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Framework
for good

Goal:
Promote productive,
allocative and dynamic efficiency
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Framework
for good

Regulatory framework:

Low cost, non-distortionary
(neutral, level playing field)



Framework
for good

Regulatory framework m:

Owners’ choice of generic
organisational forms



Framework
for good
design

Cooperatives:

“...[they] are not anomalies, but competitive institutions that

gl form an integral part of a healthy market economy...
{ / [However], co-operatives are “disadvantaged in the innovation
L race”.

Bengt Holmstrom,
Prof of Economics at Massachusetts Institute of Technology
Co-winner, 2016 Nobel Prize in economics



Framework
for good
design

Cooperatives:

Cooperatives are a distinct organisational form lying
somewhere between a spot market and vertically--
integrated firm — Evans and Meade



Fraomework § /
for good @/ |
) Cooperatives:
i il Dairy co-operatives are well adapted to certain purposes.
With a focus on shifting large volumes of milk for supplier-
g // . Y .
A/ shareholders, they tend to dominate milk collection and

dairy commodity markets around the world.



Framework
for good

Cooperatives:

However, when products become highly differentiated
and performance centres on capital rather than
members’ milk, dairy cooperatives are less well
adapted



Framework
for good

Regulatory framework contq

Competition is the primary discipline
! on resource allocation

“Strong and positive link” between
competition and productivity —
Productivity Commission



Framework
for good

Regulatory framework o

Price externalities,
in particular environmental costs






“Adapting to a complex changeable world is
best achieved by a multiplicity of experiments

from many different players” —

Tim Harford, Economist
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No one firm, or small group of
people inside a firm, have a

monopoly on good ideas —
Kerzner and Sautet
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Experimentation with — e Animal health strategies

e Cow milking technologies e Supplemental feed
e \arious cow breeds e Adapting farm systems to local conditions
e Artificial insemination e Evolution of share-milking and equity

e @Grass cultivars partnerships

e Fertilising compounds and techniques * Electrictencing

~
'L
' .1




i" Off fa rm — centrallsat|on homogeneity + cut competltlon




Open Dairy Products Marketing Commission;

exporting: Govt Price Fixing Authority;_ and
3 years Powder and Loans Councils:
16 years
Dairy-produce
Board of Control: Merger of
1 year Dairy Products Marketing Commission +
: Dairy-product Board of Control

‘Imperial Govt Dept +
Commandeer’ Govt Pricing Committees: Also Govt Price Fixing Authority and

NZ Govt 12 years various Councils:
purchased for 19 years

UK Govt: 0
Open 21l
expoprting: 8 years exporting: NZ Dairy Board:
14 years 7 years 20 years

1914 2 1981 2001

1900 1910 1920 1930 1940 1950 1960 1970 1980 1990 2000

Just 24 years of

. 67 years of continuous centralised control with single seller exporting (Govt or semi-Govt).
open exporting

76 years in total. Also includes long periods of “zoning” and price fixing




Myriad of market opportunities not

seen by a handful of decision-makers
‘»r\_ /“”‘ i\ ../‘ [ 3

~
Relatively minimal * Aggregating capital e Using global value chains
trialling by different * Pricing * Understanding customers’
 Managing risk preferences

arties in:
P * Product development



...a myriad of experiments
in those fields over the
last 100 years




Henry Reynolds

1886 — “Anchor” brand
(for butter)

1896 — Sold factories to NZ Dairy
Association (then NZ Dairy Group)

Few other international brands developed

Opportunity Cost:
Contrast Two Henrys

Henry Nestle

1867 — “Nestle” brand
(world’s first solid infant formula using
Swiss milk)

Multitude other global brands and products
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Comparison of Earnings

Nestle’s earnings per shares
NZ dairy’s payout per kg of milksolids

1970

Source: Prof Warren Hughes, Waikato University
Note: Both lines exclude capital gains (on Nestle shares or suppliers’ land)

Nestle

NZ Dairy
Board




Two exceptions

25



Glaxo Baby Book

-8
o

2

Nathans — Glaxo

1904 — First roller-drying plant — making skim milk — at
Bunnythorpe — world’s first baby food factory — “Glaxo’

(based on “Lacto”)

)

Joseph E Nathan, 1875
mercantiler and entrepreneur

1924 — Glaxo launched its first pharmaceuticals

By 1945 — Glaxo was known across five continents

1995 — Glaxo and Wellcome Foundation merge to form “Builds Bonnie Babies”
GI W ” By 1922, a million copies of the baby
dXo elicome welfare books were published

2000 —Glaxo Wellcome and SmithKline Beecham merge to
form GlaxoSmithKline (GSK) — third largest pharmaceutical
company in the world



1929 — Sir William Goodfellow — Empire Dairies

e Combined Amalgamated Dairies and the Australian
Producers’ Wholesale Cooperative Federation

* Sold dairy products from NZ, Australia and other
countries of the Empire in Britain

e Held the Anchor brand

e Acquired by NZ Dairy Board in 1953




Why the difference in approach —
On-farm vs Off-farm?



Role of Government
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The “"white gold” dream of those early
days has endured for 125 years

“As Waikato's white gold

builds to a record flush”
Waikato Times,
11 October 1997

“A recent trip through the
white gold fields of the

South Island...”
NZ Herald, 14 August 2014

“White gold: Dairy exports

set to jump $3 billion”
NZ Herald, 4 April 2018

»

“The great silver trucks
glide up and down
Ashburton's West
Street... to fill their

bellies with white gold”
The Press
14 October 2000

"It's about focusing literally
on the white gold that we
have here in New Zealand”

— Fonterra’s CEO, NZ Herald,
4 July 2021
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Hostility to
competition

l

Competition between
dairy factories is seen as
“pernicious”

Zoning process ran from
mid 1930s to around 1960
— 25 years

Mr Cuddie
Dairy Commissioner, 1914




.while mostly good

farmers, [they] were in

no position to judge

the markets or
marketing
organisation.”

Mr G.M.Pottinger

Director of State Marketing Dept, and then
NZ Dairy Products Marketing Commission
(1940s)
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Other Government involvement

Legislation for dairy cooperatives

Financial assistance for dairy factories
Legislation on dairy processing and standards
Government sales representatives in London

Restrictions on non-dairy alternatives like
margarine (1895 - 1970s)

(outlawed sale of any processed oil to be sold as a butter substitute)




B Cultural drivers:
~ Industry myths and beliefs
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“When so-called cooperation
had started the factory system
and brought it to a standstill
through bad management, it
was the 'syndicator' who
stepped in, bought up the
discredited factories and built

new ones, offered the public a
fair price for their milk and put
the industry on a sound

financial basis” —
Department of Agriculture, 1897

“The risks taken by the earlier
proprietary processors and
g their courage in supporting
S, .-»“"d‘p‘i-"%“ the industry in periods of at
| . least doubtful future potential

. were steadily forgotten” —
A H Ward, “A command of Cooperatives”




“Dairy farmers would congregate for hours “
and reinforce each other’s prejudices”
Gordon MclLaughlan

- -

“The suspicion of ‘outside’ interests included
virtually everyone beyond the farm gate”
David Yerex




Marise James

Director, Baker Tilly Staples Rodway
founding director of Fonterra, and

director of FMG Insurance Limited,
Landcorp Farming Limited and

TSB Bank

b

‘outside” investors will only lead to

farmers becoming “marginalised”
and “turn their children into

peasants”

Nuffield Report, 1998/99
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Andrew McGiven

Federated Farmers
Waikato President

’\"' W “...desert a strong co-operative...we all
,;;;;,;if%" lose our collective strength. We'd likely
Sy B become peasants in our own land”

gL » 1\ ‘:\

PESEN Stuff, May 2015




BUTTERFAT FOR BUTTER PRICE IN PENCE

Monopsony myth

40

30

50% drop

20

-y,

A conviction developed that
a single exporter would
deliver higher prices for NZ’s

dairy commodities

T —————

1900 1910 1920 1930 1940 1950 1960



Prof Jacqueline Rowarth
Director, DairyNZ

“New Zealand farmers would
be peasants” if they don’t have
a near-monopoly dairy exporter

Radio NZ, 2016/18




Drive to a near-monopoly vertically
integrated dairy cooperative



1970s — Murray Gough

“....Reducing dependence on bulk
commodities was the overriding
objective”

Murray Gough, Former CEO, NZ Dairy Board




Early 1980s — Warren Larsen

...lead to the formation of one truly major
company —made up of most if not all
cooperative companies, and the Dairy Board...

Source: Clive Lind,
“Till the Cows Come Home”

)

Warren Larsen, Former CEO, NZ Dairy Board




1989 — Sir Dryden Spring

Dairy Board’s core strategy for the 1990s is to
sell all milk “as close to 100% as we can get
as soon as possible” as value-added products

Sir Dryden Spring, Former Chairman, NZ Dairy Board




1997 — Warren Larsen

“..simply finding homes’ for product is not
what we are in business of doing.

Our aim is to develop high value branded or
specialised products and take them into
positions of market leadership...

...Higher returns will not be won by simply
producing and processing more milk”



Why Fonterra in 20017

For Fonterra —an apex expression of 100
years of evolution

For public welfare — a (suboptimal) pragmatic
transition path to competition and orthodox
settings



Farmers only —
no outside share capital

Crux role — serve farmers*
“National champion”

Grow
value-add
exports
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(limited NZ competitors)

13 directors (9 farmers)

Process all members’ milk
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* Ahead of customers



Defining the Three Horizons

1999 — Diary Industry Leadership to Government

Profit

Horizon 3

& -
Create viable \

options

&

Horizon 2 — Productivity enhancements
— New products

Build emerging - Risk management services
businesses

» Pursue an industry milks strategy

— Focus and grow milks in consumer

— Consolidate local markets to grow milks position
 Build ‘global slivers’ in specialised ingredients
i » Leverage our ingredient network beyond NZ Dairy
Horizon 1

Extend and defend
core bhusinesses

— Pursue aggressive productivity improvements Time
— Defend price levels

— Optimise price signals

— Encourage profitable milk growth

— Address structural impediments

— Rationalise/turnaround unprofitable positions

* Industry biotechnology agenda

— Shape to NZDI’s advantage



Industry Strategic Plan Revenue Growth
1998 - 2008 1999 — Diary Industry Leadership to Government

$ Billions
30.07

25.0
20.0 |
15.0]
10.0|
5.0

$19 billion
> Horizon 2 & 3
‘Non-core’ growth

$11 billion Horizon
1 ‘core’ business




“Prosperity, Dairying and Unleashing the Giant”
KPMG, 2015

“Flight path for $35b revenue and EBIT of $3.5b”

$3.5bn

§1.5bn
=
&
$1.0ba » It makes sense. Fonterra is capitalising
on the advantage of its integrated
business model and superior access
to milk pools to systematically build
its position through key brands ina
$0.5hn limited number of critical markets and

product segments (Food Service and
High Value Ingredients are part of this).
At the same time, it i1s leveraging its
commodity business to flex and adapt
where there are supply, demand or
price changes.




MBIE, Coriolis, 2017

THREE HORIZONS OF GROWTH FRAMEWORK: NEW ZEALAND DAIRY INDUSTRY

-

e FOCUS OF THIS SECTION N
I
I
. HORIZON 3
: Create viable export options
I
i HORIZON 2
: Build emerging export products
[
I
\ HORIZON 1
‘\ Mature export categories & products
Strategic Focus — Defend and extend profitability of — Expand and grow emerging — Develop and discover new options
core business businesses & products for growth
Key success factors Efficiency & cost control Customer acquisition Risk taking

Process innovation
Scale
Supply chain

Speed & flexibility
Execution
Resources/funding

Market insight
Business model innovation
Culture & incentives

Key metrics

Profits, margins, costs

Market share, growth

Milestanes

Example products

Whole milk powder
Butter
Lactose

Yoghurt

UHT Milk/Fluid Milk

Also a range of processed foods
with significant dairy ingredients
(e.g. Sport nutrition, infant

Alternative dairy (e.g. plant-based)
Sheep milk products

Dairy-based nutraceuticals

Mew unique cheeses

Mew unigue milk based beverages



Fonterra Annual Results 2017

Strategy focused on achieving our ambition
Three strategic horizons

Growth o _ _
' « Creating sustainable

SUSTAINABLE CO-OP [V TIPSR aepN |

stakeholders

——-.

* Investing in

INNOVATIVE CO-OP E technology and

5 i people for the future

STRONG V3 CO-OP

* Demand-led strategy to
optimise NZ milk,
supported by milk pools

NOW 3 years 5 years 10+ years

Competitive advantage of Cost Leadership through Scale Efficiency

Fage 17 & Fenlerra Co-operalive Group Lid



Outcomes



Da | ry EXpO I’tS (by volume)

100%

90%
Infant
formula

80%

Infant

formule

Cheese Cheese

Casein, protein

Casein, protein

Butter, AMP Butter, AMP

0%
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017




Da | ry EXpO I’tS (by revenue)

Infant 90%

Cheese

Cheese

g Casein, protein
Casein, P

protein

Butter, Butter, AMP
AMP

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017




“..simply ‘finding homes’
for product is not what we are
in business of doing...”

Warren Larsen, 1997/

“Appropriate investments have had
to be made to...find competitive
markets for the increased volume

[45% increase in milk collections]

Shareholders Council, 2018



Milk Solids Collected

2,000

1.800 £

Independents 41% of growth
1,500 60% increase

: since 2001
1,400
Fonterra 59% of growth

1200 | gl e e
1,000
500
G0

400

200

2002 2003 2004 2005 2006 2007 2008 2002 2010 2011 2012 2013 2014 2015 2016 2017
Year ending 31 May

we Forterra = |ndependent processors = 2002 volumes Source: Frontier Economics, Aug 2018



HNID/MT

516,000

44,500

43,000

41,500

Commodity price v Farmgate price

“It is hard to argue that the creation of a national champion in
Fonterra has led to a sustained material upwards impact on the farm
gate returns received by farmers over the last 20 years” —

Arie Dekker, First NZ Capital

ZED

LE.0
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220
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1950 15992 1955 19497 1999 2001 2004 2006 2008 2010 2013 2015 27

s WA P price, LHS  —FGMP, BHE

NZD,kghls

Source: TDB, 2018



Economic value is created if the return
earned on the capital employed is
greater than the cost of the capital

employed

Source:
TDB Advisory, 2018

-8.0%

Westland

Economic value created
2011-17

average adjusted ROA less WACC

2.0%

o I
|

-3.0%

Fonterra OCD Synlait

9.0%

Tatua
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Fonterra fair value share price and
post TAF year end share price

While the overall capitalisation of the business has grown over
the last 17 years, much of that has been on increased debt and
an increase in the share base (number of shares) with little
demonstrable growth in per share value — Arie Dekker, 2018

g3 04 05 D& OG @ 0 10 11 12 13 14 13

Source: NZ First Capital, July 2018
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Source:

FronierEconomics, 2018 Fonterra capital inflows and outflow

Rabobank:

= &0 I "The expectations of many
' With peak milk, falling market share (so no farmer | | farmer-cooperative members
subscriptions), no external equity, maxing debt ratio — likely II | to receive the maximum milk

2 D00 capital constraints price has left the cooperative
with limited funds to support
future growth. Also, dairy

1,600 cooperatives face a constant
battle to find the right and/or
innovative structure to help
E 1,000 access outside capital"
c
E
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-500 J'L
-1,000
-1.500

2002 2003 2004 2005 2006 2007 2008 2008 2010 2011 2012 2013 2014 2015 2016 2017
2010-2017: Fonterra retained a total . ; ;
of 70c of capital per kg milksolids, Financial yod [EI'Hjll'g J0th June)

Westland retained 84c, and Tatua

retained $4.85. Source: Woodford Retained eamings Bormowings (change) MNew share capital



Dairy Farm Output, Inputs and Productivity

Index (2006-07
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Dairy NZ Economic Survey



Overview



“We are a dairy farmers' co-operative.
And we are a multinational marketing company.
And we are also an international capital investor”

Graham Stuart, 2002



“In fact, Fonterra is an oxymoron —
a tangled knot of contradictions and
wishful thinking”

Tony Baldwin, August 2018



Farmers exit (at market value)
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A serious mismatch between
* Fonterra’s aspirations and strategy

and

* its capability, resources and shareholders’
structural requirements



What to do?
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Related



https://www.nzherald.co.nz/business/dairy-giant-fonterra-

looks-to-offset-bovine-decline-with-plant-based-
milks/7TB6DTXTCMBRGYPPT7TWGBENT7YYY/

Before Fonterra's much-vaunted business reset in 2019, the
buzzwords were the three Vs - "volume, velocity and value".

Now it's "innovation, sustainability and efficiency".


https://www.nzherald.co.nz/business/dairy-giant-fonterra-looks-to-offset-bovine-decline-with-plant-based-milks/7B6DTXTCMBRGYPPT7WGBEN7YYY/

M

OPTION 6

Single mega
cooperative

If the monopoly-like costs could not be
eliminated, two competing co-
operatives would be preferable to a
single mega co-op by $300 million.

SUMMARY

Option 6 is preferable to a pure Option 3 by
$800 million if x-inefficiency can be eliminated

Otherwise a pure Option 3 is preferable to
Option 6 by $300 million if breakdown of

Option 3 can be prevented

v

We believe that the x-inefficiency can be
managed under Option 6

Project Structure

A—
M MT
PP
OPTION 3

Two competing
cooperatives

77



Exhibit 1
INTEGRATED INGREDIENTS COMPANY (OPTION 6)

Separate consumer
business with corporate
structure, positioned to
attract external equity
when appropriate

integrated
ant, with
rative structure,

Ingredients

Merchant

mance
gement syste

Processor

of New
3 milk, with fair
ntrv/exi

Source: McKinsey




Exhibit 4

CAPITAL REQUIREMENTS AND SOURCES
NZ$ Billions

Total capital required 12
Less debt capacity 8
Additional capital required 4

Fair value
Share Standard

Retentions

UEHGE]
equity
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