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Brief: B12-574

Key Messages -

Background and introduction

1.

Cabinet has agreed to support Crown investment in irrigation schemes, has set
aside $80 million for 2013-2014 for this purpose and signalled a willingness to
invest up to $400 million [EGI Min (12) 29/5 refers]. Cabinet agreed that a
Crown-owned company should be established to manage investments in @
irrigation. Crown Irrigation Investment Company (CIIC) is a working nam

the company.

This paper is long. We have tried to keep it as concise as possib
briefing covers several critical areas under the broad area of i
arrangements for CIIC. We thought it best to present all th
advice in one place rather than across several separate Brie

al
nts a
An Establishment Board for CIIC has been appoinigd; andthe CO&% be
formed on 1 July 2013. This paper has been provided to.the E ishment
Board for their reference, however the recom %Sons are %tms as its
shareholders. The Establishment Board i@é rite ifH their views
on the proposed institutional arrangements; ordapeg-with\their Terms of
Reference. % 6
nsibilit' @en Ministers (as
npanies reholders’ role is

primarily to set the framew h the c will operate and monitor

performance against this, pan eratés within this framework,

including making day-ta- cisions| and.s, therefore described as operating
sl |

There is an established division
shareholders) and Crown-owne

“at arm’s length”. stent'with y of CIIC’s investment decisions will
not require shar approv pproval is required under the Crown
Entities Act 2004 Com t 1993. This approach makes clear

responsibility fa idua nts lies with CIIC and avoids perceptions of
political inn e.

Instituti range

5.

%

%: are a rr% choices about institutional arrangements for CIIC. These
@ to:

a. rown-owned company;

b. C Entities Act 2004 (CEA) exemptions;
c. constitutional purpose and nature;

d. initial funding mechanism; and

e. monitoring agency.

This paper also proposes some initial guidance for shareholders to give to CliC
about their expectations of returns.
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Type of Crown-owned company

7.

Crown Entities Act exemptions

8.

CIIC should be established as a Crown entity company (CEC) as opposed to a
State Owned Enterprise or Public Finance Act company because it will:

a. not seek to maximise profits in line with a comparable private business as

a State Owned Enterprise must. It will invest without necessarily expe
a commercial rate of return; and

b. be fully Crown-owned at least in the first instance which is a require
for CECs. The Minister of Finance and Minister for Primary Ind
be full and equal shareholders. Public Finance Act compani for
mixed ownership, but this is not necessary for CIIC. R

CECs are established as standard companies underl
‘ Q|

securities, borrowing, giving of guarantee
circumstances prescribed by regulation,
Finance. The table below describes our

Table 1: Crown Entities Act e&l@s @

Restriction Exemption@%{@n}nent @

Acquisition of | Yes %%IC will acquire securities when making
securities % inves This may be periodic and frequent.

hareholder approval would be
ome and erode the “arm’s length”

nship.

/] N
Borrowi & )210 ﬁinisters should control the level of funding
% available to CIIC to invest, as they are best
placed to assess opportunity cost. If CIIC borrows
% 4 » without Ministerial approval it essentially
AU increases the funding it has available to invest.
ggiving "No In some circumstances ClIC may use guarantees
guarante and indemnities as a substitute for investment in
and irrigation schemes. If it were to do so this may
indemnities involve potential financial exposure beyond the

level of funding provided by shareholders.
Ministerial approval is therefore appropriate.

Derivatives No The use of derivatives may help CIIC to achieve
its policy objectives, and to manage risks

associated with specific investments. Derivatives
are likely to be used in its investment structures.

Shareholders should approve CIIC's risk
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management policies and the associated use of
derivatives that 1) contribute to its business
needs, and ability to achieve its policy objectives
and 2) of which CIIC is able to demonstrate its
appropriate risk management.

This set-up would allow for CIIC to operate at
“arm’s-length” from Ministers, but would restrict

their use of derivatives to an initial framework
has been agreed by Ministers. Q
~ A

9.  MPI recommends that you agree to expedite the Cabinet Committee
and submit the proposed exemptions to the Crown Entities Act di
Cabinet Legislation Committee (LEG) rather than taking the p
Cabinet Economic Growth and Infrastructure Committee ( S a

process has Parliamentary Counsel support. They have
combination of EGI approval of 12 December 2012 ar

in this paper) is sufficient for them to commence d prop ]
Council.

Constitutional statement on purpose and nature o ompany %;
10. CECs have constitutions. These provid rtun| the purpose and

nature of the company, and give guidan e Boa e company who

must comply with the constitution isio dard and a full draft
constitution for CIIC will be pro hare later time.

11. Our proposal for the purp ture sect the company is included in
the boxed text below. Thi een d ed between the Ministry for Primary
Industries (MP1), the and erwces Commission.

Purpose of the co

The purpose of %ﬂ ny i - ent government policy by co-investing in
off-farm i irrlga s wh ot d not otherwise be established and are

expected t erci {zble’in the long term; and to seek to exit those

investm e they ommercially viable.

Ind g so eco

anag s using best practice investment management
appro

ontrolllng interest in irrigation schemes.
ﬁature of the-company
In doing so CIIC:

e will seek to maximise returns to its shareholders to the extent that this is
consistent with achieving its purpose;

e will seek to minimise the amount and term of its investment in individual
schemes, subject to the achievement of its purpose; and

o must operate in a financially responsible and fiscally efficient manner.
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Initial funding mechanism for CIIC

12.

13.

We recommend uncalled capital as the most appropriate mechanism to provide
the initial $80 million of funding to CIHIC, to fund both its initial operating
expenses and investments. Uncalled capital is a way for shareholders to commit
to providing capital without providing cash up front. Shares are issued to
shareholders who commit to pay for them when their capital is “called”. Th
terms under which a call could be made would be specified in a subscripti
agreement to be agreed between CIIC and shareholding Ministers. %

Funding through uncalled capital means that:

a. shareholders set the overall level of funding available to t Cil
able to determine when and in what schemes it invests %
b. CIIC has access to funding when it needs it, but does Rat e to

surplus funds.

Monitoring agency

14.

15.

We recommend that the Crown Ownershl be
responsible for monitoring CIIC. COMU mos ned
companies, and has the systems, proce nd spe esources to do this
effectively. COMU, and MPI as th d fo Envestment, will
work together during the establ S has clarity of the respective

responsibilities of our agenm

COMU has commence ratlon approprlate monitoring regime for
ClIC and how it shoul Vlde further advice to you as
shareholding Ministg

Returns to sha %

16.

v

The sta dnltorl @ments for Crown-owned companies include an
ongoi iseussion betw reholders, their representatives and companies
ectatio eturns to shareholders. It would be useful for
reholders to t outtheir expectations about returns before CIIC is
%ﬁhshed th ay frame the development of its investment and
ns fro ent to be provided to shareholders

Over tlme irrigation schemes are expected to become commercially viable,
CHC will begin to exit investments and the case for further investment in
irrigation will decrease as more schemes are developed. When CIIC divests
from schemes, it will receive returns of capital.
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18. A key decision for shareholders therefore, will be to set expectations about
returns in the medium term when CIIC divests. This would provide greater clarity
to the Establishment Board. There are two broad options for returns that CIIC
receives from divestment:

a. that CIIC should return any capital divested from schemes directly to the
Crown. This approach would:
o limit the investment in irrigation schemes to the amount that Cab
has signalled it is willing to invest (up to $400 million), less a
operating costs which will also be funded from the $400 milli
e enable Cabinet to explicitly take decisions on increasing % ntin
e

irrigation schemes beyond the maximum $400 millio@ igh pp
irrigation priorities against competing priorities acr overnment;. 0
b. that ClIC should use returns from divestment to rein % bse
irrigation schemes until shareholding Ministers st erwise. Fhi
approach could enable CIIC to continue to in\{?/sltfbe( d the
Cabinet has signalled it is willing to invest as equity{up to 0 million).
19. We recommend that shareholders indicate %nciple’ ecigtion that CIIC

should return all returns from divestmen own herwise
indicated by shareholders.

No expectation of short term returns to ders
20. Shareho!@ers shou!d ackno 41 ata caL!s is unlikeiy_to arise in
CIIC’s initial period of op and is therefore-tinlikely to provide returns.

21. In its initial period Cll
a. willinv ‘tWemes atwillnot be immediately commercially viable;
b. is exp % forec % er investment outflows than forecast returns;
g, _an recei njections called from shareholders.

22, | sh%ers id ﬁ&an expectation of returns either:

. Cll %\ﬁy be able to invest in schemes where it believes it will

ethe level of returns required to meet expectations, which may
0 achievement of its policy objectives; or
y b. ould need to account for the need for returns when requesting
additional funds from the Crown. This is a ‘zero-sum’ game, and is nota
genuine return.

&

Page 6 of 23



Brief: B12-574

CIIC to use earnings to fund operational costs

23. CIlIC may receive earnings from the investments that it makes in irrigation
schemes such as cash dividends, or interest payments on loans. CIIC should
use these earnings to cover or contribute to operating expenses. Operating
expenses would otherwise be funded from capital contributions from
shareholders, decreasing the capital able to be invested in irrigation scheme
Funding operational costs through earnings provides CIIC with the oppor ?D
to utilise a revenue stream that is independent from shareholder contribu :
to support its financial sustainability. In the event that earnings are g% n

e

CIlIC’s operational costs, the excess should be returned to sharehold

details of this approach are covered by a dividend policy. @
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Recommendations

24. MPI recommends that you:

%

Crown-owned company

Note that Cabinet has agreed to setup a Crown-owned irrigation investment
company (CIIC),

N
Agree that Ministers should not have a role in approving individual com
investments in off-farm irrigation schemes beyond those set out in legis 4

A agreed
Agree that CIIC should be established as a Crown Enti y, i %
schedule 2 of the Crown Entities Act 2004;
& greﬁ% eed

Crown Entities Act exemptions

. Agree that CIIC should be exempt from X1 of q& Entities Act
2004 which restrict the acquisition of s ies;

Agreed/Not agreed

Agree that CIIC be subject 62 0@ n Entities Act which

restricts borrowing;
Agreed/Not agreed

Agree that CIIC should ubjec @n 163 of the Crown Entities Act
which restricts tg 2 giving of gu nd indemnities;
Agre 'r@iple that.C ould be able to use such derivatives approved
by rehold cture the investments that it makes to achieve

oli Jec’tivss;

Agreed/Not agreed

Agreed/Not agreed
Agree <@should be subject to section 164 of the Crown Entities Act
whichfesticts the use of derivatives;

Agreed/Not agreed
Note that to give effect to recommendation (g) above approval from the
shareholding Ministers will be sought for CIIC’s risk management policies and
a standing approval of the associated use of derivatives for CIIC to achieve its

objectives;

Noted
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%

m. Agree

Constitutional statement on purpose and nature

Agree that ClIC’s constitution should include the following statement
regarding the purpose and nature of the company:

Purpose of the company

The purpose of the company is to implement government policy by co-

investing in off-farm irrigation schemes which would not otherwise be
n@}

established and are expected to be commercially viable in the long
to seek to exit those investments once they become commercially v

® manage investments using best practice mvestmen nagement

approaches; and
e not seek a controlling interest in irrigation sc s -- 2
Nature of the company @ >
In doing so the company: @%

e will seek to maximise returns fto it Ider tent that this is
consistent with achieving its purp%

In doing so the company will: % Ei

o will seek to minimise the a ferm stment in individual
schemes, subject to the em‘ se; and
e must operate in a ﬁna onsr cally efficient manner.
Agreed/Not agreed

Funding arrang

k. Agree thati @mg for@ uld be provided as uncalled capital;

Agreed/Not agreed
e sub @ agreement for uncalled capital will include criteria
ircum hich capital can be called;
Noted

Mom’t ] cy

commend to Cabinet that the Crown Ownership Monitoring Unit
(COMU)be responsible for monitoring CIIC;
Agreed/Not agreed

n. Note that COMU will provide advice to shareholding Ministers on the

monitoring plan for CIIC;
Noted
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Returns to shareholders

o. Agree to indicate to CIIC an expectation that it will provide returns to
shareholders when it receives them from divestment (rather than reinvesting
or using them to cover operating expenses);

Agreed/Not ag

p. Note that CIIC is unlikely to provide returns to shareholders in the shoﬁ%

%Noted

q. Agree that ClIC should fund operating expenses from an rru s lt receive

from investments;
@gr @
Next steps % a’@
(0

r. Note that Cabinet has authorised the ng @ approve CIIC’s

business plan, including its constifutio ope lines; and
Noted
s. Agree to take the O % cil seeking, Crown Entities Act exemptions
direct to Cabinet ypassing Cabinet Economic Growth
and |nfrastruct% ittee
\/2: Agreed/Not agreed

Ada @E Hon Bill English
Dwe@ Minister of Finance

&

ctor Polic / /2013

Hon Nathan Guy
Minister for Primary Industries
/ /12013
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Background

25. Water storage and off-farm irrigation infrastructure has the potential to enhance
land productivity and significantly increase returns to the agricultural sector and
the New Zealand economy. The government has announced its intention to
invest in off-farm irrigation schemes.

26. Cabinet has set aside $80 million as a commitment against the 2013 Budge

Capital Allowance, and signalled that it may invest up to $400 million. ;

27. Cabinet agreed to form a Crown-owned company under the Compa
1993 to manage the Crown’s investment in irrigation mfrastructur
to

establish CIIC: E;
e because of the complexity of the decisions require e si
commercial nature of investments and the i 1mpa |0nal

development; and
e to remove any perception of decisions bein mﬂuenced by,
considerations.

Irrigation Investment Company (CIIC) is a working hame. Cabi@

28. The Minister of Finance and the Mlnlste ary I re to be full and
equai shareholders of the company er e these Ministers
s “shareholders”.

29. CIIC will be established on 1 13 In th me, an Establishment
Board has been appomte plan ing C S busmess operations.

The Crown-owned cornpag'\lv @

30. Establishing a Crown= ed co @phes a certain division of
responsibilities ‘&) shar and the company. The role of shareholder
is to set thefra in company will operate, and monitor
performa ai st tha work. The company works within that framework,
and ma o-day‘decisioris. The company is therefore described as

oper arm’s ’ixgy‘}

31.% detail a
any}
@1: T

t%?oles that are generally held by shareholders, and the
in the table below.

-owned company model

vf(ole for shareholders (Ministers) Role for Company (as governed by its
Board of Directors)

Appoint or dismiss directors Directors are responsible for the governance
of the company, and appoint employees as
management

Management is responsible for the day-to-day
operations of the business

Approve (and alter) the company Act consistently with the constitution
constitution
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Role for shareholders (Ministers)

Role for Company (as governed by its
Board of Directors)

Review draft Statements of Intent provided
by the company, and propose any
amendments

Prepare a Statement of Intent

Provide the company with an annual letter
of expectations (including any expectations
about returns to shareholders)

Act in accordance with the letter of
expectations (including meeting any

expectations about returns to shareholder@

Receive an Annual Report from the
company

Prepare an Annual Report %

Receive quarterly reports from the company

o
Prepare quarterly reports f}k&é\a\@@{ém Ay

Provide the company with funding through
the acquisition of shares

Operate within the fundi Up@a)ed by %@
& ionally %

shareholders (and any
Advise shareh@:f any&@

additional funding

Approve major transactions

ab <%ﬁsa
lSlDﬂS er transactions
’WJ) seek | from shareholders

revenue)
é/ holders

Make datio

Implications for shareholders i

32. The monitoring proces

owned company |
investments i
e U

be approve

nder the Cro
requi

In practi

. 4 '
9 that

: - sc e@l

Iegislation@ fe:

ent de@ making

ompany (including Statements of
areholders to engage with CIIC about
important implication of the Crown-
ers’ formal role in approving

imited to circumstances prescribed by

g Compani any transaction that is valued at more than half
th t base of a pany is deemed a “major transaction” and needs to

shareholders; and
ntities Act 2004, many Crown-owned companies are
shareholder approval to acquire subsidiaries.

is means that shareholders are likely to be required to approve
CIIC's initial investments in irrigation schemes. They are likely to be major

transactions because they will represent more than half of ClIC’s asset base.
However, it is likely that as CIIC grows and its asset base increases it will make
investments without formal approval from shareholders.
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34. There are opportunities to vary the standard Crown-owned company model and
provide a larger role for shareholders. For example CIIC’s constitution could
provide for shareholder approval of all investments in irrigation schemes.
However, we do not consider that this is appropriate because:

e this would be inconsistent with Cabinet decisions. In the December 2012

Cabinet paper the Minister for Primary Industries wrote: “| am proposing tha
all investment decisions and management of the Crown’s investments b@

delegated to an independent Board of a Crown-owned company establi ’
specifically for this purpose”;

o CIIC’s Board will be appointed by shareholders with a view to ens
relevant skills and experience to make sound investment dec%'

e the Board’s decisions will be framed by their obligation to

shareholders’ interests; and
o there may be a perception that investment decisions :- ally

motivated, if approved by shareholders.

35. In the institutional arrangements proposed in thi @e h @ght to
extend the role for shareholders to approve i %3! investrne yond those
m rom %ﬁ ity for
olitic@ nce.

described in legislation. This will insulate
individual investments and avoid %
Decisions about institutional arrang m(en) @
36. Cabinet has agreed that Cll e esta@ s a Crown-owned

company. There are a nu cisions th ed to be taken about the
detail of institutional arr ts th ame CIIC’s operation. The

following key questions\are\conside thig paper:
e What sort of Créwrowned cor ::I

ould CIIC be?
What Crown Eqtities-Act exémptions should be provided to CIIC?

L ]
e What shou Il consti 3 say about its purpose and nature?
e Hows rec@ ial funding?

e Whi
b
Criter.\‘a for decision ing
~Jnseéekin r key questions about CIIC’s institutional arrangements we
ave @ three criteria which are set out in the table below.

%ﬁble 2: Criteria for decision making re institutional arrangements for CIIC

Criteria Comment

Recognition of appropriate | There is an established division of roles between shareholders
roles for shareholders and and a Crown-owned company, as set out in Table 1 above.

thecompany & hoamd We understand that this division of roles was a key reason for

establishing CIIC as a company and have sought to maintain
it in proposing institutional arrangements.
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Criteria Comment

Consistency with the Cabinet agreed a set of investment principles for CIIC. These
Cabinet agreed investment | set out expectations about its operations, including in what
principles circumstances it will invest, and how it will manage

investments. Taken together the principles also give a clear
indication of CIIC’s purpose and objectives. We have sought
to recognise, and provide for the application of, the investment
principles in proposing institutional arrangements.

Adoption of best practice We have sought to reflect best practice Crown-owned Q
Crown-owned company company design in proposing institutional arrangemen
design CIIC for example ensuring consistency with Iegisla'gm\

seeking to appropriately address risk to the Crown.

What sort of Crown-owned company should CIIC be?

7

38.

29,

Figure 1: Crown-owned company ch

WillCIIC's
objectives be

Three forms of Crown-owned company were considered §0
a. Crown Entity Company (CEC);

b. Public Finance Act 1989 Company (PFA); an

><9?
%

appropriate for CIIC.

c. State Owned Enterprise (SOE). @
Figure 1 below shows the framework use@ine s@s st

Crown
Enfity
Company.

PFA
Company.

State

- Owned
Enterprise

reflects that:

e  SOE% must seek to be as profitable as comparable private businesses.

This is not necessarily the case for CECs and PFA companies; and

o  with proposed amendments to the Public Finance Act 1989 this year' the

only remaining material distinction between CECs and PFA companies will
be ownership requirements. CECs must have 100 percent Crown
ownership while PFA companies must only be majority Crown-owned.

! Previously PFA companies had a more permissive regime than CECs however the Public Finance
and State Sector Reform Bill which is currently before Parliament, and expected to be passed in the
coming months changes the regime for PFA companies, meaning that the only remaining material
distinction between them and CECs is ownership requirements.
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41.

42.

The most appropriate organisational form for CIIC is a CEC, as CIIC will:

e  not seek to maximise profits in line with comparable private businesses. It
will invest without necessarily expecting a commercial rate of return?; and
° be 100 percent Crown-owned, at least in the first instance.

CIIC is not expected to have an enduring role as it will exit investments once
they become commercially viable. In the long-term, a partial sell down of C
ownership could be used as a wind up mechanism for the company. Thi&}
possible for a CEC, but could be provided for by: ;

e  transferring CIIC from a CEC to a PFA company by legislati
o  establishing a new PFA company, transferring CIIC’s as at ne
company and then dissolving CIIC; or @ @
° selling 100 percent of CIIC to another party and the % ami
interest in that party’s company. :%

N

Crown Entities Act exemptions

43.

44.

45.

CECs are established as standard compa r the nies Act 1993
and then listed, by Order in Council on e the’ his listing
obliges their compliance with certai of the( ‘3:: example the
obligation to prepare a Statement and Apnu =port, or to provide
information to shareholders wh ted

When a company is liste %ﬂ’ in Counc o specifies whether the
company is subject to, t from ions 161-164 of the CEA. These
sections restrict a Cro ity’s abili acquire securities, borrow, give
guarantees and i ies and (vatives:

° in circum ces’describ regulations; or
s

able bel iders whether CIIC should be subject to, or exempt from,

° with e )
th Ei
The application of sec 161-164 can be changed by an Order in Council.
%ﬁ
e

4
ctions 4 of the CEA.
e 3: Cro tities Act exemptions

Section Discussion Recommendation

161 - Acquisition of securities is likely be a key mechanism CIIC be exempt

Securities for CIIC to make investments. Some investment from CEA
structures may make regular and periodic use of restrictions on its
securities.’ acquisition of

# Not expecting a commercial rate of return at the time of investment does not preclude CIIC from
seeking to maximise return and minimise risk once invested.
® For example securities may be acquired at different times to stagger the injection of funds.
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N

struct its invéstme

exx@

@ itting ifferently in a scheme
pendingan e, meaning it only invests where
commercially viable in the short

tion schemes, for

term; and

ided with an option to sell its investment

e once a scheme is considered to be
rcially viable. The use of derivatives is likely to
CIIC to meet its objectives, and should, in

being

gﬁnciple, be supported by Ministers. This can be

supported by a standing Ministerial approval under
section 160 of the CEA that provides approval for use
of derivatives that:

e may help CIIC to achieve its policy objectives
and business needs

e forwhich CIIC is able to demonstrate its ability
to appropriately manage risk.

Providing a standing approval (rather than approving
individual transactions) preserves the “arm’s-length”
relationship between CIIC and its shareholders, and

Minister of Finance
to use derivatives
in an agreed way
that supports its
purpose.

Section Discussion Recommendation
Requiring approval for acquisition of securities would be | securities.
cumbersome. It would also provide a de facto ability to
shareholders to approve individual investments,
undermining the “arm’s length” decision making of CIIC.

162 — There may be circumstances in which debt is a useful ClIC’s ability to

Borrowing alternative to equity to fund CIIC’s investments (as borrow be
discussed in the funding section of this paper). restricted by, t@
However, debt funding should be at the discretion of CEA.

Ministers as they are best placed to determine the
priority of this spending against other competing
demands for government funding.

163 - CIlIC is expected to make investments in irrigation I\?use OEE

Guarantees | schemes to support their development, however a rante

and alternative may be to provide a guarantee or indemnity™};indem

Indemnities | to a scheme. restricte EA.
Providing a guarantee does not require up(& z&
spending, but does create a commitmept to expenditur%
under certain circumstances. Theref %&i\ving
guarantees or indemnities CIIC Cﬁ% to a %
potential obligation to spend m ing than
Ministers have provided to it. It i priate t@

Ministers are involved in 5 heth is
reasonable. This presefve eterminati what
overall level of fundingthey mit to
irrigation schemei\ &> @

164 - A derivative js\agontract that @a right and/or CIIC be provided

Derivatives | obligatio fwo or s in specific with a standing
conditio may usi%: s as atool to approval from the

IRJR
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Section Discussion Recommendation

ensures that approving derivatives does not become a
de facto approval of individual transactions.

We suggest that once CIIC is established Ministers
should provide it with a standing approval for use of
derivatives that are likely to support achievement of its
purpose.

Constitutional statement on purpose and nature of company @

47. CECs are established as companies under the Companies Act 1993,
provides for company constitutions. The constitution contributes t% erall
accountability framework of the company. It must be followed m

pany®
board. A full constitution for CIIC will be provided to share ers for revi -~
advance of the formation of CIIC.

48. Constitutional purpose and nature sections make W rs’ e tions
clear and provide guidance to a company’s board as to'what hould do
They are especially useful where the purpos company i maximise

profit, as is the case for CIIC. Defining pur natu
constitution also provides some insulati

49. The proposed purpose and nature

Services Commission and the Tre
development. It is informed by Cabihetdecisi ineldding the investment
principles for CIIC. Howev dées’not repli e investment principles in
full. There will be other ities fo C to reference them, for example
CIIC's Statement of In ratio a@wd the different components of the
purpose and natur lons’is s;e<§a> ppendix 1.

£

Purpose of the cofﬁy ® &
o0

The purpose of a pany i ement government policy by co-investing in

off-farm irrig vschemes Whi uld not otherwise be established and are
expected mmercile in the long term; and to seek to exit those

investments ence they.become commercially viable.

In o the co %!:

@mana i trents using best practice investment management
appr% nd

e not seekid controlling interest in irrigation schemes.
Nature of the company
In doing so the company:

e will seek to maximise returns to its shareholders to the extent that this is
consistent with achieving its purpose;

e will seek to minimise the amount and term of its investment in individual
schemes, subject to the achievement of its purpose; and

e must operate in a financially responsible and fiscally efficient manner.

Page 17 of 23



Brief: B12-574

Mechanism to provide funding to CIIC

50. There are a range of funding mechanisms that could be used to make the
$80 million of pre-committed funding available to CIIC. Four potential
mechanisms have been considered:

o called capital (called Crown equity);
) uncalled capital (uncalled Crown equity);
. Crown debt; and

purchase agreements.
51. We suggest that uncalled capital is the most appropriate mechanism to provide
initial funding to CIIC. The case for uncalled capital is set out below. 2
provides an assessment of the other three options considered. %

What is uncalled capital? @

52. Uncalled capital is a way for shareholders to commit to p %apital
necessarily providing all cash up front. A company is ares to
shareholders. The shares are not fully “paid up” w gydare is

shares are issued the company can “call” capital (i.e. request e
shareholders provide a certain amount of ca der circuT described

in a subscription agreement.
Why is uncalled capital appropriate for CII% @
prQ @= balan @n shareholder
dence
se ies.of

n independent, commercially
isciplines to investment decision-

invéstments without returning to

making.
e This mechs 3'she ders to make decisions regarding the
overal irig’thatthe Crown chooses to invest.
54. Unc@itai r

IIC has % capital if and when it needs to make investments in

rigati s, or to fund operational costs but does not have to manage

@ addi apital that is surplus to its core requirements.

o Shdr érs provide funds to CIIC in line with its investment profile, which
is highly uncertain.

55. Uncalled capital provides CIIC with a committed level of funding to provide
certainty to the CIIC board and potential investors.

s ClIC can develop its business model and investment strategy with a degree
of certainty in relation to the funding it will need to support this.

¢ Potential investment partners can have a degree of certainty that CIIC is
able to access funds to co-invest in irrigation schemes.
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96. Uncalled capital has been the preferred funding mechanism for a number of
other Crown-owned companies, including Crown Fibre Holdings Limited.

Subscription agreement

97. Uncalled capital is “called” under a subscription agreement. This agreement
provides an opportunity to enhance the accountability framework for CIIC. It can

include objective, transparent and stable rules for calling capital without
introducing a de facto approval of individual investments by shareholders:Fo
example, only allowing cash to be drawn down if CIIC has cash below a ¢
threshold in its own accounts. The detail of the subscription agreeme

developed between CIIC and its shareholders.

Monitoring agency %\j
58. Shareholding Ministers of Crown-owned companies ar %ed by
monitoring agency which provides advice from an o perspettive:
includes advice about the strategic direction of theé‘g%ny and, pe Yanhc
against shareholders’ expectations (including fbﬁg;ial performanc

recommend that the Crown Ownership Monitoring.Unit (COMU)s

responsible monitoring agency for CIIC. This+ use :

» is responsible for monitoring all C o@ned & except for Crown
Research Institutes; @

e s familiar with monitoring orz usations th@ ommercial approach to

address policy issues;

e has established syste ocesses, a ecialist resources who focus
on Crown-owned ¢ onitoring:
e has alarge enoug o leve conomies of scale in company
monitoring; & §
e has establi heﬁﬁ?c mar company valuation methodologies that
can be ex e CIG; @
ents that have a policy interest in the

[ ] @ - S Wi
an of i:- d companies (as would be the case for MPI with
e%?s: conclusions

rovides an overall conclusion to the institutional arrangements
IC. It builds on the general model of Crown-owned companies
Table 1 by providing the specific arrangements for CIIC.

Table 4: Institutional arrangements for CIIC

Role for shareholders (Ministers) of
Clic

Role for Company (as governed by its
Board of Directors) of CIIC

Appoint or dismiss directors.

Directors are responsible for the
governance of the company, and appoint
employees as management.
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Role for shareholders (Ministers) of
Clic

Role for Company (as governed by its
Board of Directors) of CIIC

Management is responsible for the day-to-
day operations of the business.

Approve (and alter) the company
constitution including description of
purpose and nature of the company.

Act consistently with the constitution
including descriptions of the purpose and
nature of the company.

Review draft Statements of Intent
provided by the company, and propose
any amendments.

St
Prepare a Statement of Intent. %

Provide the company with an annual
letter of expectations (including any
expectations about returns to
shareholders).

@of

g an

Act in accordance with
expectations (includifg

expectations aboutte :
shareholders),

¥

Receive an Annual Report from the
company.

7
Prepare &nnu\h?ep

Receive quarterly reports from the
company.

%&%@rte&rl %Qfor

Provide the company with funding
through the acquisition of shares

&(E}ue sh é@areholders
@ Operat@ he funding provided by

shareho (and any additionally
d revenue).

Provide capital fundin (féﬁlgé when i
is called, con5|stent scripti Y
agreement.

unding from shareholders as

%uired consistent with a subscription

agreement.

Make recommendations to shareholders
about major transactions.

Take decisions about other transactions,
including investments in irrigation
schemes, without seeking approval from
shareholders.

sl

e . .
ve no forné@e in approving the
cquisition of sécurities (unless as

major transactions).

Acquire securities without approval from
shareholders.

Consider CIIC’s requests for approval to
borrow.

Not borrow unless as described in
regulation or with approval from the
Minister of Finance.

Consider CIIC's requests for approval to
give guarantees and indemnities.

Not give guarantees or indemnities unless
as described in regulations, or with the
approval from the Minister of Finance.
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Role for shareholders (Ministers) of | Role for Company (as governed by its

CliC Board of Directors) of CIIC

Provide a standing approval to CIIC to Seek a standing approval from the

be able to use derivatives to support Minister of Finance to use derivatives to
policy aims. support policy aims.

Returns to shareholders

60.

@

The standard monitoring arrangements for Crown-owned companies c%
ongoing discussion between shareholders and their representatives a
companies about the expectations of returns to shareholders. Th

letters of expectation, would include discussions about use of '

return of capital as well as further capital contributions bas%n essm
CliC’s:

e  forecast investment opportunities;
e planned divestment profile;
e  expected cash dividends from its underl ﬁ%vestmen
° forecast operating expenditure reqmr

Returns from divestment to be prow reh

61. It is useful for shareholders t |tial on their expectations of
returns, as this may inform ve!opme its investment and business
models.

62.

y@

63.

There are two optl from schemes:
a. that CIIC ul rn ca - sted from schemes directly to the Crown.
This ap @ uld @
i irrigation schemes to the amount Cabinet has

%alled tha illing to invest (up to $400 million); and
<i o ble Cabinetto explicitly take decusmns on mcreasmg mvestment in

b. tha@hould reinvest divested capital in subsequent irrigation schemes

until shareholding Ministers state otherwise. This approach could enable
CIIC to continue to invest beyond the amount Cabinet has signalled it is
willing to invest (up to $400 million).

We recommend that shareholders indicate an ‘in principle’ expectation that CIIC
should return divested capital to shareholders, rather than reinvesting it.
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Returns not expected in the short term

64.

65.

66.

67.

Earn

@IIC @'ve earnings from the investments that it makes in irrigation
e

69.

It is unlikely that CIIC receive returns from divestment in the initial period of its
operations. In the initial period:

o CIIC will be making its first investment in irrigation schemes;
e CIIC will be investing in schemes that private investors do not consider
suitably attractive to invest in, due to uncertainty largely relating to de a
o There s likely to be a significant development and construction period
each scheme which are unlikely to generate returns for CIIC. %

As a consequence of the above factors CIIC is likely to have
outflows than forecast inflows In this context if shareholders. d
expectation of returns either:

e CIIC would only be able to invest in schemes w %
generate the level of cash returns required to meet
constraining achievement of its policy objectives; or

e CIIC would need to account for the need ide c

requesting additional funds from the
is not a genuine return.

@@@%‘%

Returns to shareholders expected in er teg@
Over time: @ @

e many of the schem h Cll ts will become commercially viable.

CIIC will begin to Sxit vestm @receive returns of capital as it
divests; «

s the case for further.CIIC iny in further irrigation schemes is likely to
decrease 6e\§§n of th @ s of those that CIIC has supported; and

e as ClIl g an astinvestments decrease its operating costs are
alsati decrease.

CliC erefore be o forecast returns to shareholders.

5 to be u to fund operating costs

sche as cash dividends, or interest payments on loans. CIIC should
use theselgarnings to cover or contribute to operating expenses.

Operating expenses would otherwise be funded from capital contributions from
shareholders. This would decrease the capital available to be invested in
irrigation schemes. CIIC would need to make estimates about operating
expenses over its expected lifetime, and set aside capital equal to these to
ensure financial sustainability.
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70. Funding operational costs through earnings provides CIIC with the opportunity
to utilise a revenue stream that is independent from shareholder contributions,
to support its financial sustainability. In the event that earnings are greater than
ClIC’s operational costs, the excess should be returned to shareholders. The
details of this approach are covered by a dividend policy
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APPENDIX 1: Rationale for constitutional purpose and nature sections

This appendix sets out the reasoning for the different elements of the proposed
purpose and nature of the company sections for CIIC’s constitution.

The purpose of the company is to...

Text Reasoning

..to implement government policy... | This phrase is useful to distinguish CIIC from
oriented companies; ClIC is being establis
tool of government policy.

§th
CIIC's activities should be con
government policy without n ]
Certain elements of go policy a
to the business of CllGa onsideretun
change are explicitly included in t ose
' e.

In addition the implication of this % at
i h
Il st QQ%/
of (potentially changing) ifut]
statement as se1\\g in the rest
T

...by co-investing in off-farm Investme
irrigation schemes that... investmen

fon is s. “Co-
sitcle CIIC will invest with

use it reflects shared
individual farms, which is

<
ER
...would not otherwise be & isi i ant limitation on the situations in
established... % i ill'invest. ClIC should not be investing

X F\f> '
...but are expec \& @\NMS/IS a further limitation on the situations in which
commercially A he long IIC will invest. CIIC is not intending to subsidise
term... schemes in the long run, so the schemes must be
expected to be commercially viable themselves in the
long term. Commercial viability means a scheme that
& is able to provide a commercial rate of retumn to its
investors.
()
s ..@I{d)to se wose ClIC’s policy objectives relate to the establishment of
yﬁestments 0 ey become irrigation schemes and address uptake risk. CIIC is
commercially viable. not intended to be a long term investor in any given

scheme. This phrase sets out when CIIC is expected
to seek to exit its investments.
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In doing so the company will:

Text

Reasoning

...manage investments using best
practice investment management
approaches.

CIlIC has been established to support policy
objectives, though it is expected to use commercial
disciplines in achieving these. This phrase generates
an expectation that CIIC will adopt the best practice

investment management approaches that a @

comparable private firm would take.
It also functions as a “catch-all”, avoiding the to
list some of the contents from Cabinet's i
principles, such as an expectation that-Cl only
invest in entities with sound gover rctures.

i

This approach also provides some(fle ,as'‘b
practice investment manageménta aches”
be different at different stagei 'S busi

over time.
This phrase also implés%ageme \é% d
reward, without specifying a-partic proach to
risk managem %:g will therefgr quired to
manage risk. er tha d be‘considered
“best practise® iR investm ement.

e s

...not to seek a controlling interest in
irrigation schemes.

4

N

pects CIIC to be a
wn’s intention is not to
iort schemes. “Not to seek a
tches that intent but:

s con ates a wider range of investment
odels “minority investor”; and
o edges that while CIIC will not seek a

ﬁ?nbf?;

era

re this is the case.

/® lling interest, circumstances may arise

et
Nature of th ny

2

In doing s ompa
1}9)@ xy Reasonin
A g
ilf maximj \s& to its This section has two purposes. First it prioritises
reholders’t xtent that this achievement of CIIC's purpose over the provision of
is“consistent with-achieving its returns to shareholders. Second, it states that CIIC
purpose. should maximise returns to its shareholders, within

the constraint of achieving its purpose.

Because CIIC’s purpose is described as an activity,
rather than a specific outcome, there will need to be a
conversation between CIIC and its shareholders
about what “achieving” its purpose means (and this
may change over time). This conversation can be
included in the standard monitoring process for the
company.
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Text

Reasoning

...will seek to minimise the amount
and term of its investments in
individual schemes to the extent that
this is consistent with achieving its
purpose.

An investment principle states that the Crown will
invest “no more than what is required to make a
scheme viable in the short term.”

...must operate in a financially
responsible and fiscally efficient
manner.

This section signals an expectation that CHC will
manage its finances in a responsible and efficien Q

manner.

This signals an expectation that CHC will: 22 %

 not hold cash beyond what is ne%o orking

e seekto minimise co%@c

objectives.

capital purposes; and

hiev

/\O
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APPENDIX 2: Other options for funding CIIC in the initial period

This appendix sets out the funding mechanisms for CIIC’s initial funding that were
considered as alternatives to uncalled capital, but discounted.

Mechanism Reason for not recommending this mechanism
Crown debt o |tis unlikely CIIC would be able to obtain third party debt fundi
on commercial terms during the initial period. This is due to t %
lack of expected cash flow for CIIC. On the basis that the
Crown debt should be based on the same credit process th
third party debt provider would use, using Crown debt
fund CIIC in the initial period would be inappropriag\
o
Purchase e This mechanism may not be appropriate for thig'ty
agreement investment as the outcomes and outputs 0 rly defi C>
is therefore difficult to stipulate in a purchase agreemen
e Limits the perception of separation he Crown ract
could constrain CIIC’s scope of activiti nd fre ntify
appropriate schemes to investin. This thérefor, inhibits
ClIC’s ability to deliver on it jectives.
s -
Called capital e This mechanism is not %&y fis %fﬁc\ént as this method
(lump sum) provides upfront capital '€, possi ore funds are required
for investments.
e Thereis aris mechanismi.dilutes CIIC’s objectives, as it
would nee age invet@ ofany surplus capital.
e May di i mentincentives, encouraging CIIC to invest
bec surplus(c
Called capital (as i \%
required)

<2

P %

@\

ired to submit multiple applications for funding in a short
eframe. This may add further complication if these requests do

Y4

e perception of political influence in investment
IC is required to request capital for each investment

not align with government budget processes.

e Restricts ClIC’s ability to make long term plans, as there is limited
certainty over available funding.
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