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1

EXECUTIVE SUMMARY

11

Recommendations

1. Itis recommended that the following governance policy changes be

implemented:

a.

A director of a subsidiaty company within the DCHL group cannot at the
same time be a director of DCHL. The converse will also apply.

Elected Councillors cannot hold director positions in either DCHL ot

subsidiary companies.
Senior management of DCC should not hold director positions.

Directors cannot hold more than one directorship in subsidiary companies
(with Aurora Energy Ltd and Delta Utilities Ltd considered as one entity)

unless exceptional circumstances warrant a change to this policy.

The boatrd of DCHL be reconstituted with the appointment of three new

externally sourced independent directors recruited nationally.

The current Property Investment Sub Committee of DCC be transformed
to a board type structure with additional property/infrastructure expetience
added to the entity and adherence to the governance procedures outlined in

this report.

The DVML (and DVL) board form part of the DCHL group and

governance structure.
The chairmen of all entities within the DCC group (CCTOs and CCOs):

i.  Prepare annually a board succession plan that is developed from
individual discussions with all directors and the CEO.

ii. Prepare annually a review of board composition (identifying any
deficiencies in skill and knowledge), a plan to deal with any identified
gaps that considers diversity, and the potential participation of younger

directors.

iii. Implement a process of board evaluation to be completed annually.
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2. Itis recommended that the following specific governance actions be

implemented:

a.

A review of all Council Controlled Trading Organisations (CCTO) and
Council Controlled Otganisations (CCO) within the DCC be undertaken
with the objective of determining their fit with DCC cash flow and ‘risk
appetite’ boundaries. Any entity falling outside the determined boundary
should be considered for sale.

That the revised reporting format and schedule for the subsidiary
companies, DCHL and the Council be implemented.

The communication process detailed for DCHL, the Finance and Strategy

Committee and the Council be implemented.

That the dividend policies of the subsidiary companies, DCHL and DVML

be reviewed in the Statement of Intent documents and amended as follows:
“dividends will be paid on the basis of 50%-70% of tax paid profit”

That Section 12.0 of the DCHL Statement of Intent (SOI) be reviewed to
include enhanced guidelines for investment by subsidiary companies
beyond core business to ensure any new ventures are consistent with the

parent objectives and requirements.

That the role of the DCC Treasury Company be reviewed with the objective
of expanding the current financial service provider role to include a treasury

control function.

That an ‘in-house’ governance training course be provided for elected

Council membets.

That current contracts with suppliers of service (both internal and external)
to DCC be reviewed to ensure all material related-party transactions ate
captured and clear and transparent guidelines for any such business are in

place.
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3 INTRODUCTION

31 Governance - What is it?

Corporate governance is the system by which companies are directed and managed.
It influences how the objectives of the company are met and achieved, how risk is

monitored and assessed, and how performance is optimised.

There is no single model of good governance. What constitutes good corporate
governance will evolve over time as the circumstances of the entity change. What is
accepted is that good corporate governance structures encourage companies to
create value and provide accountability and control systems, commensurate with
the risks involved. More importantly, good governance practices focus very clearly

on defining with absolute clarity ‘who is responsible for what’ and how the various

parts of complex organisations inter-relate. Achievement of the latter requires (in
practice) an effective separation, management and execution of relationship, duties,

obligations and accountability, that are all part of an entity’s existence.

The vital part of all this, and the starting point for any governance teview is clatity
and understanding of the overall purpose of the organisation. Without this clear

and unequivocal agreed position amongst all key participants as to;
‘why the organisation exists’
‘what do we want it to do’

any governance effort is likely to be largely ineffective.

3.2 Dunedin City Council and Associated Companies Historical Position

This governance review has commenced from a starting point of asking the

question:
“What is the fundamental purpose of the Dunedin City Council (DCC) and its

group of companies?”

33 The Basic Model

One response to this question is that local authorities, such as councils, exist in the

first instance to supply basic services to members of the community. The basic
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services obviously vary greatly, but usually commence with the supply of such
services as potable water, sewage reticulation and rubbish collection. To meet the
cost of providing these services, property owners are charged a fee commonly

known as ‘rates’.

In almost all instances as the level of sophistication of the community increases, so
too does the demand for additional services. Examples include pensioner housing,
libraries, cultural, leisure and sporting facilities. These projects are funded in
vatrious ways. Some might be structured simply to break even in terms of cost
recovety, others provided with a fee and an accepted cost deficit, while still others

are provided on a user pays basis.

To assist in offsetting the cost of providing these setvices to ratepayers, many local
authorities invest ratepayers’ funds, and in some instances endowment money, to
develop separate business entities with the very clear objective at the outset of

generating a profit.

Like many other local authorities, the Dunedin City Council has followed this
simplistically described model. It has a reputation for providing a high level of
service to the community over a long period of time and has successfully
completed major infrastructure projects. Some very good companies have also

been developed that have contributed consistently in the process desctribed above.

34 Governance Implications

The fundamental reality of this model is that in almost all local authorities the
actual level of cost or rates charged to the community is a very sensitive political
issue for the elected Councillors to consider. When compared to alternative
commercial models, there is limited ability or indeed often a reluctance to ‘put the
price up’ or to generate more revenue via rate increases. This issue is almost always

controvetrsial.

What then are the governance implications? It is the author’s view that four critical

governance related factors emerge from an analysis of this model:

1. Any project or service funding shortfall has to be provided from a combination

of internal earnings, cost reduction and increased borrowings. Thete is a limited
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ability to increase cash availability by way of imposing extra charges on the

community.

2. There is a fundamental and ongoing priority for cash as opposed to long term

value creation.

3. There is an inherent inability to effectively tolerate a high risk profile in any

council owned investment portfolio.

4. Effective and realistic communication between the vatious parts of the
organisation (namely Council elected members, Council staff, and company

directors) is vital to achieve a successful governance outcome.
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4 THE PROBLEM

It is clear that significant governance issues currently exist within the DCC group.
These deficiencies have largely arisen as a result of a break-down in all four of the

ctitical governance elements listed above.

It is also very cleat, both from discussions and perusal of internal documents, that
these governance problems have existed within DCC for some time. The problem

is certainly not new.

The governance issues have become more obvious recently, largely as a
consequence of the current requirement to fund several major infrastructure
projects concurtently, an organisational inability to agree on the size and nature of
the problem, and to take timely and effective remedial action. The projects include
the Forsythe Barr Stadium, the Settlers Museum, the Dunedin Centte, wastewater

treatment plant construction and several others.

The DCC and Dunedin City Holdings Ltd (DCHL) forecasted 2014 debt position
is now in excess of $700 million (see Appendix 2). Up 75% on the 2010 figure of
$400 million and represents a very substantial increase in debt exposure. This
position is made even more uncertain, given the expressly stated concerns in DCC
internal documents over the quality of estimates that relate to the future earning
capacity of Dunedin Ventures Management Ltd (DVML).

Increased debt funding for example is an option for resolution but comes with the
prospect of a credit downgrade and consequent increase in borrowing costs. The

likelihood of such a negative outcome for DCC is not widely shared.

Any economic assessment of the exact magnitude of the financial problem is
outside the terms of reference of this repozt. Suffice to say, the problem is
inextricably linked to governance issues. These issues, if not addressed with
urgency, have the potential to escalate to become a very setious matter for DCC, if

it has not reached that point already.

Evidence indicates a high level of dysfunction between various parts of the

organisation. A breakdown in positive culture is appatent.
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The problem is manifested in the following internal organisation behaviour

patterns:

1. There is a general understanding that a financial problem exists. This is
common actoss various parts of the group. Memos dated 6 May 2010 and 29
September 2010 from the General Manager Finance and Corporate Support

detail “a setious detetioration in cash flows for debt servicing”.

There appears however to be no shared agreement on the actual magnitude of
the problem. Outside consultants have provided models to DCC to facilitate
improved forecasting, but these models were prepared prior to changes in tax
rates and the non-deductibility of building depreciation. In addition, increases in
overhead expenditure in DVML have occurred subsequent to the initial model

based forecasts.

2. Council management reaction has understandably been an attempt to obtain
further internal cash from DCHL. Internal memos reveal however that from
July 2009 to July 2010 $39.5 million had been removed from cash flows of
subsidiaries because of “additional new capital expenditure in these companies
and reduced revenues. The effect is to reduce substantially the ability of the

group to meet the undertakings it gave in Statements of Intent”.

Council requests for additional cash from DCHL are not new. The 2010 DCHL
annual report states that over the past four years cash payments from DCHL to
the Council have exceeded $83 million.

This has clearly come at a cost (see Appendix 3: DCHL Statement of Intent
Section 9.0) to DCHL. This document shows that any further contribution of
cash payments at historical levels can only be achieved by way of significant
shareholder fund depletion.

In effect, at least some of the companies in DCHL (if not all) have been
borrowing to meet the dividend expectations or cash requirements of the

parent. This is an untenable governance position to sustain.

3. Internal documentation also shows that DCHL has responded to the requests
(now escalated to demands) by pointing out that the portfolio of subsidiary
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companies have internal capital requirements to address to meet their own SOI
targets. Directors of the subsidiary companies face a real dilemma in responding
to the demands. They have a duty of care to the subsidiary and at the same time

need to respond to the demands of the parent.

Guidance on resolving this dilemma is usually found in the SOI. The SOI for
DCHL (Appendix 3: Section 4.6 - Economic Corporate Goals) states “to
maximise the financial returns achieved from and the value added by the

companies within the group”.

The document is silent for example on how value is to be measured. Under

Section 9.0 Dividend Policy the position becomes clearet. The need is for cash.

Section 9.0 of the above SOI is not in fact a Dividend Policy at all. It is a

statement of cash requirements.

Reference to Section 7.0 in the DCHL SOI (Appendix 3) provides further
insight into the difficulty DCHL directors face in meeting the continuing cash
requirements of DCC. Shareholder funds for DCHL are forecasted to decline
by almost 32% over the next three years. This is a significant value reduction by

any measute.

4. The position of Dunedin Venue Management Limited (DVML) requites special
comment. Documents now indicate uncertainty around final construction costs
(given the addition of extra DVML required facilities not in the original plan),
disputed claims (fact or fiction) and future earning streams. What is clear is that
the final cost will be approximately $200 million and the funding requirement
around $110 million. This, together with the other scheduled capital projects,
indicates debt funding requirements of an additional $280 million for DCC.

Internal documents (May 2010) state “the size of the debt management
programme in DCC and the Council Controlled Trading Organisations
(CCTOs) means that the operating, investing and financing cash flows of the
shareholder and subsidiaties will have to be coordinated in a way that has not

been required before. Investing by one entity without reference to the wider
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group priorities will serve neither the shareholder’s interests nor the interests of

the group as a whole”.

LARSEN CONSULTING PAGE 12 OF 59



PUBLIC RELEASE VERSION FEBRUARY 2012

5 CURRENT GOVERNANCE OBSERVATIONS

What then are the key governance issues that emerge from an analysis of the

cutrent dysfunctional behaviours within the DCC group?

1. There is organisational understanding that a problem exists, but this
understanding is certainly not universal. Key information on important issues is
often held by a small group of individuals and not approptiately shared. Internal
and external communication processes are poor. For example, some elected
Councillors have a reasonable awareness of financial matters related to DCC.
Others certainly do not. This position represents an ongoing external
communication and adverse publicity threat to DCC. Key participants are not
part of the existing communication ‘loop’. In the current situation this type of

behaviour could easily become hostile for DCC and very difficult to manage.

2. Management are aware of the magnitude of current problems, as are DCHL
directors, and many of the subsidiary company directors as well. Internal
conflict exists as to the ability of DCHL to continue to meet the cash demands
of the parent without, in their view, a deletetious impact on the financial health
of the subsidiary companies. This conflict has led to a breakdown in trust with
management partly as a result of a belief by the latter that if enough pressure is
applied, extra cash can always ‘be found’ as past practice has allegedly shown.

On the other hand management have to try and find the required cash from

somewhete.

3. There is major ambiguity evident in the content of some elements of the
various Statement of Intent documents. The stated economic goals and
dividend policy documentation in several instances ate not in accord with actual
practice. These require review to achieve clarity around ‘who is responsible for
what’ and agreement on what are realistic performance measures, particulatly as

related to cash/value pattitioning of financial targets.

The objective should be to reach agreement on these measures so the

companies within the investment portfolio are able, within the agreed delegated
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boundaties of capital and risk, to pursue their commercial objectives with

minimal DCC intervention.

4. 'The overall DCC subsidiary investment policy should also be reviewed to better
align the objectives of the parent and the realistic ability of individual
companies within the portfolio to meet agreed targets, particulatly in relation to

cash distribution.

The focus of this review should be to determine an appropriate appetite for risk
for DCC. Investments within the portfolio that do not meet the final agreed
risk profile should be considered for sale. This review should include all
commercial activities within DCC and not just those entities currently within
DCHL.

5. Governance factors such as board composition and evaluation, succession
planning, and director recruitment and training require review. Current practice

1s not optimum.

6. Communication needs to be substantially improved within DCC, between the
elected Councillors, Council staff and the investment companies. Improved
formal reporting structures need to be implemented between DCHL and the
subsidiary companies, between DCHL and the Finance Committee of DCC,
and DCHL and the Council itself.

For example, historical attendance records of elected Councillors, at such
important meetings, are viewed as poor. To make the required improvement in
the internal communication process, each component needs to be regarded as
important as any other. Councillors themselves need to be encouraged to
patrticipate fully in the revised process. They are, after all, representatives of the
owners. They also need to be encouraged to demonstrate improved trust and
capability in the handling of confidential information. Internal governance
training provision would be helpful in this context.
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6 GOVERNANCE REVIEW: RECOMMENDED SOLUTIONS

6.1 Dunedin City Holdings Ltd

Dunedin City Holdings Ltd (DCHL) is an investment company and the entity via
which cash from the subsidiary companies is paid to the shareholder DCC. The
company has paid over $250 million to DCC over the past sixteen years. While the
current directors have served DCC well over a long period, the governance of

DCHL is not optimum.
The specific recommended issues to be addressed are as follows:

1. The cutrent board of DCHL of five directors are also directors of Aurora
Energy Ltd, Delta Utility Services Ltd and City Forests Ltd. One director also
serves on the Board of Dunedin International Airport Ltd.

DCHL has both a strategic and performance monitoring role. Given that the
same directors hold common positions in the three major subsidiary companies
and the holding company, they are in effect receiving reports and making
judgments on their own performance. From any governance petrspective this

situation is unsatisfactory.

2. The cutrent chairman of DCHL, in addition to holding board positions in the

subsidiaty companies, is also an elected Councillor.

3. The director skill base in DCHL is strongly weighted towards accounting and
financial skills and not adequately aligned with the actual activities of these

companies.

4. Formal external reporting and communication procedures amongst the group

are poot.

Recommended Changes

1. Itis recommended that a director of a subsidiary company within the DCHL
group cannot at the same time be a director of DCHL. The converse should

also apply.
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2. Itis recommended that elected Councillors cannot hold director positions in

either the holding company or a subsidiary.

3. Itis recommended that the board of DCHL should be entirely reconstituted
with three new externally sourced directors appointed, all of whom should be
independent and drawn from a New Zealand wide recruitment search. The
objective should be to locate three experienced directors (using an appointed
recruitment consultant) for an initial three year term. The chairman of this

group would be appointed by DCC with the assistance of external advisors.

Note: This recommended governance structure is not viewed necessatily as
optimum long term. Other local authority holding company structutes in New
Zealand operate with a combination of external independent directors and
experienced elected Councillors. This option is NOT recommended for DCC
at this time but could be considered in the future following resolution of the

current governance issues.

The composition of the new Board would ideally include the following

combination of skills:

— Finance — ideally with a background in a manufacturing or utility company
— Engineering/infrastructure/property development company background
— Extensive business experience

The key requirement is proven business skills and extensive governance

expetience.

To attract the appropriate people to these roles remuneration levels would need
to be in the upper quartile. It is unlikely the required candidates would be
attracted below $75,000 p.a. with the chairman paid at twice that rate.

Ideally in the first three year period the majority of directors should be drawn

from outside the Otago region.

4. The DCHL board would be required to fulfill a strategic and performance
monitoring role in relation to both wholly owned and partly owned subsidiaties

of DCC as it does now.
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5.

10.

11.

12.

It is recommended that an immediate review of the subsidiaty companies in
relation to their current “fit’ with DCC requirements be undertaken. Cash flow
provision and risk should be key elements of the review involving Council staff,

DCHL, and the Finance and Strategy Committee of the Council.

The CEO and CFO of the Council should attend DCHL board meetings but
not hold board positions. Secretarial services would be supplied by the Council.

It would be expected that the DCHL board would meet at least bi-monthly in

the first year. More frequent meetings may be necessary in the initial petiod.

The chairman and CEO of each wholly owned subsidiary would report in
person to the DCHL board at the bi-monthly meetings. After the first year this
could be extended to quartetly reporting.

A draft format of the data each subsidiary would be required to submit in
advance of the meeting and speak to is contained in Appendix 4. This is purely
a draft document indicative of the appropriate content. It does contain the
basic financial information that should be required by the DCHL boatd.

The meeting schedule and reporting arrangements should be established in
advance for the full year and adhered to.

It is a disciplined and consistent approach that is recommended. If the
chairman and/or CEO cannot attend for example then alternates should be

arranged.

At the conclusion of each board meeting a written report would be submitted
to the Chairman of the Finance and Strategy Committee of the Council and the
Mayor. This report will contain a summary of subsidiary performance and

contain at least the following:
— Performance compared to budget, SOI and the previous year

— Explanation of material variances
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— Forecasted year end position (using listed company disclosure rules as a
basis for content and frequency). Detailed forecasted updates would be
expected to be conducted twice yearly.

— Communications based on a ‘no sutprises’ policy

13. The chairman and/or DCHL board should meet formally and at least quarterly
with the Finance and Strategy Committee of the Council to discuss the
performance report referred to above. Again these meetings should be
scheduled in 2 formal manner and the schedule maintained. This is an
important forum for the communication effort between the commercial

investment operations of the Council and the owner’s representatives.

14. Tt is recommended that the DCHL chairman/board meet at least twice annually

with the full Council and brief them on all relevant performance issues.

Currently a ‘liaison group’ of four elected Councillots provide the conduit of
information between DCHL and other Councillors. Despite best intent, this is
an ‘ad hoc’ group that operates in an informal manner. A liaison group is

inappropriate in this governance context.

It is recommended that this group be disbanded and replaced by the formal
reporting structure (via the Finance and Strategy Committee of the Council)
outlined above. How the Finance and Strategy Committee routinely repott to
Council is for them and Council staff to decide. Again the process should be

formal and the schedule maintained as a priotrity agenda item.

It is recommended that immediate ptiotity of the new DCHL Board should be
a review of the dividend policy of the subsidiary companies particulatly Aurora
Enetgy, Delta Utilities Services and City Forests Ltd. The cutrent SOI policy is
deficient and reads as “to pay as much cash as possible to the parent after

looking after company needs first”.

It is recommended the current SOI wording should be replaced by inserting a

dividend policy wotded as follows:
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“dividends will be paid on the basis of 50%-70% of tax paid profit”. This
position might exclude year-end IFRS adjustments for changes in fair value of

investment properties and financial instruments.

It it is possible to gain acceptance of this base position, performance clarity is
enhanced for the companies, Council staff and DCC itself. Experience
confirms improved trust between the various parties will follow. The subsidiary
companies will be encouraged to improve performance as they will know better
where they stand and it is a helpful measure in terms of understanding what the
cash and value components of performance actually mean. It will be necessary
to agree what percentage figure is used for Council planning and budgetary
purposes. Past experience suggests it is the lower figure with the expectation
with improved trust that the actual company performance will likely exceed the
targeted lower figure, with higher scale dividend payment the actual year-end

outcome.

15. Section 12.0 of the DCHL SOI deals with acquisition of shares in any company
or organisation and limits in the first instance any such investment to $10
million. This clause is intended to act as a form of a ‘barrier’ to ‘unwise’

subsidiary investment.

It is recommended the new DCHL Board review this section to more likely
state the expectation that the subsidiary companies will focus on core business
unless a change in strategy is agreed with DCHL by way of an accepted

business case.

This is not intended as a punitive restriction. What is requited is 2 common
sense understanding (rather than a dollar value limit alone) that subsidiary
companies and DCHL are not going to commit to commercial ventures that are
at odds with the parent’s objectives and commitments. While a monetary
limitation on investment is one avenue, clarity, understanding and agreement

based on ‘no surprises’ investment is a better practical option.
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6.2 Dunedin Ventures Management Ltd/Dunedin Ventures Ltd

DCHL is to be involved in a complex financial arrangement as part of the funding
of the Forsyth Barr Stadium when it is sold to Dunedin Ventures Ltd (DVL). As
patt of this arrangement DCHL will pay DCC $5 million less per annum in
dividends and in return will use that $5 million to provide funding to DVL and/or
Dunedin Ventures Management Ltd (DVML). This transaction is to be via a

subvention payment of up to $7 million. |G

In the 2009/10 year DCHL recorded a net profit of $18.11 million and paid to
DCC in the same year $24.16 million cash.

Again, commenting on the veracity of this scheme of arrangement is outside the
terms of reference of this report. That point aside, from a governance perspective
additional pressure is being applied to DCHL to distribute cash from subsidiary
company petformance to make this scheme work. The entity is cleatly being used

as the vehicle for the scheme of arrangement to work.

Changes in tax rates and the non-deductibility of building depreciation will very
likely change the projections of DVL, DVML and DCHL to which an internal

document clearly attests.

Whatever the outcome of a review of the financial projections, sound governance

arrangements around the future of DVML/DCHL do not seem to be in place.

A board of experienced people with a sound skill mix has been assembled to run
DVML. Despite this positive effort, this entity represents the most significant
ongoing financial risk to DCC in the immediate period ahead. An impressive
community asset is nearing completion. That is a fact. The challenge now is
commercial performance that meets the targeted expectations. That is likely to be

difficult given a stable regional population and non-buoyant economic conditions.
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From a governance perspective, what is required now is open disclosure, agreed
attainable tatgets and strong DCC group support provided for the DVML and
DCHL boards.

It is the authot’s view that governance arrangements based on complex financial
structures without adequate substance, understanding and clarity amongst the key

parties, seldom meet expectations.

o Itis recommended that the ongoing governance arrangements for DVML (and
DVL) should be as part of the DCHL group in the structure recommended

above.

6.3 Subsidiary Companies

Aurora Energy Ltd/Delta Utility Services Ltd

The two largest companies within this group are Aurora Energy Ltd and Delta
Utility Services Ltd. The latter provides electrical contracting services to the former.

Aurora (a lines company) faces significant network based capital expenditure for
the next five years. Reconciliation of this forecasted commitment with cash flow
and subsequent DCHL dividend flow will be important in the governance process.

It is uncertain that this reconciliation is complete.

Delta Utility Services has exhibited vety rapid and successful growth. It is noted
that expansion of activities over recent years has occurred partly in the
development and sale of property assets. While directors experienced in this area
are on the Delta Board, this is high risk business. Delta clearly benefit from the
contracting revenue and it is easy to see how this is a compelling reason for

participation in property development.

The question again is raised as to the strategic wisdom in relation to risk of
residential land development participation (particularly outside the Otago region)
given the DCC dependence on consistent cash dividend flow. Land investments

are generally illiquid and impact on the availability and timing of free cash flow.

If increased future subdivision and land development business is intended, then the

Delta board composition should be altered to enhance expertise in this area.
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It is noted that in the 2010 Annual Report, Delta did state that a “review of the
SOI and Strategic Plan for consistency with the objectives of DCC” had been
completed. This seems surprising,.

Also of note is the high level of related party transactions that have occutred in
both the Aurora and Delta companies. These transactions ate listed in the Annual
Reports of both companies. From a governance petspective continued extreme
vigilance on this issue should remain a high priority given the inter-dependence of

these two entities.

City Forests Ltd
DCC owns a forestry company. Forestry companies are not noted for availability of

strong cash flows. Participation of a forestry company in the DCC portfolio has no
doubt been debated historically.

Strong arguments can be made for the long term value growth benefits of forestry
assets which now include carbon tax sale proceeds. If the parent requirement is for
shorter term cash returns, then this raises the question of portfolio “fit” and

strategic retention or otherwise of this long term asset.

A recommendation to review the risk profile of DCC investments is included

above.

6.4 Dunedin City Treasury Limited

The role of Dunedin City Treasury Limited as stated in the Annual repott is to
identify and manage the financials risks and the liquidity of the Dunedin City
Council group. The Treasury aims to ensure adequate funds are available, at least
cost, to meet obligations within DCC at acceptable levels of risk. The wholesale
funds market is accessed and the company issues interest rate swap contracts to
hedge interest rate exposure. Total financial assets managed has increased from
$303 million in 2005 to $588 million in 2010, an increase of over 87%.

The Treasury company has a key role in funds provision to the DCHL group.

The overall function of the Treasury operation is a financial service provider to the

DCC group. Given the importance of both cash and operating risk to DCC, and
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the treasury skills available, consideration should be given to enhancing the role of
the treasury function to beyond that of a service provider without impacting on the

cutrent autonomy of companies within the DCC group.

Within DCC funds are used to buy land, property, plant and equipment, and fund
infrastructure projects. Decisions as to lease or purchase assets presumably are
decentralised. It is worth considering a wider governance and control function for

the treasury function, particularly in relation to monitoring risk.

It is recommended consideration is given to widening the DCC treasury function

to include enhanced group focussed risk monitoring and control of funds.

6.5 Talerl Gorge Rallway Limited

This company has been considered as part of this governance review. The
Company is obviously an integral part of local tourism based activity. Revenue is
modest in relation to other DCC companies and while the boatd of eight directors
is large for an entity of this size, it is understood the board has wide expertise in the

activities undertaken by the company.

6.6 Dunedin International Airport Ltd
DCC has a 50% interest in Dunedin International Airport Ltd and a review of
governance of this entity is included in the terms of reference. Director related

issues which will be covered elsewhere.

6.7 Property Investment

The DCC maintains an investment property portfolio with a current value of
approximately $85 million. Internal proposals have been noted to inctease the
portfolio holding to $105 million with growth in both the size and complexity of
the portfolio. This investment is actively pursued as a source of non-rates income
for DCC. Currently the portfolio includes plans for Auckland industtial property

investment and for property in other New Zealand provincial centres.

It is the authot’s understanding that almost all of the funds invested in this
property portfolio are classified as endowment investments and as such attract

favourable taxation treatment. This precludes any governance advantage of placing
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these assets in a subsidiary company and then including this company within the
DCHL structure. Notwithstanding this structural limitation and despite the
property investment experience within the property subcommittee of DCC (the
current governance body) the governance sutrounding the property investment
portfolio should be reviewed. An internal document sighted by the author contains
a proposal to that effect. As already stated property investment is a high risk
activity if not conducted within a carefully prepared and agreed strategy with
appropriate delegated approvals, risk assessment and monitoring procedures. In
shott a ‘board’ structure with appropriate governance procedures and additional

property expertise is required.

It is recommended that the current Property Investment Subcommittee of DCC be
transformed to a board type structure and the approptiate commercial disciplines in

place. Property expertise on this ‘board’ should be increased.

6.8 Other Investments

During discussions as part of this review, several parties drew the authot’s attention
to the benefits of establishing a “Water Company’ within DCC. This entity could be
involved in potable water production, sewerage reticulation and even perhaps water
storage. The merits of such a proposal are for DCC to decide. At face value the
idea appears to have merit given the existing and future outlook for water as a

resource.

If such a proposal were to proceed, governance procedures should be carefully

considered and inclusion in the DCHL group recommended.

As a result of consideration of this repott, it is hoped governance procedutes
within DCC will receive increased focus and changes made. During this change
process it would seem timely and appropiate to look carefully at the entire range of
DCC operations. There may well be business elements within the existing DCC
structure with commercial potential that could be extracted and placed within the
DCHL network.
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7 BOARD COMPOSITION, DIVERSITY, EVALUATION AND
SUCCESSION PLANNING
71 Governance Principles

A useful and practical approach towards the implementation of good common
sense governance in companies is to work from a basic list of governance
ptinciples. There are many published lists of these principles. Most are far too
extensive to be practical. The author favours the list published by the ASX
Corporate Governance Council (see Appendix 5).

The first of these principles is to lay solid foundations for management and
oversight and this has been considered eatlier in this report, and is all about putsuit

of clarity.

7.2 Board Composition and Diversity

The second principle focuses on the need to structure the board to add value. Here
the emphasis is on having a board of effective composition, size and commitment

to adequately dischatge its responsibilities and duties.

As mentioned eatlier, the boards within the DCC group exhibit a heavy weighting
on accounting and finance skills. Of the five directors of DCHL, three have
accounting backgrounds. They are also expetienced businessmen. The Chairman of
Aurora Energy and Delta Utilities, who is not a member of the DCHL Board, also
has an accounting background. Several of these directors are also long serving. For

example, three of the Aurora Energy directors total 42 years setvice between them.

The primary concept of diversity of composition within boatds is important. If it
was not, there would be no requirement for a board type structure. One person
alone would be adequate. What is needed within boards is a balance between
collegiality at one end of the spectrum and robust debate and challenge at the

other. To this end, mix and diversity is important.

Given that the directors of DCHL are all ditectors of the subsidiary companies as
well, these five directors would be meeting as a group very often and most have

been in this position for many years. It is easy to envisage that a high level of
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collegiality could exist within such a group, perhaps at the expense of robust
debate.

It is recommended that a director can only be appointed to the boatrd of one
subsidiaty company. Aurora and Delta, given the interrelationships that exist,

would be viewed as one company.

This change would also be beneficial in attracting younger, high potential,
competent directors who historically may have been unable to commit to the time
requirements to be on all three subsidiary boards and DHCL as well. It will also
widen the overall pool of directors who might be attracted to these governance

roles.

There ate very few women amongst the DCC pool of directors. The role of women
on boards is certainly topical, and at times controversial, particulatly when the
argument becomes gender based. It is genuinely difficult for competent women to
obtain governance opportunities. When they get there, it is the author’s experience
they add a positive and different dimension to debate around the board, with often

a major advantage over men evident in emotional intelligence.

The question of diversity within boards is best left to individual boards and not
imposed. An approach based on ‘what skills and knowledge do we ideally need
around this board to support and challenge management’ should be implemented

and it is recommended board composition be reviewed annually.

Within the DCC group there is scope to include some younger directors within the

board netwotk to learn from the association with more expetienced counterparts.

73 Succession Planning

Boatd succession plans should also be reviewed annually. It is important, for
example, to avoid having the chairman and CEO depart at the same time. The
plans and likely tenure of all board members can be constructively sought and a
succession plan developed. Good chairmen are very effective mentors and
competent CEOs respond well to discussions on skill enhancement, career plans

and projected useful tenure within specific organisations.
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The replacement plans for competent directors may well need to extend to at least

two years and even beyond.

Length of tenure of directors on boards is often debated and there is no one
answet. As a guideline, nine years (with an extension to twelve years in exceptional
circumstances) is a reasonably common approach with the emphasis today on

shorter, rather than longer, terms. Reappointment should not be automatic.

74 Board Evaluation

Formal board evaluation practices ate an important adjunct to director, chairman
and boatd performance evaluation and should be mandatoty. A board evaluation
process does not appear to be in place within the DCHL group. The usual

approach is:

o directors who are offering themselves for re-election are evaluated by their

board colleagues

o the chair and the effectiveness of the board is evaluated by all directors

This process can be implemented by external agencies or by the board itself. Often
there is reluctance to have the process undertaken internally initially, but experience
indicates this reluctance dissipates quickly given the obvious benefit of the

constructive feedback from the process.

A sample set of board/ditector evaluation forms are contained in Appendix 6.

75 Director Recruitment: Attributes

With the recent DVML board an exception, most of the DCC directors appear to
have been drawn from the Otago region. Indeed the Procedure for Appointment
of Directors Document (4 September 2000) lists as a generic attribute -
“sympathetic to the needs of Dunedin and surrounding areas”. Any professional
director of high calibre will focus on the entity first anyway and the benefits to
whatever region will flow from that appointment. New Zealand is a village and
each region a subset of that. Selection of directors from a New Zealand wide

geographical approach is recommended.
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Other director qualities that are axiomatic are integrity, acting in an ethical manner
and independence. The former two qualities are given, the latter also vitally
impottant. In the final analysis, independence is best demonstrated by an absolute
preparedness of individual directors to resign if essential principles of governance
and best practice are consistently not followed and recommended remedial action

not implemented. Independence is a critical attribute of any director.

7.6 Related Party Transactions

The recognition of the legitimate interest of the stakeholder is a critically important
issue. Reputation is everything in governance activity. Reporting accurately related-
party transactions and meeting required disclosure rules must be followed. The

disciplines must also be seen to be in place.

The DCC group utilises extensively services provided by local companies. Some of
these arrangements have been in place for a long time. Several participants
interviewed in the preparation of this report commented on the need for regular
reviews of these arrangements. If that does not cutrently occur it should, so that a

very clear and transparent process for all related-party transactions is in place.

It is recommended that an annual review of all related-party transactions be

undertaken by DCC.

1.7 Service Level Agreements

Again as part of the interview process several individuals commented on the
difficulties experienced by some parts of the DCC organisation in attempting to do
business with other elements of the DCC group.

The SOI of DCHL (Appendix 3) contains wording to the effect that where
appropriate use should be made of ‘in-house’ services and skills as a priority. This
does not mean ‘any right to the business’ and competitive tensions between internal

and external candidates for work must be maintained.

It is recommended that a review of guidelines and existing service level agreements

between DCC entities be undertaken.
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78 Communication: Training

Within local authority organisations there is often a wide disparity between levels of
knowledge about the organisation between longer serving councillors, newer
members, management, and indeed at times even directors of commercial entities
within the group. In the end, the councillors are the representatives of the owners.
Despite acute internal frustration at times, they are entitled to be treated as the
owners. This is a specific feature of local authority structutes. In a listed company
model the shareholder interface with directors and management is much more

remote.

In local authones effective communication is a high priority and a constant
challenge. In this regard it is recommended that consideration be given to conduct
a two day in-house governance course. This is to be held in the first instance fot
elected Council members. Subsequent sessions could include other groups within
the DCC networtk.

7.9 Recommendations
It is recommended that the chairmen of all Council Controlled Trading

Organisations (CCTO) and Council Controlled Organisations (CCO):

e Prepare annually a board succession plan that is developed from individual
discussions with all directors and the CEO.

o Prepare annually a review of board composition (identifying any deficiencies in
skill and knowledge), a plan to deal with any 1dentified gaps that considers
diversity, and the potential participation of younger directors.

« Implement a process of board evaluation to be completed annually.

This governance plan is to be discussed with the chairman of the reconstituted
DCHL Board in the case of CCTOs and the Chairman of the Finance and Strategy
Committee of DCC in the case of CCOs and an agreed action plan developed.
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8 PROCEDURE FOR APPOINTMENT OF DIRECTORS

8.1 Attributes

The terms of reference for this review is a requested critical review of the Dunedin

City Council Procedure for Appointment of Directors (4 September 2000).

This document contains a very extensive list of the qualities sought in a director to
be considered for DCC board positions. It would be extremely difficult to assess
that any one individual possessed all or most of these attributes by way of interview

or search results.

A better practical approach is to consider an abbreviated list of attributes

containing the following:

o Sound business judgement and evidence of a track record that substantiates this
position

o Ideally knowledge of the business concerned and/ot possesses specific skills

related to an individual discipline where such a skill gap on the board is to be
filled.

» Preparedness to act independently if necessary as evidenced by track record.
o Integrity

« Ability to work and conttibute as part of a team.

In terms of the recruitment process, 70% of effort should be directed towards

referee and other verification of the candidate’s track record and 30% from an

interview based assessment of the qualities listed above.

8.2 Process

1. A qualified and carefully assessed external recruitment consulting organisation

should be engaged to facilitate the process.

2. For subsidiary companies, the chairman would be required to complete the
board composition plan and complete a profile of the director being sought.

This would be discussed with the DCHL Board and approval for appointment
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sought. Final approval would be provided by the Finance and Strategy Sub

Committee of the Council.

3. For the DCHL Board the same process as described above would be followed,
with approval from the full Council via the Finance and Strategy Sub

Committee of the Council.

4. For other CCO appointments the same process would be followed with final
approval provided via the Finance and Strategy Sub Committee of the Council.

83 Term

The initial term of appointment should be three years with further terms possible

based on performance, diversity and board composition factors.
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9 REMUNERATION OF DIRECTORS

1. The Board of DCHL should facilitate the remuneration process using data
supplied by at least one independent and reputable external recruitment agency

(sometimes more than one data set is helpful).

2. The above process should be conducted annually but actual changes to
recommendation levels likely made only every two or even three years. In
practice allowing the timing of such reviews to lapse can result in remuneration
levels falling behind market levels. Recovering this position is often difficult if
significant movement has occurred. More frequent adjustments of lower

magnitude is a preferred approach.
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10 CONCLUSION

This report has attempted to address current governance issues within DCC

particulatly as they relate to wholly or 50% owned subsidiary companies.

A significant number of recommendations have been made to hopefully facilitate
improvement in cutrrent governance practice. The timing of implementation of
these recommendations, should they be accepted, needs very careful consideration.
It is not practical to address them all at once. A plan of implementation will be
required and that should involve Council management, DCHL, and the Finance

and Strategy Sub Committee of the Council.

If the recommendations are accepted, this plan is a matter of high priority as

several of the identified governance issues require immediate action.

As patt of the preparation of this report the author was requested to comment on
any other material issues that emerged, that were not specifically listed in the terms

of reference.

Economic issues, as stated in the repott, were not part of the terms of reference.
Howevet, it is obvious DCC will struggle to fund the current group of capital
projects from increased rate revenue and internal savings. Debt levels will need to
rise significantly. The stadium company DVML needs to be propetly capitalised as
a priority. To offset the need for increased debt, asset sales (however unpalatable

from a historical perspective) need to be considered as an immediate solution.
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11 APPENDICES

Appendix 1 Terms of Reference for Governance Review as supplied by Dunedin
City Council

Appendix 2 Dunedin City Council
Dunedin City Treasury Ltd
Standard and Poors Briefing October 2010
P 13 DCC/DCHL Projected Group Term Debt

Appendix 3 Dunedin City Holdings Ltd Statement of Intent for the year ending 30

June 2012
Appendix 4 Draft format for subsidiary company reporting to Dunedin City
Holdings Ltd
Appendix 5 List of Governance Principles: ASX Corporate Governance Council
Appendix 6 Board and Director Evaluation Forms
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Appendix 1 - Terms of Reference for Governance Review

GOVERNANCE REVIEW
Scope

1 Review Governance Structure of all companies in which DCC andfor DCHL has an equity
intergst of 50% or more, le!

a} Dunedin City Holdings Umited (DCHL)
- Aurara Energy Limited
DELTA Utility Services Limited
- City Forests iimitad - {5D% subzidiary - Otago Chipmiil Ld}
- Dunedin City Treasury Limited

- Dunedin International Arport Limited{50% with the CTrawn scope limited to Cauncil
appointees but taking into account the skill set of the Crown zppointed Directors)

- Taien Gorge Ralhway Limited.

b)  Dunedin Venues Management Limited (DVYML) and Dunedin Venues Limited {DVL).

2 Consider:

a) Mix of axpernence, skills on aach hoard in relation to each business’s markets, size and
complexity.

b}  Duration of each director's service on each board or boards.
t} Independence of each director in relation te the sharsholder's interests to be senved.

d)  The structure of the governance arrangements for its efficiency ard effectiveness, eg,
numbers of directors, frequency of meetings, axtent of delegations, etc.

e)  Method of selecting directoss ia, evaluate Council's policy document.

F} Mechanism{s) for reporting to the shareholder, formally and informally.

a} Definition of Chairman's role in each company and their reporting framawork.
)  Method{s) for monitoring performance of directors and chairs.

i) Method of setting directors' feas.

i} Any cther relevant matters

3 Review the Council's current Pelicy on the appointment of Directors,
a) Make recornmentationis on changes Lo the governance structure and policies,
b)  Suggest timelines for the implementation of the changes you recommend.
4 In the course of your review, make recommendatians on any other governance matters that

come to your atiention. One of those mattars includes the manner in which governance is
provided to Dunedin City's investment proparty activities,
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Appendix 2 - DCC/DCHL Projected Group Term Debt

FEBRUARY 2012
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Appendix 3 - Dunedin City Holdings Ltd Statement of Intent

FEBRUARY 2012

Dunedin City Holdings Ltd
Statement of Intent

For the Year Ending 30 June 2012
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2012 Statement of Intent

1.0 Mission Statement

Mission Statement of Dunedin City Holdings Ltd

To drive the performance of its Subsidiary and Associated Compaires so
as to ensure each Company provides the maxtmum advantages in all
respects to the ultimate shareholder, Punedin City Council

2.0 Nature and Scope of Activities

Dunedin City Holdings Ltd az the parent company of the proup has a primary role tc menitor
the cperating performance of its subsidiary and associated companies on behalf of the
ultimate shareholder, Dunedin City Conneil. This role imoles continual reviews of
financial performance.

It 15 the responsibility of Dunedin City Holdings Ltd to ensure that each of the companies in
the group has a snstainable competifive advantage and, where appropriate. a basis for
growth.

As abolding company it is the manager of a pertfolio of corperate mnvestments. If it is to
mexiniise benefit to its shareholder, Dunedin City Council. 1t may wish from time to time to
rebalance the composition of its portfolio by purchases or sales in response o, or in
anticipation of. ongoing changes in the marketplace.

Dunedin City Holdings L td alsc has a responsibility to ensure that its subsidiary companies
receive the synergistic advantages available from being a group of companies.

3.0 Corporate Governagsice Staiement

Dunedin City Heldings Limited is a Covncil Controlled Trading Orgamsation (CCTQ). The
directors’ sole is defined in Section 38 of the Local Government Act 2002. This section
states that all decizions relating to the operation of the CCTO shall be made pursuant to the
autherity of the directorate of the CCTO and its Statement of Intent (SI). The board is
responsible for the preparation of the SI which requires approval from the company’s
shareholder the Dunedin City Couneil. In addition to the obligations of the Local
Government Act Dunedin City Holdings Ltd is also covered by the Companies Act 1993 and
governed by directors by law and best practice.

The company has it ovwn board of directors that meets on a regular basis to direct and
control the company’s activities. Directors are appointed following approval by the Dunedin
City Couneil, nsing proceduses set out by Council as the ultimate shareholder. These
proceduses reque the Dunedin City Holdings Ltd board to mzintain a list of suitable
applicants from which if: evaluation and recommendation to Conneil is made.

The Dunedin City Holdings Ltd board accepts that it iz responsible for the overall control
systems operating within the company but recogaises that no cost effective internal controf

Dunedin City Holdings Ltd.

-
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2012 Statement of Intent

systems will permanently prectude all ervors or srregularities. The contrel systems operating
within the company reflect the specific risks associated with the business of the company
concemed.

The shareholder reviews and approves the SI and three-year financial plan. Quarterly and
annval reports of financial and operational performance are provided to the shareholder.
4.0 Corporate Goals

The principal goat of the Dunedin City Holdings Ltd is to operate as a successful business,
achieving the objectives of its shareholder as specified in this Stztement of Intent.

The specific corporate goals of Dunedin City Holdings I id ate as follows: -
General

4.1  To ensure insofar as it 1s lawfully able, that the Statements of Intent and operating
strategies for each of the group compandes reflects the policies and objectives of the
Dunedin City Conneil in respect to the operation of that business.

42  Tc monitor the operating activities of the group companies to easuse that the
respective Statements of Intent and operating strategies are adhesed tc.

4.3 Tokeep the Dunedin City Couneil informed of matters of substance affecting the
group.

44 To perform continual reviews of the operating strategies, financial performance and
service delivery of the group companies.

4.5 To ensure appropriate communication channels exist for group companies to report
performance and operating results to Dunedin City Holdings Ltd and for Duaedin City
Heldings I td to report to Dunedin City Council

Ecounontic

46 To maximise the financial returns achieved from and the value added by the
companies within the proup.

4.7 To maintain the proup’s financial strength fhrough sound and innovative financial
managenent.

Social and Environmental

48 Tooperate personnel policies and practices within the group which promote a non-
discriminatory, culturally sensitive, equal oppottunity workplace.

49 To encourage the maintenance of an operating environment within the group which
promotes safe work practices and a harmonious indunsteial relations climate.

4.1¢ To encourage the group 1o act as a socially responsible and environmentally aware
corpoeate citizen.

Dunedin City Holdings Ltd.
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5.0  Specific Objectives for the Year Ending 30 June 2012

In pursuit of the company's corporate goals. Dunedin City Holdings Ltd has the following
objectives for the next twelve months: -

General
31 Dunedin City Council Objectives

To review the Statements of Intent and strategic plans of each of the group
companies for consistency with the objectives of Dunedin City Conneil

LA
N
-J

rating Activities
To review the operating activities of each of the group companies for rompliance
with the poals and objectives stated in their respective Statements of Intent and
strategic plans.

Nl

Matters of Substance
Ta report all matters of substance to Dunedin City Conaril.

Econontic

34 Value Added
Te monitor the economic value added by each of the group companies and to
monitor financial perfonmance against rates of retum established by Dunedin City
Holdings Ltd.

35 inancial Stren:
To monitor the capital structure of each group company against criteria established
by Dugedin City Holdings Ltd.

To ensure that the reporting requirements of Dunedin City Holdings 11d are met
and also that the reporting requirements of the Dunedin City Council are met.

Social and Environmental
3.7 Corporate Citizen

To review the activities undertaken by the group companies for purposes of being a
good cotporate citizen.

Dunedin City Holdings Ltd.
4
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6.0 Performance Measures

The objectives set out above will be met on the achievement of the following performance
measures; -

General

§.1 Dhnedin City Conneil Objectives
A review of the draft Statements of Intent for 2012 and updated strategic plans for

the group companies to be completed by 31 December 2011,

6.2 hag Activities
Reviewr of the cperating activities of the Dunedin City Treaswsy Limited. Taiets
Gorge Railway Limited and Dunedin International Airport Limited (i.e. the
compznies with differing board structuse to DCHL) are to be performed regufariy
by the board of Dunedin City Holdings Lid.

6.3 Matters of Substance
Dunedin City Holdings Ltd is to repoet matters of substance to Dunedin City
Council within five days of cccuzrence.

Economic

6.4 Value Added
At the half vear and the full yyear, to assess economuc value added and the

appropiateness of rates of retuen for each of the group companies.

6.5 Performance Momioring
Continual reviews to be performed on a monthly basts in relation to operating
initiatives and financial performance of the group companies.

66 Reporting
Monthly reports are received from the gronp companies within 35 days from the
end of the month under review.

6.7 Finaocial Strensth
(1)  The annual credit review by Standard & Poors' of the group's financial

position confirms 2 rating of A ot better.
(i} The capital structure of the group companies will be reviewed at the half
year and full vear.

Social and Environmental

6.8 Coiporate Citizen
A review of the activities undertaken by the group companies for puposes of being

a good corporate citizen will be completed by 31 July 2011.

Dunedin City Holdings Ltd.
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7.0  Financial Projections (Parent Company)

Tear Year Tear

Ending Ending Ending

30 June 2017 30 June 2613 30 June 2014

5'000 5600 5'000

Opevating Surplus before Income Tnx -~ 8,531 6,405 3,543
Opevating Surplus gffer Income Tax 8531 6,205 3,543
Shaveholder’s Funds 31,872 28253 21,778

The projections provided in Sections 7 and 8 of this document have been prepared using a
number cof realistic azsnmptions about the future and relate to events and actions which have
not yet occurred and may net occur. In deriving these projections judgement has been
applied to the nncertain fomre commercial envircnment in which the Group's businesses
operate.

8.0 Ratio of Shareholder’s Funds to Total Assets (Parent Company)

Year ear Tear
Ending Ending Ending
30 June 2012 30 June 2613 30 fime 2014
Shoveheldar's Funds to Total Asseis 17.2% 15.2%3 11.8%
Shareholder's Funds: - are represented by paid up capital, reserver created
by the revaluation of specific assets and retained
eamings.
Total Assets: - means the aggregate amount of all current and non-
cusrent assets.

9.0 Dividend Policy

The divectors have provided the Dunedin City Couneil with an estimate of the total cash that
they expect to pay fiom accnmmulated profits over the next theee vears. This cash is allocated
between interest ou the shaseholders advance and dividends. The ability to distribute at this
level will be dependent on the operational success of the businesses within the Group.

The estimated cash payments from the parent company to the Dunedin City Council or any
company owned by The Dunedin City Council outside the DCHL group are:

Tear Year Year

Ending Ending Ending

30 June 2012 30 e 2613 30 June 2014

3'006 5000 S'000

Dividend 45,04 10,624 10,024
Interest 8176 8176 8176
Total 23,200 18,200 18200

Dunedin City Holdings Ltd.
-5-

LARSEN CONSULTING PAGE 42 OF 59



PUBLIC RELEASE VERSION FEBRUARY 2012

2012 Statement of Intent

10.0  Reporting to the Sharehalder

10.1 ANNUAL (Prior to 1 March)
{1)  Draft Statement of Intent for Dunedin City Holdings Ltd.
(ti) Draft Statements of Intent for the group companies.

10.2 ANNUAL (Prior to 30 June)
(1)  Statement of Intent for Dunedin City Holdings Ltd.
(i}  Statements of Intent for the group companies.

10.3 HALF YEARLY (Within Two Months of the End of the Six Month Period)

(i)  Directors’ Repott - a review of the company’s and the group's performance
over the half year.

{1} Balance Sheet.

{1it) Statement of Movements in Equity.

{1v) Income Statement.

{v) Statement of Cash Flows.

(vi} Notes to the Financial Statements.

104 ANNUAL (Within Three Months of the End of the Financial Year)

(1)  Directors’ Repott - a review of the company’s and the group's performance
over the full year. including a comparison of performance against objectives
and key performance measures.

(1i) Income Statement.

(ii1)  Statement of Movements in Equity.

{1v) Balance Sheet.

{v) Statement of Cash Flows.

{xi) Notes to the Financial Statements.

{xi}) Auditors Report on the above Financial Statements.

105 FIRST QUARTER nnd THIRD QUARTER

{1y  Directors’ Report — a review of the company’s and the group’s performance
over the preceding quarter.

11.0  Accounting Poiicies

11.1 General Accounting Policies
The accounting policies recognized by the New Zealand Institute of Chartered
Accountants complying with the NZ International Financial Repotting Standards
will be adopted by Dunedin City Holdings Ltd.

11.2 Particular Accounting Policies
The particular accounting policies which materially affect the measuwrement and
reporting of financizl performance and financial position for the DCHL are fully
listed in the company annual report. This is avatlable from the company and on
www.dce.gort.oz

Dunedin City Holdings Ltd.
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12,0  Acquisition of Shares in Any Company or Organisation

Dunedin City Holdings I td and group compandes will only invest in the shares or assets of
another company or organisation if the shares or assets are considered to be likely to produce
added value to the business of the DCHE group.

If the directors of DCHL intend that the company or its subsidiaries should acquire azsets
they will obtain prior approval of the Council where the total investment exceeds $10m.

If ihe directors of DCHL intend that the company subscribe to issued capital in any
additional company or organdsation they wall obtzin prior approval of the Council:'DCHL
Haison committee where the total investment exceeds 51m.

13,0 Transactions with Related Parties

Dunedin City Conucil

The Dunedin City Conncil is the sole shareholder in Dunedin City Holdings Ltd. Dunedin
City Holdings Ltd is the sole shareholder in the following group compandes:-

¢ Citibus Ltd

o City Forests Ltd

¢ Dunedin City Treaswry [1d

+ Aurom Energy Ltd

s DELTA Utility Services Ltd

Dunedin City Holdings 11d also has a 72% shaseholding in Taieri Gorge Railway Ltd. a 50%
sharehoiding in Dunedin International Adrpert Ltd and a 44.6% shareholding in The Street
1td

Transactions between the group companies. Dunedin City Heldings I td. Dunedin City
Council and other Dunedin City Council controlled entities will be on a wholly commercial
basis.

Charges from Dunedin City Council and 1ts other entities and charges to Dunedin City
Council and its other entities will be made for services provided as part of the normal trading
activities of Dunedin City Holdings Ltd.

Related Party Transacsion Dpe

Dunedin City Council Office support services.
Computer support services.
Management consulting services.
Shareholders advance interest

Tax subvention trancacticns.

Group Companies Management services.

Dunedin City Holdings Ltd.
-5
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14.0

15.0

160

Group Facility Use

141

14.2

Group Purchasing

Dunedin City Holdings Ltd undertakes to operate "gioup” purchasing of goods and
services vnless it is demonstrated conclusively to the shareholder that the total
combined cost to the group and to Dunedin City Council of such group purchasing
is greater than the total combined cost to the group and to Dunedin City Council of
ceasing to purchase such goods and services as a group, including the cost to the
pronp and to Dunedin City Council of ceasing any such group purchasing.

Electronic Data Processing

Dunedin City Holdings Ltd undertaices to continue to use the Dunedin City
Council's Central Electronic Data Processing facilities or its successor. in the event
of corporatisation, for the next 12 months unless: -

a)  Dunedin City Council determines that it can not or does net wish to continue
with the services and gives reasonable notice of its determination in that
regard.

by Itis demonstrated conclusively to Dunedin City Conncil that the total
combined cost to the group and to Dunedin City Council of using the service
is greater than the total combined cost to the group and to Dunedin City
Council of utilising alternative facilities of a similar standard and
performance. including the cost to the group and to Dunedin City Council of
censing to use the existing Ceniral Electronic Data Processing facihities of
Dunedin City Council.

Other Muatters Agreed as between the Directorate and the Shareholder

151

153

The undertaking by Dusedin City Holdings Ltd of any activity of a nature or scope
aot provided for in the company’s mizsion or goals would be subject to the priot
approval of the shareholder.

The approval of the shareholder is also required before Dunedin City Holdings Lid
could dispose of any segment of its business or shares in a subsidiary or associate

company-.
Dunedin City Holdings Ltd has entered into a Deed of Understanding between

itself. the Dunedin City Council and members of the group. imposing upen the
company certain sestrictions, requirements and obligations as set out in the Deed.

Estimate of Commercial Value of Investment

The commercial value of the shareholder's investment in Dunedin City Holdings Ltd is
considered by the directors to equate with the shareholder's fands of the company as
disclosed 1n the balance sheet as at 30 Jume 2010.

Use of Otago Manufactured Goods and Services

Dunedin City Heldings L td will endeavour to use Otago manufactured goods and services
subject to price, quality and other strategic considerations being met.

Dunedin City Holdings Ltd.
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Appendix 4 - Draft format for Subsidiary Company Reporting

Purpose
To update the shareholdess on the resuits and activities for the quarterended 31 March 2011,
Summarised Financial Metrics

31 March 2011

Finzsiel ks el et P F:'.’f; F e Frao10
Profit AfterTax 2000 12 11 10 5 i8 14
Profit Before Tax ET00 a7 i8 i 21 0 18
cash Flow from So2rations 8000 24 18 8 5 b 23
Dablor aging days 25 20 25 20 20 e
capital Spend £000 10 13 20 15 15 25
current Assets: current Lizbilitiss % €0:40 60:40 80 :40 80 - 40 &0 :40 50 :50
covenants .- m! g F;'I':; Covenant ?T-' FY 2010
Interast cover times 3.0 25 2.8 > 250 27 31
EBITDA Headroom $000 8 7 i1 10
Interest Cost Headroom $000 4 3 L ]
Gearing % S0% 51% B2% < g0% 50% 50%
Asset valus Headmom 2000 10 & 10 £l

Economic Overview

[Oservicw of econpmic condsirons ang sheirinfluence on the entity's trading pesfornansi)
March Yearto-date Result

The March 2011 vear-to-date post-taxprofitis §__m.

Anadysis of key drivers of fimanoial performance for the period: resenue. w038 of 3aiss, fimanoing
Full Year Outlook

Profit outlook and summary of &gy drivers!

Strategic Initiatives

LUpdate on any strasegic intiatives with particular reference to influences i sharebolder valdes
Environmental

Triple bostom line reporting with a focks on progress fowands achizvensnt of metnics

Social

[Truple boisom line veporfing with G foous on progress owaris achievement of metries
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Achisvement against SCI Targets
ZSusrmary of performance agamst SCI7 COI targets with a view 1o Skl year performance”
Measre Stalws
Firanrcial Targats Oontrackto achieve 2041 targets
Ervironmental Targsts Ontrackto achieve 20441 targsts
Social Targsts ortrackcto achieve 2041 targels
Financial statements
CarroaiFoet Geongy
SEUENET OF PERNCHL FERFTIRNRINCE
Fostie ey oy FaTh 2048
Prioryew Ackked 3 A d Pl Ve
MID b =] $O00 ACRA ~ BDGET AR | ACTUGL  BunaE Sct I fa7-%- -4
|
Fot
Pty
[ ] o raveas _ |8
j-- 8
fe -4 -3
- - - ~
TaxPovsdn i
AESTANEE - Ratsinad Pzt
) - o e
CartrePot Group
SHEVENTAL FINANGAL. FERFORVANCE
|Forthelothad Medh 2011
PORT PROPERTY
MONIH YID = WONTH YD |
ACTUAL BUOGET ACTUAL BUCGET S000 ACTUAL BLDCET ACIUAL BUDGET
— f — -
| | TOAL RBVEBNLEE | 5
BT .
Net irtenass 4
e - —— -
NFBT 1
Tax Provisian
Assod ates- Retainad Frofit
[ ] N [ !
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CenireiRerl Goup

A5 a3 Mach 2011

STAIEVENT OF FRNANCIAL POSTTHON

Non Qurert Assels
Foed Asets
Rt Popty
Irrvestrnent Bopesty
Investrents
CifenedTax

Total NonCurent Assels

TORRLASSES

UASLUTES
Currerd Liahilities
TermBonowirgs®
Crediios and Aconusis-Cther

Niher Fi sl Lighsiliti
Toisd Qusvent Lishilities
TenmnBorowings*
FuiLwe Tax Lisk ity
Otier Firendd Lichilities

Tota NenCurrert Liahilites

NE ASEES

Creditors ad Aconeis-Brydoyee

Crecitors e Aconsis=Brgdoves

NMer 2011

FY2010
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Cenireiort Group
CAEH AOWSTAIEVENT
34 Machai1

Ceshves proviced from
Receipts fomQusiome s
inferest Receivedd
Csshwes dsbused o
Pasrenis o Suxdies ad Brypovess
Taaton padroores\NHT)
Inerest Raid- Opseting

Ceshwes proviced from
Proceeck fromSale of Ropaty Bant & Epipryent
Ceshvies aaiedifo
Rudese of FoedAsels- Roperty
Rudhese of Foed Aesets- Rort
Irterest Rad- Cagatalised
Net cashused in investing activities

[

Cshwes povided from
TJamBoronirgs
Ceshwes sypliedio
Divicerd i
Net aashiused infreoing acthiies

Net inoessg/{cecresse) inceshflow
Opering cesh rought fovwerd -
Cicsing uliksed ak syorth erd
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Appendix 5 - List of Governance Principles: ASX Corporate Governance Council

A company should:

1. Lay solid foundations for management and oversight
Recognise and publish the respective roles and responsibilities
of board and management.

2, Structure the board to add value
Have a board of an etlective compaosition, size and commitment
10 adequately discharge its responsibilities and duties.

3. Promote ethical and responsible decision-making
Actively promote ethical and responsible decision-making.

4. Safequard integrity in financial reporting
Have a structure to independently verify and safeguard the integrity
of the company’s financial reporting.

5. Make timely and balanced disclosure
Promote timely and balanced disclosure ol all material maners
concerning the company.

6. Respect the rights of shareholders
Respect the rights of shareholders and facilitate the effective exercise
of those rights.

7. Recognise and manage risk
Establish a sound system of risk oversight and management and
internal control.

8. Encourage enhanced performance
Fairly review and actively encourage enhanced board and
management etectiveness,

9. Remunerate fairly and responsibly
Ensure that the level and composition of remuneration is sullicient
and reasonable and that its relationship to corporate and individual
performance is defined.

10. Recognise the legitimate interests of stakeholders
Recognise legal and other obligations 1o all legitimate stakeholders,
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Appendix 6 - Evaluation Forms

BOARD EVALUATION FORM
FOR "THE ENTITY"

Please grade each component of board process as detailed below

Low High

Board Functions

D D D D I:I D The board undastands, agrees amnuslly and

Promulgatesits fimctions.

[1 0 [0 [0 ][] meboardknowsandundsstardstheboard's

beliefs, values, philosophy, mission, and vision and
reflects this understanding on kev issues throughout
thevear.

D D l__—l D D EI Thie board devotes sipuificant time andsenous thought

to the orgamisation’s longertemm objectives andio the
stratzge opticns availatle fo achieve tham

[1 [0 [0 [0 [J [] eboardhasdefinedand commumicatedto

Edanagemeant the scope and powers, roles and
Responsibilities to be adhered to by ruanagenent to
meef

routine and exceptional circumstances.

The majority ofthe board’s time is not spent onissues
of day-to-daymanagement.

The boardis involvedin formulating longrange
strategy from the begmnimg of the plannmg cvcle.

The board ensures that the organisationhas sufficient
and approprateresources to achieveits strategic goals.

Proposals frommanagament are analysedand
debatedvigorously before being appioved by the
beard. A proposslthatis considersdmapprofmate is
declhned.

I ) I R N O B
L O O O
L O 0O O
O O O O
L O O O
0 O O O

The boardhas an operating plan that specifiesits
Functions, activities and objectives.

1
L]
L]
[l
L]
[]

D |:| I:l l:l D |:| The beard hasreviewesd s needsm temms of skills and
hasthese skills.
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‘When appropriate the board secks coumsel fiom
prefesaicnal aduisors.

Chief Executive Officer renmuneration andperformance
15 reviewed and detemmimed by the board.

The board deternines, anmually, the objectives and
measurement cotena forthe Chief Executive Officer.

OO O O O
I T N B
I T R N R
O O 0O O
I T I B R
I R O T R

A broadrange of appropnate performance indicators
areusedto monitorthe performuance of managenent.
Reliance is not placed solely onthe financial statements

provided by management.

The board hasidentifiedthe groupsto vluchi is
accountable.

Eoard activities are conducted m an atmosphere of

creativetension.

The boardhiasprocadwes mplace o ensure that the
orgardssticnismeetingiis lagal responsibibimes.

Formalreview ofthe board’s perfonmance hasbecoms
anmtegral pant ofthe culture ofthe board.

The board ensures that key merohers of management
arzbrought mio the board meetngs so that the board
canparticipate andaddvahlue to thew debberations and
woik onbehalf oftheboard.

0o O 0O OO oOd
O 0O O o O
O O 0O o od
O O O O d
0 O O o od
O 0O o Od

The board enswres all confbcts of mterest are declarad.

[]

I:IVL__I

00O 0O0

Board Meetings

IRERERERE

Board meetings are conductedina mamer that

eNCOWAges Open conIuEsafion, meanmgful
participation, and timely resolution of issues.

[0 00 [0 [0 [0 [ sufficenttimeisprovided dmingboardmeetings
for thoughtfil discussion in addition to managanend

dialogue.

D D I:I D I:] I:l Boardiime is used effzchvdy so thatthe board adds
vahie tomanagament.

D D I____I I:I D |:| Formalmeetmg and reportmgprocedues havebeen
adoptadby theboard.
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RN

U Oon
OO OO
Oooono
EREREEE

D I:I Board members receive timely and acourate mimates,
advance wiitten agendas and meeting notices, and clear
and concise backgrounmd matenalio preparein advance

ofmeetings.

I:l |:| All board members are fully informed ofrelevant
matters and there are never any sinprises.

|:| D Absentesisma fromboard mestngs is the exception
ratherthan the nule.

|:| |:| Board mestings are facibtated buinot ovently
mflusnced by the chanperson.

D D All board members are permitted to additemsto the
meetmg agenda.

Board Structure

0000
OO OO

ot

0o o

I

=

I:I D The bozrdhias sufficiat mdependert divectors.
D I:l Subcominittess ars epponted by the board with terms

ofreference, composition andreporimgback
raquirenients. Thase aspects are formally recorded

The audit conumiteee woiks effectively andreports
propery to the Board.

Authonity to approve the partna n charge of the audit
15 retamed by the audit conmties, not management.

The terms of refarence of each conmsitse 1srestricied to
prevent the emergence of a “two-tiered " board.

Communication

OO OO

O Oon

=

D D Board menibers are encowagedto discuss matters

with members of management after gamingthe
approval of the chairperson.

I:I I:l The bozrd recetves sufficient mfomwptionman
appropriate format as detemmimadby the boad, from

Managemae.
|
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|:| I:I D D |:| l:l The board’s mformation requirereris are

comymuzcated to management on a regularbasis.
D D D D |:| I:I Requested informationisreceivedin a timely fashion
[0 [0 [ [0 [ [J Theboardis proactiveindeveloping an effective

conymuication strategy for "the entity”,

General:
What would improve the Board's effectiveness?

What is the Board's biggest weakness?
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DIRECTORS’ EVALUATION FORM

Director being Evaluated:

Diate of evaluation:

Competence

Oo0Oodno
IpERERE
00 0o
IpEpEEE

Oo0od
IRERERE

OO OO
O00On

O O O Ododad

Independence

Ooog

OO O O
Oo0O0n

OoOon
OO 4O
Oood

o O O

OO0 OO Dv O O OO0 DDDDV

Fits in well and endorses ateamapproach.
Influential, expenenced andrespected.
Mamiams high quabty peerrelanonshaps.

Addsto theboard's strengths, abilities, expensnce and
judgement

Is a good commuacator.

Acts sthicaly sithun the Board & wider commurity.

Brings specialskill: and orwisdomto the Board.

TUnderstands corporate nassion and social
responsibiities.

Displays confidence and cowage of thought, speech
and action.

Avoidsreal or apparent conflicts of mterest.

Mamtams free standng posture in situations where
mdependence is wuportant.

Resists board self-protectiomsm.
Displavs aptitade for free thinking.

Objectively connders trade-offs and consequences.
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[

Is walling tonsk rapport and collaieral with
chairperson, CED and fellow dwectors in takinga
reasoned, ndepandent position.

ERERERERE

Does not grandstand.

0ood

i

Preparedness

Ooogn

Would relinquish directorship ratherthanbe considered
captive.

L1 [

OO OCd 30 VI:ID

Is well boefed.

Spends extra timea with champerson and CEQ where
necessary, onrelevant issues.

I I N I NS ) B

Comestomestings witliissues and concens thought

through.

Fanaihiarity with company history, plilosopliy, ision
and strategic plans.

Respects confidengahty.

1 OO OC
OO0 0O C1
O 0O 3
L1 O 0O
0O O

iznes and exchanges views with othersm the corporate
world, andkeeps abreast of professional, indushry,

national and mtemational trends.
Undesstands statutory and fiduciary obhigations.

Appreciation of cinrent legislative and regulatory
matters.

Is a continuing student of corporate enterprise,
govemance andmanagement.

O O O
0O O Ood
0O O Ood
L O Ood
0O 0O O0d
I I O W

MMawmtams the camect balance berween doectmg and
supporting managemert and interference.
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E
o
8

Iz thoroughly prepared
Understands reports and backproundmaterial.

Commumicates privately and constructivdy wih
chairperson and CEQ between board meetings.

Focuses onpobcy and strategy ratha thantactics and
details.

Offers questions andideas that add valueto the
proceedmngs.

Provides credible rationale when opposiig consensus.

Insists upon and sources aBinfommiationnecassary for
consideration of a particnlarissne or decision.

Does not mterfere m managament.
Conduct and conmbunonrespected by management.
Fulfills statotory andregulatorny requiranienis.

Effectively evaluates the organisation, CEO and senior
management performance.

DODO0O0 O0OC O OO O
oo OO O Oodgo
Hood o O odd
Ol OO0 0 Oodo
oo oot O Oodgod
L1 0O OO E]I:II:IEJDE]EI\/

Comments on Preparation/Participation
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Comments on natuye and extent of coniribution

Comments on Intellectual/Creative Contribution/E ffectiveness

Comments on Tearm Skills, and ability to think about the board, and hoard discussion as a

unit
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What do you most value from this Director?|

What could this Director do to improve their effectiveness and conivibation?
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