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About Us

TDM Consulting Limited (TDM) is a mid-sized New Zealand based professional services consultancy
providing economic, financial and commercial services. Evidence-based decision making is at the heart
of what we do. With analysis, experience and insight our clients can implement robust and defensible
strategic investment decisions with confidence.

TDM has been in operation since 2005, and has locations in Wellington and Auckland. We have
successfully worked with organisations from the public sector, private enterprise and not-for-profit
sector and partnered with a range of organisations from global consultancies, government agencies to
independent specialists.

Restrictions

This report has been prepared solely for the purposes stated herein and should not be relied upon for
any other purpose.

To the fullest extent permitted by law, TDM accepts no duty of care to any third party in connection
with the provision of this report. We accept no liability of any kind to any third party and disclaim
responsibility for the consequences of any third party acting or refraining to act in reliance of this
research.

We have not been required, or sought, to independently verify the accuracy of information provided to
us or obtained from public domain sources. Accordingly, we express no opinion on the reliability,
accuracy, or completeness of the information used for this report and upon which we have relied.

The research, statements and opinions expressed in this report have been undertaken and made in
good faith, and on the basis that all information relied upon is true and accurate in material respects
and not misleading by reason of error, omission or otherwise. The statements and opinions expressed in
this report are based on information available as at the date of the report. We reserve the right, but will
be under no obligation, to review or amend this report, if any additional information, which was in
existence at the date of the report, was not brought to our attention, or subsequently came to light.

This report is provided pursuant to the Statement of Work issued by The New Zealand Fire Service and
dated 6 October 2015.
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1. Executive Summary

1.1 The Way Forward

Given the current fiscal pressures faced by the Fire Service and the increasingly operating and capital
costs the current funding model is not sustainable and is likely to deteriorate further in the 2016 — 2018
period.

There is a need for long term levy growth to provide financial sustainability to the organisation.
Unfortunately, the current levy provisions do not provide sufficient revenue for both the regular
ongoing capital expenditure as well as extraordinary non business-as-usual costs like the Christchurch
rebuild and the national seismic strengthening programmes.

Indeed the amalgamation of the NZFS and Rural Fire into a single organisation from 2017 at an
estimated cost of $112 million is expected to place additional pressure on cashflows during the 2016-
2018 financial years. NZFS needs some degree of certainty during this transition period to ensure
ongoing continuity of service during a period of significant change and disruption for both career and
volunteer firefighters, and the communities they serve,

As a capital intensive public service agency with one major source of income and a significant
proportion of its costs (95%) being fixed in the short term, the Fire Service has a limited number of fiscal
management tools at its disposal. As a consequence, the Fire Service has to date adopted a relatively
conservative approach to financial management designed to minimise risk to ensure that it is
sustainable into the future. In adopting this conservative approach the Fire Service has acted prudently
in the management of its funding and will continue to exercise the financial management and decision
making necessary to manage its projected cash shortfalls. The Fire Service will continue its policies of
capital expenditure prioritisation, reduced spending where possible and capped spending limits
together with the continued support of cash reserves to help reduce the looming fiscal challenge.

However, despite the continued efforts of the Fire Service these will not be enough to avoid the
looming fiscal crisis and further steps are required to support the business and ensure its longer term
sustainability.

These support mechanisms are both short and longer term in nature and when combined with other
prudential decision making by the Fire Service will help to meet the level of operating expenditure and
cashflow funding that is required to support the new combined business.

In the short term it is suggested that Ministers allow NZFS to increase its level of borrowing both to
cover working capital as well as continue to invest in its capital programme, including the reconstruction
of the Christchurch Fire Stations and the National Seismic Strengthening programme.

Looking at the longer term, the solution is to ensure that the Fire Levy is set at a rate with appropriate
thresholds that ensures the service has security of income and is able to generate sufficient cashflow to
invest in capability into the foreseeable future. In reviewing the Levy It is important to consider any
adjustments only after full engagement with key stakeholders and not over react to current
circumstances or projections until the transition to a new ‘One Service’ is in place and there is greater
understanding of the cost impacts on the new organisation.



1.2  Findings

This report considers a broad range of funding and affordability issues facing the Fire Service, from
capital and operating expenditure through to capital rationing and revenue generation as well as
extraordinary non business-as-usual costs like the Christchurch rebuild and the national seismic
strengthening programme.

A summary of the key findings of this report include:

e  The current status quo is not financially sustainable with a funding gap projected over the 2016 -
2018 financial year. Planned capital expenditure in the areas of new buildings, seismic resilience
and replacement appliances is expected to place significant pressure on cashflows from 2016/17
while operating expenditure is expected to rise with higher interest costs and depreciation

e Inline with international trends the number of fires in New Zealand is decreasing, however the
number of non-fire incidents is increasing, (for example medical emergencies) and the Fire Service
is not currently funded to carry such additional costs. Such unfunded activity is placing increasing
pressure on the fiscal position and is likely to continue without some financial rebalancing.

e  While savings may be generated from the proposed unified fire service, a lack of detail on the rural
services baseline will make any savings difficult to assess without further analysis.

e  While closing fire stations may reduce operating and capital costs there will be an adverse impact
onh many communities as the Fire Service is the only emergency services provider in the area and
therefore reducing the Fire Service footprint will significantly erode national resilience.

e The Fire Service is highly dependent upon its network of fire stations, appliances and equipment for
both service delivery and resilience. The level of capital committed is near $800 million and a
significant level of expenditure and investment is required to maintain this asset base. As a result
constant reinvestment and critical replacement is essential to maintaining the Fire Service’s
infrastructure.

e InJune 2018, it is forecast that the Fire Service cash balances of will be overdrawn by $28.7 million
and will have exceeded the ability of the Fire Service to borrow {current facility of $10 million long
term and $1 million short term). At this time in 2018 the forecast reflects that there are no reserves
available to cover the overdrawn balance.

In terms of funding solutions there are both short-term and long-term financial levers that can assist in
providing more sustainability in the financial position. These include:

Short-term solutions include:

e Reducing operating costs where possible

e Increase the level of short term borrowing above the current $10 million to relieve pressure on
cashflows until longer term solutions are in place

e Seek a capital injection to fund the non-fire services and the cost of the Transformation Programme
either as a one-off funding solution or as an ongoing increase in baseline

e  Review the costs in forming the new unified fire service to ensure such costs are robust and
sufficient contingencies are in place to fund any unknown or unexpected costs

e  Re-prioritise and re-phase capital expenditure to manage cash flows in the short term with minimal
effect on the longer term sustainability of the service

e  Manage the Transition over a longer period to reduce fiscal pressures in peak deficit periods.

e  Repurpose cash reserves to meet short-term fiscal deficits.
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Longer term options include:

®  Source additional levy payment revenue or reimbursement from other agencies or emergency
providers who receive a benefit from the Fire Services attendance as first responder to non-fire
incident

® Broaden the Levy base and increase the Levy rate to all levy payers from 1 July 2018.

1.3 Overview

New Zealand Fire Service has the legislative mandate to deliver fire service response and training across
New Zealand and in their role as first responder to fire related incidents have touched the lives of many
New Zealanders over the years.

Over time the Fire Service has grown to:

¢ 13,500 staff (1,700 career firefighters , 11,800 volunteers)
® 437 fire stations

e 850 fire appliances

®  $800 million in total assets (2016)

Over the years the Fire Service has built a strong investment position. However, sustaining these
investments will be challenging over the next two to four years with negative cash flows projected in
the 2016 — 2020 period resulting from significant capital investment rising operating costs but with little
growth in income. Levy growth has been steady over the last few years but there are ongoing challenges
to ensure the amount collected remains not only stable but also grows in line with the demand for
services.

Levy growth is dependent on factors such as new residential housing stocks, contract works, economic
growth and new motor vehicles. However, it comes under pressure from organisations that choose not
to insure for fire, those who fail to pay levy owing, and from those insured organisations, brokers and
insurers in the industry who avoid paying their fair share of levy by exploiting perceived loopholes in the
Act.

With the high demand for continued capital investment and continued growth in the cost and scope of
operations, the Fire Service must maintain its levy base. This means challenging avoidance and
minimisation arrangements and delivering growth with the current rate of levy.

1.4  Unified Services

In November 2015, the Minister for Internal Affairs announced that urban and rural fire services will
merge to form one unified fire service organisation to provide modern fire services in New Zealand.
This new organisation will be the result of combining the National Rural Fire Authority and the New
Zealand Fire Service. This new unified body will be responsible for resourcing, training, maintaining
professional standards and amalgamating volunteer, career, urban and rural teams into one integrated
service.

The estimated transformation costs of $112 million will need to be funded by the Crown to avoid a
significant strain on the cash resources of the service. At the same time benefits estimated at $47
million are not expected to accrue until the transformation has been completed.



1.5 Capital Funding

Buildings

The Fire Service operates 437 fire stations. All fire stations are on a long term maintenance and
replacement schedule. While the Fire Service spends approximately $24 million per year on its property
portfolio (inclusive of the Christchurch rebuild and the national seismic strengthening programme
programme) the building asset base is under financial pressure as properties grow older and become
increasingly uneconomic to maintain, or need upgrade to newer standards and modern requirements.

Earlier estimates based on a 10-15 property year plan forecasting that forecast financial pressures on
the Commission have been revisited to meet funding availability and are based on a plan not to exceed
capital expenditure of $20 million in any one year. This has resulted in some buildings being deferred to
a 25-year programme.

Christchurch Rebuild and Seismic Programmes

After the devastation of the 2010/11 Christchurch earthquakes at total of seven replacement buildings
are required. Property owners, including the Fire Service, are required by the new building standards to
provide much greater earthquake resilience.

There is pressure to refurbish or redevelop sites throughout the country to meet modern seismic
standards. While 80% of core Fire Service Buildings currently meet this standard there still remains a
number of buildings (76 in total) that will need to be addressed but cannot be completed for a period of
10 years due to a lack of available funding. Under current service models, this is a potential risk to the
operation of those stations, and this is a particular risk factor for consideration when the future state
fire service transformation is implemented.

Fire Appliances

The Fire Service has around 850 appliances that are replaced on a longer term programme of 25 to 30
years, resulting in around 30 replacement engines per year at an estimated cost of $30 million per year.
This cost is not sustainable within the current capital plan and the need for the Fire Service to meet
other priorities. It is important that constant investment and replacement of these assets is undertaken
on a programmed basis. Failure to do so will result in ageing assets not meeting the modern demands of
the service and also lead staff motivation issues.

While In most organisations the level capital investment would approximate the level of depreciation,
this is greatly distorted in the case of the Fire Service with long replacement periods for fire appliances,
undertaking extraordinary capital costs in the areas of seismic strengthening, exhaust extraction
upgrades and the relocation and rebuild of the Christchurch properties.

Capital expenditure has been prudently planned but in order to meet the short term demands of the
service, funding has been balance sheet focussed using cash and investment reserves to meet short

term needs. However this approach cannot be sustained due to the finite level of such reserves. It is
essential that alternate forms of funding be introduced to meet these shortfalls.
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1.6 Next Steps

One of the key steps is a review the Transition funding costs to identify areas of fiscal risk, expenditure
adequacy and timing together with analysis of potential benefits to determine the overall cost impacts
on current projections.

Based on the proactive and prudent management of Fire Service funding, the introduction of capital
expenditure prioritisation and capped spending limits together with establishment of cash reserves
have helped reduce the looming fiscal challenge. In the future, the introduction of both short and long
term funding, with the support of shareholders, will ensure that these challenges can be met by the
new organisation, with improvements in capability, strategic decision making, organisational and
operational systems and better support for communities, volunteers and rural fire services.



2. Introduction

New Zealand Eire Service Commission (NZFSC) oversees: NZ Fire Services (NZFS); Rural, and Industrial.

NZFS is preparing to undergo significant organisational transformation as it merges urban and rural fire
services to one unified fire services organisation.

At present New Zealand Fire Services include: rural services whose main focus is to manage vegetation
fire risks; services that operate in urban communities and rural towns; and privately funded services
that operate on behalf of private business owners (industrial brigades).

On 13 November 2015, the Minister for Internal Affairs announced that urban and rural fire services will
be brought together to form one organisation to provide modern fire services in New Zealand
(excluding privately-funded industrial brigades).

The new organisation will be a merger of the National Rural Fire Authority and the New Zealand Fire
Service (which are both part of the New Zealand Fire Service Commission), and the 52 rural fire
authorities. Regional Committees will be established to meet the needs and representation of the
regions.

The new national body will be responsible for resourcing, training, maintaining professional standards
and amalgamating volunteer, career, urban and rural teams into one integrated service.

Legislation is planned to go before Parliament in 2016, with the new, merged organisation to be
established in mid-2017.

An ideal future state and operating model for the new organisation is still being determined, and will
entail a significant change programme. The challenge is to demonstrate that it will be right-sized,
optimised to meet the needs of New Zealand communities, and affordable providing value for money
through greater efficiencies over time.

The merger will have financial implications, with the new look, unified fire service operating in a modern
environment where delivery expectations are vastly different to the era and funding mechanism under
which the current service was set up.

This report provides background discussion on the NZ Fire Service operational and funding context.
Expectations of fire services have changed and are expected to continue to evolve. In light of the
fundamental scale of the planned transformation and impact on delivery of wider, non-fire related
emergency services, discussion relating to costs and funding forms part of that dialogue between
stakeholders and the Fire Service.

Modern day Fire Services’ attend a growing numbers of non-fire emergency responses and provide a
number of related activities such as training and community outreach programmes intersecting with
wider sections of the community and emergency service providers than were envisaged when Fire
Services were set up. This raises the inevitable questions: “what should fire services cost?” and “who
should pay?” and leads to a broader issue of aligning the available funding with changing community
needs.
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2.1 Purpose

This document provides an independent assessment of the financial context, challenges faced and the
opportunities available to the Fire Service, as it looks to transition to a single, unified fire services
organisation.

Specifically, this report addresses the current state financial position of the Fire Service, including the
historical background and the future impact. The report demonstrates that the current financial
position, left unadjusted, is untenable. The report presents a broad range of options to address the
current financial position and recommends a preferred option(s).

2.2 Scope

The scope of this document is to provide the framework, methodology, and tools to assist the NZ Fire
Service to determine and understand the financial implications of implementing the ‘One Service’
Model. At the same time this report provides an analysis of the various funding options to ensure
services are affordable in the future.

The scope of this report is limited to financial and funding affordability and does not include:

e comment on current or future operational aspects of the Fire Service

® areview or analysis of any financial information relating to the Rural Fire Service

e  analysis or discussion on any alternative organisational models contained in the March 2016
Cabinet paper — Fire Services Review: New Funding Arrangements’

e any analysis or review of the reports delivered by PwC, Deloitte and Martin Jenkins. Various
comments have been included in this report to illustrate the degree of complexity in the nature of
the issues faced by the Fire Service

® adetailed analytical review of the Fire Service financial results. However, In completing this report
some analysis was undertaken to provide understanding and clarity on the financial position of the
Fire Service

2.3 Approach
In compiling this report the following approach has been taken:

® review of various Fire Service documentation, including recent organisational reviews and financial
statements

® reviewed the costs of the proposed change programme and the Fire Service capital expenditure
plans

e considered the impact of the change programme on the organisational funding structure and
confirmed the financial levers available to effect this change

® considered operational and capital funding options, determine feasibility and identify risks relating
to these options

¢ consulted both Fire Service and Department of Internal Affairs representatives on a “straw man”
scenario to provide evidence of factual accuracy

e considered the March 2016 Cabinet Paper — ‘Fire Services Review: New Funding Arrangements’

This report is based on the latest version of the Fire Services financial forecasts maintained in the TM1
financial system and provided by the Fire Service Management Accounting team in March 2016.



A range of sources, both published information and people, were referenced during the production of
this report (refer “Appendix D — Sources” for details).

2.4  Assumptions
The following assumptions have been made when preparing this report:

e as this report is limited to financial and funding affordability matters, it relies on the information
received and expert sources made available to inform the knowledge of the operational aspects of
fire services delivery.

e documents and financial data provided by Fire Service and other sources are accurate and the
latest version made available in March 2016. TDM is satisfied that what has been provided is a fair
representation of Fire Services’ financial position, and represented a sound basis from which to
establish a baseline of costs.

e  sources interviewed were the most appropriate personnel and able to comment within the scope
of their designated authority.

e review of the current financial state is drawn only from New Zealand Fire Service financial
information, and excludes that of the Rural Fire Service.
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3. Current State

3.1 Overview

New Zealand Fire Service has the legislative mandate to deliver fire service response and training across
New Zealand and in their role as first responder to fire related incidents have touched the lives of many
New Zealanders over the years.

Over time the Fire Service has grown to:

13,500 staff (1,700 career firefighters , 11,800 volunteers)
® 437 fire stations

® 850 fire appliances

®  S$800 million in total assets (2016)

Over the years the Fire Service has built a strong investment position. However, sustaining these
investments will be challenging over the next two to four years with negative cash flows projected in
the 2016 - 2020 period resulting from significant capital investment rising operating costs but with little
growth in income. Levy growth has been steady over the last few years but there are ongoing challenges
to ensure the amount collected remains not only stable but also grows in line with the demand for
services.

Demands will be driven by demographic changes, pressure on resources, climate change impacts and a
need for people to play a greater role in their own protection and safety. This will require that NZFS
become more flexible in its service delivery arrangements and resource allocation, work more
collaboratively with other rescue and emergency services and help individuals and communities to
become more prepared and self-sufficient in the face of emergencies and disasters.

Current Levy growth is dependent on factors such as new residential housing stocks, contract works,
economic growth and new motor vehicles. However, it comes under pressure from organisations that
choose not to insure for fire, those who fail to pay levy owing, and from those insured organisations,
brokers and insurers in the industry who avoid paying their fair share of levy by exploiting perceived
loopholes in the Act.

With the high demand for continued capital investment and continued growth in the cost and scope of
operations, the Fire Service must not only maintain its levy base but look to changes in the levy formula
and alternate sources of funding to meet the increasing cashflow shortfall.

The Fire Service operates a $800 million asset base encompassing approximately 850 fire appliances,
437 fire stations and the associated operational plant, equipment and information and communications
technology. All of these have to be maintained, upgraded and eventually replaced.

To meet the Fire Services’ obligation to manage its finances responsibly, it has set strict financial
parameters for senior management to prioritise spending. The Fire Service understands that it is
currently dealing with capital demands well in excess of what it can reasonably afford on present
revenues and continues to manage its prioritisation policy.

Over the last two years the Commission has spent $51 million (2014) and $62 million (2015 projected)
on capital investment. After allowing for asset sales in each of these years the net capex spend is
approximately $50 million. The Commission considers $50 million as reasonable in terms of affordability



at the current levy rate. It is inadequate however to meet the demands for capital funds to pay for the
Christchurch rebuild, national seismic strengthening and the cost of the business transformation.

if the Christchurch rebuild programme were prioritised, the Fire Service would have no choice but to
defer regular capital expenditure that it would otherwise undertake. Should this prioritisation policy be
necessary, there will be some impacts that could present public difficuties.

Unfortunately, the current levy provisions do not provide sufficient revenue for both the regular
ongoing capex spend as well as extraordinary non business-as-usual costs like the Christchurch rebuild
and the national seismic strengthening programmes.

Fire Service fleet assets are well maintained and tend to enjoy long lives; on average fire trucks are
replaced every thirty years. Book values reflect the original purchase price from prior years and
therefore tend to be low. Because depreciation is calculated as a percentage of these low book values,
accumulated depreciation is a poor proxy for actual replacement capital costs.

Any costs above depreciation have to be covered by the Fire Service’s balance sheet. The consequent
effect is to reduce the cash reserves, or when cash reserves are exhausted, to fund purchases through
taking on debt or asset sales. If financial pressures leave no option for the Fire Service but to extend the
life of the vehicle fleet and defer replacement of equipment, then firefighters will be working with
increasingly obsolete equipment. The Fire Service would face both increased maintenance costs and
greater risks to firefighters. At the same time this could make it increasingly difficult to attract and
retain volunteers, already one of the biggest challenges facing the organisation.

As a result of these factors the projected capital spend in the period 2016 to 2018 is maintained at $50
million and is therefore not considered as a significant increase or an unreasonable capital spend.

The Fire Service is forecasting operational deficits in the outyears. In the absence of new funding
streams or restrictions in their ability to borrow further, the Fire Service might be forced to reduce their
proposed expenditure to an amount less than the level of the annual depreciation cost.

3.2 Governments Strategic Intent

The Government is committed to a coherent and well-functioning structure that ensures the voices of
the Rural Fire Authorities (RFAs) and the volunteer fire forces and brigades are heard. In recent years,
this commitment has resulted in the Government directing and acting upon a series of reviews to
examine the complexity of the fire services and to position the sector for change. This has been
supported by some change within fire services.

Of particular note, in 2012,
e the Fire Review Panel released their report findings (Swain Report)

e the New Zealand Fire Service Board (Board) began a significant change process by setting out a new
inclusive strategic direction (Vision 2020)}, and

e  with Enlarged Rural Fire Districts (ERFDs) now covering 70 per cent of the country, the increased
integration in the rural fire sector began to demonstrate some of the benefits of amalgamation and
improved coordination.

In 2014, Cabinet Ministers agreed to look again at fire services to ensure changes would also seek to
address some of the known problems with rural fire services, funding matters and the need to

1 New Zealand Fire Service Board Statement of intent 2014 — 2018 (pp5-6). Retrieved from www.fire.org.nz
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modernise the fire services legislation [CAB Min (15) 15/19 refers]. In 2015, Cabinet agreed to
governance and support reform subject to funding decisions [CAB-15-Min-0207 refers].

Vision 2020

The Fire Service has adopted “Vision 2020”, which sets out Fire Service priorities and direction until
2020. Its four principles of leadership, integration, delivery of fire and emergency services and enhanced
safety are the foundation for the establishment of the merged fire service and future state operating
model.

3.3 Fire Service at a Glance

The following table highlights the key financial metrics of the NZ Fire Service over an eight year period
2015/16 — 2022/23.

Forecast (S million)
Financial Metric?

| 2015/16 | 2016/17 { 2017/18 | 2018/19 | 2019/20 2020/21 2021/22 2022/23
|
FINANCIAL PERFORMANCE

Total Revenue 386.7 379.6 383.8 388.8 394.4 400.1 405.8 411.6

Total Operating Expenditure 386.2 397.3 410.8 425.9 441.3 452.0 462.1 471.8

Net Surplus / (Deficit) 0.5 -17.7 -27.0 -37.1 -46.9 -51.9 -56.3 -60.2

FINANCIAL POSITION

Current Assets 1195 99.7 97.4 105.4 106.7 106.0 103.3 98.5

Non-Current Assets 669.4 674.1 683.8 682.6 678.9 672.5 666.0 659.0

Total Assets 788.9 773.8 781.2 788.0 785.6 778.5 769.3 757.5

Current Liabilities 60.7 636 98.1 142.1 186.8 231.7 279.0 327.4

Non-Current Liabilities 40.4 40.1 40.1 40.0 39.8 39.8 39.6 39.6

Total Liabilities 101.1 103.7 138.2 182.1 226.6 271.5 318.6 367.1

Equity 687.7 670.1 643.0 605.9 559.0 507.0 450.7 390.4

Total Liabilities and Equity 788.8 773.8 781.2 788.0 785.6 778.5 769.3 757.5

FINANCIAL CASH FLOWS

Net Cash Operating Activity 38.3 13.8 9.3 7.2 14.8 15.9 17.1 18.9

Net Cash Investing Activity -54.8 -37.7 -46.4 -46.1 -46.6 -43.9 -43.7 -43.2

Net Cash Financing Activity -2.0 -1.9 -1.8 -3.7 -5.7 -7.5 -9.2 -11.0

Net Increase / (Decrease) -18.5 -25.8 -38.9 -42.6 -37.5 -35.5 -35.8 -35.3

Cash at Year End 36.1 103 -28.7 -71.3 -108.8 -144.3 -180.1 -215.3

2 Source - NZFS Financial Forecasts 26 February 2016 ( CFIS)
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The NZFS currently forecasts reserves to be $36 million in 2015/16, made up of:

e  Major Emergency Response Reserve - $15 million
e Levy Variable Reserve - $10 million

e  Seismic Contingency Reserve - $5 million

e Cash held for RFFF - $5.6 million

e Minor cash held - $0.4 million

As indicated earlier in the report these reserves are forecasted to be depleted over the 2016 — 2018
period.

Greater detail and further years financial outlook is included in Appendix B — Financial Forecasts.

Other key Facts
The following is a summary of other key metrics of the Fire Service

e  Serviced by a mix of Urban, Rural and Industrial brigades

e  Costs relate to provision of capability, rather than costings of incidents

e There are areas where fire services are first responder to an incident where police or ambulance
are present focussing on capability rather than utilisation

e  Provider of on call emergency response 24/7, 365 days of the year

e 850 fire appliances around New Zealand

e 437 fire stations around New Zealand

e 13,500 fire fighters made up of 1700 career fighters, 8300 urban volunteers and 3500 rural
volunteers

e 71,000 incidents attended in were attended in 2012

e  $84.6 million for readiness and response to non-fire events

¢ 5789 million of total assets (in FY2016)

e  Reserves FY 2016 estimated at $36 million

3.4 Fire Protection and Response

Fire protection and response is one of the most essential public services. Losses caused by fire have a
significant impact on the New Zealand economy. Fire also creates great risk of loss and damage to
private property, and human life.

Fire protection and response services are required to: be available 24/7, every day of the year; have
nationwide coverage including remote and rural communities and; work to critical yet unpredictable
response times. Staffed by both career and volunteer firefighters, the cost structure of such a ‘standing
army’ is predominantly fixed (circa 95 per cent). Services are capital intensive, with the requirements for
a volunteer station being very similar to a paid fire station, i.e. a volunteer brigade still needs a building,
fire appliance and equipment.

In line with international trends, the number of fires in New Zealand is declining. The reduction is due to
a number of reasons, including better building standards and fire-safe materials, health and safety
legislation, reduced combustibility of potential fire hazards such as cars, cooking and other appliances
and prevention strategies. New Zealand fire services also assist in international situations such as search

New Zealand Fire Service Transformation Programme - Funding and Affordability Options Page 16 of 65



and rescue and wildfire responses. Other legislation with a safety element impacts on the need for fire
services.

Firefighters participate in programmes to educate the community and workplaces in fire risk reduction.
They are themselves better trained than ever, and armed with modern equipment, are able to quickly
extinguish fire related incidents.

Nonetheless, while the probability, or risk, of fire has reduced, the impact of the fires that do occur
remains significant.

3.5 High-Impact Low-Probability Events

Traditionally the primary function of the Fire Service was to fight fires. While the timing and severity of
these events cannot be predicted, there is an expectation? that the Fire Service will respond to fire
emergency call outs, regardless of the frequency (or infrequency). These fires are termed as high-
impact, low probability events and fall into three categories:

1. Unknown and unprepared for — events which are beyond the realm of normal expectations and
therefore impossible or extremely difficult to predict. Generic processes may enhance a level of
preparedness but specific planning for these events is close to impossible.

2. Known and prepared for—rare events which pose a significant threat (real or perceived). This
category includes earthquakes, flu pandemics, extreme weather conditions, flooding, wildfires and
terrorist attacks. To some extent governments and businesses invest in preventative actions,
warning systems and security measures to limit the impacts of an event that may not occur for
years or decades.

3. Known but unprepared for — rare or extreme events which governments and businesses may have
identified as a potential threat, but where little or no action is taken to prevent or mitigate the
impacts. Reasons for lack of preparedness include extremely low perceived likelihood; low political
sensitivity; a disconnect between scientific communities and decision-makers; socially ‘acceptable’
consequences (at least relative to the cost of preparedness); or a belief that, because the expected
impacts are so extreme, preparedness measures are futile.

The Fire Service is prepared with a base capability to respond to events that occur infrequently, or are
low in volume, but the potential impact of which is significant, and which cannot be predicted
regardless of the number of events. Consideration of a future state fire service will require review of
this capability in terms of affordability and appropriateness.

3.6  First Responder, Non-Fire Emergencies

Demands of the Fire Services have evolved, and such change will continue over time. Due to their state
of readiness and wide geographic coverage, fire crews are often the first responder to life-threatening
non-fire related health and safety incidents, such as emergencies resulting from storm damage and
rescue from swift water or motor vehicle incidents. Notably, a greater number of responses are to
medical emergencies, as fire teams respond in tandem with ambulance and paramedic services
dedicated to this function.

While this effort undoubtedly results in fewer deaths and better outcomes, the costs of fire crews
attending is not recorded in the books of any other emergency service provider. However, while the Fire
service carries these costs, there is no corresponding cost saving in other areas of public service

% Source “Chatham House Report” dated January 2012



spending. In effect, the true cost of these improved outcomes is hidden. Arguably, other emergency
health responders benefit under a “free rider” scenario where they enjoy the benefits of a successful
rescue without paying all the costs.

With the reduction in fires and fire risk, and an increasing demand to respond to non-fire emergencies,
the perception arises that fire services are less efficient than they should be, providing a premium
service that is out of step with, and more expensive than, their proper function. The result is a service
that assists to save lives as well as fight fires, operating within community expectations but outside its
legislated mandate.

While the operating conditions and expectations that give rise to non-fire responses is out of scope for
this report, it is fair to say that in its current form and under the current funding model, fire services in
New Zealand face escalating costs and will increasingly be under pressure to deliver more for less.

3.7 Buildings

The Fire Service operates 437 fire stations. All fire stations are on a long term maintenance and
replacement schedule. In 2014/15 and each year thereafter, the Fire Service will spend approximately
$24 million per year on its property portfolio. This includes rebuilding stations in Christchurch and
undertaking the wider national seismic strengthening programme.

Fire Service’s building asset base is under financial pressure as properties grow older and become
increasingly uneconomic to maintain, or need upgrade to newer standards and modern requirements.
In particular, fire stations have been slated for seismic strengthening and in Christchurch, the rebuild
necessitates new buildings to replace those destroyed or rendered unusable in the earthquakes of 2010.
New buildings or extensions are required where population centres have grown to warrant
establishment of a local fire station or upsizing of the current one, while others may face downsize or
decommission due to smaller and shifting populations.

The Fire Service Property Team previously prepared a 10-15-year plan that forecast financial pressures
on the Commission. The Property Team was asked to revisit these forecasts, with the key planning
assumption that capital expenditure was not to exceed $20 million in any one year. This has resulted in
some buildings that were included for action in the 10 — 15 year plan being deferred to a 25-year
programme.

As the planning horizon is extended, there is increasing uncertainty regarding the possibility or
likelihood of a property receiving the investment or maintenance required.

Key aspects of the Fire Service Property Plan:

e The only projects to be undertaken in the next 10 years relate to exhaust extraction, seismic and the
Christchurch re-build, two new builds and land purchases for new stations in response to changing
community location.

e At the end of 10 years, 42 stations will not be up to the IL4 seismic standard required by the Building
Act for emergency service buildings.

e A number of Issues and risks arise from extending the property planning horizon to 25 years. These
are: leases that come to an end, with no plans in place for the future of the station; buildings
requiring upgrade to house modern trucks, install hot water and heating, provide toilet and change
facilities for both genders.
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3.8  Christchurch Rebuild Programme

The Christchurch earthquakes resulted in the loss of several fire stations. Seven new, replacement fire
stations are required to be built, with land already purchased for this purpose. The total cost of these
stations is estimated at $12 million.

Following the earthquake, the Fire Service reviewed all Christchurch stations for earthquake resilience,
and a decision was made that all core buildings be >67% nbs IL4, in line with Institute of Professional
Engineers recommendations. A programme of earthquake strengthening is underway, with 80% of core
Fire Service buildings across New Zealand now meeting this standard. Significant investment to
complete these upgrades will be required over the next six years.

3.9 Seismic Resilience

Following the Christchurch events, earthquake resilience became a priority for all of the Fire Service.
The planned seismic programme will resolve compliance and some architectural refurbishment issues as
well as the fundamental issue of seismic resilience for a significant proportion of sites reaching end of
life (current policy is 50-year service life) status over the next 15 years.

Currently however, some 76 sites (18%) forecast to reach a 50-year service life over the next 15 years
are not part of the seismic programme or any other programme of refurbishment or redevelopment. In
extending the planning horizon, these sites are not addressed for a further ten years. Under current
service models, this is a potential risk to operation of those stations, and is a particular risk factor for
consideration when the future state fire service transformation is implemented.

3.10 Obsolescence a Critical Concern

While improved seismic resilience is of high strategic importance, the Property Team note that a far
bigger, upcoming issue with the building network is age-related economic obsolescence. As they get
older, buildings will become too costly, to maintain; and functional obsolescence whereby buildings fail
to perform, will be unable to meet operational requirements. Reference to the age profile of the
network confirms that 20 per cent of the network currently exceeds the 50-year service life benchmark.
This percentage will increase significantly over the next 15 years, and will not be addressed by the
current limited capital works programme. The risk to the organisation is a very significant increase in
maintenance operating expense and a degraded operating capability in future years.

3.11 Fire Appliance Replacement

The entire "red" fleet of 850 appliances is managed on a whole-of-life maintenance and replacement
cycle. Each class of appliance has a projected useful life (25 to 30 years on average) based on
anticipated work load, maintenance and repair cost, and obsolescence. To maximise their value,
appliances are moved through the organisation as they age and are reassigned to stations which will
place less demand or stress on fire trucks. The Fire Service expects to take delivery of an average of 30 -
40 new appliances per year over the next four years, each costing $1 million.

When considering the Value Management approach to funding all decisions with financial implications
are scrutinised to see if the net value to deliver a target result can be improved through cost efficiencies
or service/asset specifications and to this extent such options as hybrid fire appliances, alternate
purchasing, and ownership options should be considered.
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The fleet is aging and NZFS has a significant modernisation programme in place after a period of low
investment between 2000 and 2005. An aging fleet may be less reliable and require more maintenance,
be less optimal as older appliances are not moved on.

The age profile of the appliances illustrates the results of an earlier policy of discretionary based asset
replacement rather than a planned lifecycle costing approach which underpins decisions whether to
maintain and repair or to replace appliances. Age is an indicator of asset condition while remaining
useful life is based on reliability and the consequences of failure posing an unacceptable risk.

To determine whether the planned replacement programme is appropriate would require a full
condition assessment of the exiting stock of assets and matching that against need to determine fit for
purpose.

A complicating factor is that is as the Fire Service diversifies its service and responds to different types
of incidents that require different equipment (e.g. medical equipment) there is the potential that
appliance costs will increase to meet these changing demands and place further pressure on the overall
cost of the service.

Overall while NZFS is undergoing the transition to a new organisation, it may be appropriate to reduce
the pace of future replacement appliances, until the right sized service has been determined.

3.12 Union and Community Relationships

The shape of modern, future state fire services will be determined following wide consultation with key
stakeholder groups including those representing the interests of paid firefighters and of volunteers.
Firefighting as a profession is strongly unionised, represented by the New Zealand Professional
Firefighters Union; while the United Fire Brigades’ Association claims it ‘unites and represents fire
brigades of all kinds” and includes paid, urban, rural, and industrial brigades. Approximately 80 per cent
of their 10,000-strong membership is volunteers.

Volunteer firefighters are motivated to join their local brigade as a service to their community, providing
protection and emergency response capability where it would most likely not otherwise be available.
Communities served by volunteer brigades vary greatly. Locations will differ in not only size, but socio-
economic and demographic make-up, mix of commercial/industrial/agricultural activity, proximity to
natural features that can pose emergency risks such as forests, lakes and volcanoes, and availability of
fire fighters 24/7. With some 85% of New Zealand's firefighters being volunteers, genuine community
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engagement that is mindful of the diversity of New Zealand communities served by volunteer brigades
will be critical to the success of the transition to the future state fire service.

The importance of retaining the local identity of the fire services and their role in the community is very
important. It is expected that the unified service will strengthen (not weaken) community relationships
and the delivery of consistent fire services as required in New Zealand.

3.13 Career vs. Volunteer

One of the challenges facing the Fire Service in the upcoming merger of urban and rural services is that
of instilling a common sense of purpose and culture across the organisation.

The transition process to the new organisation will involve the amalgamation of three separate and
distinct cultures and while this will be a major challenge in terms of change management there will
undoubtedly be an impact on the cost of this change. The cost structures of volunteer and career based
services are very different (refer the case study in Section 3.17) which may influence decisions should
fiscal pressures result in short term decision making and these decisions will need to be balanced
against an objective to build long term sustainability of the Fire Service. As a result it will be critical for
the organisation to be flexible in its decision making, exercising the right decisions with the right
resources to ensure that the strategic objectives can be achieved with the right mix of urban and rural
career/volunteers.

The volunteer model is coming under pressure as rural populations are becoming older and the trend of
rural migration to urban areas rises. These pressures are increasingly making volunteerism harder to
sustain as the volume of emergency calls and the range of incidents attended by fire services increases.

Some rural towns are serviced mainly by volunteer brigades and volunteer fire forces. In many smali,
rural communities fire services are sometimes the only resource available to respond quickly®. Fire
services are a keystone of community resilience (especially in rural areas) and part of the case for
change is to ensure that this is sustainably maintained in the future.

It is expected that new organisation’s approach to volunteer management would include:

e direct organisational support. To provide direct support, volunteers and their local leaders would
move into a direct relationship with the new organisation. Volunteer Rural Fire Forces (VRFF) and
NZFS Volunteer Fire Brigades (Brigades) would broadly remain the means by which volunteers come
together to deliver fire services to communities5

e commitment to volunteers’ role and engagement in the new organisation; and

e development pathways for volunteers.

*In 2014/15 NZFS volunteers were the first attendance at 25,481 incidents, up from 11,076 incidents in 1989/1990.

® the changes are not expected to diminish the role of valuable organisations such as the United Fire Brigades’ Association (UFBA) and the
Forest and Rural Fire Association of New Zealand (FRFANZ); rather they create opportunities for new relationships and methods of engagement
to form.



3.14 Better Public Services

Across all areas, the government is demanding better public services for less, greater efficiency and
increased productivity for reduced cost. Fire services operate under predominantly fixed cost
structures, due to their state of constant readiness and high capital costs. Improved productivity is
being achieved through response to non-fire emergencies, particularly life-saving medical incidents.
However, the costs of attending these events are borne by Fire Service, without any recognition of the
affordability of these additional services.

The effect is that the true cost of saving these lives, protecting assets and communities is not recorded,
with Fire Services’ contribution being absorbed within its overall existing cost structure.

3.15 The Looming Financial Crisis

Provision of fire services in New Zealand is funded almost entirely by the fire service levy, which
contributes 97% to Fire Service income. The levy is paid by property owners who insure their properties,
contents or motor vehicles, and collected by insurance companies when insurance premiums are paid.

The level of funding received via the levy is now considered insufficient to cover the forecast operating
and capital expenditure required to meet day to day needs of the existing Fire Service. This assessment
is Based on NZFS’ current financial projections and corroborated by the earlier reviews by Deloitte and
PwC refer Appendix C— Fiscal Perspectives.

Funding of the fire services has not substantively changed since 1994 and yet the role of fire services
has expanded considerably. This has resulted in inequities between funders and users of the fire
services, and a prolonged and systemic under-investment in rural fire.

At the same time current funding projections will place pressure on the implementation of the change
programme (if funded from baseline), to create a combined, national organisation. [See Appendix C -
Fiscal Perspectives for the full letter outlining these issues from NZ Fire Services Commission Chair to
Minister of DIA in ‘NZFS — Looming Cost Pressures’). This view is also supported by the Deloitte limited
financial review that notes while the Fire Service can manage its fiscal position in the short term;
something will need to change to ensure long term financial sustainability.

3.16 Purpose and Objectives of Funding

The purpose of new funding arrangements is to enable the new organisation to have sufficient funding
to carry out its powers, duties, and functions.

The objectives of an appropriate funding structure are to:

e share the costs of the new organisation amongst all who benefit from the potential to use fire
services

e ensure the levy paid by levy payers or the Crown appropriation matches, as much as is practicable,
with the potential to use fire services

e ensure that everyone who benefits from the potential to use fire services contributes to the fire
services using the same funding arrangement

¢ ensure the amount of the funding arrangements to be paid is clear and consistent for levy payers
and the Crown

e enable the new organisation to predict the amount of its revenue from the funding arrangement
and for levy collectors, levy payers and the Crown to be able to predict the amount they will need to
pay
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¢ ensure the levy can adapt to the changing risks and needs of users and communities, the
expectations of the Crown and the strategic needs of the new organisation; and
® enable the new organisation to administer the funding arrangements in a straight forward manner.

3.17 Business Drivers

Fire Service Levy

Provision of fire services in New Zealand is funded almost entirely by the fire service levy. The levy is
paid by property owners who insure their properties, contents or motor vehicles, and is collected by
insurance companies when insurance premiums are paid.

Funding of the fire services has not substantively changed since 1994 and yet the role of fire services
has expanded considerably. This has resulted in inequities between funders and users of the fire
services. Current funding sources across the fire services, including a fire insurance levy, and a range of
rural fire funding sources (including property rates), are not adequately aligned with costs. The current
fire service levy is out of date and there are several issues with the levy:

® the levy does not reflect the risk that faces the various properties and assets which fire services
protect

® some people and organisations do not take out fire insurance, and therefore do not contribute to
the levy, but nonetheless enjoy the same degree of protection as the rest of the community

¢ the levy also does not reflect the range of non-fire activities that the service responds to, including
medical and storm related emergencies

e  calculation of the levy is based on the indemnity value of property, and this is open to
interpretation. Some practices designed to reduce the amount of levy payable have been put
before the courts, and while conditions have been tightened to make it more difficult to continue
with those activities, the Fire Services Act is still open to interpretation and therefore
property/asset owners will continue to try and minimise the levy paid.

In addition to the fire service levy, rural fire districts receive funding from local government,
Department of Conservation, forest owners and a limited amount from New Zealand Defence Force.

3.18 Costs

The Fire Service is an emergency response organisation whose costs are driven by the following:

Cost Driver Description

Coverage The location of fire stations is determined by fire risk based on unique characteristics and local
circumstances. The profile of a station servicing a downtown CBD in a large centre will differ to
one in a smaller, urban centre and this will not look like a station based inarural area
surrounded by bush and forest.

Deployment Target response times have been set by the Fire Service. In an emergency situation, the
response time for career firefighters is within eight minutes of receiving the call, while for
volunteer crews the target is within eleven minutes. Three types of volunteer crews operate:
commercial and industrial, community and rural.

Readiness Factors determining fire service readiness for response are vehicles, equipment, and ongoing
fire fighter training and education both inside the classroom and in the field.

Response A critical factor in the effectiveness of any emergency response agency is the ability to get
personnel and equipment to the scene of the emergency in a timely manner. Responses can be
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International comparisons place the cost of the New Zealand Fire Service and estimated fire protection
costs in the middle of the group of some 20 leading countries in world fire statistics. Expressed asa
percentage of GDP, this suggests that fire services in New Zealand are neither expensive nor
inexpensive. However, without information on the actual services provided in each country, no
comparison can be made to conclude whether New Zealand fire services are of premium quality, of low
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Source: The Geneva Association World Fire Statistics Newsletter, N° 29, April 2014. This newsletter from the World Fire Statistics Centre appears
annually. It presents statistics on national fire costs from around 20 leading countries in an effort to persuade governments to adopt strategies

oimed ot reducing the cost of fire. Available at www.genevaassociotion. org

Figure 3.3: Fire Protection Costs as % of GDP
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3.19 Case Study

The following case study illustrates some key differences between a volunteer and a career station

Cost comparisons are complicated by several factors affecting brigades. These include the demographics
and size of the service area, population size and density, type of services expected (e.g., fire only or both
fire and emergency medical services), number of calls and responses, age and type of building stock,
construction level, proximity to arterial routes, and whether the brigade is the main service provider or
merely provides support or supplemental services to another brigade.

The following comparison is provided for illustrative purposes only to provide information on the
relative cost of volunteer and a career stations.

Case study — Rolleston and Karori Stations

To illustrate contrasts and similarities between career brigades and volunteer brigades, we present a summary of the
operations of two: Rolleston and Karori. The focus is on the nature of responses that each undertook in the 12 month
period ending 1 December 2015, and costs to run each station. These comparisons are provided to highlight the differing
nature of fire response, and are not intended to provide a view as 1o whether one approach is better or preferred to the
other.

Rolleston is a volunteer brigade in an urban centre 22 kilometres south west of Christchurch. Its population is around
12,000. The surrounding area is predominantly used for water intensive grazing for dairying, and many vineyards are sited
in this part of Canterbury®.

Karori is a career station in a suburb 4 kilometres from the centre of Wellington. Itis one of New Zealand's biggest
suburbs, having a population of over 14,000 at the time of the 2013 census’.

When considering the structure incidents there were 413 false alarms from a total of 431 recorded incidents

Top line figures for operations and annual costs for a volunteer station and a career station:

= Rolleston | Karori
Brigade type Volunteer Career
Total incidents responded 525 ?
Total first responses | 405 ! 258
Structure incidents 178 | 431!
Medical emergencies (first response) 205 22
Natural disasters 14
Opex excluding depreciation $58,000 pa $1,580,000 pa
Depreciation $51,400 pa | $90,000 pa
Planned major refurbisment 2015 to 2030 $4,600,000? 180 ]
QV land value 0 $570,000

10f which 413 were false alarms

241,400,000 2017/18 land, $3,200,000 2027/28 build — not adjusted for CPI

The numbers of call outs and response types including first responder or follow up vary markedly between the stations.
The high percentage of first responses at Rolleston is indicative of that station’s distance from the next closest station.
Meanwhile, Karori will have provided secondary or later response in support of, and following, other emergency
responses in central Wellington. Its proximity to the CBD and the potential for those emergencies to worsen warrants
more appliances turning out and a corresponding higher likelihood that those responses are not required or false alarms.

For bigger incidents, where it escalates from an ordinary response to a second, third, fourth or fifth alarm, the arrival
order is important. For Karori, in three of these bigger incidents, they were the first responder, and without that station,
there would have been a delay in fire services attending the incident. Equally, if Rolleston were not available, eight
instances where they were the first arriving truck would have had delayed response. Brigades relieve other emergency
responders during major incidents. Karori had 10-21 on third calls, the likely result of relieving other crews on big events —
without this capability fire services health and safety performance would be dra matically affected. In effect, removal of a
fire station and appliance would result in loss of capability in areas where back up and second or subsequent call outis
needed.

& Source: Wikipedia
7 Source: Wikipedia
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4. The Future State

4.1 Path to the Future State

The Fire Service is a public service organisation that is highly regarded, trusted and respected by the
New Zealand public. A recent independent survey of the public showed a public trust and confidence
level of 94%. Therefore changes to the Fire Service need to be carefully managed to ensure public
confidence is maintained both during the transition to the single fire services model and into the future.

4.2  Approved Change Programme

The move to a single Fire Service, bringing together both urban and rural fire services has been
approved. This review is cognisant of this large change programme, including the provision of one-off
funding of approximately $112 miilion to complete this transformation and notes that this funding
estimate has not yet been confirmed or approved.

TDM views this as first of a number of steps which will result in a right-sized, optimised and affordable
fire service for New Zealand.

4.3  Future State Fire Services

The Fire Services Review (refer https://www.dia.govt.nz/Fire-Services-Review) was tasked with
ensuring New Zealand’s fire services are modern, efficient, maintaining a sustainable volunteer
firefighter base and meeting the needs of both urban and rural communities. Fire services will be
delivered against sound risk management principles and the risk profile of particular communities or
industries.

Fit-for-purpose 21st century fire services are:

* flexible and adaptable

* coordinated with strong leadership

* able to provide a consistent and effective service

*  contributing through partnerships to strong local communities.

Determining high performance strategies for the long term use and deployment of Fire Service
resources in order to minimise the risk of loss of life and property is complex. It is important to
understand the purpose of the Fire Service within a modern New Zealand society and shape the
operating model within that context and within what is affordable.

The Fire Service prioritises its responses, to:

®  Save lives

*  Preserve economic capacity and capability (commercial and industrial infrastructure)
® Minimise damage to property

®  Build community capacity and capability to minimise risk and impact of disaster.

The result of this order of priority is the need for a first response capability that addresses a wide variety
of potential harms that people face from fire, natural disasters medical emergencies and other non-fire
incidents. The consequence is a service that is both capital and people intensive, resulting in a high
proportion of fixed costs (95%) and significant investment tied up in capital assets (station, appliances
and equipment).



Given the largely fixed cost nature of providing a standing army of fire fighters to respond to emergency
call outs, any future state fire service will be required to:

¢ optimise coverage, deployment, readiness and response

e  maximise flexibility in resourcing levels (career v volunteer, generalist’s v specialists)

e leverage the committed investment to meet other objectives (first responder to non-fire incidents)
without losing sight of the core business of fire response

e  access a broader range of revenue options

e build local community resilience (prevention, risk mitigation, capability and capacity for rapid
response)

e  be responsive to an aging population that generates increasing numbers of non-fire related
emergency calls

e remain affordable.

4.4 Framework, Methodology and Tools

This report has looked at the current state, financial levers available and the viability of both short and
long term solutions, to maintain the financial sustainability of the service as it undergoes transition to a
new future state.

4.5 Current Funding Position

As a capital intensive public service agency with one major source of income and a significant
proportion of its costs (95%) being fixed in the short term, the Fire Service has a limited number of fiscal
management tools at its disposal. As a consequence, the Fire Service has adopted a relatively
conservative approach to financial management designed to minimise risk to ensure that it is
sustainable into the future.

The Fire Service is also constrained from leveraging its balance sheet to address long term asset
replacement issues. Where it is considered unfair for current users to fund the full cost of the
investment then it is appropriate for the Fire Service to borrow money specifically for that purpose - at
present it only has access to a $10 million borrowing facility to cover short term cash needs — this is not
sufficient or sustainable to meet the ongoing organisational cost pressures.

The Fire Service is focused on operating safely and effectively. However, Cuts to funding (including the
organisations imposed limit of $50 million) will face challenges from both the public and firefighters.
The Fire Service's conservative approach may reflect the experience of previous attempts to reform the
service and a reflection of their limited experience in areas of significant change programmes. The Fire
Service is certainly aware that their limited ability to borrow is a key constraint on their ability to
perform operationally and as a result of this limitation the focus has been on careful management of
limited available funding as the only real lever to manging the financial position.

Based on the available information, our view is that the Fire Service will complete 2015/16 and 2016/17
with relatively minor changes to their operational and capital budgets. This will lead to a reduction in
funding reserves and likely result in expenditure timing risks around matching available levy income and
expenditure. As a result the Fire Service is likely to need to draw on debt funding during 2016/17.

There is considerable risk that cash flow problems will arise during 2017/18.

Without additional funding and In order to maintain a positive cashflow it will be necessary to reduce
capital expenditure programmes by some two-thirds unless operational savings can be found. Even if
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operating savings can be found there is still the likelihood that operating deficits will continue reflecting
the impact of unfunded depreciation.

4.6  The Transformation Approach

The ideal state must be viewed within the key parameters of right-sized, optimised, and affordable. The
solutions that deliver the wider outcome of an integrated, diverse and relevant fire service are framed
within these boundaries.

The diagram below illustrates one approach to determining and transitioning to the ideal state.

Transformation Overview

Wider Strategic Approach

oulcomes

An integrated, diverse and relevant Fire Service

Li

Specific and measurable benefits for ‘customers’ and kev stakeholders

|

Developing the strategic model for the fire service

Intermediate
outcomes

Inclnding:

. Evolving processes and procedures to deliver strategy
Activities . Operating model changes
. Across organisation engagement
Internal and external benchmarking

Good governance structure

Agile decision making

Clear direction and joined up Senior leaders
afqeployy ‘pastumdo ‘pozrs-ySry

I ts Staff Workforee Networks & Policy SME'’s &
npu engagement Plans relationships development User groups
Urban, Rural X Central &local NZFS Internal
Valunteer, Govt DIA External incl.
Permanent Sponsors Treasuryetc. benchmarked
SupPllers organisations
Unions
Other
jurisdictions
N.B. SME’s need to be able to understand tiat the current state will no: MCDEM ate.

remain and be agile enough to take the changes back to the business
units in a positive way,

4.7  Strategic Transformation Objectives

Right-sized, optimised and affordable providing value for money — these are the parameters for framing
a relevant, integrated and a diverse fire service.

A Right-sized Organisation
“the right number of the right people in the right jobs to accomplish NZFS' goals and objectives”

The proposed change will bring all the various elements of New Zealand's fire services together into a
single entity. The new organisation will unify urban and rural fire services with a new way of working,
and with this transition brings a change to organisational culture. The establishment of regional
committees is intended to provide a strong regional influence to ensure the regional voice balances the
national direction.

The new organisation will have an expanded role — an amalgamation of the current New Zealand Fire
Service, the National Rural Fire Authority, and the Rural Fire Authorities (including Enlarged Rural Fire
Districts).



The right sizing of the operation can be achieved through the balance of broad need, risk identification
and mitigation approach, resource availability (for example people, equipment/plant and funding)
under a well governed and managed organisation supported by the right policy framework.

To determine the “right-size” will require the following:

1. Agree the primary purpose. The key question relates to the determination as to whether the
service is primarily a provider of around the clock, every day of the year response to fire
emergencies Once the purpose is confirmed, the service can determine the right number of people,
equipment and locations necessary to deliver to this purpose, while also considering overarching
aspects such as public safety, containment, urban vs. rural settings, the needs of our diverse
communities and the balance of career vs. voluntary resource.

2  The secondary and subsequent priorities such as being first responder and non-fire emergency
response in search and rescue, education and medical events can then be overlaid.

Determination of the “right-size” will be informed by:

e fire service regulatory, strategic and policy environment

e  organisational strategy

e alignment of workforce plans with aforementioned environments and strategy

e the diverse nature of the staff, being permanent, volunteer, urban and rural

e the needs of the wider stakeholders eg. Central and local government, funding agencies and
organisations, unions etc.

e internal and external subject matter experts and benchmarked organisations.

Once the Fire Service’ ”core business” is understood and lessons are learned from the implementation
of the ‘one service’ model, the next step is to move into optimising the operation.

The “affordable” yardstick is applied during both the right-sized stage (particularly around the cost of
change) and is a key driver for determining how an optimised fire service will look.

Figure 5 - Organisational Overview
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Optimisation
“Make the best or most effective use of (a situation or resource)”

Optimising an organisation can be achieved with a number (and combination) of means. Commonly,
areas like funding, people resource, technology deployment and use and process are considered.
Consultation with a multitude of stakeholders from Ministers, other Government agencies, leadership,
staff and the wider community will help to determine or influence the measures taken.

Working parameters, performance indicators and success factors can only be defined after the
necessary outcomes, key drivers and benefits (including measurement systems) are articulated, and
understanding the experiences of benchmarked organisations in other jurisdictions that have
undergone similar transformation will be valuable in the New Zealand context.

Optimisation of the Fire Service will require a new risk-based approach which would consider fire and
non-fire responses such as road traffic accidents, flooding and other emergency incidents, and saving
lives and property. This will require a new risk-based assessment methodology to assess the
effectiveness of resource allocation and response strategies.

Any approach to optimisation must consider the strategic planning goals and objectives in fire
protection and response, and detail modelling approaches to support fire station placement, crew
deployment, level of readiness and response.

Affordability
“the universal challenge is to maximise value while living within our means”

The term ‘affordability’ is generally understood, but as a concept is hard to define. When referring to
the affordability of an item, it usually means the amount of financial stress that a purchase puts the
buyer under. For the purposes of this report, the term “afford” means being able to pay without
incurring financial difficulties.

It is true that emergency response services need to be affordable. Under the existing model this is
determined by a relationship between fire service levy rates and competing service expectations.
Consequently, affordability is concerned with securing some given standard of emergency response
service at a price which does not impose an unreasonable burden on those who pay for the service.

The concept of affordability applies similarly to emergency response services as it does to other goods
and services. Where one stakeholder considers a particular level of service to be quite affordable,
others may consider it very unaffordable. The position of each depends on how important they view fire
services to be relative to other areas where they could spend the resources, and what they believe
those funds should be spent on.

Fire service affordability can be viewed from the different perspectives of five key stakeholder groups:

® The Fire Service, given its desire to operate within existing state parameters and implement plans
to sustain that level of service into the future.

*  Monitoring agencies need assurance that where financial forecasts project operating deficits and
cash shortfalls that these deficits are being driven by necessity and not through choice.

*  Ministers, who have considered the need for the creation of a single fire service to deliver a more
effective and efficient emergency response organisation may look to identify other options such as
appropriations from other budgets, or to limit or slow the path to a possible levy increase.



e Levy payers’ ability to pay is all-important, and must be viewed in the context of fairness, equity,
transparency and ultimately their willingness to pay.

e New Zealand society that expects an emergency response capability to deal with low probability
high impact events, with an understanding that there is a cost of maintaining a contingent
capability of a standing army required to protect their communities.

Fiscal constraint invariably provides strong positive incentives for an organisation to make the best use
of its existing resources while judiciously using the various financial levers at its disposal (see Section 5 -
Financial Levers).

See also NZ Treasury supporting working paper® on Housing affordability (refer https://www.dia.govt.nz/Fire-

Services-Review)

4.8 Measures of Affordability

For the purpose of this report the fire service baseline was considered using several measures of
affordability. All three measures show that the Fire Service is facing a looming fiscal crisis which will be
exacerbated by the cost of the change programme without some fundamental changes being made to
its funding strategy:

short Term Affordability - the Operating Operating Surplus/Defici
SUI’plUS/ Deficit is the result of revenue minus 2015/16 2E/7 17718 A4S 2019720 220721 2021722 20223 W42 1024/25 2025026

10

expenses, and is the simplest measure of affordability.  §
The objective is to ensure that on an annual basis, the £
Fire Service is able to live within its means by meeting ‘;2’)
the current year's operating expenditure from @l
revenues. Current forecasts indicate that thisis a o0h

looming financial problem. “

Medium Term Affordability — free cashflow is a longer
term measure of affordability. This examines whether
the Fire Service can meet debt and interest
commitments, invests in the future capability, while
having sufficient cash in reserve to meet any gz;
unplanned shocks. Cash forecasts indicate that the Fire
Service will need a significant cash injection to operate

at the current service levels now and into the future.

Free Cashflow /Deficit

2015/16 201617 2037/18 2018/19 WI9/20 200021 202422 2022/23 2324 202425 202526

Miflions

8 Affordability of Housing: Concepts, Measurement and Evidence, Published: March 2006
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Long Term Affordability — Levy revenue is the long term determinant of affordability. A sustainable and
resilient Fire Service needs sufficient future certainty Revenue and Funding Gap

that levy revenue can match projected operating costs, s

financing costs and investment requirements.
Projections indicate that the Fire Service will need to
raise revenue through increased levies (orange) or
offset this amount by reducing expenditure to be
within projected revenue (blue) through a

combination of financial levers, identified below, l I I l I I I I I I l

WIthOUt a Ievy base Change or rate increase' 2015116 016/17 2617/18 2018119 2019/20 2020/21 2021/22 202223 202324 202425 2025{26

Millions
& B 5 2

g 8 &8 8

In addition to these short/medium and long terms affordability issues there is the impact of the
Transformation Change Programme that needs to be considered in light of the strategic decision to
proceed with the ‘One Service’ integrated model.

Change costs - it is important to note that the Fire Change Costs

Service will incur further costs, in addition to 205716 /17 200718 201819 2019/20 0/21 20N Y23 2034 DA MLY%
existing costs, that will arise as the Fire Service £ o H

transitions to a single organisation. The issue of : };3: !

intergenerational equity is directly relevant to {0

dealing with these costs and will require either an ﬁ

equity injection or the ability to leverage its balance gg)’ -

sheet by borrowing to meet the initial investment {50}

o N {100}
required to implement the change.
Summary — The costs of the Fire Service (assuming no change to the current footprint) will necessarily
increase in to the future. The issue is that expenditure is increasing much faster that growth in levy
funding. In the short-term this is putting pressure on the organisation and in the medium-term is simply
not sustainable.

The reason for this difference is largely because:

¢ the rate of levy has only changed once in the last 10 years (an increase of 7.3c per $100 insured to
7.6¢ per $100 insured)

® the residential portion of the levy is capped at $100K property value so (with the exception of new
built property) there is effectively no growth in about half the levy base.



5. Financial Levers

Provision of fire services in New Zealand is funded almost entirely by the fire service levy. The levy is
paid by property owners who insure their properties, contents or motor vehicles and collected by
insurance companies when insurance premiums are paid. Due to costs rising faster than available levy
funding the Fire Service will come under extreme financial pressure in the next few years, and itis
necessary to look at options to address this.

5.1 The Funding Model

The following diagram illustrates a range of financial levers, or mechanisms, available to the Fire Service
as they seek to address the looming financial shortfall — both short and longer term. It is likely that the
Fire Service will need to employ some short term measures until longer term solutions are agreed.

Figure 5.1: Financial mechanisms to address funding shortfall

Other Stakeholder

dacisions
12. Diversify Revenue

These Levers (shown in Figure 5.1) have been grouped into four categories:

Category

Ministers decision

Ministerial decisions
1. Increase Borrowing

2. Increase Levy Rate

3. New Appropriation

4. Broaden Levy Base

New Zealand Fire

Service

.l

Management decisions

Value Management Approach:
7. Maximise Levy

8. Reduce/rephase Transition Cost
9. Manage Transition Period

10. Reduce Operating Costs

11. Reprioritise/Re-phase Capex

Responsible Minister/s in conjunction with the Minister of Finance

Description

CE & CFO decisions
5. Maintain Reserves
6. Manage Borrowing

CEO / CFO decision

Strategic decisions made by the Chief Executive Office and Chief Financial Officer

Delivery decision

Operational decisions made by appropriate areas of the organisation

Other Stakeholders
decision

Decisions on paid service made by external stakeholders eg. Other agencies,
organisations, areas of community

New Zealand Fire Service
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5.2 Critical Success Factors

Achievability and affordability are key consideration in considering the likely funding option. The Critical
Success Factors for evaluation of the various funding options are illustrated below in Table 5.1:

Table 5.1: Critical Success Factors

Critical Success Factor | Priority | Description
| |
‘ How well the option meets the agreed investment objectives, related
business needs and service requirements, and integrates with other
| strategies, programmes and projects.

Enable fire services to better
achieve the strategic
direction;

How well the option matches the needs of stakeholders to deliver the _(

Meet stakeholder
2 | required level of financial sustainability. |

expectations adequately

‘ How well the option is likely to be delivered given the organisation’s ability
3 to respond to the changes required, and matches the level of available skilis
| required for successful delivery.

How well the option can be met from likely available funding, and matches |
other funding constraints.

| How well the option can meet the enduring needs of the business both in
| the short term and the longer term |

Achievability

Affordability 4 |

Sustainability 5

This report has identified four mechanisms (levers) that could be used to address the upcoming financial
shortfall. The following analysis highlights the need for both shorter timeframe solutions to meet the
immediate fiscal needs of 2016 — 2018 and also longer term solutions to provide a sustainable future for
fire services in New Zealand.

5.3 Funding Options

Range of funding options

As part of the solution process, a view of the various options has included an assessment of- the
approach objective, approval process, benefit, risk and impacts across a set of 12 identified options as
shown in Table 5.2.

Table 5.2: Funding options considered

Mechanism ' Implementation

Description
| Options R

Ministerial 1. Increasing Borrowing TN borrowing power to fund shortfall until other revenue means come
Decisions (public or private) into force.

Increase the Levy Straight increase of the NZFS levy to all levy-payers with current base
Rate calculation method maintained.

New Appropriation Additional funding allocated by Government as a crown appropriation to
cover public good component and levy equivalent for Public sector entities
or as a one-off injection to cover the cost of the change and transformation
programme.
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Mechanism | Implementation Seseration
i
Options ;
4. Broaden Levy Base An increase of the NZFS levy to all levy-payers through changing the base

and also Increase the levy is calculated on e.g. $100,000 to $300,00 threshold.
‘ Levy Rate

— RS

CE and CFO ‘ 5. Maintain Reserves Use cash reserves that have been set aside for the likes of earthquake
Decisions | strengthening, appliance replacement etc.

No additional funds into reserves for deprecation etc.

6. Manage Borrowing How and when lines of credit are utilised.

Further work by the NZFS to collect levies from non-payers of the levy who
have minimised their levy payments .

‘ 7. Maximise Levy

Management
Decisions

(Value ‘
Management) ‘

‘ 8. Reduce Transition Reduction in level of funding required for the transition to a unified NZFS.
Costs

‘ 9. Manage Transition Extension of the transition period to spread the funding over a longer time
I ENELTIAUEEAN to reduce the fiscal pressure.

| 10. Reduce Operating Scale back and/or cease activities NZFS would normally undertake eg.
Costs Education, prevention (eg. Safety checks, community events, building
checks etc.}, undertake station closures, National Office cutbacks etc.

‘ 11. Reprioritise/Re- Reprioritising and in some cases deferring capital expenditure.
Phase Capital
‘ Expenditure

12, Diversify Revenue Opportunity for diversification of revenue streams eg. Payment by DHB’s /
Ministry of Health for first responder activity to non-fire incidents, payment
for community interactions etc.

Other
Stakeholders ‘
Decisions

5.4  Funding Options Analysis

An assessment of the various options against the critical success factors was completed and is reflected

in Table 5.3:

Table 5.3; Implementation options assessment

Critical Success Factors

Funding Options

1: Increasing Borrowing

2: Increasing the Levy Rate

3: New Appropriation

4: Broaden Levy Base and Increase Levy
Rate

5: Maintain Reserves
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Critical Success Factors

Funding Options

: Manage Borrowing

6

7: Maximise Levy
8: Reduce Transition Costs
9

. Manage Transition Over a longer
Period

10: Reduce operating Costs _

11: Reprioritise/Re-Phase Capital
Expenditure

12: Diversify Revenue

Moderate
Alignment /
Support

Key

Further detailed analysis of the individual 12 financial levers is discussed in Appendix A — Funding
Options Analysis.

5.5 The Status Quo Option

Due to a large funding gap between available funding sources and planned/required expenditure, the
status quo is not financially sustainable. This deficit is primarily due to significant interest and
depreciation expenses arising from implementation of Fire Service’s capital plan. The Fire Service is
projected to have negative cash flows from 2016/17 as a result of the planned capital expenditure.

One of the immediate solutions to resolve this shortfall issue is by utilising the current cash reserves and
existing overdraft facilities. However such a solution is short term in nature and does not provide for a
sustainable longer term solution.

5.6 The Impact of the Transition to the ‘One Service”

The proposed ‘one Service’ unified operations is also placing extreme pressure on the financial
sustainability of the Fire Service. It is estimated that the deficits are the largest during the transition
years (2016 to 2020) and decrease thereafter. It is estimated that the new entity will require additional
funding to meet transition costs, totalling $112 million on top of new contributions from the Crown and
the National Land Transport Fund (NLTF) arising from implementation of the mixed funding model.

Unifying the sector into a single organisation will enable improved strategic decision making and planning
based on risks and needs, more effective service delivery, and enable efficiencies and better value for
money. It is considered that these benefits could be realised if the organisation improves its systems and
processes, provides services based on national and regional risk and needs, engages with communities, and
improves the support to volunteers and rural fire, and improves its capability. These changes should address
the current state issues of the fire services not always being able to show economic value, not always having



the right investment for community needs, and the risk of making ad hoc operational decisions based on
current systems, information and governance structures.

5.7 The Preferred Way Forward

The results of the options analysis reveal that there are a numbers of available solutions that can
provide the necessary support to the operating and capital requirements of the Fire Service. These
solutions fall into either short term or long term solutions and are shown in Table 5.4 below:

Table 5.4: Summary of available funding solutions

Funding Stages Available Options

Short Term ® Reducing operating costs

Increase the level of short term borrowing above the current $10 million to
relieve pressure on cashflows until longer term solutions are in place

® Seek a capital injection to fund the non-fire services and the cost of the
Transformation Programme either as a one-off funding solution or as an
ongoing increase in baseline

@ Review the costs in forming the new unified fire service to ensure such costs
are robust and sufficient contingencies are in place to fund any unknown or
unexpected costs

® Re-prioritise and re-phase capital expenditure to manage cash flows in the
short term with minimal effect on the longer term sustainability of the
service

® Manage the Transition over a longer period to reduce fiscal pressures in
peak deficit periods

® repurpose cash reserves to meet short-term fiscal deficits.

Long Term ® |ncreasing the Fire Levy rate from 2017 with retention of the base
calculation method

® Source additional levy payment revenue or reimbursement from other
agencies or emergency providers who receive a benefit from the Fire
Services attendance as first responder to non-fire incident

® Broaden the Levy base and increase the Levy rate to all levy payers.

The preferred way forward is based on a combination of short term and longer term solutions enabling
the fiscal pressures to be addressed immediately while longer term funding initiatives are developed
further. These solutions are:

In the short term it is suggested that Ministers allow NZFS to increase its level of borrowing both to
cover working capital as well as continue to invest in its capital programme, including the reconstruction
of the Christchurch Fire Stations and the National Seismic Strengthening programme. Such funding
could be achieved through either public or private borrowing.

Looking at the longer term, the solution is to ensure that the Fire Levy is set at a rate with appropriate
thresholds that ensures the service has security of income and is able to generate sufficient cashflow to
invest in capability into the foreseeable future.
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5.8 Sensitivity Analysis

While it might be considered that flexing the transition costs does not have a material effect on the
financial projections of the Fire Service there are however, situations that could have a material effect
on the funding requirement under the ‘One Service’ option including:

circumstances in which rural properties and assets are required to be purchased rather than
gifted to a new entity or sold at nominal values

the level of Operating expenditure efficiencies achieved from operating under one entity. At this
stage no financial analysis has been done on benefit realisation following the formation of the
‘One Service’ model because it is considered that operating efficiencies (benefits) cannot be
identified in the short term as the focus will initially be developing a new organisation and
embedding the culture of a single unified fire service with regional influence. However, following
transition it is reasonable to assume there is merit to assess the efficiency of the new model and
whether there is scope for savings

it is also suggests that NZFS’ capital plan would need to significantly reduce to be affordable
under the current operating model. There has been no assessment of the impact on the business
of such a reduction. However, any material reduction in the planned capital spend is not
considered plausible or realistic. For example, the current property programme is based on a
capped annual spend and reducing capital funding would extend the replacement programme
timeframes.



6. Conclusion

As a capital intensive public service agency with one major source of income (Insurance Levy is 97% of
total revenues) and a significant proportion of its costs (95%) being fixed in the short term, the Fire
Service has a limited number of fiscal management tools at its disposal. As a consequence, the Fire
Service has adopted a relatively conservative approach to financial management designed to minimise
risk to ensure that the Fire Service was able to live within in its means while also being sustainable into
the future.

Current financial forecasts indicate that the Fire Service is facing a looming financial crisis which past
approaches to financial management will not be able resolve. This situation will be further exacerbated
by the recent decision to create a unified fire service and the significant short-term cost of change and
longer term transformation to create a modern fit for purpose fire service that is right-sized, optimised
and affordable.

The Fire Service will be unable to resolve this on its own and will need to work closely with key partners,
notably the monitoring agency, to identify a package of funding options for Minsters that will address
this looming financial crisis in the short-term while ensuring longer term financial resilience and
addressing issues of intergenerational equity.

The analysis indicates that the preferred way forward is based on a combination of short term and
longer term solutions enabling the fiscal pressures to be addressed immediately while longer term
funding initiatives are developed further. These solutions include:

° Allowing NZFS in the short term to increase its level of borrowing both to cover working capital as
well as continue to invest in its capital programme, including the reconstruction of the
Christchurch Fire Stations and the national seismic strengthening programme. Such funding could
be achieved through either public or private borrowing.

° Looking at the longer term, the solution is to ensure that the Fire Levy is both relevant and
appropriate for the organisation and is set at a rate with appropriate thresholds that ensures the
service has security of income and is able to generate sufficient cashflow to carry out its duties,
powers and functions while investing in capability for the foreseeable future
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7. Next Steps

One of the key steps is a review the Transition funding costs to identify areas of fiscal risk, expenditure
adequacy and timing together with analysis of potential benefits to determine the overall cost impacts
on current projections.

Based on the proactive and prudent management of Fire Service funding, the introduction of capital
expenditure prioritisation and capped spending limits together with establishment of cash reserves
have helped reduce the looming fiscal challenge. In the future, the introduction of both short and long
term funding, with the support of shareholders, will ensure that these challenges can be met by the
new organisation, with improvements in capability, strategic decision making, organisational and
operational systems and better support for communities, volunteers and rural fire services.
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Appendix B - Financial Forecasts

Short Term Cash Flow Impact

Detailed analysis of the NZFS financial position for the period 2016 — 2026 is included in this appendix to
ilustrate the impacts of meeting planned expenditure, completing the Transformation Programme and
retaining current revenue streams.

Key Assumptions include:

Business Assumptions surrounding the 2016/17 budget, as well as the 2017/18 and 2018/19 forecasts

2016/17 2017/18 2018/19
Salaries and wages 2.8% 2.8% 2.8%
New Recruits 96 96 96

Regions and Areas remain unchanged.

Economic Assumptions surrounding the 2016/17 budget, as well as the 2017/18 and 2018/19 forecasts

2016/17 2017/18 2018/19
Levy Rate 7.6¢ 7.6C 7.6¢
Cash Rate (1) 2.25% 2.0% 2.75%
CPI (1) 0.3% 1.7% 1.9%
US 10 year Treasury rates 2.0% 2.75% 2.75%
USD /NZD (1) 0.65 0.61 0.66
EUR /NZD (1) 0.60 0.56 0.59
AUD /NZD (1) 0.90 0.88 0.89
Diesel price {excl GST) $0.80 $1.00 $1.20
Petrol price (excl GST) $1.70 $1.90 $1.90

Base data from BNZ Strategist 17 March 2016 March Year
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Appendix C - Fiscal Perspectives

This section summarises the Fire Services finances from a variety of perspectives to provide a balanced
view of the current state of financial performance and position. Included are:

° NZ Fire Service (2014)
® Statement of Intent 2014 to 2018
* Annual Report for the year ended 30 June 2014
® Looming Cost Pressures
° External Reviews (2015)
® PriceWaterHouse Programme Business Case
® Deloitte Limited Scope Financial Review

Statement of Intent 2014 to 2018

Financial sustainability

The Fire Service is acutely aware that the demands on emergency services in New Zealand may be
significantly different in the future.

Demands will be driven by demographic changes, pressure on resources, climate change impacts and a
need for people to play a greater role in their own protection and safety. This will require that we
become more flexible in our service delivery arrangements and resource allocation, work more
collaboratively with other rescue and emergency services and help individuals and communities to
become more prepared and self-sufficient in the face of emergencies and disasters.

The Commission operates a $614 million asset base encompassing approximately 850 fire appliances,
437 fire stations and the associated operational plant, equipment and information and communications
technology. All of these have to be maintained, upgraded and eventually replaced.

To meet the Commission’s obligation to manage its finances responsibly, it has set strict financial
parameters for senior management to prioritise spending. The Commission notes it is currently dealing
with capital demands well in excess of what it can reasonably afford on present revenues and is working
now on a prioritisation policy.

Over the last two years the Commission has spent $51 million (2014) and $62 million (2015 projected)
on capital investment. After allowing for asset sales in each of these years the net capex spend is
approximately $50 million. The Commission considers $50 million as reasonable in terms of affordability
at the current levy rate. It is inadequate however to meet the demands for capital funds to pay for the
Christchurch rebuild and national seismic strengthening.

If Christchurch were prioritised, the Commission would have no choice but defer regular capital
expenditure that it would otherwise undertake. Should this prioritisation policy be necessary, there will
be some impacts as it bites that could present public difficulties.

Unfortunately, the current levy provisions do not provide sufficient revenue for both our regular
ongoing capex spend as well as extraordinary non business-as-usual costs like Christchurch and the
national seismic strengthening programme.



The Commission has sought a temporary (five years) small levy surcharge (surcharge of 0.4 cents taking
levy from 7.6 cents to 8 cents) to cover the cost of the above business-as-usual capital expenditure
programme.

If approved, the prioritisation programme mentioned above will be unnecessary.

Fire Service fleet assets are well maintained and tend to enjoy long lives; on average fire trucks are
replaced every thirty years. Book values reflect the original purchase price from years back and
therefore tend to be low.

Because depreciation is calculated as a percentage of these low book values, accumulated depreciation
is a poor proxy for actual replacement ca pital costs.

Costs above depreciation have to be covered by the Fire Service’s balance sheet. The consequent effect
is to reduce the cash reserves, or when cash reserves are exhausted, to fund purchases through taking
on debt or asset sales. If financial pressures leave no option for the Fire Service but to extend the life of
our vehicle fleet and defer replacement of equipment, firefighters will be working with increasingly
obsolete equipment. The Commission would face increased maintenance costs and risks to firefighters.
Importantly, too, it would make it increasingly difficult to attract and retain volunteers, already one of
the biggest challenges facing the organisation.

The projected capital spend in 2016, 2017 and 2018 is maintained at $50 million and therefore nota
significant increase nor unreasonable.

The Commission is forecasting operational deficits in the outyears. In the absence of new funding or the
ability to borrow, the Commission might be forced to reduce this expenditure to an amount not
exceeding the depreciation cost.

Assets

To be effective the Fire Service must provide its people with the right equipment. The Fire Service isa
capital -intensive business holding more than $500 million in property, vehicles, plant and equipment.

The work programme outlined in this document requires significant capital investment over the next
five years. The Commission has decided to maintain a sufficient cash reserve to ensure that this work
can proceed effectively and without delay.

Fire Appliances - The entire "red" fleet of over 800 appliances is managed on a whole - of - life
maintenance and replacement cycle. Each class of appliance has a projected useful life based on
anticipated work load, maintenance and repair cost, and obsolescence. To maximize their value,
appliances are moved through the organisation as they age and are assigned to stations using
established resource modelling. The Commission expects to take delivery of an average of 30 - 40 new
appliances per year over the next four years.

Eire Stations - The Fire Service operates 437 fire stations. All fire stations are on a long term
maintenance and replacement schedule. In 2014/15 and out-years the Commission will spend
approximately $24 million a year on its property portfolio. This includes rebuilding stations in
Christchurch and the wider national seismic strengthening programme.
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Fire Service 2014 Annual Report

Any simple analysis of financial statements often focuses on two issues:

° Surplus / (deficit) — How the organisation has performed
° Equity — How the owners’ equity (being the communities that receive our services) has changed
during the year.

Based simply upon this analysis, the New Zealand Fire Service Commission (‘the Commission’} is in a
strong financial position. It had a modest surplus of $4.8 million during the year. The next few years are
also expected to generate modest surpluses. Due to the location of its stations, the Commission has also
benefited from increasing property values over the past few years ($31.4 million compared to $16.8
million in previous year).

However this fails to recognise the challenges the Commission faces where it looks at maintaining its
operational capability against the prospect of continued decline in its cash balances. The challenge is
depicted in the table below:

Net surplus vs cash balance
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The Commission’s surplus of $4.8 million should be considered against the reduction in cash and
investments of $10.1 million. Last year there was an increase in its cash and investment of $17.1 million.
All of this year’s $10 million reduction is due to the gap between depreciation and amortisation ($34.8
million) and its capital expenditure ($50.2 million). The table below shows that this situation is not
expected to change over the next five years:

$millions | 2015/2016 | 2016/2017 | 2017/2018 | 201872019~
Depreciation/Amar tsalion 398 387 380 3n4 82 | 405
Capital spend cash fiow 902 300 200 500 500 50.0
et cash (outtiowsh {10.1) {18.21 13.3) (179) (21 {319}

The Commission has built a solid cash and investment position in anticipation of the additional capital
investment. Sustaining these investments will be challenging over the next three to five years with
negative cash flows projected (refer above) as a result of significant capital investment and as the
growth in income is less than the estimated growth in operating expenditure. Levy growth has been

New Zealand Fire Service Transformation Programme — Funding and Affordability Options Page 57 of 65



steady over the last few years but there are ongoing challenges to ensure the amount collected remains
not only stable but also grows in line with the demand for services.

Levy growth is dependent on factors such as new residential housing stocks, contract works, economic
growth and new motor vehicles. However, it comes under pressure from organisations that choose not
to insure for fire, those who fail to pay levy owing, and from those insured organisations, brokers and
insurers in the industry who avoid paying their fair share of levy by exploiting perceived loopholes in the
Act.

With the high demand for continued capital investment and continued growth in the cost and scope of
operations, the Commission must maintain its levy base. This means challenging avoidance and
minimisation and delivering growth with the current rate of levy.

The rate of levy has only changed once in the last 10 years (an increase of 7.3c per $100 insured to 7.6¢
per $100 insured). The charge for a third or subsequent unwanted false alarm has also not altered in
this time ($1,000 plus GST).

The New Zealand Fire Service Commission is highly dependent upon its network of fire stations,
appliances and equipment for both service delivery and resilience. This network ties up over $600
million of capital, and a significant amount of expenditure and reinvestment is required to maintain it.
The graph and the table below show why constant reinvestment and strategic replacement is critical to
maintaining the Commission’s infrastructure. Failure to do this ages the infrastructure and creates
issues for future Commissions and management.

Age profile of fire appliances
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During 2013/2014 over $50 million was reinvested in this network, one of the largest ever capital
spends by the Commission. This level of investment is not expected to reduce in the foreseeable future
given the Commission priorities are to seismically strengthen its properties along with the rebuild of its
Christchurch infrastructure.
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Snapshot of assets at year end - assets’ carrying value ($M)
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most organisations, the level of capital investment in any one year would approximate the amount of
depreciation expense. However, this is currently not the case for the Commission due to:

1. The historical purchase price being vastly different from today’s purchase price (e.g. appliances
have a life between 25 and 30 years

2. The Commission undertaking more than just renewal of assets (e.g. seismic strengthening of
buildings, installation of exhaust extraction)

3. Extraordinary expenditure as a result of the relocation and rebuild of stations following the
Christchurch earthquakes.

During the current year, the additional funding of the capital investment programme is being managed
from the Commission’s balance sheet by using its reserves in cash and investments ($60.4 million at
year end compared to $70.5 million the year before) to meet the level of investment required in the
short term. With finite levels of cash reserves this is not sustainable in the medium to long term and
other forms of funding will be required.
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The current strength of the balance sheet {net current assets of $10.5 million and net long-term assets
of $582.4 million) is reflected in the equity of $592.9 million. The Commission has significant equity in
the Fire Service infrastructure but very little of it is freely available given the operational and strategic
nature of those assets. The net portion of its balance sheet as at 30 June 2014 shows it has $1.20 in
assets for every $1 in liabilities ($1.40 in the previous year). This is driven by the Commission’s
investments but as these are reduced (due to capital reinvestment) this ratio will weaken. The long-
term portion of the balance sheet is very different with long-term assets covering its liabilities 15.9: 1
(14.3 : 1 in previous year).

The Commission has established a number of reserves to reflect the immediate demands and first call
on its equity. These reserves (both cash and equity) reflect the challenges and uncertainties that the
Commission faces, as well as the demands, in excess of business as usual activities, which will require
funding. Two of these reserves, the Major Emergencies Response Reserve ($15 million) and Levy
Variability Reserve ($10 million) were established as a result of the Commission’s experiences during the
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global financial crisis, the Christchurch earthquakes, the Rena disaster and the Pike River tragedy, when
resources far beyond standard operational requirements were needed.

In 2013, the Commission established two further reserves — the Christchurch Rebuild ($12.0 million) and
Seismic Resilience Reserve ($31.6 million). These reserves differ as they did not involve any specific cash
being ring-fenced. Instead, these were separated out from the general equity reserves in the balance
sheet to reflect the amounts that will be required to seismically strengthen fire stations, and reflect the
amount received from the Commission’s settlement with its insurer.

PriceWaterHouseCoopers - Financial Case (2015)

PwC developed the financial case and cost model used to support the Cabinet paper. The purpose of
this financial case is to look at the changes of the governance and support and funding options. The
implications of the current status quo funding position is being considered separately outside of this
financial case. Key findings from the report were:

. The status quo is currently not financially viable - The analysis suggests that the status quo is not
financially sustainable due to a funding gap of $360 million over the projection period. This deficit
is primarily due to significant interest and depreciation expenses arising from implementation of
NZFS’ capital plan. NZFS is projected to have negative cash flows from 2016/17 as a result of the
planned capital expenditure.

° The enhanced status quo is the most financially viable option. Under the enhanced status quo
option NZFS will experience cash deficits in FY2016 and FY2017. However this shortfall can be
covered by the current cash reserves and overdraft facilities. Furthermore, the analysis suggests
that NZFS will post annual surpluses from FY2018. This is a result of increased funding under the
mixed funding model.

° The One National Fire Service Regional influence option requires additional levy funding. Under
this option, the new entity will experience cash deficits from 2016/17 and totalling $192 million
by the projection period (2025). This is largely driven by implementation of the NZFS capital plan
and the cost of transition. The deficits are the largest during the transition years (2016 to 2020)
and decrease throughout the projection period. It is estimated that the new entity will require
additional levy funding totalling $142 million on top of new contributions from the Crown and the
National Land Transport Fund (NLTF) arising from implementation of the mixed funding model.

o Sensitivity analysis suggests that flexing the transition costs does not have a material effect on
the financial projections. However, situations that would have a material effect on the funding
requirement and closing cash balances under the One National Fire Service — Regional influence
option include:

e Circumstances in which rural properties and assets are required to be purchased rather than
gifted to a new entity.

e  Operating expenditure efficiencies of 10% are achieved from operating under one entity.
Note that no financial analysis has been done on how operating efficiencies may be achieved
because it is unlikely that operating efficiencies can be identified in the short term as the
focus will initially be on transitioning to and embedding a single unified fire service with
regional influence and these are not feasible in the short-term. However, following transition
it is reasonable to assume there is merit to assess the efficiency of the new model and
whether there is scope for savings.
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e Sensitivity analysis also suggests that NZFS’ capital plan would need to reduce by around 58% to
be affordable under the status quo. There has been no assessment of the impact on the
business of such a reduction. However, any material reduction in the planned capital spend is
not plausible. For example, the current property programme is based on a capped annual spend
of $24.1m. Reducing funding available for capex would extend these timeframes, so the seismic
programme may extend from twelve to say fifteen years, a period of time which may exceed
mandated maximums for emergency buildings in high risk areas (although these have not been
confirmed yet). Decreasing annual property capex spend to $19m has already been mooted by
the Fire Service but would not materially impact the overall capital spend.

Deloitte - NZFS Limited Scope Financial Review (2015)

Deloitte reviewed the current financial position of NZFS including the manner in which it forecasts
revenue, expenditure and its significant programme of capex over the next decade, including whether
this programme is realistic and evidence based. The key findings were:

e  Forecasts of revenue appear to be reasonable and based upon previous experience as well as
economic trends and projections

e  The operating expenditure of the Fire Service is increasing at a faster rate than income. Most
expenditure (66%) relates to personnel costs, with depreciation (10%) the next higher cost.

e The Fire Service has invested significantly in its asset base in recent years, and total assets have
increased from $650 million in 2013/14 to $784 million in 2014/15, projected to grow to $881
million by 2019/20 (this assumes funding is available to support that growth)

e The Fire Service has a self imposed cap of $50 million on net capex each year.

e  Based on current forecasts earnings before interest, tax depreciation and amortisation (EBITDA)
would drop to $14 million in 2018/19 and $16 million in 2019/2020. If this used as a proxy for
operating cashflow funded depreciation would have to drop to less than $15 million in 2018/2019.

NZFS - Looming Cost Pressures

The following comments are taken as an extract form the full letter outlining these issues from NZ Fire
Services Commission Chair to Minister of DIA in ‘NZFS — Looming Cost Pressures’.

........| noted in the Fire Services Review cabinet paper that there is reference to the Commission
providing advice to you regarding the options to address current state cost pressures. In my letter to
you on the 29" of May | noted that the Commission is committed to living within its means but it also
had a responsibility to maintain its operational base and secure its asset base for future Commissions.
You will be aware that the Commission’s preference to meet these demands has been for a temporary
levy rate increase with supporting revision to our borrowing powers. Our Officials have been discussing
this now for over two years and we were notified recently your Officials would not support either
change.

Growth in levy receipts are clearly not keeping pace with the growth in operating expenditure and the
level of funded depreciation along with the investments held is not meeting the demand for either
business as usual capital replacement or the extraordinary capital demands off the back of the
Christchurch rebuild or the seismic strengthening of our fire stations. With the investments also
required to help support the reserves that the Commission are committed to holding for major
emergencies and levy fluctuations the demands then the financial pressure get even tighter.



There are two very different financial issues affecting the Commission, both requiring a different
response. The first being the projected operating deficits and the second being the outflow of net cash.

In dealing with the first issue, the operating deficits, the Commission has two options, secure its income
base and then grow its income or reduce its operating expenditure. With 97% of the Commissions
income coming from levy the ruling by the Supreme Court helped secure the income base and even
though we have seen some growth it is not expected to be ongoing as these organizations reorganize
their insurance arrangements to reduce their ongoing levy obligations. Other than the growth that
would arise from residential housing, motor vehicles or increased economic activity, the only other
option was an increase in the rate of levy.

Reducing operating expenditure in order to reduce the projected deficits can in the short term come
only from the variable costs. The current split between fixed and variable costs is 96% fixed or semi
fixed and 4% variable. The reasoning behind why | say the concentration has to be on variable is
because of the additional expense of reducing fixed costs. With 75% of the cost base relating to
personal and 11% relating to depreciation the fixed cost base can only be achieved through the
reduction in headcount or the sale of assets with no replacement.

With variable costs at 4% or approximately $15 million reduction in these costs would impact areas such
as travel, internal communication research and development and grants.

With an operational crew costing $1.7 million a year there are some stations that in the long term can
be looked to close, Lookout Point, Washdyke, Karau and Kingswall. There are however other operational
demands which mean looking at increased resourcing in the future such as Queenstown, Gisborne and
Auckland.

The management of the net cash has two impacts, it slows the:

1. reduction in investments and this helps support the liquidity of the Fire Service and helps the
Commission support its reserves

2. transition to debt which the Commission has limited powers to incur and puts extra strain on the
deficits through increased expense in the form of interest.

The Commission is mindful that the driver of the cash flowing out of the organisation is not from
operating purposes but from the size of the Commissions capital program. Being highly capitalized the
program is driven by the need to continually reinvest in the asset base in order to keep it operationally
sound, the base currently sits at $650 million (gross). The Commission is reluctant to provide trade-offs
given the risks that it poses to a new/future Commission and would in no way recommend that what we
propose here are viable options and are provided for no other reason than to demonstrate that the
Commission has at least considered the option and understands the impact if this was ever adopted.

The impacts from the capital decisions proposed can be summarized as follows:

4. reducing fleet construction will increase the age of the fleet (as well as increasing mechanical issues
and increased maintenance costs) which shifts the replacement to future Commission’s and
management. It will also prevent the National Commander aligning more appropriate vehicles to
match risk.

5. slowing the reconstruction of Christchurch Fire Stations which will increase industrial unrest given
the amount of time Christchurch staff have been living in temporary accommodation, means that
Fire Stations are not aligned to the new risk profile in the area, go back on the word given the

National Commander and the Commission that Christchurch was a high priority.
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6. slowing and therefore spreading the seismic programme over a greater number of years. The
current programme is based upon regulatory guidelines and even the current programme pushes
completion for a small number outside of current regulations. Territorial Authorities have the
power to shut our stations if they do not meet the regulatory timeframes leading to potential
operational difficulties and adverse internal and external criticism. In addition it means keeping
career and volunteer firefighters in buildings which do not meet seismic standards — a Health and
Safety risk. Any further slowing of the programme exposures everyone to increased risk in these
areas.

7. the Commission wont land bank for future developments and could sell land it has banked to help
offset capital costs. While appearing attractive this will highlight to firefighters that construction of
their stations will be delayed, that future acquisition of land in the appropriate area may not be
available or come at an increased price thus putting the burden onto future Commissions and
management. This is solely a deferral option.

8. project work set aside for the five year Vision2020 programme could be halted and focus stays

solely on the programmes linked to legislative transition. The advantage to this is that it saves both

operating and capital expenditure. The disadvantage is that the organisation may consider that the

Commission and management have failed to live up to its promises made during the consultation

processin 2014.

the Commission did consider, but rejected slowing or deferring the replacement of the incident

ground radio and the yet to be included replacement of the paging network but due to both

operational and safety considerations and the lack of alternatives

w

To demonstrate the financial but not the organizational impact of the decisions above | have
constructed a table below for illustrative purposes.

These two following tables are not populated ??

Srh 2016/17 2017/18 2018/19 2019/20 2020/21
Current programme 73 63 56 |
(20)

Slowing fleet construction
Slowing Christchurch rebuild
Slowing Seismic works
Selling land banks

Removing project

Potential Programme

If the above was undertaken the impact on the operating deficits would be negligible but the impact on
the net cash flows and hence investment/debt is shown below.

Sni'l 2016/17 2017/18 2018/19 2019/20 2020/21
Investments / debt before
Investments / Debt after

The impact from making the capital adjustments improves the retention of investments and staves off
burgeoning debt and from a short term fiscal perspective is sound. But from a governance perspective
and management perspective the decisions are poor and create issues for successive Commissions,

management and Minister’s. The Commission’s position still is that a temporary increase in the rate of



levy to deal with Christchurch rebuild and seismic strengthening is still the most appropriate decision to
be made. | have highlighted the risks above but do so again below for clarity.

The risks from the Commission’s perspective are:

1.

running investments down to zero and having no change to borrowing powers means that reserves
are no longer funded, i.e. the major emergency reserve and the levy variability reserve. This
effectively transfers the risk to the government to provide funding in the event of another
Christchurch or global financial crisis as the Commission would have no means of dealing with
these.

slowing seismic and the Christchurch rebuild will create industrial issues for the Commission and
put at jeopardy the cooperative environment we operate in as well as the structural reforms that
we are looking to and have achieved to date. This is also impacts our relationship with volunteers
given many of the seismic projects outstanding. Relate to volunteer stations and the Commission is
concerned about the message that would send to volunteers about our commitment to theirs and
their community’s health and safety.

the age of the fleet is already high given the failure in the 90’s to build an appropriate level of
appliances. Slowing the build programme now not only increases the average age and pushes
operating costs up
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Appendix D - Sources of Information

The following sources were consulted in the production of this document:

Sou rcé Iy Description

Published financial information

Annual report 2014/2015
Statement of Intent 2016-2021
Financial statements March 2016 forecasts

External reviews of financial position or
performance

MartinJenkins Report on Expenditure and Service
Delivery

Deloitte Limited Scope Financial Review

PwC Programme Business Case in support of the
Cabinet paper

The programme business case

in support of the review Cabinet paper

Looming cost pressures reported to the Minister
in the “Initiatives to reduce projected deficits”
dated 27 January 2016

Extract included in Appendix C

NZ Fire Services Property strategy

Various sources of Management information

Extracted from the financial system TM1 (2002 to
2025}

e Profit and loss

e Balance sheet

Cashflow

®  NZFS Reconciliation of annual movements

= NZFS Capital Plan

= KPMG Transition Costing Model

= Pw( Financial Model

Meetings were held with a number of
stakeholders including, but not limited to

NZ Fire Service

e Bridget Carter

e Fraser Fyfe

e Brett Warwick

e Darren Stafford

e Barry Shuurmans

¢ Wayne Goodfellow
Department of Internal Affairs
¢ Jodie

s Caroline

Other

® AlfKirk







