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Thestory so far

1. The major dairy co-operative companies have besussing industry
rationalisation for some years. In 1998 impetus graen by the then government's
policy of producer board reform. As early as 19864ings of $250m had been
identified, and industry strategic plans were bealregvn up. In 1998 a consultant's
report from McKinsey and Co. suggested that thection the industry should take to
improve returns would be "to expand offshore thtoowergers and acquisition, while
establishing onshore a Megacoop. This would integree great majority, if not all, of
the processor co-operatives and the Dairy Boadlargingle united company”
(Producer Board Project Team, briefing papers, p.6)

2. After dialogue with government and negotiatianth industry leaders, the Dairy
Industry Restructuring Act (DIRA) was developed aagsed in September 1999. The
Act addressed the key public policy issues relaiinipe proposed megacoop. If it had
become effective, the DIRA would have:

# repealed the Dairy Board Act 1961 (except secdmfE (6) and the fifth schedule);
# established exclusive rights to export to desephéguota) markets for the
megacoop for six and a half years, with a new atioa body established to allocate
export licences to the designated markets on aephasbasis thereafter;

# dealt with taxation issues relating to the megpadacluding transferring the Dairy
Board's available subscribed capital to the megacoo

# allowed for the Livestock Improvement Corporationmevert to a farmer-owned
corporation, the Dairy Research Institute's ageebe transferred to a subsidiary
company of the Dairy Board and “industry good"atitis to be funded through
compulsory levies;

# converted the Dairy Board into a company in ataoce with part Il of the fifth
schedule of the Dairy Board Act 1961. Effectivetys would have converted the
Dairy Board into asubsidiary company of the megacoop;

# allowed co-operatives that do not wish to pgrate in the megacoop to exit and
take the fair value of their investment in the Bbasth them; and

# removed the statutory single desk arrangements.

3. The legislation only came into effect if the gerwas approved by farmers,
authorised by the Commerce Commission, and hadheedfective by September 1
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2000. To establish the megacoop required the mefgar-operatives accounting for
at least 75% of the shares in the Dairy Board ¢éffely a merger of at least two of
the largest co-operatives, NZ Dairy Group and KiBeroperative Dairies). A merger
of the co-operatives required support of 75% ofvthies cast, with votes held by
supplier shareholders on a milk solids suppliedsb@sid, pp.6-7).

4. Thus, while the DIRA was enacted in 1999, itsyeimto force was dependent on
producer agreement to a megamerger of the mairegso companies and
Commerce Commission authorisation of the merger fNbAefing papers). Under the
Act, the Dairy Board's single desk powers weredadpealed from 1 September 2000,
and the new merged company ("MergeCo") would hhedull right to export to
restricted markets for a period of six and a he#rg, phasing down over the following
four years. Following that, access was to be aléxthy a new company ("Quotaco"),
with the objective of maximising returns to its s#alders (who will be farmers,
initially at least).

5. The then government wanted to encourage reféthreqroducer board system and
appeared to be offering powerful incentives totgetprocess started. While co-
operative ownership of the Dairy Board had beeabdished under the Dairy Board
Amendment Act 1996, control over the quotas wasle@¢o continue to exploit any
existing trading advantage the Board held delegasplonsibility for.

6. The industry's initial application to the ComoeCommission in mid 1999
received a negative draft determination and wasexqently withdrawn. The
Commission considered that the anti-competitivéscoatweighed the benefits. The
Commission expressed particular concern that faamveuld lack choice about whom
they could supply milk to. They were also concertied domestic consumers would
have limited choice of suppliers of dairy produdise Commission noted that much
of the asserted benefits were able to be gaindtutita megacoop. The industry
would have to address the Commission's concerdsidimg in particular the right for
farmers to exit the megacoop with the fair valu¢gheir capital, if the application was
to be successful (Producer Board Project Team, p.9)

7. After the Commerce Commission draft determimgttbe two major companies
entered into detailed discussions of a possiblgendaking into account the
Commission's views on domestic consurhéstails of these discussions have not
been made public though it is clear from remarkdertay Graham Calvert, chairman
of the mega-merger establishment board, that agneecould not be reached the
terms of the merger.

8. From various announcements, it appears thastadlishment board had available
to it a reports or series of reports setting oatlibnefits and costs of the merger under
various scenarios. In respect of these reports &vett said: "There was such an
extraordinary difference in the balance sheetb®@ttbmpanies, and they had done

° It is understood that the two companies had taktenconsideration the need for
shareholders to receive a fair entry and exit védu¢heir shares. This would be
critical to ensuring that there was at least tmegthof competition in the market for
raw milk supplies.



such different things. When you come to gettingAfeer cent farmer vote, you were
never going to get them to agree without a busipkss, and "Kiwi has more
indebtedness and half the production. The Northtande [by Kiwi] would just
compound the problemDpminion March 31, 00).

9. So what were these mechanisms over which the@aoi@s could not agree? This
paper sets out what | think are the corporate ieassues that crop up in the
circumstances. These are derived from corporasmé@ books and not from the said
reports which are not publicly available.

A little bit of theory

10. The basic aim of the firm is to increase comypaaiue. Company "value" is the
extra wealth created by the activities of the fibormally the creation of wealth
appears on the equity side of the balance shedttdvefore interest and tax (EBIT)
represents this concept. A more refined conceptamomic Value Added (EVA).
EVA is the profit/surplus after the full cost ofptal has been accounted for. It is
defined as "after-tax before-interest net operagpirggit” minus the cost of capital. The
"cost" of capital is the weighted average costadftdnterest and the risk-adjusted
expected return on equifWACC) as determined by the capital asset priciogieh
(CAPM). Thus if a firm is creating economic value, its jirafust exceed the true
opportunity cost of capital across the whole firm.

11. Market Value Added (MVA) measures how the maviedues the firm looking
forward. Other things being equal, MVA is the praselue of the future stream of
"value" as defined by EVA created by the firm.

12. Healy (2000) has noted that a high proportioirims on the stock exchange in
New Zealand have a negative EVA. Across the baandgcent years, this represents a
tremendous loss of company value which some cotg®do not appear to address. A
similar exercise carried out on NZ sheep farms @ahlow a similar result. Sheep
farmers do not make enough profit to service ttebt and earn a comparable return
on their equity invested.

13. In the case of dairy companies, equity is bglthe suppliers to the companies in a
co-operative structure. The aim of maximisingitierease in company value could
therefore be expressed at one of several levelst, Fie profit to the company after the
opportunity cost of capital employed is accountadEVA); second, profit before
interest and tax as in the EBIT model; and thind, aperating surplus/profit available
to suppliers for both their ownership of equity d@helir raw material supplied.

14. Now it is characteristic of co-operatives tthegir balance sheets do not distinguish
between the rewards to equity and the rewardsafemnaterials. In fact, as Hussey and
the Round Table (1992) have pointed out a numbémafs, the two returns are
"bundled"” together in the payout system used. fagsserious implications for
resource use decisions when the individual pricesat known. Bundling also makes
it difficult to sort out the costs and benefitsaofmerger proposal.



Modelling the M erger

15. In the absence of information from the co-opeea themselves we have to
speculate what the basis of estimating sharehebklae might be.

16. The situation is that two separate co-operatbrapanies' balance sheets have to
be merged together and equity issues in that mexdpressed. Equity is taken to be
represented by shareholder value before and atenerger. Shareholder value is
defined as the addition to equity of the respeatimapany, i.e. earnings before
interest and tax. In this formulation, total capdast has yet to be addressed and will
be a mixture of debt and equity returns. If one pany holds more debt than the
other, then the proportion of profit available feturn to shareholders is going to be
less.

17. One company may pursue a high debt regime soagoy the tax benefits on
interest charges (and enjoy greater growth morekt)i Another company may
prefer to work on a high equity-low borrowing basel forgo the tax benefits
available as well as some potential growth. Thebexefits can be considered a
government contribution to a company's investmeogi@amme - the so-called tax
shield. These considerations then have a bearirigeoweighted cost of capital for the
EVA calculation.

18. The merger process itself involves a compardamhat each company would
have achieved without the merger compared with wizatid be achieved with the
merger. It is therefore necessary to constructitie and-without situation in terms of
company value. Consider Figure 1.
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Figure 1: MergeCo: With and Without

Let  ON = NZ Dairy Group current profit before indst and tax;
OK = Kiwi current profit;
OB = combined current profit.

Let KP = growth of Kiwi profit as a stand-alone;
NQ = growth of NZDG as a stand-alone;
BR = combined growth path;
BS = growth of MergeCo.



Then the present value of the added value stre@ns khe current estimate of
company value in the Kiwi company before intesesd tax;
the present value of NQ is the current estimataipany value in NZDC,;
and
the present value of BS is the current estimateerjed company value.

19. Then the with-and-without situation is:
for Kiwi pv of BS - pv of KP,
for NZDG pv of BS - pv of NQ

Now if the prospects for one compamyits own are better than the other company,
apart from size considerations, then the mergeruies/the lower prospects company.
This is because in the merged company all sharelsidould be treated equally in
terms of payouts etc. This is inherent in the $tmgcof co-operative companies.
Payout will be in proportion to the raw materialpglied. If there is an inequality
between the two companies then samaing arrangement is needed for sharing the
benefits of the merger. In the case of Tui and Kamd Kiwi and Northland, this took
the form of a cash payment from the lower prospeatspany to the higher prospects
company (The alternative would be to go down thté p&a share swap in the
registered company case, i.e. one Kiwi share ippa@for 1.2 Tui shares; but dairy
companies do not have market valued shdres!)

20. Now since we do not have all the details ofpgtegected growth paths of the
existing co-operativesheir relative earnings, and the growth path amdiegs of the
merger it would be futile to try and assetbge details that go to make up the company
earnings profilesThere is a certain amount of information arounditiig such as:

debt servicing per kg ms is higher in Kiwi

local market prospects tend to favour Kiwi

size of operation and cost efficiencies favour \&ZD

terms of Tui merger with Kiwi

terms of Northland merger with Kiwi

terms of NZDG merger with South Island Dairy Ccergtive.

Factsand Figures

21. The differences in size and trading returrth@&two companies for the 1998-99
season can be seen in Table 1. In terms of milds{is) delivered, Kiwi is about
5/8ths the size of NZDG. There is a big discrepan®arnings (EBIT) which is due
to different policies with regard to payments tpliers. Operating profit before
payment to suppliers looks to be a more comparakksure of performance.
Production and revenue was much higher in the T@8eason.

“ Bryan Smith points out that the key limiting factm a share swap is the definition
of a "qualifying company' under the Dairy Board Adhder the Act a dairy
coopersative must issue shares to its suppligrsojportion to the milksolids they
supply to the cooperative in order to qualify faify Board shares.



Table 1: The Two Companies

(1998-99)

Physical Measures: Kiwi NzZDC
Milk solids mkg 249.8 386.1
Capital m$ 1630 1649
Turnover m$ 1755 2451
Operating profit* m$ 930 1611
Earnings (ebit) m$ 33.6 176.0
Staff no. 3455 3739
Suppliers no. 4227 6696
Cows th. 874.8 -

* Operating profit before payment to suppliers
Balance Sheet Items:
Shareholders funds m $ 744 876
Total assets m$ 1630 1649
Per cent % 45.6 53.1
Assets held as:
Cash/Inventory m$ 313 381
Property/Plant m$ 909 890
DB shares**etc m$ 383 358
Other m$ 25 19

Total m$ 1630 1649
Liabilities:
Term loans m$ 521 347
Overdraft m$ 4 -
Owing to suppliers m$ 278 253
Creditors/Payables m$ 83 174

Total m$ 886 774
Debt servicing: m$ 44 30
Cost per kg ms cents/kg 17.6 7.6
Rate of Interest % 8.4 8.6

** Kiwi shares @ $1.7 and NZDC shares @ $1.0

Sources: Annual Reports for 1998-99

22. It appears that in the co-operative systemTE8ivhat you make of it. Table 2
shows the relationship of EBIT in both companie3988-99 to what | have called
gross return to shareholders. It appears that coynpayouts to farmers for milk solids
have been financed in entirely different ways hegieang quite different estimates of

profit trends.



Table 2: Structure of Gross Return to Shareholders

Financial item Kiwi NZDG
Profit/Loss before tax $ m (9.835) 146.369
Interest $m 43.473 29.656
EBIT $m 33.638 176.025
EVA* $m (102.0) 34.2
Payment to suppliers $ m 896.402 1434.780
cents/kg 362 363
Grossreturnto  $m 930.040 1610.805
shareholders cents/kg 372 417

* EVA = cost of total capital @ borrowing rate.
As might be expected, EVA is negative for Kiwi imat year, but NZDG was well in
the clear. For the record, the EVA entity was waninus 41 cents per kg ms in Kiwi
and +9 cents per kg ms for NZDG.

Back tothe merger

23. It has been stated that the benefits of thgenare $300m per year in present
value terms. It is not clear how many years it veke to get to that level. This is said
to be an EBIT measure. So let us assume that NZ»@arn an additional $50 m per
year and Kiwi an additional $75 m per year and lgvtdwing. (Assumption is that
after the merger, all suppliers are treated equdflywe assume that the growth rate is
10% per cent per year and the discount rate isll%o per year, then the increase in
company value for NZDG is approx $500m (in presexie terms) and that of Kiwi
$750m. Spread over the 1998-99 combined outpuB6iekg ms the differential is
about 40 cents/kg ms.

24. That is, Kiwi suppliers stand to gain morarirthe merger than those of NZDG.
Therefore NZDG directors would argue that Kiwi sttaolders should pay for the
privilege of joining the merger (Remember that IsavKiwi did to Tui). Thus NZDG
is said to have made an offer to Kiwi that it woalgtee to the merger if Kiwi paid
NZDG 40cents per kg of milksolids supplied! Thissrefused to do.

25. It may be that $250m is the net advantage W Kithe merger. They gain more
from the merger. Since it is a benefit generatethbymerger, should Kiwi share the
net benefit with NZDG? That is, they give NZDG ofcents of the advantage and
keep 20 cents! Since 40 cents is the figure gigené by the managers it may be that
the net advantage to Kiwi was 80 cents and a hayfsplit would produce the
compromise 40 cents!

26. The terms of the Tui-Kiwi merger appear to e fTui suppliers would have 50
cents per kg ms taken out of their payouts ovexads/to make up this kind of
compensation payment. For 1998-99 ex Tui suppliere paid $3.52 kg ms and
suppliers other than ex Tui suppliers $3.62 (AnrRegbort p.34). On the face of it,



the compensation was not paid directly to Kiwi gihailders but passed through the
books of the merged company as a payout diffexkeithe more recent agreement

between Kiwi and the Northland Cooperative Comparglves a 40 cents transfer,
which presumably will be treated in the same way.

27. The terms of the merger of NZDG and the Saeldnt Dairy Co-operative,
effective 31 May 1999, included a divestment to N&ZBhareholders of a 50% interest
in NZ Dairy Foods. The interest was in the fornCidiss B shares. These shares carry
an entitlement to half the dividends declared Eyiry Foods. At the same time,
eligible NZDG shareholders received a one-off igayment in July 1999 which
equates to approximately 19.5 cents per kg of rmngal Report 1998-99, pp.28, 50).
The latter appears to be a form of compensatiothetexisting shareholders before a
merging of the books which has yet to go throughrtterged NZDG books.

28. As a side issue, the way these payments are affatts their tax status. In the Tui
case, the payment passes through the payout sgsigi@ppears as farm revenue (or
farm revenue foregone). In effect, the transfeobees a tax deductible expense for
both sides. A capital payment to Kiwi shareholdeosild be tax free. In this case the
transfer would have cost Tui shareholders even hitvessumably these concerns
apply to any merger situation.

29. | am not entirely clear how the differentiatween the companies arises. In 1998-
99 the cost differential of interest on borrowingss worth 10 cents/kg/ms (Kiwi had
been funding capital development by borrowing whEDG had been ploughing
back its profits). The margin in operating cost® (payout) was 73 cents/kg/ms in
favour of NZDG (but is there a different mix of pikects and processing costs
involved?). Total revenue per kg ms favoured Kaiover 60 cents/kg/ms. These
rough figures suggest a margin in favour of NZDGuafund 13 cents/kg/ms based on
the 1998-99 returns. What is important, of couis#)e trends of these items in the
future, taking into account mergers which have rtigidace since that date.

30. Since writing this last para, Kiwi have anncesh¢heir annual payout for 1999-00
(The Dominion, June 21). Kiwi posted a record payout of $3.82/kg/ms whictlucled

a record company premium of 47cents/kg/ms. Kiwcpesed 382m kg ms and
reached a record turnover of $2.6b. Presumablytassthe influence of the Northland
merger which took place during the year.

31. Discussion with executives of NZDG put down filukure of the merger
discussions to a number of broader issues which laeyond the mere details of the
balance sheet calculations. The merger documentisreel some assessment of future
trends. But establishintpe current position of the companies was compounded by
problems associated with the effects of the reckanges in the industry on any
assessment, e.g.

absorbing the South Island Dairy Coop merger Nd®DG' s books;

absorbing the Northland merger into Kiwi's books;

absorbing Food Solutions (Huttons) purchase byiKiw

changes in the payment system introduced in 199@#ift from cost

engineering to 9 product categories said to beymalty priced).



The two companies also have different views orréfi@m of co-operative principles
and have differently paced programmes of capitet@ment..

32. The information available suggests that NZDG warsuing a more corporate
model in the merged company. In particular the Mde€ly report envisaged a future
where outside capital would be brought in #melequity shared with other interests.

In turn this would require a full unbundling of thayout system. The Kiwi company
appeared to want to retain the co-operative systgmits emphasis on farmer control,
maximum payouts to suppliers, and continued bugdiinpayouts. "It [the business
plan] didn't say where we got the money from faguasitions overseas, or what we
were going to buy" (Calvert). These are large #ufuhic differences to overcome.

33. This paper is only about the analytics of tlexgar process and not about
deregulatiorper se. Obviously other issues are important like théuwates of
Ministers, the views of the Commerce Commissioa,uhiqueness of the Dairy
Board, and the presence of competitors in the wih@all be interesting to see what
emerges at the end of the day.
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