for each

Programme IPO, based on prevailing market condition

There is a trade-off between any desire tQ
allocation to foreign institutional investors
price tension in the price setting process:;
there could also be insufficient de He whol
restricted from participation, or invite rticipat

t foreign g shigrand price: Some
sidered rablesto maintain reasonable

sequently not allocated. An
risk they may not engage on

overly punitive allocation to forgiginvestors in

subsequent Programme IPOs,o %e assumpti ill not receive a meaningful
allocation. <( ;éz : ( li :

Foreign ownership can t olled a e of the IPQ, at which time the Government
has complete discre a'who to hares to, and it can be controlled into the
future through provisions/ir nstitution or legislation. The main options for
the latter are: %

- reqg

° requ

o limit indi

o place

e provi
and

i[Wirhheld unders9(2)(g)(i)] 2

The choice of restriction depends on the nature of the concern with foreign ownership. The
types of concerns identified in this report do not stand up to scrutiny, but there may
nevertheless be a public perception that foreign ownership is detrimental.

There are no restrictions in NZ's international obligations on the Government's ability to
impose ownership restrictions.

Further work is required to determine the likely extent of domestic interest in the MOM
company shares, and therefore the potential need for ownership incentives or restrictions.
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We propose to report to you on this issue at the time that we consider the content of any
legislation, and again nearer the time of the first IPO when adjustments to the company
constitution are considered [check]. In the meantime, we recommend that the Government
maintain maximum flexibility, and in so doing, minimise execution risk for the Programme
IPOs.

Recommended Action

We recommend that you: : é
a note the options for restricting foreign ownership § %\é

b note that it is possible that the Government's test af spread antial NZ
ownership could be achieved without any forei ership restri that would
reduce the revenue from the transactions

c note our view that the Government s
restrictions on foreign participation unti
2012. [check]

ch nok make 4 ¢ itments regarding
f rther advice in early

Andrew Blazey
Manager, Commercial Tra
for Secretary to the Treas

&

Hon Steven J
Associate f Finance

©

Hon Tony Ryall
Minister for State Owned Enterprises
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Treasury Report: Mixed Ownership Model - Foreign Ownership
Restrictions

Purpose of Report

1. Anissue of significant public interest is the extent of any restrictions on foreign

restrictions on foreign ownership that could be use guUars
this objective.

Q
Widespread and Substantial NZ Ownersﬁ@z{b
2 1 fa

Treasury report T2011/1578 suggestec
demand for shares in mixed ownershig
be necessary to achieve the Governm

ownership, given that incentives hav&adirect fig arthe Government.

3.  The extent of NZ demand wiIIed furth hg possibly through investor
surveys at the time of the‘televant Progra 6 reparation phase, and in the
prevailing market conditio %t hat time.

4. lfNZdemandise be insyffic @ achieve appropriate coverage of an IPO,
the inclusion of in alinve ﬁ' e relevant Programme IPO process is
considered on enefici achievement of the Crown Objectives, orifitis a
concern th land s s subsequently sell their shares to foreigners,
then consi ould be ¢ » soft or hard ownership restrictions.

Options ershipﬁ&é&ms

5. @sﬂon of Wership of MOM company shares needs to be considered in
the~cpntext of the.| nd over the longer term.

6. Attheti %30, the extent of foreign ownership can be controlled through the
share process. The Crown has freedom to allocate shares to whomever it
wishe in the bounds of the offer structure detailed in the offering documents. Itis
onl ined by considerations of price, the desire to ensure an orderly aftermarket
and.ensuying the allocation policy on one Programme IPO does not prejudice the

execution of subsequent IPOs. The three main classes of investor to which shares

should be considered being allocated are the following:

e Foreign institutional investors
° Domestic institutional investors

° Domestic retail investors’

7.  The first two participate in the “book build” price setting process, while retail investors
are allocated shares at the price determined in the book build, or at a discount to that

! Consideration should also be given to Australian retail investors as a source of demand

: Mixed Ownership Model - Foreign Ownership restrictions = Page 4
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price. A reasonable proportion of shares therefore needs to be reserved for the book
build process, otherwise there is a risk that a price is determined that is not reflective of
true market conditions, resulting in a disorderly aftermarket.

Some allocation to foreign institutional investors is considered desirable to maintain
reasonable price tension and given the scope, scale and timeframe of the full
Programme. Wfﬁhefd Lnders9(2)(a)(ill Ty BRI e B i i |

PR e ' These are some of the considerations that need to be -
taken into account in determining the allocations between the classes of investors, but
there is usually still considerable freedom to allocate in a wa

ay that reflects Croyn
preferences. In precedent government selldowns bookbuildidllocations ha
determined by assessing each investor’s bid against a her gf criteri e ed
ahead of the bookbuild in consultation with the vend

The initial allocation of shares does not guarantee e propor, ionres
allocated to New Zealand residents continues/ntg the future. If there is d concern
about who owns the shares in the longer-te ome specifierestrictions will need
to be put in place, either in the company goristity orged through a “Kiwi
share”, or in legislation. The following op is ‘

ly in order from least
restrictive to most restrictive:

5 avalla%
° NZ Listing: the company @pn could prqvide ‘E\hat the primary listing must
be in New Zealand. % §§

d provide that the company’s

*The constitution could provide for some
ents or citizens (the Telecom constitution
citizens).

onstitution or legislation could provide that no
more than a certain percentage of shares without
ership in Telecom is restricted to 49% by any one

stic shares: The company constitution could provide for A and B
A shares reserved for NZ domiciled investors. This was the case
Jew Zealand prior to 2001.

d@w (N s

rmfifﬁﬁeld un Py .

Consistency with New Zealand’s International Obligations

10.

Under our international trade and investment agreements, New Zealand has
undertaken a range of obligations for the benefit of investors and service suppliers.
These obligations include obligations not to: impose barriers to “market access” to a
particular sector (e.g. quantitative restrictions, juridical form requirements or foreign
equity limits), discriminate against foreign investors/service suppliers (national
treatment and MFN), impose nationality or residency requirements on senior managers
and boards of directors on foreign investors, and impose certain kinds of “performance

: Mixed Ownership Model - Foreign Ownership restrictions SR Page 5

COMMERCIAL-IN-CONFIDENCE




Doc 6
Page 35 of 71 Released

COMMERCIAL-IN-CONFIDENCE

requirements” on foreign investors and investments (e.g. requiring technology transfer,
the export a certain level of production or the purchase a certain level of New Zealand
content).

11. The potential measures described above would have the effect of limiting foreign
investor participation in state asset sales and, on their face raise issues of consistency
with these core obligations. However we consider that our trade agreements provide

New Zealand with flexibility to impose such measures as we have taken specific

reservations against the core obligations which allow us to take measures which may

result in-discriminatory treatment of foreign service supplieps;and investorsig@ect of
(

enterprises currently in state ownership.

rship restrictions, if any, depends on the exact nature of the
eign ownership. Possible types of concerns include the following:

° n influence over the running of the company: This could arise if a
dle foreign shareholder owns a significant (albeit minority) stake in the
company and is able to influence its management. This could happen if

Government appointed directors were passive in their control of the company.
Ownership caps and voting restrictions on foreigners would deal to this concern.

o Flow of dividends off-shore: If New Zealanders sell shares to foreigners, the
flow of dividends off-shore will increase. However, given the constraints of the
balance of payments, the payment for the shares (a capital inflow) will
necessarily be matched by a reduction in off-shore debt (a capital outflow), and
the increased flow of dividends off-shore will be matched by a reduction in
interest payments off-shore. The total flow of dividends and interest off-shore is
therefore not affected by who owns the shares. The transfer of share ownership
to foreigners could even be beneficial to the extent that the reduction in off-shore
debt improves the country’s credit rating. Nevertheless, it is possible that public

_: Mixed Ownership Model - Foreign Ownership restrictions (5 o, b Page 6
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concern is based on a perception that increased dividends flowing off-shore is
bad for the economy. The option of separate domestic shares (A and B shares)
would ensure that the flow of MOM dividends off-shore would be constrained to
the desired level.

° Hollowing out of the economy: There could be a concern about the head
office of companies, and therefore the residence of managers, moving off-shore.
This seems unlikely while the Government remains the majority owner and while
the companies’ main operations are based in New Zealand. However, the option
of requiring the head office to remain in New Zealand-would deal to tfg%cem.
e

achievement of the Grown Objectives. In all

be on the NZ stock exchange. The trade-of listing is
minimising execution risk through maximyisi 4 pricing/tension)
versus maximising the increase in deptl and_capital markets. The
option to require the company to lis}/Q only would deal

e
: ted in the IPO to New Zealanders
Nithiagt gwnership restrictions, this is clearly a

-- market. The risk is potentially increased
r at may result in NZ retail investors selling

unt they received.

15. A common concern appe
will subsequently be sp

16. aland listed companies is currently around 36%,
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Foreigh Ownership of NZ Equity Market
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Source: Goldman Sachs &@\\@)/{\le\w Zey Strategy Update of 2 September

2010.

. 17.  This suggests } @ime andon rage, foreign ownership of the shares of the
mixed owneyship\zompanies ray_stabjlise at a similar level. It may even stabilise at a
lower levelgiven'that foreig estars do not have the ability to obtain a controlling
stake, and maytherefore be relatiyely less attracted to own these shares.

18. : on, forgign rship of the Australian Stock Exchange is not dissimilar
A9% Fina ints — September Quarter 2010 and ASX)

Cost of Ownershiip: rictions

19. Restrict
depen hetype of ownership restriction and the severity of that restriction. For
exampte eparate shares were sold to foreigners and New Zealanders, it would be
expe that the latter would sell and continue to trade at a discount to the shares

owned-by foreigners. The extent of the discount would in part depend on the
proportions of A and B shares.

20. Depending on the extent of any restrictions, there could also be a problem in finding
enough demand for the whole MOM program if foreigners were restricted from
participation. Maintaining flexibility minimises IPO execution risk, as demand, allocation
policy and foreign ownership can be assessed at the time the relevant Programme IPO
is being prepared, with reference to the prevailing market conditions. Given the
extended period over which the MOM is to be carried out, flexibility is important.
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Previous NZ and Overseas Experience

New Zealand

21. No restrictions were placed on the ownership of shares in most of the sales of State
Owned Enterprises, including the three most recent ones Contact Energy Ltd, Capital
Properties Ltd and Auckland International Airport Ltd.

22. As mentioned above, significant restrictions were put in place for Air New Zealand by
restricting A shares to residents of New Zealand. The reasen for this restrictién was to
preserve the bilateral landing rights.

23. Foreign ownership in Telecom is limited to 49% by
the directors must be New Zealand citizens. The
motivated by a concern about the security and competitiveness of Te

international services, which it was feared could-he conipromise
company had a controlling interest. @

Australia

24. Restrictions on the ownership of sh torsswere put in place in the
theps. For example, at the time

low some foreign participation
3ré placed in the case of the sale of

éd to 5%), and 40% when QR National
estor was limited to 15%).

perate in certain sectors the global trend has
ons on foreign investment.

reign direct investment (FDI) Index for OECD countries.
trictiveness based on foreign equity limitations, screening

26.

: FDI Restrictiveness Index in select OECD nations

: Mixed Ownership Model - Foreign Ownership restrictions ; Page 9
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Closed =1,0pen=0
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Next Steps O\
N0
27. Furthery

T
!

FDI Restrictiveness Index

Denmark
Czech Republic

§

required to determine the likely extent of domestic interest in the MOM

comp ares, and therefore the potential need for ownership incentives or

restfieti We propose to report to you on this issue at the time that we consider the
co ) any legislation, and again nearer the time of the first IPO when adjustments
to the company constitution are considered [check]. In the meantime, we recommend

that the Government maintain maximum flexibility, noting that it is possible that the
Government’s test of widespread and substantial NZ ownership could be achieved
without any measures that reduce the revenue from the transactions, however, this
should be assessed in the prevailing market conditions during the preparation for the
relevant Programme IPO.

: Mixed Ownership Model - Foreign Ownership restrictions Page 10.
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Treasury Report: Mixed Ownership Model - Foreign Ownership
Restrictions

Executive Summary

Government’s test that it “would have to be confident of wi nd subs ew

Zealand ownership”. ,; é

There are strong economic arguments supporting foreign participationdminitial public offers
(IPOs), however for the purposes of this report, w cused ongestrictions to
participation.

There is a trade-off between any desire to re ign ownérship-and the price of shares:
Some allocation to foreign institutional investq desirable to maintain reasonable

price tension in the price setting proce: ading on the’exient of any restrictions there
could be insufficient demand over th prdgramme if foreigners were
i igh investors increases the risk
é time of the IPO, as the Government

restricted from participation, as a p
g'share allocation process, and the conduct

This report advises you on options regarding foreign ownershi to act@
ti

that they will not engage on mixed o

cétebe i New Zealand
gtors to be New Zealand citizens

ownership to a specified percentage of the company

réStrictions on shares owned by foreigners

e limit agg ign ownership to a specified percentage of the company
f place @

g pror separate share registers for domestic and foreign owners (A and B shares),
and

{Wih'he!d unders9@NgiT i ‘

i g -sios ST SREEK) 4 =3

The choice of restriction depends on the nature of the concern with foreign ownership. The
types of concerns identified in this report do not stand up to scrutiny, even though there may
be a public perception that foreign participation in ownership is detrimental.

There are no restrictions in New Zealand's international obligations on the Government’s
ability to impose ownership restrictions, although the design of any restriction is important.

Further work will be required to determine the likely extent of domestic interest in the MOM
company shares, and therefore the potential need for ownership incentives or restrictions.
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We have prepared an initial report on this topic [T2011/1578 refers] and will provide more
advice in the sales programme report.

Recommended Action

We recommend that you:
a note the options for restricting foreign ownership
b note that it is possible that the Government’s test of wid

c note that options a) — ¢} in the Executive Sum e
harm to the fiscal objectives from selling share

constitutions, and

d  note our view that the Government shoulc
restrictions on foreign participation unti )
second, third and forth IPOs in the m' @

Andrew Blazey
Manager, Commerci
for Secretary to th

RN
N
Hon Bil) Q@w Hon Steven Joyce

Minis inanc:@D Associate Minister of Finance

Rt Hon John Key
Prime Minister

Hon Tony Ryall
Minister for State Owned Enterprises

T2011/1710 : Mixed.Ownership Model - Foreign Ownership restrictions 4 Page 3
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Treasury Report: Mixed Ownership Model - Foreign Ownership
Restrictions

Purpose of Report

1. This report provides you with information on foreign ownership in relation to extending
the mixed ownership model. This information is in preparation for your meeting, with
Treasury and its financial advisor at 5.00 pm on Monday ust 2011. &

Widespread and Substantial New Zealand Owngﬁ@ ‘\@9
W
2. smifi-cant . Zeajand demand

for shares in mixed ownership model compapies,land that ince ay not be
necessary to achieve the Government's o iveof' widesprea
Zealand ownership [T2011/1578 refers].

ubstantial New
ill'oo tested fu@zding through investor
Options for Ownership Restrict@
4.

The question of foreig %s ip of MOM.company shares needs to be considered
both in the context o of IPOs Apd ovepthe longer term.

Treasury has suggested that there are indication

3s the freedom to allocate shares to whomever
pture detailed in the offer documents. It is only
pe and the desire to ensure an orderly aftermarket.

ifa
6. ain clich shares need to be allocated are the following:
° domest'g @westors (this may include ex-patriate New Zealand investors)

gh institutional investors.

S
7. Th two participate in the “book build” price setting process', while retail investors

are allocated shares at the price determined in the book build — or at a discount to that
price. A reasonable proportion of shares therefore need to be reserved for the book
build process, otherwise there is a risk that the price is not reflective of true market
conditions which would result in a disorderly aftermarket.

' This is akin to an auction, whereby institutional investors are invited to submit bids. It is a price
discovery process. Acceptance of the bids is not binding on the Crown. Because bidders usually bid
for more shares than they really want, in the expectation of being scaled back, the Crown has some
flexibility in deciding how to allocate the shares between the bidders. The manner of conducting the
book build will be the subject of further advice.

T2011/1710 : Mixed Ownership Model - Foreign Ownership restrictions £ Page 4
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While the Crown has considerable flexibility in deciding how to allocate the shares
amongst institutions participating in the book build, a minimum level of allocation to
foreign institutional investors is likely to be desirable to maintain reasonable price
tension given the scope, scale and timeframe of a full mixed ownership programme.
There is a high risk of collusion amongst domestic institutional investors if there is no
foreign participation. These are some of the considerations that need to be taken into
account in determining the allocations between the three classes of investors, but there
is usually still considerable freedom to allocate in a way that reflects Crown
preferences.

The initial allocation of shares does not guarantee that th rtion of sh
allocated to New Zealand residents continues into the ft e risk of a-la cale
change in the composition of the shareholding immediatéJy.after an IPQO i ter if the

price and allocation is misjudged relative to the der

|£ d{for the shar
M, thenvsome specific
he s Qne

Fon which is

a ovide that the primary
listing must be in New Ze

b New Zealand Head O ion could provide that the
company’s head offi

o Directors to be Ne : constitution could provide for some
or all directors {o® ' iderts or citizens (for example, the Telecom

constitution requ 7 & B 0 be New Zealand citizens).

ap: There could be a cap on the aggregate foreign
ny would need to monitor this and require foreign
d the cap, to divest themselves of some of their shares.

ns: The company constitution could provide that shares owned
areigners have no voting rights.

o !
epa Iq ; domestic shares: The company constitution could provide for A and B
sharés, with A shares reserved for New Zealand domiciled investors. This was

@ ase with Air New Zealand prior to 2001.
fer s9(2)(g) ()] LA A :

’(Wihhef I
R Ui e |

Consistency with New Zealand’s International Obligations

11.

Under New Zealand'’s international trade and investment agreements, there are a
range of obligations, including to not: impose barriers to “market access” to a particular
sector, discriminate against foreign investors/service suppliers, impose nationality or
residency requirements on senior managers and boards of directors on foreign
investors, and impose certain kinds of “performance requirements” on investors and
investments. '

. T2011/1710 : Mixed Ownership Model - Foreign Ownership restrictions St Page 5
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The potential measures described above would have the effect of limiting foreign
investor participation in state asset sales, however New Zealand has taken specific
reservations against these obligations in its current trade agreements. This provides
the Government with flexibility to take measures which may result in discriminatory
treatment of foreign investors in respect of SOEs. With that said, it is not a guarantee
that future trade negotiations will be successful in securing the same policy flexibilities

as we have done to date.

13. Itis an important consideration that such

investment destination. We note that foreign ownershi

measures which

trict foreign owrership
may have the effect of impacting negatively on New Zeal reputation
so-Hkely

become significant pressure points in future trade and.i

[Withtisld Urders9(2) (@), FRa

Purpose of Ownership Restriction

ents w
ent negoti

|
Y

e exact nature of the

15. The choice of ownership restri wbany, dep %
concern with foreign ownersh sible typ emns include the following:

Concern

Treasury Comment

Foreign influence over the r

stake in the company and'is ab}

management. %
P X

i Id happen if Government appointed

3 ors were passive in their control of the
ompany. Ownership caps and voting restrictions

on foreigners would deal to this concern, but

would be second best to ensuring that directors

exercise active control.

Flow of dividen e: If New rs
sell shares to forei e flow of divi s off-
shore wil @7

N
\%
&

Given the constraints of the balance of payments,
the payment for the shares (a capital inflow) will
necessarily be matched by a reduction in off-
shore debt (a capital outflow), and the increased
flow of dividends off-shore will be matched by a
reduction in interest payments off-shore. The
total flow of dividends and interest off-shore is
therefore not affected by who owns the shares.
Nevertheless, it is possible that public concern is
based on a perception that increased dividends
flowing off-shore is bad for the economy. The full
economic impact should be considered.

Hollowing out-of the economy: There could be
a concern t he head office of companies,
and therefore-thé residence of managers, moving

off-shore.

This seems unlikely as the Government is to be
the majority owner and the companies’ main
operations are based in New Zealand. However,
the option of requiring the head office to remain in
New Zealand would deal to this concern. Advice
on the sales programme will consider the
implications of listing on a second exchange.

Impact on the share market: Increased foreign
ownership could result in the company seeking to
list the shares in other stock exchanges, rather
than on the NZX.

This seems unlikely while the Government
remains the majority owner. The option to require
the company to list on the NZ stock exchange
would deal to this concern.

T2011/1710 : Mixed Ownership Model - Foreign Ownership restrictions
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16. Even though we conclude that the above concerns do not stand up to scrutiny in the
context of the MOM program, we note that foreign participation in the New Zealand
sharemarket actually has positive effects for the New Zealand economy. It:

° increases its liquidity, making it easier for New Zealand shareholders to buy and
sell
° increases access to capital for existing and newly listed companies, and
° may achieve greater stability in the market after the | j é
17. Greater openness generally increases international co ,andt Utation

P
of, our capital markets. @
Foreign Ownership Beyond the IPO % > LN ;

<
18. A common concern appears to be that shg} : fbb \W
V QUL O

will subsequently be sold to foreigners. L\
possibility. The risk is possibly increeg;'é agliscou

that will encourage them to cash out’theirdigcount b
19. However, while some shares may-be sgid to forgigne
proportion of the shares will falM 3- feign ha -%

,\. g%. These include:

° foreigners’.c acquiri mation on New Zealand companies and on the
New Ze al syste %- ater than the costs of acquiring such
infor% companies Q“ A their own countries, and

20. Th S probal

in why foreign ownership of New Zealand listed
d 36%, on a declining trend:

\%\\
3 60.3%
g o 55.1% 54.5% T
50% - 47.2%47.1% " S T T S T S e e e
@ by 45.4% 46.0% . oo
E aL4%
A%
o 40% ~ i T j ] § 1 A% o
&
2
£ 30%
£
\O‘
& 20% A
10% ~ & H -
0% T T T T T T T T
r~ w o © = Mm S W O I~ o o
3 & & & B & ¢ ¢ & 8 & o
= i I P L.
g ©® & ® & ®& ® ® & ® § §
(&) (&) (a] [a] [s} = - = = = Lo L]

Source: GS&PNZ Research estimates

Source: Goldman Sachs & Partners New Zealand Equity Strategy Update of 2 September 2010.

T2011/1710 : Mixed Ownership Model - Foreign Ownership restrictions Page 7

COMMERCIAL-IN-CONFIDENCE




Doc 7
Page 47 of 71 Released

COMMERCIAL-IN-CONFIDENCE

21. This suggests that over time and on average, foreign ownership of the shares of the
mixed ownership companies may stabilise at a similar level. It may even stabilise at a
lower level given that foreign investors do not have the ability to obtain a controlling
stake, and may therefore be relatively less attracted to own these shares.

22. As a comparison, foreign ownership of the Australian Stock Exchange is not dissimilar
at 41%.

Cost of Ownership Restrictions

23. Restrictions on foreign ownership would inevitably ¢
depend on the type of ownership restriction and t
example, options a) — ¢) in paragraph 10 are likel
readily be implemented by a change to the cor

24. However, if separate shares were sold to forgi
expected that the latter would sell and centintie unt to the shares

depend on the

, ¢ ich until 1988 similarly had
SLers shares reserved for Swiss

nationals, the registere E e -‘. bof around 50% to the bearer
shares. Finally, a study gaporean bankstshows that the partial relaxation of
foreign ownership res 305 pesulted |‘:: inerease in the share price and hence

25. The converse teth wn %strictions on the Crown is that the companies
hergost of capit i

will face a hi r cost of capital will likely:
. redu@

26.

Previous New Zealand and Overseas Experience

New Zealand

27. No restrictions were placed on the ownership of shares in most of the sales of State
Owned Enterprises, including the three most recent ones Contact Energy Ltd, Capital
Properties Ltd and Auckland International Airport Ltd.

28. As mentioned above, significant restrictions were put in place for Air New Zealand by
restricting A shares to residents of New Zealand. The reason for this restriction was to
preserve our rights under the international air services agreements.

T2011/1710 : Mixed Ownership Medel - Foreign Ownership restrictions Page 8
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29. Inthe case of the sale of Contact Energy Ltd, and probably also in the case of the sale
of Auckland Airport and Capital Properties New Zealand Ltd, shares were explicitly
allocated preferentially to domestic institutions, while allocations to foreign institutions
were limited to the minimum that was necessary to ensure that they were encouraged
to do the research and bid strongly for Contact shares.

30. Foreign ownership in Telecom is limited to 49% by any one foreign investor, and half of
the directors must be New Zealand citizens. The restrictions appear to have been
motivated by a concern about the security and competitiveness of Telecom’s

international services, which it was feared could be compromised if a foreig ephone
company had a controlling interest. %

Australia @ @9

31. Restrictions on the ownership of shares by foreig tofs were put AY e in the
case of some sales of state owned enterprises-but not c le, at the time
of the sale of the first tranche of the Commorwealth-B . in 1991, no
foreign ownership was allowed, but this w axed to allo e foreign participation
in the second and third tranches. No re were plg the case of the sale of

a number of precedent public asset sg 3in 1999 and
AlintaGas in 2000, but aggregate foreig , ted to 35% when the
second and third tranches of Tels{rawere 999 ahd 2006 (each individual
foreign investor was limited to 5%)yanc inchividual investor was limited to 15%
when QR National was sold iR 2 indj oreign investor was limited to
15%).

Other @

32.  While barriers to fgréi stmen n certain sectors the global trend has

i ign investment.

33. k C adirect investment (FDI) Index for OECD countries.

s strictions. When comparing the data over the last decade
the n a significa cline in the FDI restrictiveness index from 1998/2000

bot restricting foreign ownership. Of the 34 OECD countries,
increase in the index (Iceland, Japan and New Zealand).
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FDI Restrictiveness Index in select OECD nations

Closed = 1, Open =0

Iceland
Canada

Turkey |—
Mexico *

Australia

Austria
Korea

Japan : -
Poland | - "
| e Zesland_ [ —_— ]
NI

Finland |
Switzerland

Czech Republic |[Feeees
United States
Spain
Hungary
Portugal
Sweden
Greece ]
France
Italy
Belguim
Denmark
Germany
Netherlands
Ireland
United Kingdom |
Slovakia |

Slovenia
Luxembol 2
a

ISrael

FD! Restrictiveness Index

! K32
G
G

na

tonia
% 1
@ 0.00 WU 0.20 0.30 0.40 0.50
% % = 1998-2000 = 2010
Source: OECD dat@ﬁ UNCTAD

34. The abg illustrates the fact that New Zealand is perceived to already
have a vefage barriers to foreign direct investment. While foreign direct

inve iffers from investment in the New Zealand share market, the table
stime

{

abo nevertheless be illustrative of the perception that exists about
inve t into New Zealand.
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From: Andrew Blazey

Sent: Wednesday, 24 August 2011 8:17

To: Angela Graham

Cc: Dieter Katz

Subject: FW: Paper on allocation policy [I]

Attachments: Deutsche Bank and Craig Investment Partners — thoughts on pre-election public

discussion relating to allocation policy - 2011.08.22.docx

From: Peter Molesworth [mailto:peter.molesworth@db.com] @
Sent: Monday, 22 August 2011 10:05 p.m. ’
To: Dieter Katz %

Cc: Andrew Blazey; ~EXT: Brett Shepherd; David Gibson; Michael Richardspn; Justin wye; ;cqueline Parsons;

John Moore; Frank Aldridge

Subject: Paper on allocation policy [I] %

has d i j
N2 ay pd

Classification: For internal use only

Evening Dieter,

draft would help.

The attached note specifically deals
- the relevant trade-offs of including
- considerations in relation to prex
- our recommendation as to publi

Hents on % Z
T

Brett, David and I were Hoping to gatch up tomorrow at¥ome point to run you through the attached note, so please let me know of
your availability and sc a meetin rence call at a time that suits.

Regards,

N
N

(See attached file: Den
discussion relating

ank and Craig Investment Partners — thoughts on pre-election public
Hocation policy - 2011.08.22.docx)

Equity Capital Markets
Deutsche Bank AG

Ph: +612 8258 1692
Mob: +61 (0)408 161 155
Fax: +612 §258 2220

This e-mail may contain confidential and/or privileged information. If you
are not the intended recipient (or have received this e-mail in error)
please notify the sender immediately and destroy this e-mail. Any
unauthorized copying, disclosure or distribution of the material in this
e-mail is strictly forbidden.
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Allocation policy discussion paper

The purpose of this paper is to detail the considerations and trade-offs in relation to
particular statements made prior to the election (and first IPO), regarding’ allocation policy.
The discussion paper concludes with a recom ist of st that could be
utilised as part of political discussion, debate a ing prior lection.

1. Objectives of the extension of the Miéﬁz%nership Mod@
xed Own el ("Programme”) as they
— The Crown maintainin

— Low execution ri i
for shares in the | nvestors

The key objectives of the extensio
relate to allocation policy are:

New Zealand residents at the

of the IPOs measured by good demand
itive experience in the aftermarket

f the New Zealand equity market
tHe Crown

companies to obtain growth capital without being

Ensure these large and important companies reap the
its of sharperegmmercial disciplines, more transparency and external investor
; %hem to make the strongest possible contribution to New Zealand’s

% A numb%hj objectives in this circa NZ$7 billion initiative have competing characteristics,

espread and substantial New Zealand ownership (when taken to its broadest

ocation policy — what has been said publicly to date?

o frame the discussion of public position of the Crown on allocation policy going forward, it
is important to analyse what has been said to date in the public arena.

As far as we are aware, in relation to allocation policy, nothing other than the consistent
message that “New Zealanders are at the front of the queue” has been stated.

We also note that the potential for the incorporation of a loyalty bonus share scheme as
part of the IPO offer structure has been mentioned in recent months as an incentive to
reward investors with a long term wealth accumulation bias.

The remainder of this discussion paper highlights the considerations and implications of
expanding upon the above statements in the public arena prior to the election and first IPO.

@ CRAIGS DRAFT !
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3. What will define a successful Programme IPO?

From a New Zealand populous and capital markets perspective, we believe a successful
Programme IPO will be assessed as having:

1. Widespread and substantial New Zealand o ghi sidents at the

2. A positive aftermarket where investo
having made the decision to inves

3. Achieved a pricing outcome fg

There are e J

Progra swhi iSeUs i

highlig%} policy and capital markets perspective of having a New
Ze ; whic% e are broader than IPO pricing alone.

Summary ffs in relation to New Zealand investor priority allocation
% h reference to the relevant Crown Objectives
wﬂ‘( RELEYANT ADE-OFFS (Pros) VERY RELEVANT TRADE-OFFS (Cons)
v Widespre antial New Zealand x Minimise execution risk
@ owne * Maximise demand by seeking interest from the
v B, n ool of investments available to broadest pool of investors
New Ze savers, and the quantum of that % Aftermarket performance

%‘ e equity market % Achieve fair value for the Crown
LESS RELEVANT TRADE-OFFS (Second order
cons)
@ % Depth of New Zealand capital markets (ie lower

foreign direct investment)

% Greater level of external enquiry and oversight
as to Company performance (given lower
international investor involvement)

% Allow the companies to obtain growth capital
without depending on the Crown — potential for
higher cost of capital given more geographically
limited shareholder base

Note that we believe a New Zealand investor allocation priority is expected by the market
and consistent with public statements to date, however, there are a number of reasons why
it is important that this allocation priority is not framed such that it limits international
participation:

@ CRAIGS - . DRAF 2
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— Where the allocation priority is too heavily slanted toward New Zealanders, it is almost
certain that that this will deter international investor engagement across the
Programme IPOs, thereby substantially increasing execution risk.

— International investors have an important role to play in terms of geneyating price
tension during the bookbuild process and in the, rket for ea e Programme
IPOs. Severely restricting their allocation fro t will disgourage their bids in the
Programme IPOs and threaten the Crown’ i of optimisi

— The sequencing and timing of the Pro@ Os is yet to
some Programme IPOs could generate significant domesgtic de

essful. Mark i
a.tainch to gompletign, impacting investor
pssential to E@) strain demand pools from the

he well suited to retail participants and so
fient is critical to ensuring the success of these IPOs.

ions~ofsighificant size (>NZ$1bn) in the region. This demonstrates the
inestors is common in significant Public Asset Selldowns.

nckig
MW Zealq@&ﬂq%tralian Public Asset Selldowns — allocation analysis
Y
\sq;/ Offer \{J
date si Allocation Description of priority allocation structure

—r - o |
CBA 1 1991 i | 43% Priority allocation to employees, customers and retirees

“ ' Jul 1 e e —  Priority allocation to employees (up to 5,000 shares)
A g il ’ [ B Lad n —  Priority allocalion to customers (allocated a maximum of

lon 16,200 shares vs. 14,600 for public offer)

ShY $1.7 F PRI 1 — Guaranteed allocation for existing CBA shareholders
3 billion 3 3 A ($3,000)

?f
|
:
:

$1.9 ol —  Priority allocation to employees (up to 5% of issued
hQANTAS 1995 billion'® ! 2Ly i capital reserved for employees)
e —  Priority allocation lo employees (up to 300 shares)
WCBA 3 4 ,"ggs biﬁitr?"’:‘ 23% : J —  Priority allocation to existing CBA investors (1 for 4 share
73 T allocation)
Q; Ist — Guaranleed allocation for pre-registrants (up to 600
2P 15% 22% | 18%
Telstra 1 1997 billion L i —  Guaranteed allocation for employees (up to 2,000
shares)
Nov $1.0 l T TR | —  Priority allocation for Queensland residents and existing
Suncorp 2 1998 billion e shareholders
K May NZ$1.1 : J —  Priority allocation to pre-registrants (up to NZ$2,500 vs.
confoct 1999 billion _ NZ$2,000 for non pre-registrants)

@CRAIGS‘ ‘ - : DRAFT 3
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Felstra
Telstra 2

Telstra
Telstra 3

a4
QR NATIONAL

Institutional allocation includes foreign allocalions

$25,000
= Broker firm » Retail public offer = ‘oreign
(a) Includes 25% British Airways stake
(b)

Qct
1999

Nov
2006

Nov
2010
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— Priority allacation to existing Telstra shareholder mis (1
for 5 share allocation)

$16.6 . IR j —  Guaranteed allocation for pre-registrants (up to 400
billion fee shares)
— Guaranteed allocation for employees (up to 5,000
shares)
$15.5 : o - atahnteed allocation fon: exis| elsira sharehoiders
billion 26% j af least 3,000 shares or if me ar 2 share allocation)
= - aranfeed allocation for ethe p to 2,000 shares)
= rivriiy.allgcation to Quekng gsidénts (allocated
1?&‘@ Shares for whichhihey applied, also entitied to a
highernumber of Igyalty-bon hares (1 loyalty share for
15 (vs. 1 for 2Q a~maximum of 675 loyalty
sio N T i

~The key point to note however is that it is
s’maximum flexibility in relation to allocation

5. Impl tion of tg@gamme IPOs - what form will the offers take?
i

y likely gi ca NZ$7 billion scale and profile of the Programme IPOs that
| be a requir or some or all of the IPOs to be undertaken via a fully marketed
i ing, as has been done for the vast majority of NZ, Australian and

@) CRAIGS
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Institutional offer

— General Public Offer
— New Zealand residents / citizens

— Broker Firm Offer
— Clients of New Zealand brokers

Potential for New Zealand /pﬂ@)

— Kiwisaver managers
ixed Ownership Model (concept only at

Financial Ips(itutions (eg ACG / NZ

investors including

N %e tial for New Zealand priority

— Priority allocation provided to
resident retail applicants in th
Oifer

loyalty shares (eg T teyalty share for ev,
held up to a )

oy

;ion of allocation policy

k%.JLMS for each Programme IPO will, in
corisultation with the Crown and its advisers

evelop a set of allocation criteria for the
institutional offer, in advance of the bookbuild to
determine the final IPO price and allocations.
These criteria can provide priorily to New
Zealand participants in the institutional offer,
however, it is important to ensure international
investors are engaged ~— this will be driven by
their expectation of being given a meaningful
allocation

d of marketing an IPO are on one hand giving New Zealanders

6-Preselection publ@
have highlig%} he key trade-offs in relation to defining and implementing an

be “at the front of the queue”, versus minimising execution risk during

ation pol
mfort that the
@ the IF'O@ ied, which from the time of launch will extend for approximately two months.

Below(w

ine, both in summary diagrammatic form and detailed consideration analysis,

of IPO allocation policy alternatives that have been discussed with us recently
respective consequences. The colours represent our advice to the Crown with

ct to each alternative:
Green: recommended
— Amber: not advisable

— Red: strongly recommend against

@ CRAIGS
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NZ residents will recelve a
priority allocation — be at the
“front of the queue”

It is our objective that at least
[85]% of each Company will
be owned by NZ following
allocation of the IPO

RECOMMENDED [

¥ Maintains maximum flexibility at

of detail

can determine relalive allocatiq "
policy with the full pict; Adds 1o the risk4
demand avallable and conlinues and

market conditions and Investol
sentiment at the time of
execulion, thereby minimising
execution risk

x Crown wlll face ongoing
questioning about lack of detail
relation to the MoM Programme

Each NZ resident

that applies will

be guaranteed a
minimum

cross a 4 IPO

rogramme and
potentially
mathematically
impossible to
achieve if NZ
applications exceed
expectalions and
avallable capilal

veslor pools
(both NZ and
International) will
be categorised
and each
category will be
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NZ residents will

allocated a fixed be allocated all of

percentage or
dollar value of the
offer

what they apply
for

NOT RECOMMENDED

lower ranking
categories of NZ
investors and
foreign investors,
decreasing demand
and pricing tension
and raising many
additional questions

Potenlial to allenate = Polential to alienate = Implicit in this

NZ resident
calegories and
foreign investors
allocated a smaller
percentage or
dollar value of the
offer decreasing
demand and pricing
lension

statement [s that
Crown believes that
NZ resldent
demand can cover
the lransaction —
failure to achieve
this may result in a
failed transaction

/

Each offer will
only be available
to NZ residents

= Explicitin this
statement is that
Grown believes that
NZ resident
demand can cover
the transaction -
fallure to achleve
this may resuftin a
{ailed transaction

Provision of further detail on allocation policy will be a beacon for public.commentary, elevate debate
onithe pros and'cons of the MoM Programme and likely exacerbate negative commentary.
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/

Allocation alternatives

Public Description of
statement allocation policy Considerations relative to Crown Objectives
— Prority is highlighted but not defined v NZ residents are at the front of the queue and priority
~ Priority to NZ residents Is achieved ~ consistent with public i
through: v Malntains maximum flexibility as the Grown

— Priority allocation - the final allocation available and In light of market conditions &

policy is determined after completion of
1he respective SOE IPO bookbulld,
therefore, in the interim, the relativity of

NZ residents will the priority allocation to NZ residents
receive a priority versus non-NZ residents remains
allocation — be at flexible and at the discration of the
the “front of the Crown
queue" — the Inclusion of retall incentive

preference for NZ residents (eg retail
discount and loyally shares)

Iimited foreign allocation policy is then employed, this will put at
istent with objectives of minimising execution risk across the

dtonal Investors are invited to bid a
alional demand for the Programng

= International investors will receive

allocations

— Priority is broadly defined on a NZ

ownership basis %: lc statements (goes further) and facilitates widespread and subsiantial NZ

targeting lhat [85]% NZ ownership of£ 3 gxlbility &s the Crown can determine allocations within the bounds of the targeted register composition
company (including the Crown's retaire 5 erpational — reduces execution risk
It is our objective stake) post allocating the IPO i et ownership stated — failure to achieve this level of demand will negatively impact perception
that at least ~ Internalional investors engage o g : deally and internationally — increases execution risk as aftermarket may be weaker given NZ support

[85]% of each there will be a meaningf
Company will be offer available for inp/estme riational inveslor engagement to be lower on the expectation of receiving a poor allacalion and
owned by NZ coR decreases demand and pricing tension — inconsistent with objectives of minimising execution risk,

following oplim’s

allocation of the growth capital going forward and sharpening the companies commercial disciplines through accauntabliity to
PO ‘national investor base
@ otential to impact international demand for subsequent Programme IPOs given allocation experlence — increases

Programme execution risk

¥ NZ residents are guaranteed a specific dollar value of shares — consistent with public ts (goes further) and
facllitates widespread and subslantial NZ share ownershijp

~ Piiorit pugh
guaranleeing that eniAhat v’ Polential for a simllar message but without delining the dollar value - consistent with public statements and facilitates
applies will receive ocation of widespread and substantial NZ share ewnership
$[2,500] % Very Inflexible across a 4 IPO Programine and potentially mathematically impossible to achleve It NZ applications
— Internalioria exceed expaclations and avallable capital — may necessilate the government not delivering on iis guaranitee
Each NZ resident p \
that applies will residydl porti e offer, if any % Polential for international investor engagement to be significantly lower on the expectation of recelving a poor allocation
be guaranieeda Q and consequently decreases demand and pricing tension — inconsistent with objeclives of minimising execution risk,
i oplimising value for the Crown, Increasing the depth of NZ capital markets, enhancing the companies ability to obtain

allocation of growlh capital going forward and sharpening the companies commercial disciplines through accountability to

$[2,500]

international investor base
X Once the IPO is launched, if significantly reduced International investor demand is coupled with Insulficient NZ demand
to cover available offer size the transaclion may not complete — significantly increases execution risk

¥ Narrower share regisler post offering — increases the likelihood of unsatisfactory aftermarket trading

' Research by William Megginson in his bock, The Financial Economics of Privalisations: 2005 indicates that where foreign
ownership is allowsd, the speed at which SOEs become more efficient increases more quickly than where ownership is purely
domestic
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Investor pools
(both NZ and
international) will
he categorised
and priority
ranking assigned
and publicly
disclosed

Investor pools
(both NZ and
international) will
be categorised
and each
category will be
allocated a tixed
percentage or
dollar value of
the offer

NZ residents will
be allocated all
they apply for

Each offer will
only be available
to NZ residents
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/

— Priority ranking Is explicitly defined v' NZ residents are at the front of the priorily queue but ranked as amongst themselves — consistent with public statements
— Priority to NZ residents is achieved through (goes much further) and facilitates widespread and substantial NZ share ownership
disclosure of categories of investors and % Potential to alienate lower ranking categories of NZ investors decreasing demand and pricing tension and raising many
relative ranking for allocation priority — questions — inconsistent with objectives of widespread ownership, optimising value for the Crown, increasing the depth of
various NZ groups will be ranked amongst NZ capital markels, enhancing the companies ability to gblain growth capital golng forwafd

themselves and rank ahead of intemnalional % Potential for international inveslor engagement to b
investors consequently decreases demand and pricing tengfon
— International investors will be last in this aplimising value for the Crown, increasing the-depth of N
queue growth capital going forward and sharpenirigife
International investor base
% Potential lo impact inlernational demand
Pragramme execulion risk

%
— Priority Is explicitly defined by category v’ NZ residents are at the o
— Priority to NZ residents is achieved through consistent with public stateme;
disclosure of categories of investors and % Potential to aliend centage or dollar value of the offer decreasing
altributing to each category a fixed demand and p idespread and substantial NZ share ownership, oplimising
percentage or dollar value of the offer 2 ) g VZ c markels, enhancing the companies ability to abtain growth capital

— International investors will be last in the
queue 2N ag g'be lower on the expectation of receiving a poor allocation and

offering — increases the likelihood of unsatistaclory aftermarket trading

yiihe entire offer provided to NZ residents should they have demand — consistent with public
ch further) and facllitates widespread and substantial NZ share ownership

nthatinternational Investor engagement will be very low or non-existent on the expectation of receiving a poor

A risk, optimising value for the Crown, increasing the depth of NZ capital markets, enhancing the companies
to oblain growth capital geing forward and sharpening the companies commercial disciplings through
untabllily to international investor base
Implicit in this statement is that Grown believes that NZ resident demand can cover the transaclion — fallure lo achieve
this will negatively impact perception of the offer, both locally and internationally — increases execution risk and risk of
IPO fallure
Potential for very low international demand. If this is coupled with insutficient NZ demand 1o cover available offer size
the transaction may not complete — significantly increases execution risk and risk of deal faliure
% Narrow investor base post offering and NZ residents are allocated all they applied for in the instance this level of demand
does not cover the offer size — significantly increases the likelihood of unsatisfactory aftermarket trading

— Priority to N2 dents isachieved through ¥ NZ residents only can apply — facilftates widespread NZ share ownership
guardnleelngthat egeh offer will only be % Prevenis international investment in the offerings and slanificantly decreases demand and pricing tension — inconsistent
aval bZ sidents with objectives of minimising execution risk, oplimising value for the Crown, increasing the depth of NZ capital markets,
— Internafioralirivestors will not be Invited to enhancing the companies ability to eblain growth capital going forward and sharpening the companies commercial
apply far the oifer disciplines through aecountability to international investor base

% Explicit in this statement Is that Crown believes that NZ resident demand can cover the iransaction — failure to achieve
this will negatively impact perception of the offer, both locally and internationally — significantly increases execution risk

¥ No international demand. If this is coupled with Insufficient NZ demand to cover available offer size the fransaction may
not complete — substantially Increases execution risk and risk of IPO fallure

% Narrower share register post offering — increases the likelihood of unsatisfactory aftermarket trading
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7. Recommended public statements on allocation policy

We advise the Crown to maintain maximum flexibility in relation to allocation policy for as
long as possible. We believe that the Crown should continue to rgiterate the public
statements made to date, being that:

— The Crown intends to maintain a controllin

— There will be widespread and substanti
residents will be at the front of the q

=

-N at this may open the Crown to
in relatiaryto the level of detail on allocation

&process.

a540 provide further detail around allocation

Werencourage the Crown to avoid making these statements unless it is absolutely
ecessary as we believe that it will only encourage unhelpful debate and inflame negative

@ ommentary.

@CRAIGS' DRAF1 °

INVESTMENT PARTNERS




Treasury Report:

Mixed Ownership Model -

COMMERCIAL-IN-CONFIDENCE

Doc 10
Page 61 of 71 Released

THE TR ASURY

Kailohutohu Kaupapa Rawa

Foreign Ownership

Restrictions - Initial Share Allocations
<
Date: 25 August 2011 | Repa Nox./ | T2017/1884
w e gk
Action Sought
Action Sought A&O@ /nw
Prime Minister Note the recom s in this \)
(Rt Hon John Key) e (g\\ 9
Minister of Finance Note the dations jn_thi None
(Hon Bill English) PO AN
Minister for State Owned Note \e\% ommend i this None
Enterprises rep
A Q
(Hon Tony Ryall) />
Associate Minister of Finance e the reco Yons in this None
(Hon Steven Joyce) 82/?
A
%

Contact for Tel Discussioh(if required)
Name ﬁVPosmo Telephone 1st Contact

Dieter Kat
O

Prin
n%%w\ Transactlons

04 471 5264 (wk)

[Withheld under s9(2)(a)] v

Andrew Blazey) m 04 917 6985 (wk)
cial Transactions
Prime Ministey: ice Actions (if required)
['None. i |

Minister o@ance’s Office Actions (if required)

I None.

Minister for State Owned Enterprises Actions (if required)

| None.

Associate Minister of Finance’s Office Actions (if required)

| None.

Enclosure: No
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COMMERCIAL-IN-CONFIDENCE
25 August 2011 SE-1-3

Treasury Report: Mixed Ownership Model - Foreign Ownership
Restrictions - Initial Share Allocations

Executive Summary

We have previously outlined options for foreign ownership restri s subseque he
initial public offer (IPO). We also indicated that at the time of he Gov, as

discretion as to whom it allocates shares.
During the book build phase of an IPO, a decision has % e on how ps’are
allocated between the institutional investors who submitted bids. A deéision also needs to be
made as to how many shares are allocated to domésticretail invest institutions to
ensure a balanced share register after the transﬁ ion.

The promoter (i.e. the Government) has co % able
many shares are allocated to each bidder,and-wil) be
prior to the book build. %

In order to maintain price tension arfd.e an ord
good demand in subsequent IPOs, it irable to\jm

allocate shares to them. This i use pricingtens

ay to decide how
allocation criteria agreed

ds from foreign investors and to
from domestic institutions is unlikely

At the time of the Contagl E
of 30% of the shares o
that investors did nof eQ«

subsequent IPOs : ‘
particularly — asdtfeig igfmore than'ene sale within a single industry. The percentage chosen
need not be the samé/but the decision-dhould ideally be left until the time of the sale so

ications of that decision.

e
This report analy tements made by the Government to date and concludes:

o a priorj ion to New Zealand residents places New Zealanders at the front of the

queue
° inc (eg. loyalty shares), although a cost to the Crown, mean New Zealanders

are being treated better than other categories of investors

° allocating some shares to foreign investors is not inconsistent with Government
statements

° maintaining flexibility until the time of the PO is not inconsistent with Government
statements and is desirable given uncertainties around the volatility of market
conditions, and

o being more definitive is likely to open the Government to further questions about a sale
and risks unintended consequences on how the objectives can then be achieved.
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Communications

We suggest that Government communications in relation to share allocations be limited to
stating that:

e The Crown intends to maintain a majority, controlling shareholding.

o There will be widespread and substantial New Zealand participation — New Zealand
residents will be at the front of the queue in terms of priority of allocation.

people of New Zealand.

Recommended Action

We recommend that you: % %
a note our view that the Government aintain @1 flexibility in relation to

allocation policy, and

b note the suggestions for pub

Andrew Blazey
Manager, m

Rt Hon Jo Hon Bill English
Prime Mini Minister of Finance

Hon Tony Ryall Hon Steven Joyce
Minister for State Owned Enterprises Associate Minister of Finance
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Treasury Report: Mixed Ownership Model - Foreign Ownership

Restrictions - Initial Share Allocations

Purpose of Report

1

On 5 August 2011, we outlined options on foreign ownership restrictions subsequent to
an initial public offer (IPO) [T2011/1710 refers]. We also indicated that at the time of
the IPO, the Government has discretion as to whom it allg s shares. In report
we discuss in more detail the choices around initial allo d how t
the Government’s objectives, in particular the two of t i inister’ sts that

are impacted by allocation decisions. 13 @

Background &

Q
Description of the IPO pricing and share allé@roces w

|ocation process
e sale of the asset.

The following section identifies the @ ich the sk
contributes to pricing tension and a fair price
The usual way of conducting of’shares i qduct a ‘book build’. Large

(primarily institutional) investor vited -Q;. Bids for parcels of shares. The

7

process is like an auctiory

A
td

bid more than they wish to be allocated, in the

exeept that duripg_this
intensive interaction be ~.- sales '&3} the bidders, during which time
bidders are able to r sﬁ; ejr' bids. B often submit multiple bids at different
maximum prices. successful institutional applicants to pay
the same price. %
scaled down. At the same time, partly in recognition
typically set below the apparent market clearing level,

offe. gpricei
W c i arance of 'oversubscription'.
rento Wletelfe
abitity to decid m

objective
who:

or a larger volume of shares at higher prices early in the process thereby
eating momentum, and

—

ion gives the promoter (in this case the Government) the
& shares should be allocated to individual bidders. The
assess the quality of bids which results in rewarding investors

o are more likely to hold the shares as a portfolio position for the medium to long
term.

The promoter could include other objectives. In the case of the sale of Contact Energy,
ministers had a preference that retail investors receive larger allocations than they
received in the Auckland Airport and Capital Properties New Zealand public offers, in
which the retail investors were scaled heavily.
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7. The limiting factor in the Contact Energy sale was that a minimum amount needed to
be allocated to foreign investors in order to maintain reasonable price tension and to
minimise the risk that the institutional investors lost interest and sold their allocations in
the aftermarket, thereby depressing the market. The Government decided on a
minimum allocation to foreign investors of 30%, and of note that Australian institutions
were not classified as foreign investors for that purpose.

8.  The above detail demonstrates that the Government was able to establish a view on
allocation prior to the sale, retain flexibility until bids are received and then make a final
determination once information on the price and demand forithe shares was Kiown
during the book build.

9. There are alternative methods to a book build which,i traditional’\atction and a
fixed price offer, however a book build is generall S Wi

ed to prob |d@ hé&tter price
discovery, greater assurance that the issue is fillet'a at the share pri¢e does not
climb too steeply, or fall, in the aftermarket.
Objectives
et pers we believe a successful
IPO program will be assessed as having:
e Widespread and substantfaN\ew : %’r
the front of the queue irkierms iori allo :
° A positive aftermar e@rere invest ave.a good experience and feel positive
about having m he‘decision to-

o Achieved a

10. From a New Zealand public and capité

11.

12.

optimise value for the Crown.

cufion risk — successful implementation of the IPOs measured by good

mercial disciplines — Ensure these large and important companies reap
the benefits of sharper commercial disciplines, more transparency and external
investor oversight, allowing them to make the strongest possible contribution to
New Zealand's economic growth.

° Fiscal (dynamic) — allow the SOE companies to obtain growth capital without
being totally reliant on the Crown.

° Capital market development — broaden the pool of investments available to
New Zealand savers and increase the depth of the New Zealand equity market.
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13.

Of the Prime Minister’s tests, two are impacted by the way that shares are allocated.

These are open to varying interpretations which will affect the choice of allocation
policy. They are analysed in detail in the table below:

Table 1: Prime Minister’s tests

Objectives How to achieve the tests: Options Issues
Either: All NZ investors who apply will | Reco ded by Treagury and the
receive a priority allocation, i.e. at Cro r.

1 least some shares, however @

New Zealaid foreigners also receive an allocation. /> ol

investors would
have to be at the
front of the queue
for shareholdings...

Or: All NZ investors will get all the

shares they apply for before any
foreigners are considered Q [} the NZ dema

I NG

ig’so large that

foreign |

ing the Crown’s fiscal outcome
and resulting in a steep increase in the

N\pwét-IPO share price, leading to
)excessive demand in the next IPO,

or the price is set too high, resulting in
a fall in the post-1PO share price and a
perception of failure, making the next
IPO more difficult.

4
2, %
... and we wolld
have t

confide
widesprea

y
&

~
ijdespread o i uld, in part,
chieved by g the minimum
parcel of shares to sdy $1,000, so it is

affordable ewidest possible
socio-eConamic Kase.' (Note this is

Setting a minimum guaranteed
allocation. Not recommended.

But, if one is set then it should be not
more than $2,000,% as it could
preclude an allocation to domestic and
foreign institutional investors.

M caling could be organised so
retail applications are filled
“bottom up”.

Or: Scaling could be proportional
subject to minimum parcel size of
$1,000.

And: retail bids could be capped to not
exceed a specific value eg. $100,000.

' The minimum value of shares in an application form can be lower than $1,000, but at $500 the
transaction costs of purchase and sale can undermine returns, eg. BrokingDirect charges $29.90 for a
Eurchase and sale which is 12% of a $500 parcel and 6% of a $1,000 parcel.

Based on the assumption of 230,000 retail applications. 229,000 applied for shares in Contact

Energy.
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3.
...and substantial
New Zealand share

Either: For the retail allocation and in
the book build, 60-70% of total shares
on offer (or 80-85% of the company)
could be reserved for NZ investors
(retail and institutional).

At the time of the Contact Energy sale,
it was considered that at least 30% of
the offer needed to be allocated to
foreign investors in order to ensure
that they did not dump their shares in
the aftermarket.

The companies
involved would
have to present
good opportunities
for investors.

is mispriced

S

QY

ownership.
There are some risks from identifying
a specifig percentage befo inisters
de¢ifed on the spegifics-of the
1sagtiof : uld
eipnitedd an objec he whole
salesprogramme, Mo dividual
{J-8QE.
Or: For the retail allocation and i ? At the time ofthe™€ o%ct Energy sale,
book build, 60-70% of total sh CAustrali [ s were not
offer are reserved for NZ an counted institutions.
Australian investors.
We qt% iewing the definition of a
c stitution when preparing
ice on the sales programme.
by o
4 A book build wit@articipa i N od investment opportunity is one
would minimise the-risk/that the

> ich institutions (domestic and
foreign) want to participate in as well
as mums and dads.

Greater oversight of performance is
more likely by institutions than
individual investors.

/>

14.

15.

munity trusts.

in the above table, there is considerable focus on

vestors-being atthe front of the queue. We consider that this is only
w investor, others include:

Regarding the third test in the above table, specifying a given percentage of ownership,

even as a target, introduces some risk to the proposed transactions, for example, in
highly volatile markets the Government may have more reliance on foreign institutions.
Further, it can reduce the incentive to bid at a higher price if there is little prospect of
being allocated any shares.
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A New Zealand investor allocation priority is expected by the market and consistent
with public statements to date. However, there are a number of reasons why it is
important that this allocation priority is not framed such that it limits international
participation:

° Where the allocation priority is too heavily slanted toward New Zealanders, it is
almost certain that this will deter international investor engagement across the
program IPOs, thereby substantially increasing execution risk.

o International investors have an important role to play,ii terms of generdting price
tension during the book build process and in the af "'& ket for eac
IPOs. Severely restricting their allocation from thé.outs ill disc théir

bids in the IPOs and threaten the Crown’s obj l |
e

o The sequencing and timing of the [POs is ¥

could generate significant domestic dem and, others may, regui
participation to be successful. Marketeonditions at th 5
vary substantially from planning to lauh¢h torcompletip :

sentiment and therefore demand

o The post-IPO register _
for the long term — balarieed iguid. N this is not the case, there is

ted to retail participants and so
Aént is critical to ensuring their success.

lion scale and profile of the MOM program that
all of the IPOs to be undertaken via a fully

lic asset sell-downs. The offer structure(s) employed to
ally and internationally is intentionally kept relatively

.(3 ra z w,
municatig/@/%

Com
18

For th ong outlined above, we consider it desirable that the Government

i ximum flexibility in relation to allocation policy. This will allow the

nt to determine relative allocation policy with the full picture of demand
avail and in light of market conditions and investor sentiment at the time of
execution, thereby minimising execution risk. Public statements that elaborate on
allocation policy will be a beacon for public commentary and drive renewed calls for
further detail and justification.

T2011/1884 ; Mixed Ownership Model - Foreign Ownership Restrictions - Initial Share Allocations Page 8.

COMMERCIAL-IN-CONFIDENCE




19.

20.

21.

Doc 10
Page 69 of 71 Released

COMMERCIAL-IN-CONFIDENCE

We believe that the Government should continue to reiterate the public statements
made to date, being that:

o The Crown intends to maintain a controlling shareholding.

° There will be widespread and substantial New Zealand participation — New
Zealand residents will be at the front of the queue in terms of priority of

allocation.
In addition, we consider it desirable for the Government to ¢ : ; 3
° International investors will not be excluded fron

impact New Zealand control of these impg

welcome direct foreign investment in New Zealz
an
achieve a fair price for the assets for the

artiCipatin
' ema I not
pmpanies; will help
ealand.

These statements may help balance the

able to directly invest in the companies , While 3 ame time allowing the
Government to retain flexibility to achieve PO outcomie stent with its
objectives. We acknowledge that thi ) open the G nment to criticism in relation
to the level of detail on allocation ; ever, beé?% ¥ definitive is likely to open
the Government to further questi 2

programme.

T2011/1884 : Mixed Ownership Model - Foreign Ownership Restrictions ~Initial Share Allocations Page 9

COMMERCIAL-IN-CONFIDENCE




Doc 11
Page 70 of 71 Released

COMMERCIAL-IN-CONFIDENCE

29 August 2011 SE-1-3

THE TREASURY

To: Minister of Finance Kaitohutohu Kaupapa Rawa

Minister for State Owned Enterprises
Associate Minister of Finance (Hon Steven Joyce)

Additional advice on potential share allocations &

Following our report on initial share allocations [T2011/1 rs]; we ha ed our

assessment of stating a specific level of New Zealand hip from exte e mixed

ownership model.

Notwithstanding our advice to manage the unceftdinties;of a sal ing flexibility, we

80% Ne ownership across
i wn'’s retained majority
shareholding.

This assessment is fraught with un@ - villingness of New Zealand
investors to participate in an IPO an s’at the time of an offer. To help
manage these uncertainties w; e recomme qthat the Government test the
achievability of that percent ing potential-investors after the election which
would enable the next gov

programme. %
A minimum 80% t pr]ses at
share offer) Ne nd retail and sty
IPOs and selgo ir New Zealand shares the composition would be:

5 Company ownership  IPO allocation
% and Gove s at least 51% -

ealand refail and ipstitutions 29% 59%

New Zealan%\@%ﬁip 80% 59%

achieved\ erseas |IPOs. Further, 85% New Zealand participation was achieved at the
time of the Contact Energy sale in 1999 recognising that Australian institutions were deemed
to be domestic institutions. In the current economic environment, the dominant uncertainty to
achieving that percentage is the unknown strength of New Zealand retail demand. The table
below identifies the general risks from stating a specific allocation.

Forei@ ent 20% 41%
As a per he allocation of 20% (41% of the share offer) is in line with the results

Risk Probability Potential mitigation

The demand profile does not achieve 80% New Low The 80% must be a target, not a

Zealand participation. requirement.

A requirement for 80% would need to be stated in Stating a level of NZ participation across
the offer document. Failure to achieve 80% the whole program provides a measure of
domestic (or 20% offshore) would lead to publicly
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Risk Probability Potential mitigation

withdrawing the offer. flexibility when it comes to each IPO.
80% New Zealand investment is not achievable for | Medium Identify a percentage across the sales
each and every five mixed ownership company. programme.

Any shortfall in demand for one company
would mean that an even higher

percentage would need to be/achieved for
the othie anies.

The 80% may deter offshore participation as the Medium I a@lﬁy erit of foreigi inv@stment in
opportunity to buy shares may be reduced. onomy forcapital market
elopment. %
0

nly commit to\lNew Zealanders being able
Q jo participaté_and recsiving a priority
@) allocatiop; not-e hing they want as this

may t}gn@e able.

Predetermining the allocation of shares can ' Re \ﬂ%w ity until the date of the IPO
damage the demand for shares. QS dnehretain the right to determine allocations

&‘ the offer documentation.

Investor intentions (domestic and offshore) Low N ertake investor surveys to establish the
known and may not support a predetermined | vel of likely demand for shares by each
of investment. {rm(\\ /a\ category of investors.

Y (>
Foreign investment all @
Allocations to foreig play a nt role in an IPO in order to maximise demand
and achieve the bést le pric ares on offer. The Government may want to
emphasize the hich it w foreign participation:

in international capital markets, New Zealand

nck36% foreign investor participation.
- portant role during the book-build process and after the SOE

Some g OEs may not be well suited to retail participants and so maintaining foreign
inves agement is critical to ensuring the success of these IPOs.

e The p share register of each SOE should be structured for the long term; it should

not restrict New Zealanders from being able to sell their shares.

o Foreign ownership should help sharpen the SOEs commercial disciplines and help bring
global best practice to NZ1.

Dieter Katz, Principal Advisor, Commercial Transactions, /"¢l tnderss(e1
Andrew Blazey, Manager, Commercial Transaotions,@ !

' Research by William Megginson in his book, The Financial Economics of Privatisations: 2005 indicates that where
international ownership is allowed, the speed at which SOEs become more efficient increases more quickly than where
ownership is purely domestic.
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