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Executive Summaxy

1.

G

25 objzctive for the dairy

On 23 January 2001 Cabinet agreed thai¢hs
to New Zealand while

industry should be fo maximise the re
protecting the interests of New Zeal

marketing and commercial ements. Shwdcture s unsustainable because of the

&S @ bal dairy markets.

Govemnment has be % gigdale Wwduthorise the proposed Global Dairy
Company (GDC) ¢ HSIRely ould provide the most expeditions way forward
from the curre: s ablg §itaation. However, it would also result in the formation

of a large virtua ol ithout an effective regulatory regime, would face
sfrong inc $\g use its power to minimise the overall level of contestability in the
domestic for milk, dairy ingredients and dairy consumer products. This

WO&IW' Tigksdo ation, export eamings, farmer incomes and New Zealand
co : '

>
at{y& loshe’proposed approach would be for the government fo actively lead a

Buks dustry reform with the objective of facilitating the evolution of two or
T8

integrated export companies operating within a normalised regulatory
ent. The benefits from such an approach would bé potentially larger, but
em would take longer and would carry greater incertainty, particularly if
efits were partly contingeni on each company securing offshore merger pariners.

available evidence indicates that the proposed GDC merger would produce greater
net benefits than the current unsustainable industry structure. The trade-off is between
the shorl-term certainty of the GDC merger and the potentially larger benefits of the
alternative, which would almost certainly take longer to achieve and would sarry greater
uncertainty of achievement. The aliemative would require active Government

leadership to securs industry support in a context where there may be initjal industry

and farmer resistance.

If Ministers decide to facilitate the merger, the accompanying paper seeks agreement to
the method for exempting the merger fiom the Commerce Act and the package of
regulatory measwres intended to mitigate the likely detriments of the merger. The detail
of this regulatory package has been developed by officials in consuliation with GDC




Proposal/summary

7.

proponents and has involved negotiations between the Minister of Agriculture and GDC
on several key elements of the package. The Minister of Pinance has considered the tax

implications of the merger.

This paper: : @

° advises Cabinet on:
- the proposed merger of New Zealand Dairy Gm&
d;

Dairies Limited and the New Zealand Dairy Boar
- the public policy issues that would arise ﬁ@m@g@ ing;

o-operalive

& seeks Cabinet decisions on:

- whether or not to facilitate the proposed i
® seeks Cabinet agreement fo: Q
- @ communications plan to

e tarmer ther stakeholders are
aware of the Government” ions osed GDC merger; and
! y required regulatory package

~  atimetable that would tipythe d
tr ioino ! Jegisiation into parliament by the
end’of September.

DG o-operative Dairies Limited (Kiwi) and the
pOSe a mega-merger to form a new dairy co-
C). Proponents of the merger have sought the
‘ f& v of'a Commnerce Act exernption and other

being completed in May,

New Zealand Deiry G
New Zealand DairyBo

i proposed, would have resulted in a numnber of detriments that
icaligns for Government’s broader objectives for the dairy industry
rder to address these issues, if Ministers decide to facilitate the

egulatory measures has been developed.

ge-of regulatory.measures is presenied in the aceompanying paper
it} [y Industry Merger Proposal: Paper Two: Regulatory Package and Tax

Pr ofis. This paper also describes the detdments and publi¢ policy issues that the

: é%} %‘0 .

measures are designed to address.

Bidgryjna

11

GDC would be a near monopoly that would acecunt for arovnd 7% of GDP, around
20% of total exports, around 96% of dairy exports, around 96% of the New Zealand raw
milk market and around 50% of the domestic dairy market. Associated with the
proposed merger would be the cessation (after one year) of NZDR’s single-desk
exporting fanctions. .




12, The merger proponents sought legisiation to:

e facilitate the merger;
e remove NZDB's statutory powers as the single desk exporter of dairy produg

 {effective one year after the legislation is enacied);
s provide GDC with certain (concessionary} tax provisions;
=  provide GDC with exclusive access to tariff quota mazk%%@ @
® exenpt the merger from the busineds acquisition provigk @‘me B Act
1986, thus avoiding the need for normal Commerc 1 zog anthhrisation.

78):

13, On 23 Jannary 2001 Cabinet agreed, inter alia, that
a.  The govermment’s objective for the dairy i&d td Jhaximisé the -
returns from the industry to New Zealan

b.  In considering whether {o pass
the government needs to be s

i) Options for refining the

regulatory cont i
have been e i , '

ii)  The benefif i roposed merger havé been accurately

] determi /-

i)y A prop jstent with the government’s broader objectives
for its relevant policies; .

1v.) P me better outcome than other outcomes Iikely to emerge

he merger hot proceed; and

v.) érs hpg access to sufficient objective information regarding a
po 1 fo make informed decisions on its merits or otherwise.

&y worked with GDC proponents to explore and develop a package
es to mitigate the public good issues arising from the proposed

Ive agreement has been reached with-GDC proponents on the overall. .. .
latory package to support the proposed merger. .

vere a small number of issues on which agreement was not reached between

aff{eigts and GDC proponents. The Minister of Agriculture subsequently met with GDC
p onents to negotiate these issues. The Minister of Finance also considered a number
crouistanding tax issues. These maifers ave now resolved between Ministers and GDC,
and the outcomes of their negotiations are reflected in this and the accompanying

paper.




Comment

Should the Govermnent Agree to Faciliinie the Merger?

16, Regardless of whether or not the proposed GDC merger is fo proceed, the dairy
indusiry’s regulalory environment is widely regarded, by those withi®ihe indust
unsustainable and in need of change. The industry is highly regulaf s i
stroeture, marketing and commercial arrangements. For instanceron
companies are allowed to hold shares in the NZDB, it has an$sMef mrono >
Board’s pricing behaviour is exempt from the Commerce 4

17.  Ihere is considerable pressure mounting within tht{@ry for théy of'the

NZDB single desk. Both NZDG and Kiwi are cur k:))vin g H3hoy through
; hay fopa @ e pursned its
Anj , ditempting to
' 0

acquisitions in Australia. Tafua, 2 small co-op
et 1 nvironment, none can

own niche market and high value sirategy. T
expand into new markeis. However, inder,

adeguately control their overseas marketi*gg, elefrent of2ach company’s business.
The proposed GDC merger is a direct Mo ﬁ&?ﬁd NZDG, who have
previously competed against each o th Caints of the current re gulatory

continuvation of the curre; no, ported by research comrigsioned by

officials into the dyna daity industry. The main benefits of the merger

- enviromment,
18.. On balance, the GDC mer the asso%ulatory package 1s better than a
f

bas marketing and exporting (and all of the associated

proposal are:
¢  Moving wi @ ' time frame to allow dairy food processors to
thel
d potentia

direct]
cosiEAsks neiits). This conld be sxpected 1o result in the rapid
exp f tenichedairy product sector, which includes manufacturers,

keters antexparidrs such ag Tama and Kapiti Cheeses;
fsﬁ*y, once the merger has concluded, to all of the commerdial
ine 0 = Commerce Act;

ifiegration of processing and marketing activities, which will facilitats
arket signals in the indusiry and some potential for rationalisation;_

d shareholder and farmer support for the proposal, including the removal of
e§ingle desk.

& é
1 proposed merger also hag defriments. The main ones are:
&

risks to the eatnings of farmers and the nation arising from the continued
management of almost all of New Zealand’s dairy exports by a single entity with
a single business strategy and set of business tactic (all the eggs in one basket);

e the continued under performance of innovation, mcluding the evolution of new
and higher value products, through insufficient diversity and competition in the
production, marketing and exporting of New Zealand dairy produets;

o the creation of a large monopoly that, without an effective regulatory regime, may
use its dominant market position io reduce the overall level of contestabilify in
both the domestic consumer product and raw milk markets, This might reduce
pressure on the industry to be efficient in its processin g ofraw milk. If so, it




would over time result in losses of export eamings, lower farmer incomes, and
price increases for consumers; and

® the creation of a Jarge co-operative without a comerstone shareholder, or major
competitor, capable of maintaining pressure on management to perform. The
shareholder council allowed for in GDC's constitution is unlikely to have the/
resources, specialist knowledge or influence to do this.

20.  While a regulatory package has been developed to help mitigate 6 1is
needs to be noted that there is always the risk that elements ag of.
work as intended. This has been the experience in other SWhile GDXC# ot 2
natural monopoly, in the same way as an electricity or telecor 2%&0 ipany, it
will have considerable market dominance, especiallyififie domesticaamn thilk mazlet,
and may behave in ways unanticipated by law ma @ g nay also
ef @

atterapt to change the rules to mainiain its domi 0

21.  The key question for Governnient is whet »& :
merger.

22,  Officials consider it likely that the D of
operatives operating under a regu@wﬁm
Commerce Act and other relevant comrirerct
gains than the proposed GD, er. Thi

2

=

wi lo fcilitate the proposed

e strong export-focussed co-
ject to the full provisions of the
uld provide greater long-term

se:

the basis of two or more different
f Stiategies should result in less risk to the

earnings of Bl :
e two orm o ; ies are more likely to encourage innovation and
best p; cs%mdu arketing and exporting; and '
e e pompeting Coinpanies ave likely to result in greater disciplines on the

2w tobe efficient. Over the long iun, this should result in better
T e Jower prices for consumers and increased export earnings.
th

at the indusiry would approach Government to facilitate such 2

terger did not proceed, the timing of such an approach is very
overnment decided not fo-facilitate the GDC merger, the onus would
itto lead a process of regulatory reform in order to address the
1 issues that are currently impeding the performance of the indusiry. Although
SJorig-term outcomes might be better than those associated with the proposed GDC
ergey, this might take some time to achieve (which could impose significant costs on
ndusiry), and might involve considerable effort by the Government, especially if it
ounters initial industry and farmer resistance, The uncertainty of this alternative is
exacerbated given that its larger benefits are likely to be contingent, to some extent, on
ach company securing offshore merger pariners, such as in Australia.

24. It should be noted that there is an outside risk that the merger may not proceed even
with Government facilitation. It requires 75% support from the shareholders of each of
Kiwi and NZDG. While such support is likely, it cannot be guaranteed. If farmer
approval was not obtained, the onus might fall on the Government to facilitate an
alternative approach to industry reform in order to reduce the sconomic costs of
adjustment given the current problems with the industry’s regulatory environment.




Exempiion from the Conunerce Cominission A fwnszﬁzms Process

25  If Government is to facilitate the merger, a decision is required on how. GDC
proponents have requested an exemption from the merger/acquisition provisions of
Commerce Act. An aliernative opiion might involve introduction 0f4.3111 fo mpl
the proposed merger, and the Commierce Commission proceedin ider
merger proposal in light of the regulatory environment around it.

26.  There are pros and cons to the proposed Commerce Act exéifptiony The ma% dvantage
is speed and certainty. The merger, pending shareholder supp wouk{definitely
proceed,

27  Themain dxsadvantage is its polential o set an addition, it
would mean that the merger proposal would ﬁ: 81 of serutiny than
that which the Commerce Commission, wj iaz nformation, could
give 1t

28.  The Comnmerce Act prohibits merge igh mxnan‘{ market positions,
unless a merger would resultin s ts t aland as to justify it. The GDC

proponents have made if clear that tion the mergsr would not proceed.

29. In undertaking its analysi ents the Commerce Commission’s
mandate would be bro to e dairy industry, It would be able to take
into account benefit overseas markets, and it is familiar with the
operation of dazry aheady considered (and approved) a mumber of
dairy co-operaty mission would also have direct access to complete

and extenszv c%zal % v information from the companies proposing the

ohdvailable to Ministers or officials.

et hexher the Commerce Commission would anthorise or
er

%
gbﬁ rger from the business acquisition provisions of the Commerce
ight be created that other industries, such as the meat industry, may

oit. If so, this would result in a weakening of ‘rhe Government’s
on policy objectives.

in argument for exempling this merger arises fiom the current degree of
ction created by current regulation. The dairy industry is unusual in that it is
Iy regulated in terms of structure, marketing and commercial arrangements and any
change will require legislation to give il effect. Exempting the merger from the business
acquisition provisions of the Commerce Act would facilitate the early and certain
reform of the industry’s regulatory environment. Once the merger is complete, GDC
would be exposed to the full disciplines of the Commaerce Act which currently do not

apply to the Dairy Board.

Mechanism for facilitating the merger

33 If Ministers wish to exempt the merger from the business acquisition provisions of the
Commerce Act, it is proposed that it be by a deemed authorisation under sections 58




and 67 of the Commerce Act fogsther with a package of regulatory measures designed
to mitigate the likely detriments of the merger.

34, The details of the proposed deemed anthorisation are provided in the accompanying
paper together with those of a comprehensive regulatory package designed with %
objective of mitigaiing, but not eliminating, the kely detriments of #je merger. Mog %‘f
these regulatory measures would end once GDC’s market powér diph d. 1als
will be reporting back to Ministers on this in their further design @&
package and prior to the introduction of any necessary legisi

guiai

Implications of the mergey and proposed regulations for farie - stal ‘e}aaidars

Third Party Processors @ ©

35.  (deleted under OIA. section 9(2)(b)({) & secuox@){' ‘ 3%

36.  Third party processors are generally exp e@ eir ability fo export
independently (including, eventually, ArketNAE therefore anticipated that
the removal of the single desk will a {6 the ion of both existing and new
third party processors, especially thosedotising alised, high value products.
Their prospects would be dependen i ess of the proposed regulatory
package, especial?y the me 0 ensure and exit of farmers from GDC,

ts controlled by GDC, such as raw

. and their ongoing access j9 ydale

milk, cheese, butter and :‘; At

. 37.  (deleted under OI (2 & section 9(2)(ba)(1))
38, {deleted under (11) & section 9{2)(ba)(d)).
19, (deleted u ion 2)(13}(11} & section H2)(ba)()).

cems Iaised by third party processers, officials propose to
wzth these processors over their concerns and proposals, and will
any matters which may require Ministerial intervention.

The success or otherwise c»f GDC’s global business strategy will have ab‘jg impact on
farm incomes and asset values GDC’s proposal to fund offshore expansion through
borrowings and retentions from farmers would seem to increase farmers” risk levels.

43 GDC sharemilkers: The proposal to allow sharemilkers to purchase shares in GDC and
other co-operatives will give them another option in saving for farm ownership.

43.  Dairy goat farmers: Officials have consulted with the Dairy Goat Co-operative, which
represents the vast majority of the goat industry, regarding the implications of dairy
reform for their industry. (deleted under OLA section 9(2)(B)(ii) & section 9(2)(ba)())

“44.  (deleted under OIA section 9(Z)(b)(11) & section 9(2)(ba)(i))




45 (deleted under OIA section 3(2)(b)(Ii) & section 9(2)(ba)(3)). Officials are considering
the concerns of the Dairy Goat Co-operative and will report further to Ministers.

46.  Non-GDC farmers (including GDC suppliers who might switch to another processor):
The impacts on this group derive from GDC productivity, and any indusity-wide %ﬁs
on farm incomes, asset values, and the price benchmark GDC sets forother potentid

processors Ownership of the LIC and other indusiry good servic ) Jirz‘:@z;i\>
s imelleciyal

New Zealand consumers: Any reduction in competition may 1o 150 e&

47.

of an average household’s daily food bill.

48. Employees in cz’az‘z;y processing and mar}
changes in dairy farm and processing
employment) and (b) productivity

@ in_effecis arise thiough (8) any

ume ant for levels of

ipo oth employment and
redundancies as a result of

a@% sociated with head office and

49.  Regional impacis: The @wn @ud from industry suppliers, and expenditure

from income¥ samed; setecation of future farming and processing, and
@. rmation 18 scarce, it should be noted that:

e most growNpiAtarmi rocessing is likely 1o be in the South Island, with
wsreades possiblepine lower North Island and little in the upper North

g&%of activitieg at this stage is the transfer of marketing and
ions from current locations ju Waikato, Taranaki and
e new GDC head office in Auckland, with several hundred jobs

LE3 i of
f orddisestablished. Changes fo processing can be expected over time;
8 ] ible that GDC may move over time to differentiate the milk price i pays

he basis of local competition for supply and transport differentials.
rential pricing could impact on land values, with npward pressure in areag of

1
@gb demand that are close to processing facilities, and downward pressure in
@ flower demand that are further from processing facilities.

areas o
Implications for international commitments and irade negotiations

50. The NZDB is presently notified to the WIO as & State Trading Enterprise and is subject
to specific rules relating to such entities, GDC, which would embody the NZDB and
the two main dairy co-operatives, is likely to remain notifiable as an STE, at least in its

© first year. {deleted under O1A section 9(2)(d)).
i
“{deleted under OIA section 9(2)(d)).

\ %deieted under OIA section 9(2)(@)).




fmplications for Trealy Claims

53.  The previous Government undertook a dairy indusiry reform process during 1998-9 that
resulied in the Dairy Industry Restruciuring Act 1999 (DIRA). A contemporary Treafy

claim (Wai 790) was lodged with the Waitangi Tribunal in August 1999, as a result
the passage of the DIRA, by the Paraninihi ki Waitolara Incorporatioyp(PKW). Th

claim asserts that the DIRA prejudiced their interesis in the land th ﬁs as
farms under the Maori Reserved Lands Act 1955, This claim has resoived did
the issues that it raises need io be considered in the design ands Of?@) Used

new consultation with Maori on dairy industry reform.

- 54, (deleted under OLA section 3(2)(h)) @ % A
)
S

55.  Accordingly, it is proposed that MAF will unde groups of Maori
in principle to
nsidered, before the

agerarg fihaksed by Govermment.
56. On4 April officials held a prelimin t; entatives of PRKW and the

Federation of Maori Authorities t oposed reform package and

~ process including proposals for fis n 1oy (deleted under OIA section 9(2)()
& section 9(2)(ba)()). @
Tax and Fiscal Dnplications, @ '
57. Tax implications i 1O %’f tax concessions to facilitate the GDC merger
are discussed inthe 3 alfyi per. )
' -.' imph’ce&» arising from the enforcement of the proposed

nlicatinns are expected io be relatively minor but have not yet
officid fficials will report on fiscal implications with their further

'a'i zn of the regulations. ~

e

d regulatory package require Jegislation if they ars io proceed. GDC
D have indicated that they want this legislation introduced prior to their
olders voting on the merger on about 10 May,

2 R
60 cials strongly advise against rushing the drafling and introduction of'what will be a -
very important and complex piece of legislation affecting 20% of New Zealand’s

exporis. To do so would allow 1oo litile time for refining the detail of the regitlatory
package and for consulting with affected stakeholders including Maori. Officials are of
the view that late May is the earliest possible date for the introduction of legislation.

61. In the absence of legislation beforelate May, it is recommended that the Minister of
Agriculiure issue a government policy statement to ensure that farmers are aware of the
Government’s intentions in respect of the merger including the detail of any proposed
regulatory package GDC proponents could also delay their vote if they wished.




10

Compliance Cost and Regulatory Impact Statement

62. A compliance cost and regulatory impact statement is attached ag Annex 1.

Next Steps dg
o N u@ oy
e

63.  If Cabinet agrees in principle to exempt the merger from the Con
recommended that officials be directed to undertake farther work
of the regulatory package to a level sufficient fo drafi }egisla’{' }
reconmmended that officials consult with affected parties 2
ensure the workability and effectiveness of the regulatory Jac
this worl, Ministers would be asked to confinm the details of the p ¢
io the introduction of legislation. A “best en deavou bl
in the table below

Mon 9 April - | Cabinet cons:dera ang’g n pxzv/}s%\%m ger proposal and regulatory

\;NOTk is shown

package.

W/c'9 Aptil If necessary, ad Y m (8 meets with GDC proponents to explain
govemmcnt’ em fy any outstanding issues.

Mid April Govammex}t%cjé \c%ﬁé regarding the merger and associated regulatory
package .

Mid Apri) If %ﬂ@ is \E%z GDC proponents send formal merger proposal to

Early May @ b&&c{aéne gfrms its decisions to facilitate the merger, decides on the detail

© reé\k}a\ ackage, and agrees to introduce legislation.
Mid May @%&@Wn GDC merger proposal. '

Late May / " \f Legishtign ntroduced,
September \</ NJDegidation passed (assumnes 13 week Select Commyttes copsideration).

V ' N
Consultadi V

; ecommendatzons have been developed by the Ministry of

HESARET 03 restry, the Ministry of Economic Development and the Treasury i~

congdiligtion with the Department of the Prime Minister and Cabinet, the Ministry of
&ffairs and Trade, the Inland Revenue Depamnent and Te Puni Ko}cm It has

poged regulatory framework and more limited consultation with Tztua, Westland,
Zealand Dairy Foods, Federated Farmers (including the sharemilkers section),
Rapiti Cheeses and the Dairy Goat Co-operative.




Propesals for Publicity

65. GDC proponents have an active cormmunications strategy. Their communications

inclnde media stalements on progress of the merger and infmmaﬁm maﬂ ouis {o
farmers. Officials understand that GDC proponents are planning further mfamzatzq&

releages to farmers over the next month and will be formall pumn TRET,

proposal to farmers in April for thelr ratification in May.
66. Iarme;s (and other stakeholders) need io know whether or enm nds
io facilitate the merger and what, if any, regulatory conditi 313\ nten

GD(C. Govermment’s communications on these and of
influence whether or not the proposed merger gaing

i ger at the request of
indusiry and farmers, not endo b p}an and strategy, and that it

is up to farmers and co-ope tm their own views on the

merits or otherwise of GDC’shsipes :
e the statement through gfagge of me va, including the possibility of direct

67. Forthese reasons, it is recommended that the M

5 ensuring if is clear that governm

communications to of g ’s policy position on the merger
following decisiopg/in

° a managed rel g vt iCypapers (where appropriate) following the
govemment’% &%me merger.

Recommendations

68.

@ary 2001 Cabinet agreed, inter alia, that (CAB Min (01) 1/3

vernment’s objective for the dairy industry should be to maximise the
ms from the industry to New Zealand while proteciing the interests of
New Zealand dairy farmers and consumeys;

2 In considering whether to pass special legislation to authorise the GDC
@ merger, the government needs to be satisfied that:

1.2.1  Options for refining the GDC merger proposal (including options for
regulatory controls) o increase iis bensfits and/or mitigate s
detriments, have been explored with indusiry;

1.22 The benefits and delriments of a proposed merger have been
accurately determined;

1.2.3 A proposed merger is consistent with the government’s broader
objectives for the dairy industry and its relevant policies;




3\)

@

e
ther relevant commercial law;

12
124 A proposed merger is a belter oulcome than other ovicomes likely 1o
emerge should the merger not proceed; and

1.2.5 Farmers have had access to sufficient objective information
regarding a proposed merger to make informed decisions on 5%&

merits or otherwise;
note that New Zealand Dairy Group, Kiwi Co-operative Dagd ited@
New Zealand Dairy Board have requested legislation t 2 ‘ger
to form & new daby co-operative — Global Dairy Co@ DCY,

note that the dairy industry is unusual in that i Aghighly regulg
structure, marketing and commercial axrangerﬁ%%%@ HEh e is
unsustainable because of the emerging d 3 ':bot}aésﬁc and global
dairy markets; %
note that the proposed merger prow p &o allow dairy companies
Q\i% 5 a%ose the industry to the full
€

to control their own marketing

provisions of the Commerc@ ar} )

note that the proposed merge de cluding the ongoing risks to
farmers and the natio ings fio ing dependent on the success or
otherwise of the by %r tegy efgnsdhear monopoly that, without an effective
regulatory regimg, ity % it market position to reduce the overall
level of contegtabtid i h{ﬁ% trc"consumer product, ingredients and raw milk
markets; i%)

note that 8 ha’ ed with GDC proponents o develop a regulatory
packigbio\dgsigned to Tagilitate the merger and mitigate its detriments, but that
the %Of ﬂ%{ac ge is subject to the assumptions of officials on the

aviguf ofd articipanis;

oW
%g officials that an alternative fo the proposed approach, that conld
xfed

exp te’result in greater overall benefits over the longer term, would be for

%‘. srament 1o actively lead a process of dairy industry reform, within the
practicable timeframe, with the objective of ficilitaling fhé evolition 6f

or more competitive and export focussed companies operating within a

latory environment subject to the full provisions of the Commerce Act and

note that a decision on the preferred option involves a trade-off between the shori-
term certainty of the GDC merger, and the polentially larger benefits of the
alternative which may take longer 1o achieve and carry greater uncertaity;

BITHER

9.

agree fn principle to facilitate the merger on the basis of 2 deemed anthorisation
under sections 58 and 67 of Commerce Act 1986 and the regulatory packags
described i the accompanying paper and subject to consultation with affected
parties and final advice in May on the'detail of the proposed regulatory

Framework;




21

13

agree to make best endsavours o meet the following timetable for
finalisation of decisions on the proposed merger and any subsequent
drafiing and infroduction of legislation that may be required:

Wie 9 April I‘f’necessary, ad hos group of Ministers meeté wilpGDC propor(zﬁ’cs&

to explain government’s policy desisions and ofa a‘@aﬂv owSariding
issues,

Mid April Governrnent releases iis decisions regas; g@;&z‘ger % ciate
regulatory package.

{9

Mid April Hmergeristo pzoceed GDC sen f‘crma] n%e:x sai 1o
. farmers.

May

‘Government conﬁms jts d facﬁ@é merger, decides on
the detail of the rcgulatm N infroduce

legislation.

Mid May Fearmers vote on GQW pr@gsa\

Late May Legislation m}é@} (’\\\V(\/

September Legislatio X Select Committee
consideratio m\
: N\

9.2 invite the Mi % i oversee, in consuliation with the Prime
Minister, the Minister of Finance and the Minister
of Comyr e in 8.1 above including the
imple racaiions sirategy to ensure that fammers
sh neessors and consumers are aware of the
aov cisions in respect of the merger including the details

A
A
@

93

roposed repuiatory framework including:

1 M&E is clear that govermment is facilitating the merger at the
t of industry and farmers, not endorsing GDC’s business plan
stra’fegy, and that it is vp lo farmers and co-operative
zeho}ders 1o form their own views on the merits or otherwise of

GDC’s buginesss case; . . ) . e .

92.2 the statement through a range of media and fora, including the
possibility of direct communications to farmers, of government’s
policy position on the merger following decisions in Cabinet;

9.2.3 amanaged release of relevant policy papers (where appropriate)
following the government’s policy decisions on the merger;

note that while third party processors are generally sxpected to benefit from
their ability to export independently (including, eventually, to quota
rnarkets) a number of potential issues have been identified in consultation
with Tatua, Westland, Kapiti Cheeses and NZDF including:

93.1  (deleted under OIA section H(2)(b)(1i) & section H(Z)(ba)(i));

9.3.2 (deleted under OIA section 9(2)(b)() & section 9(2)(ba)(i));




2
o

14

933 (deleted under OIA section 9(2)(b)(1) & section 2(2)ba)()};
934 (deleted vnder OIA- section 9(2)(b)(i1) & section 9(2)(ba)(D));
935 (deleied under OIA section 9(2)(b)(ii} & section 9(?}(ba}(i}}; <§

936 (deleted under OIA section 9(2)(b)(i) & sectio @a)(z)@

94 direct officials to undertake consultation with in &

_ including third party processors on the issues ydided 38.9.3 abov aori
 on the proposed merger and associated regula or Wifag d to\ddvise

Ministers in the report in 9 5 below on 2 ues and policy
responses;

9.5 iuvite the Minister of Agriculture ay 2001 on the
detail of the proposed regula’to al for the introduction

_ a ne T; an

of legislation to facilitate the GD

! arhameniazy Counsel
tt’ o ate the proposed merges;

mic Development Committee by May

96 invite the Minister of A
Office on the draftin

direct officials to repo

2001 with proposal hvely lead a process of dairy industry
reform to facilitat ii or more vertically integrated export companies
operating withi orplis Ty environment; and ._ -
10.1 not i‘E weuid &5‘ certainly require Government to Jead a reform process

h t mztxaliys the support of industry and farmers currently

Sutton

Minister of Agriculture




Annex 1

- Regulatory Impact Statement

The Natnre and Mzzg;zzrwie of the Problem and the Need for Gover hi}i@aﬁ

1.

The stouctire of the New Zealand dairy indusiry is dete ihat
establishes the New Zealand Dairy Board and bestows up no o expori
of dairy products. New Zealand Dairy Group, Kiwi Co- p Ve ited and
the New Zealand Dairy Board have proposed thaj-they merg a new co-

operative called Global Dairy Company (GDC).

n in the market for
$ t the potential to use
eptial farmers, New Zealand

ngy and retailing companies
aoABe proposed merger requires
ger and to remove the export

d that Government legislate to
C to use its market power io the

consumers of danry producis and .~

operating in the New Zealand ~
government o introduce legislati o eabl

monopoly of the Dairy Board.

al
implement regulations to i } poten
detriment of the New Zea]

The Public Policy 0§jecfi§r§ Q

3.

The public poli ' '
o 3} 2; econom performance of the dairy méusﬁy by allowing the

’th y to evolve in response o changes in the domestic and

nts ont dairy industty performance created by the siructure
by existing legislation (including the export monopoly of the

e it the potentia] that dairy farmers, New Zealand consumers and other firms or
Oaperatives in the dairy industry are adversely affected by the vse of monopoly

ower by GDC; and
Ensure lowest regulatory and compliance cosis consistent with achieving the other

public policy objectives.

Feasthle Options

4.

5.

There are four feasible options for change.

Competition between Kiwi and NZDG in all markers - This option requires legislative
change to remove existing statutory constraints and resolve the problems associated
with the current stracture of the industry, particularly the relationship between the Dairy
Board and the co-operatives Two competitors having common ownership of the sole

e emergence of new_competifion and new strategies in the. dairy _




marketing body is unsustainable. It would also have to resolve the allocation of
property rights atiending the public good activities and ownership of the co-operatives
and the Dairy Board. While competition between two large co-opsrative companies
based in and irading out of New Zealand is feasible, the resolution of the relationship
between them and the Dairy Board presents substantial challenges for the design of

feasible option around this scenario.

6. Merger with structurel remedies of the iype normally required bixOsuigtition @
aunthorities - This option would require divestment of a subg Viable for to
GDC as part of the proposed merger so that GDC faced sgﬁg mpetitigiyio largely
remove its market power. In order to be a viable competitor fol5DC 1 i i
market, the divested entity would require access io g;? ependent

ability to export dairy producis in its own right. o
New Zealand domestic market is simply too sm4 suppor le cpmpetition to
GDC in processing manufactured dairy prodpetd 1Hy’o é% s from the problems
of needing to regulate GDC to ensure the ¢Syfipuiio Cm% its own milk supply
and of splitting the international marketi 'ﬂi@m’r oard to enzble
independent exporting. \{b

7. Merger with the creation of a reg@oﬁ‘fce ¢ capacity 1o calculate and set

price - Regulation of this type wou 5 trusive on the operations of GDC.

& dumestic ‘

It would be subject to cap DC eed for the regulator to have a close
working relationship wit o ntly, this regime would reduce the
accountability of GD e erformance of the co-operative by
requiring that the re ca 1Y of the key prices that will determine the
profitability of GD%

ngs on supplier entry and exit, the creation of a

e’% puiral u% >
edjpr milk, anchather moiiers - This option creates a regulatory structure

veddfthemarket share of GDC decreases to the point where it no
xely bt at the saine time provides GDC with incentives to

&
e@@ suppliers and new manufacturers into the New Zealand dairy

@n these options must be influenced by the propoesed coniinnance of
iye structure, It has implications for performance and the design of a

Nz of the Proposal

10. The main benefils of the merger proposal are:

e Moving within a relatively short time frame to allow dairy food processors to
directly manage their overseas marketing and exporting {and a1l of the associated
costs, risks and potential benefits), This could be expecied to result in the rapid
expension of the niche dairy product sector, which includes mamifacturers,
marketers and exporters such as Tatua and Kapiti Cheeses;

° exposure of the indusiry, once the merger has concluded, {0 all of the commercial
disciplines of the Commerce Act;




11,

12,

13,

135.

benefiis over { ﬁ ?i
‘
Compliance Co@n
15

° the early integration of processing and marketing activities, which will facilitate
improved market signals in the indusiry and some potential for rationalisation;

° broad shareholder and farmer support for the proposal, including the removal of
the single desk.

The proposed merger also has detriments. The main ones are:

o risks to the camnings of farmers and the nation arising f
management of almost all of New Zealand’s dairy ex
a single business sirategy and sel of business tacticy?
& the continued loss of innovation, including the eyol
products, through insufficient diversity and cg
marketing and exporting of New Zealand dag
® the creation of a large monopoly that, wi ®
use ifs doininant market position to 1@ e %of contestability in

both the domestic consumer produci mill ts. This might reduce
pressure on the indnstry o be effi ot pr i fraw milk. If so, it
would, over time, result in los %ﬂ

CONSUMETS.

¥s and price increases for
The available (mainly gqualitative) evidéncg

will produce greater net be; e eWICR] tnsustainable industry structure. The
@» fthe GDC merger and the potentially
Isiatake longer to achieve. Exempting the

1{d 67 of the Commerce Act wounld facilitate the

environment and the achievement of these

merger ransaction 6
early reform of ﬁae

o ed that they see efficien! management of their operations in
by at they post prices at which farmers may enter and exit on

qu
ALy h milk may be bought and sold on demand. The principal
mpiiance Cost GDC will therefore be in the requirement that it establishes this
ST e

GD

over a shorier time frame than it might adopt in the azbsence of

gulations place on GDC a requiremnent to manage and develop the market
iracture associated with supplier entry and exit and the wholesale milk market, Tn
er markets this cost is borne by all market participants, but the extremely high
market share of GDC makes it most practical to place the requirement on it
Paiﬁcuiaz‘ly for the wholesale milk market, with modem compuier and communication
technology it is wnlikely that the cost of managing these markets will be significant.

Perhaps the main cost to GDC of the regulations will be the need to adequately provide
for open eniry. Where it is an issue, it is likely to take the form of bringing forward in
time expansions in capacity and/or some additional transportation costs. But it is open
entry that is key to mitigaling a co-operative’s monopsony power.

vickly, .including .the nced fo hire .staff and develop pricing .-




A

17.

18,

19

20.

GDC,; as will the c%
Consuliative Progra 7

21

The actions of GDC will be subject o challenge through an arbitration and adjudication
mechanism, and GDC will be required to invest in defance of its actions and fo resource
the mechanism (enforcement body). This is considered reasonable because it is the

monoposony power of GDC that the proposal facilitates that is the sole source of fhe
undertakings that potentially require adjudication. GDC and its contracts will be &

to the Commerce Act in the usual way.
The regulatory scheme has been designed 1o rely om p@t/g BpOrLE @tial

i
complaints. tt therefore has very low monitoring requireme; i vely lowis ation
disclosure requirements. In consequence the enforcement nekd only Indet to hear

complaints.
The regnlatory regime has a sunset clause that i h
certain point in each of the North and So@ ,

appropriately ends wher the benefit of it h
competition. @

ulation, therefore,
the emergence of

quired to comply with the

Compliance costs are minimized be 1%
i power, there would be no

obvious welfare benefits from

C 1
g
companies in the New Zealand dairy<ndas
Divestment of NZ Dairy m cr@ 12 new ownership structure for Livestock

Improvement Corporatf of divesting NZ Dairy Foods will fall on

in §@operative ownership structare for LIC,
The p!'opc% ;tmy regi%:as been developed in consultation with GDC
a 13

proponenish J} mg%%g}?d with GDC, although there are a small nmber of issues
S

<O

cenveached. There have also been Hmited consuliations

on'w
wi Wc propevgtives (Tatwa and Westland), New Zealand Dairy Foods, Kapiti
’% Farmers. Further consultation with affected parties will ocour in

d Federa
led < es1 f? the regulatory package and prior to 2 final decision 1o introduce
todaciitate the merger | : S

o %t




Office of the Minister ongﬁcuhure
9 April 2001

Chair, Cabinet .
DAIRY INDUSTRY MERGER PROPOSAL: PAPER TWO: RE @R %

PACKAGE AND TAX PROVISIONS

Proposal/Summary

I This paper details a possible regulatory package arx&@j{owmm)y\ if the

Government decides to authorise the pr oposed Glo {GDC) merger.
It is to be read with Paper One on the Dairy Indydi er P@ which sets out

the overarching decisions required.
Background &
2. Ihe regulatory package was develog eg cm been agreed with
proponents of GDC as a package ’{ha Government decided to
}eglslate to authorise the merger.

Mam Features of the Packagz@ .
@ v package are:

3. The main aspects co
o regulating fof of farmers to GDC;

® regulatm 0 providing regulation making powers forother
ny nark: %
o NG Dany oodedivestinent;

anang\ ts fi tzcxpauno co-operatives;

egul oits4 single desk transition and quota; -
e // Sompier OQ\%?Q ed authorisation;
ni 1 strictions on GDC;
é\s" du 1ssues;
ey - & IShlp and corporate form. - - - - - . .. C- AR

4. T
t p

Open Engry and Exit to GDC

discussed below, and the detail is set out in Annex 1. Also discussed are the
lications of the merger proceeding, ,

5 Regulating for open entry and exit of farmers to GDC is the heart of the regulatory
package Because of GDC’s near monopoly status and its associated market power it
may have both the incentive and the ability to create barriers to new milk suppliers
joining the co-operative or switching from GDC to other processors. One of the
possible mechanisms available to GDC for this purpose would be manipulation of the
milk price and its own share value. It could, for example, use returns from equity
mvestments to cross-subsidise the New Zealand milk price, making entry of a
competitor more difficult and discour agmo suppliers from switching to another




]

company. This m turn would give GDC’s management a degree of protection from
competitive pressuies.

6 Tomitigate this risk it is proposed to regulate for open entry to GDC for any farmer
wanting to supply GDC at its posted share price, as well as open exit from GDC.
this proposal GDC would face strong incentives 1o set far milk pri ?@@aud share piA
If GDC set the milk price oo high or share price too low it would aé@ infl
milk. Ifit set the milk price too low or its share price too high, i S\u@/}igce a

suppliers to its competitors (or out of the mdustry). \ @)
/. The main measures to ensure open entry and exit are: & %
® requiring GDC to publish milk and share prices;
° requiring GDC to accept applications from f; @SU
defer for a season if GDC has insufficient,
J requiring GDC to give entering and exiti

price they will pay or receive for the‘\ hares nd
e providing for an enforcement mec,ﬁiv »Hch ,svf“g ates body (not yet
) developed). % ~
8. Seesection 1 (para 1 onwards) 0@”@@;@1.

@ ing their sipply of milk to its competitors
tracts with farmers (eg long contracts with long
s provisions to address this, mcluding a

gast 33% of contracts can be terminated without

DC would also be obliged 1o offer one-year

them.

9 GDC could attempt to@a/\
through the terms of1 n\(?
notice provisions). %c
requirement thatina givén
penalty by s }ii%ﬁ@ any ygan
contracts @i\éﬁ%fa ers who wawt

10. GDC W ntrg] all of'the New Zealand wholesale milk market Unless
fapér ch? I%%pply from GDC, other processors would need to source their

GD&y erms and conditions of these trades would be tmportant to the
gt ity pFother local dairy processors, including NZ Dairy Foods.

~yould face access obligations to supply certain volumes of milk to other
essors on particular terms. At this stage it is not proposed to regulate markets for

11.
ther dairy products, but to provide regulation making powers in case it becomes

necessary in the firture.

12, See section 2 (para 21 onwaids) of Amnex 1 for more delai]

New Zealund Dairy Foods Divestiment

13 Inorder to provide for some level of domestic competition, NZ Dairy Group’s 50%
shareholding in NZ Dairy Foods would be divested The merger anthorisation would be
conditional on the divestment taking place within one year.

could use its overwhelmingly dominant position.to control the supply . - .




14, See section 3 (para 28) of Appendix 1 for more detail.

Arrangements for Non-Participating Co-operatives :
15 Tatua and Westland may or may not join the merger, although Tatu /m a:ticu]-a;r%
unlikely 1o join. In order to protect their commercial interests, it i imﬁ\%nt Uiardt .

they reject the merger they can quickly access payment for their $hag g &@@JZ

: 5 f@gzg‘ out

Dairy Board. The package provides for the rapid mitiation o
nou-participating co-operatives.

16.  With respect to therr other concerns (as discussed in Pgper One), it sed that the

government resexve the right to intervene if reason
between GDC and the co-operatives within a d @

mf: S\e t negotiated
- I‘l) ultimate sanction

%
\’Sion of the Dairy Board would

e mtroduction, over time, of
of dairy products. The package

on GDC is to delay the introduction of legislat

17, See section 4 (para 29 onwards) of Anne e

Regulation of Exporis ~ Single Desk Trafis
1&.  The orderly disestablislunent ofﬂ@
result in one of the main be f'the m
competition to New Zeal @rt
provides that: » y g :
txdfsifiotrperiod for the single desk, mainly to allow
otiate contracts; and

® there would b 5;9 ‘
time for the ﬂ{@o 1d
s during this-transition isting export permit holders and Westland would
ents

be able to\exh dair% ucts (deleted under OIA section 9(2)(d)).

19, Successivegdy éy@ negotiated quota rights for dairy producis to overseas
mark&@\‘\Ts% quij‘fs\K ywere negotiated for the benefit of the industry and New

Z< ey w}y@ﬁae& under OIA section 9(2)(d)).
20 edeghla y‘yg\kage provides for:
4 andhili szsi\l@ allocation of quota to GDC for six years (o 2007), phasing qut __

hy following four years as a new allocation mechanism is phased in; and
legislation to state principles of’

maximising capture of quota rents for New Zealand; and

ensuring that the beneficiary of the rents should be the dairy industry.

21, @addition, it is proposed that:

° terms of reference for the policy development process to develop a quota
allocation mechanism be consideréd by Cabinet prior to the introduction of
merger legislation in May 2001; N

¢ Ministers agree to announce decisions on a fiture quota allocation mechanism by
the end of 2001, with a view to enacting legislation in 2002, to give certainty to
exporters; and :

a the 1999 QuotaCo model but with the company being a co-operative (ie a
company that would allocate quota access on a competitive basis and return quota
rents to farmers in the form of dividends) would be the fallback position for a

]




foture allocation mechanism if another mechanism were not identified that both
the Government and GDC preferred.

22 See section 5 (para 31 onwards) of Annex 1 for more detail.

Commerce Act Deemed Authorisation ' &

23, If'the Government decides to exempt the merger fiom the I‘qu% Obtan _,9
M4eh 1§ of

Comumerce Act authorisation, the package provides for this t ved @ i
a deemed authorisation. Certain clauses of the GDC constithion mergef
transactions would be deemed to be authorised under sectigns and S%thh

Th Dl

Commerce Act. Following the merger the Commerc t would apfixﬁm\)\ .

24.  See section 6 (para 38 onwards) of Annex 1 for @@? @

fermination of Restrictions on GDC <® @v
i e S

was 1e
er

-0 an island by island basis

25.  The regulations restricting GDC’s actiyit
In general, regulations that

where practical, once GDC’s market
are intended to mitigate GD(C’s m@éetz ifted, while ongoing
arrangements such as quota allocation would Feaindh force. For the North Island, the
threshold would be indepen anufactuéi?%?ecﬁn g 12.5% of milksolids per year.
For the South Island, the @wo independent manufacturers collecting 65

. million kg of milksolid eats o, {m\@;{ least one manufacturer east of the

“Southern Alps was ¢ if 1 mmillion kg of milksolids per year. For

comparison, West] j ssegi\ 5‘28 million kg of milksolids per year.

26. Seesection 7 (pg@&mwﬁ@ﬁnex 1 for more detail.

Industry Good ii.‘§/

pigVgRient Corporation owns the national dairy herd database, and
ndMarm advisory services. Under the package it would become a
y users (fanmers and sharemilkers only). GDC would be able to
‘ non-exclusive access to the database. The contract would require
tapproval if' it was concluded prior to the TIC becoming fully independent

27. Th

the Dairy Research Institute, which undertakes dairy processing research, would

.~ transfer into GDC;

° an incorporated society called Industry Good Inc would apply to collect levies for
mdustry good activities and commission providers of that work. This would
maintain separation between funding and provision of industry goods Interim
and ongoing governance has yet to be agreed. GDC/NZDB would provide
transitional fimding for industry good activities for a fixed period;

e Dexcel (an industry good provider contracted by Industry Good Inc) would be

maintained as an independent entity outside GDC ownership and control; and




the need to continue regulating herd testing and the collection and dissemination
of data for the national breeding objective and/or for animal traceability will need

further consideration.

29.  See section 8 (para 43 onwards) of Annex 1 for more detail &

GDC Ownership and Corporate Form @ C

30, Sharemilkers: The package provides for all dairy CO-Operatiwg x ding '§€‘ o
allow sharemilkers to purchase shares from their ]andown%%a ement. \Tiis'is

proposed to take effect irrespective of whether the merger prodepds, afidwwonld

implement a key recommendation of an earlier indusiSowide worl gparty on
sharemilker issues. L>
e

N afeholders’ Council

31.  Corporate form: The package requires a 50% vaf 1
to authorise a change to GDC’s co-operati @ s V&a ecial resolution of the
shareholders which requires 75% suppor W "
SNV
32, See section 9 (para 53 onwards) ofﬁeﬁ o@ il
Efficacy of the Regularory Package %) 0

. 33 Ttisdifficult to assess th @ ca @ opackage. Risks include that it was
developed very quickly; iSeaimfeature (regulating for open entry and exit) is not

a
based on a model € ;EA h 1& ased on the information available, officials
consider that 1t hasz'/ﬁan bl

ot of mitigating the main competitive detriments

of the propose rget AVh wsheonsulted parties accept that open entry and exit
will create s onqgj jeci] Iin%@)@s pricing in the medinm term, concerns have been
raised by ; iy Foods abouPthe regime’s efficacy, particularly in the short term.
Officials wi é?m%id Ihesggoncerns in their development of the regulations. There is

ti Sy tticipants including GDC will not react in the ways
vinake

e@m«n s and regulators.

%ts have requested certain {concessionary) tax provisions as patt of the
merger. These have been discussed with the Minister of Finance and Revenue

g‘&mper incorporates the Minister of Finance and Revenue’s advice to Cabinet on

ecisions on the tax issues need to be made in the context of the whole package

@tia’fed between the GDC proponents and the Government, and an assessment of
whether facilitating the proposed merger is in the national interest.

p1

35, The main tax issues of concern to GDC proponents are the transfer to the post-reform
GDC of the NZDB’s available subscribed capital (ASC) and the losses of the two

amalgamating co-operatives.

Available Subscibed Captial

36.  Available subscribed capital (ASC) represents companies’ equity contributions by their
shareholders and can be distributed to shareholders tax-free upon the cancellation or




37.

38.

39.

DIRA. §
Shareholder continuity @ O \
W

redemption of shares under certain circomstances. The NZDB has $50 million
“ordinary” ASC and will accumulate $140 million of ASC each year fiom June 2007 to
June 2006, giving another $840 million of ASC  This annual contribution of ASC does
not arise from any explicit equity contribution of the NZDB shareholders but is the

outcoine of negotiations it had with the previous Government in 1996, 3
{g/}tr‘an [evio
il fltat faé@vﬂ}

en .hz;t\d%@re 18
GDC.\EhisTisk is

to this request.

GDC proponents request that the Government allows the NZDR’s
GDC. They contend ihat this will better equip GDC to manage &
exit fom GDC. Without the ASC of the NZDB, GDC propoxes
a risk of a tax impost on farmers, upon redemption of their §kar
remote, as it would require redemption of more than 20% c’

From a tax policy perspective, there is no strong ar u@»gt@o

1 geced]

However, if Cabinet decides that facilitating the yF mer @ the national

mterest, the Minister of Finance and Revenue redeirfimend % SC of the NZDB

be transferred to GDC as part of the merger Km’ﬁi&/%v@ s provided for in the

Dairy Industry Restructuring Act 1999 ( )) he s}b{ fASC from the NZDB to
d polic\%ﬁé not have changed since

GDC will not impact on fiscal provisi

GDC proponents seek legi @ hat tax losses of Kiwi and NZDG to
transfer to GDC. Theygg\ﬁyfm 13t Kiwi and NZDG will have accrued tax losses of
(deleted under O%i@)( iy &-section 9(2)(ba)(i)) by 1 September, the likely

date of the propos ¥ G\ law would ensure that these losses would expire
upon amal gam(a 'on@o @BGvysatisfying the shareholder continuity threshold for
C proponents contend that there is no underlying

the carry forwarelthese

change in {cé?o {c ownersh d that the companies are effecting Government policy

by r‘esm%m {{e the electricity sector reform as a precedent. GDC proponents

are s Jgr;g/q t?d ih e apply to the imputation credit account balances of the co-
3 1t the Byputation credit balances are not significant. )

DA NP
40. op@%e advised officials that they will be able to enter into tax planning
- T @e (deleted under OIA section 9(2)(b)(ii) & section 9(2)(ba)(i)) that
. r.n-e X -

4

by T June 2001 but aré inlikely to beable 16 utilisé the remainin g

ngust.

ur
NE llg%; 4 .
(d é\&f 1 OIA section H(2)(b)(ii) & section 9(2)(ba)(i)) that will accrue over June,
%gz.

@1 gest risk associated with providing for the maintenance of losses is the precedent
ill create. Other taxpayers may seek legislative exemption from loss carry forward

X

provisions in a future restructuring, at a significant revenue cost, should the
Government allow Tosses to be carried forward in this instance.

From a tax policy perspective, there is no strong argument for allowing the losses of the
amalgamating co-operatives to transfer to GDC. However, if Cabinet agrees that
facilitating the proposed merger is in the national interest, the Minister of Finance and
Revenue recommends that the losses and frhputation credit balances of the co-operatives
be transferred to GDC as part of the merger. This tax treatment was not provided for in

the 1999 DIRA.



43

Ihe transfer of Kiwi’s and NZDG’s losses to GDC will not impact on fiscal provisions
as GDC can uiilise 1osses already accrued and, had merger timing not been driven by
Government's Jegislative programime, the merger would be fimed so as to avoid an

unnecessaly tax penalty.
Share swap ‘ ‘ &

44,

GDC proponents request legislation that would ensure that the 1eced
by GDC in respect of shares held by shareholders in Kiwi and N
constitute a dividend or a dutiable gift The Minister of Fin

reconimends that this request be accepted, as it is consiste;

1th
income tax irealment was provided for by the 1999 DIRA; af%l

@

gh gﬁﬁ%’t as not.

New Zealand Dairy Research Institure (NZDRI)

45  NZDRIis a charity. Current charity law requir up, ihe property of
a charity must vest in another charity. GD @3 at the property of
NZDRI vest in a non-charitable, and the omi without any tax
implications arising on the transfer t tax policy.

46. There has been general agzeeme ents and officials in the
negotiation of the package that the will vest in a non-charitable
company owned by GDC.

47. From a tax policy pers @m}e ng argument for the property of NZDRI to
vest in a non-charitable o ef, if Cabinet agrees that facilitating the
proposed merger 1§ 1 tlo ) zest the Minister of Finance and Revenue
recommends t th Libepl perty to a non-charitable company occur without
any tax implica :?}Thl 1t was provided for in the 1999 DIRA. Furthermore,
1f this pro eed to, mlvs will have to be enacted to establish a cost basis for the
future tax™ @f@opmy

ALﬁf&ié’d RJICH Jé?it’:‘ V

t\' teST In the instance of LIC and NZDRI, the Minister of Fifiarice and
ecOmmends that these requests be declined, as they could constitute a transfer
duction from tax-exempt entities to taxable entities — which is conirary to

request be accepted as for tax purposes NZDB is essentially changing its constitution
only.

Shares in LIC

50.

The shares in LIC’s successor entity will be distributéd to farmers and sharemilkers.
GDC has requested that receipt of these shares in shares is not a dutiable gift or a
dividend. Whether a dutiable gift or a taxable dividend arises on the allocation of the
shares will depend on what rights farmers and sharemilkers currently own, if any, and



their value, and what 11ghts they will receive and their value. However, if Cabinet
agrees that facilitating the proposed mezger is in the national interest, the Minister of
Finance and Revenue recommends that the receipt by farmers and sharemilkers of
shares 1t the new entity should not constitute a dutiable gift and a dividend. This

treatment was provided for in the 1999 DIRA. <§
finovity shareholders in NZDB @ <<J

51  Both Tatua and Westland have raised the issue of whether a ; isingdr I\Q
sale of their shareholding in NZDB would be taxable. Inl ve has >h to
are gon apital

both co-operatives advising them that, on the basis that the sltatss

account, any profit on sale would not be subject to inO & tax, %
Consultation § @

52. Consultations are reported in Paper One. @Q &

Financial Implications %
53. Financial Implications are 1'epbrte@ Ox@
Human Rights <d @
54.  There are no inconsisteppizs D Jvee ‘1@08315 in this paper and the Human Rights
Act 1993, , @ @
Legislative Implicat] s@
| NN
55. ABill anc@ d regulationy would be required to implement the package. The
as

Dairy Ind d/%str ring Bill has a category 2 slot in the legislation programme
i

(mustw n(zw
7 \Y
Reguiaé@pact W
56@@%@%&[ statement is attached to Paper One.

Publicity,

57 @%ty is discussed in Paper One.
Recommendations

58  Iiis recommended that Cabinet;

Regulatory Package

1 note that the detailed regulatory package set out in Annex 1 has been developed
by officials in consultation with Global Dairy Company (GDC) proponents, and
has been agreed with GDC proponents;



1.1, rote that the main features of the regulatory package in Ammex 1 are:
1.1.1.  regulating for open eniry and exit of farmers to GDC;
1.1.2. regulating raw milk markets, and providing regulation making

powers for other dairy markets; ;
providing for the divestment of New Zealand D#jry Foods;

I
1.14.  providing transitional arrangements for dairy dperatived Hvat do
not participate in the merger;

I

1.1.5.  (deleted under OIA section 9(2)(d));

1.1.6  providing amangements for quota acc m mg an } Six-
year period of exclusive access to GD a fo —yezu
phase in of anew allocation m st yet to ined;

1.1.7.  providing for a deemed (“omm@w ion for the merger
transaction;

1.1.8  providing for the lifting of @ nce its level of
market power decreas

1.1.9.  providing for Livest oration (LIC) tobea
user-owned co-operat ar, te GDL

1.1.10. providing arran v il ision of industry goods;

1.1.11. requiring tha y'co- s (including GDC) must allow
sharemilkers to a om their landowners (by

1.1.12. 1 '@% VEEQ s Shareholders’ Council for any
' oGDC, % atzve siructure;

agree, i1f Cabmet

in Annex 1 witl
agree to x;cm(&u a future quota allocation mechanism by the end of

2001, an tion to introduce quota legislation in early 2002 with a
view i g<ﬁ\h nd of 2002;

"Agriculture and Trade Negotlatlons to report to Cabinet prior to
\ o¥merger legislation (in May 2001) with proposed terms of reference
e}opment - process {0 develop a quota allocatlon mechamsm

& mister of Agriculture and Trade Negotiations 1o report to Cabinet by 15
{ovpih 1 2001 with proposals for a future quota allocation mechanism, with the
ck mechanism to be the Quotaco model as set out in the Dairy Industry

gstructuring Act 1999 but under co-operative ownership in the event that an
aliernative mechanism preferable to both the Government and GDC cannot be

idem}ﬁed




10.

11

12.

10

Tax Provisions

pote that the 1esolution of the tax issues associated with the proposed restruchuing
should be made in the context of the whole package negotiated between the GDC
proponents and the Government, and an assessment of whether facilitating the

proposed dairy merger is in the national inter est;
agree that the available subscribed capital (ASC) of the New .\a a

(NZDB) amounting to $50 million “ordinary” ASC and $84 1 ,}T Teg de 1%
transferred to GDC as part of the merger;

agree thai the losses and imputation credit ba]zmc ew Zeal iy Group

(NZDG) and Kiwi Co-operative Dairies Limited ( }\E)ﬁ« tr o GDC as part
of the merger; @
B%‘u a dutiable gifi or a

@esem rch Institute (NZDRT)

any tax implications and that
fure tax treatment of that property;

agree that the share swap as part of the
dividend;

agree that the fransfer of property ¢
to a taxable entity as part of the ther
rules be established to provide a cogtHdsi

1
agree that post merger ' Llmevement Corporation (LIC) and
. ' S i
i

ion for accrued expenditure incurred by -

NZDRI not-be enntle 1%
LIC and NZDRI d ( Y were exempt;
agree that the ez 5107 be entitled to clairh a tax deduction for the

accrued ex ncu e NZDB prior its conversion to a company

mcorporaé/ ndér the Co 1es Act;

Iéﬁﬁ'@l]l ares in the post merger LIC by farmers and sharemilkers
Sl gift or a dividend; and

both Tatua’s and Westland’s shareholding in NZDB are hield on
any profit on the sale of that shareholding would not be subject to

Homn Jim Sutton
Minister of Agriculture

Encl



Appex 1

Publishing GDC’s Prices | | @
I GDC must publish at least amnmually (but more fréquenﬂy if‘iﬁ%ﬁé vd@fﬁrmem’
p

equity m GDC, the price paid to farmers for the supply of mulk, »ny the lesade price of

milk in New Zealand. The milk price to farmers can b 5&3@@{«:31. T
Accepting Applications 1o Supply GDC % @

ﬁpi C @ 28 February in any
e

Detailed Regulatory Package
1. Open Eniry and Exit to GDC ?2 /‘;&

2. In normal circumstances, if an application to
year, GDC must accept it for the season stagi It year:
e GDC must start posting share prices & late % ecember;

e thereafter, GDC may post whatevef pieds at wh requency it considers best;
° ashareholder wishing to enter nfaylosh in t'posted price, plus or minus
7.5%;
ﬁ? the June price;
un

,;51 atleast 28 February;

te< 4t the time of application must be paid
cbruary, whichever is earlier; and »

yable in late July or 2 months before supply

e adeéposit of 20% of

within 21 days of #Gox orR8”
¢ the balance of the a 61%\5\
commences, ib? &/
3. If accepting@gpfitations for the%lowing season would be beyond GDI(C’s processing
capacity in a r' V

¢ a shareholder wishing to 0 Yy op
e GDC must accept appligatd ent
Eﬁ% 3? shd

e G , constraint notice” notice and a share price by 15 December;
gplications by 28 February the next year will be accepted for

sOs¥ commencing on 1 June 15 months later;

gg ept)supply for the season immediately following the application by

3 nt;v [ . .

deposit of 10% of the current posted share price may be paid at the time

tion — this will ensure that the final share price paid does not differ by more
phus or minus 7.5% from the posted share price at the time of application to

npply; ,
@)é refundable 10% deposit is not paid, the applicant will pay the share price set at
. the beginning of the season in which supply commences;

¢ for all applicants, a (further) deposit will be payable by the 28 February three months
before the season in which supply commences, to bring the total deposit to 20% of'the
estimated share price; and ,

° the balance of the share payment is payable in late July or 2 months before supply
commiences, whichever is later

4 GDC does not have to accept supply from any farmer who would mmpose on GDC
transportation costs for the collection of milk that are greater than those of any existing



farmer in a catchment. Catchment areas are to be centred around factories. This clause
will ceass 1o apply if and when GDC adopts a policy of differential payments to farmers
based on transportation cost differentials. In the latter situation, GDC will be required to

treat like with like,
5 Quality requirements for new suppliers must be the same as those of & &"}ing ia m(ezﬂ};.//\&/

Accepting applications io cease supplying GDC @ -
6. GDC must start posting share prices from, at the latest, 15 D@G}; \vj\y
7. Thereafier, GDC may post whatever prices at Whatev%@mcy it Souiitteds best.

onted p@or minus 7.5%.
pri
oS

2 i

10. GDC must accept applications to exit ux@ \t%;ﬁ;?

om the @e season 10 pay farmers.
n cash or capital notes at GDC’s

discretion. -
C B
13. GDC will issue d\]% fta] he NZ Stock Exchange at least 6 months prior to
the first date o a%& tlal% ortunity for shareholders. ,
‘ CDW to orgamise a broker panel to place capital notes for those

\%
S«\gthan anet 5% of shares in any year, and the GDC Board
ipg dut all shares in cash or capital notes would materially adversely

to carry out 1ts cwrrent business plan, then GDC will pay cashor
shares totalling at least 5% of all shares currently on issue. Thereafter,
ay cash, capital notes and/or preference shares at its discretion. (GDC
o this on a pro-rata basis.)

GD
4
16ence shares will be tradable and will be conveﬂiblg into GDC shares or capacity

Qe at face (100%) value.

8. A shareholder wishing to exit may lock in the cury

9. A shareholder wishing to exit may opt to tal

Payments to shareholders leaving GD

11. GDC would have 30 working

- 12. Exiting shareholders wil AV

14. GDC will mal&
who wigho selh

ctED

Eal

17. The dividends on preference shares will be cumulative.

Milk Vars

18. GDC will sell vats to a new processor or farmer at fair market value if a farmer switches
from GDC.



Lnjforcement

19. Officials propose that a disputes body will adjudicate on disputes over any matter that
affects entry and exit  Considerable work is still required on this measure. The test for
considering any mechanism is whether it would provide net benefits over the Court

system and GDC's Milk Commissioner. &\

>
20. Note: The terms and conditions of supply contracts will be subject oth / evangg
provisions of the Commerce Act. : T
: \S e
2. Raw Milk Market and Other Dairy Markets d é\
Terms and Conditions of Supply of Milk from Farmers 1o -

21. Supply contract terms should not be used to forec \ﬂﬁ%ﬁ\

22. GDC will offer suppliers one year coniracts) @) 11d pre- blexd enter into longer term
contracts by agreement, subject to the pirs. ). '

23. At any pomnt m time, 33% of nulk p@ 1
Zealand must be either supplied 1o so

contract which expires (or wa,
penalty) at the end of'the ¢
séction 36 of the Commse

24. GDC’s shareholders @%@7 theQs allocate up to 20% of their farm’s daily milk
production to no proce

without discrimination by GDC. Any milk supplied
to competitors of il 1 be stored in a separate vat,

en C and other dairy food processors. short term

Qe radius of any pomt in New
anpyGDC, or supplied to GDC under a
t8dat the supplier’s option without

Raw milk trading

%/gse i tgfg%iﬂ publish a short term price (say monthly in advance) for raw
é%gu;zg 1 agp vary based on location, volume, certainty of supply, and a small
Ngal J@@een the sale and purchase price. It is proposed that the
/g)i;late for this market in the first instance.

Regulati aw milk and other dairy markets

ik market, and will have the power to regulate with respect to other markets. This
es the establishment of an enforcement body to provide speedy adjudication on any
disputes arising from contracts and commercial anrangemeéntis. In the first instance, the

Government intends to use these powers to regulate thé raw milk market.

26. ermnment will regulate to impose access obligations on GDC with respect to the
aw
HTT

27. There will be an access obligation on GDC with respect to the supply of raw milk to small
processors (deleted under OIA section), via medium-term contracts. GDC will face

access obligations as follows:
o supply of raw milk to anyone who asks;

s atotal volume cap of 400 million hitres/year;



¢ (deleted under OIA section 9(2)(b)(ii)) GDC can impose a 50 million litre/year cap on
mmdividual processors; ‘
 with respect to winter milk, GDC (deleted under OIA section 9(2)(b)(ii)) must accept

any volume sought by other processors (subject to these processors providing advapge
notice (up to 18 months) of their winter milk requiremenis); &
e GDC’s payout less anmualised share value, plus transport costs ar sy mille~
premium, is the default transfer price (this price is established /\B vely)\__
e
»  (GDC is entitled to reasonable notice of each processor's requitrernents for T%/b
following year(s). The notice period will be finalised in ng latigns;

fJ\
e GDC and customers are free to negotiate alteinativ icing an‘anf% if they wish
(eg a mix of fixed and retrospeciive pricing); < g@ @

e (delsted under OIA section 9(2)(b)(ii)). @ %
3. New Zealand Dairy Foods Divesiment <© ) &
N o
28 NZ Dairy Group’s 50% sharcholding i @ F DF) will be divested to
provide competition on the domestic matket>Th atthorisation will be

conditional on the NZDF divesimenﬁxt\i}gi pl %ﬁ one year.
' ~ O
e‘f{\‘zj(} g C ragives

(2 1yBedrd shareholding post-nierger, then the value
of yalwation will be fixed at the current season’s

4. Arrangements for Non-Par:

29.If Tatua and Westland ¢
of shareholding for t1
production levels.

e the non-Qihdihesrotice of exit'n clause 12.8 of the Dairy Board constitution must be
daysofilg’passing of the legislation. The date as at which the Board

2 D
30 With respect ie Ta&?aﬁa??d W%@aﬁsﬁng the value of their NZ Dairy Board shares:

hich the shares change hands are to be determined;

given wi
is % afd th
@ @o dur t)ng?@éry Board constitution applies from there — instruction of a

om the valuer, and 20 working days for the co-operatives from

dradizep
O{%@nm’ o@ draft valuation within which to make a binding decision on exit;
: SN\ erative makes a binding exit decision, the constitution g0es ofi 1o pioVide for

ag

th @a ton of the valuer’s report, then arbitration rights;

e TN1g co-operative is to be paid out immediately following the final valuation,

rdless of whether arbitration is to occur. A wash-up might be needed following

arbitfation if the arbitrator differed from the valuer. The only condition is that no

payment and exit could occur (but arbitration could continue) if the amalgamation of
GDC, NZDG and Kiwi had not occurred;

e if a co-operative made a binding decision to exit, then the deemed authorisation
allowing it to join GDC would ternminate, and any subsequent merger with GDC
would be fully subject to the Commerce Act




5. Regulation of Exports: Single Desk Transition and Quota

Single desk transition

31. There will be a transitional period for the single desk of 12 months from the date of
enactment of the legislation.

32. During the transitional perjod, there will be (deleted under OIA sec/t}‘cm\ (@)
exemption from the export monopoly for all current holders of SerTIES And.

- Westland (deleted under OIA section 9(2)(d)).

Quota 01}

33. There will be an imtial allocation of quota rights <\§ e@e basis for six
years. This means that for each individual quot m{;/h l%e« exclusive
allocation ends with the expiry of the quota @ jg@g N

oc )

34. Following the expiry of the period of ex E‘ZDC, quota will remain

S
allocated to GDC until it is 1"6-31]0(;31:6{%7\ @

d
1o
mg t% ;{

ocedures. Such new
egl

allocation procedures will be proviw
35. The amount of quota from the Q«}] al]ocat:@&reaﬂocated in each of the following 4
years will be calculated so 10 @ yequal proportion of the initial allocation
2559
brect u&

is re-allocated in steps o feanin eac ol the 4 years. '
36. The legislation will 1@ ‘\%ng) the principles of:
e maximising % of frepts for New Zealand;
e understanding {harife be% of the rents should be the dairy industry.
d T

bja, arrangements relafing to their supply into quota markets
)

37. In respect o

e initial period are to be settled contractually between

ola rest:
4d at\?% NZDB/GDC and Westland. (deleted under OIA section
?e NG)):

38. Clay 23, 4,5, 7,9 and 10 of the GDC constitution will be deemed 1o be authorised
un ctivhs 58 and 67 of the Commerce Act, excluding GDC’s 1 ght to amend its terms

@ itions under clause 9 of is constitution, Divestment of NZ Dairy Foods will be

6. g med Authorisation .

ed as written undertaking and referenced in a divestment deed.

39. Deemed authorisation will be needed for subsequent purchase of the Dairy Board shares
from non-participating co-operatives.

7. Termination of Restrictions on GDC

40 The regulations restricting GDC’s activities will be lifted on an island by island basis
“where practical, once GDC’s market power is reduced



4] For the North Island, the threshold will be mdependent manufacturers collecting 12.5% of
milksolids per year in the North Island market

42. For the South Island, the thieshold will be mndependent manufacturers collecting 65
million kg of milksolids per yeax, with at least one manufacturer east of the Southen 8

collecting at least 25 million kg milksolids per year. E%; ‘
N —
8. Indusivy Good Issmes - @
>

43 The Livestock Improvement Corporation (LIC) will be a co{%r 2 owned
(farmers and sharemilkers only), and will be completely separateirom

%ﬁe sesduch aceess
{ qu'?i ﬁm;nmem approval.
e % y independent.

45 GDC s to propose a mechanism for addzes@{ s20cs abRutongding ownership of LIC o
ensure it remains user owned and conir dn 'né%és to LIC’s database. The
resolution and implementation of any chanisxis be subject to Government
approval. @
transfer of animal welfare/ )

3) .
; 3 sfer j %&smhject 1o appropriate valuation and
yitenmértrelated activities to industry good providers
such as Dexcel. : < O ' ‘
47. An organisation to be\@j@ du %d Inc will be formed to collect levies for
industry good acti %es@é Ci% 19n providers of that work. Fnterim and ongoing

44. GDC will contract with LIC with respect to future a
will not be on an exclusive basis, and the contrac
Such requirement for Government approval wi]l-1a}

46. The Dairy Research Institute

agre

tairfeghas g Independent entity outside GDC ownership and control,
try Iovider contracted by Industry Good Inc.

Wi transitional funding for mdustry good activities for a fixed
e dé] ne will be long enough for Indusiry Good Inc to obiain funding for
yiftesUmder the Commodity Levies Act 1f'it acts with reasonable speed. Funding
c%pmpose will be excluded from the assets of the NZDB for the purpose of
non-participant minority sharcholders of NZDB.

governance hag y

48 Dexcel will

settli

national breeding objective can be considered in a slower timeframe. In the
i, the curent regulations, which effectively ensure compulsion for entry of data,
will continue to apply but with Industry Good Tnc takin g over the present functions of
NZDB related to data access (this is subject to satisfactory resolution of interim and long
term governance arrangements for Industry Good Inc).

50 1 to continue regulating herd testing and the collection and dissemination of data
{fort %

51.In the meantime, data directly related to the national breeding objective and industry
statisiics are to be made available industry-wide at no greater cost than a cost recovery

basis



52. The need to 1egulate for animal traceability can be considered in slowes time. In the

meantime, traceability data are to be made available indusir y-wide at no gre

ater cost than
a cost 1ecovery basis.

9. GDC Ownership and Corporate Form

53. The legislation will provide that all co- operative dairy companies ( Y
allow for sharemilkers to purchase shares from their landowners (b nent)
will apply with or without the merger.

m f;t

54. A 50% vote of the Shareholders’ Council would be iequued o &

horis ang 5 to
GDC’s co-operative status (as well as a special fesolut % 18 Sh@

Q /%
@%@?

@QQ
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