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The Tatua Perspective
Throughout its 95 year history, but particularly over the past 50 years, Tatua's milk
processing activities have been highly reliant on its ability to trade raw milk and
milk components with other New Zealand based processors. Through the years
the number of potential trading partners diminished, but even when only Kiwi
Dairies and New Zealand Dairy Group remained Tatua was able to negotiate
commercially viable contracts for milk and cream transfers.
1.2

With the passing of the Dairy Industry Restructuring Act (DIRA) allowing the
formation of Fonterra, the situation began to change, It soon became clear that the
lack of any credible competition meant that Tatua's ability to negotiate contracts
for milk and manufactured dairy products on reasonable commercial terms was
severely curtailed. The only way that it could continue to operate while maintaining
the necessary level of flexibility was to access milk under the DIRA Regulations
−
the availability of this milk helping balance the loss of competition in the New
Zealand dairy market. Based on recent discussions with Fonterra we see no
evidence that the availability of DIRA milk is any less necessary or relevant now,
than it was when Fonterra was formed.

1.3

We have serious concerns that the Bill, in its present form, will erode the already
limited protection currently afforded to small independent processors such as
Tatua. We are not looking for special treatment or commercial favours, but simply
the ability to compete with a legislated monopoly on an equal footing. The ongoing
ability to obtain milk at rates that reflect market conditions is vital to ensuring that
maximum value and efficiency is achieved, for the benefit of the New Zealand
Dairy Industry as a whole.

2.0

The Bill

2.1

The Bill is very permissive, giving the Minister wide ranging options for managing
the availability and pricing of milk accessible under the DIRA Regulations. Our
primary concern is therefore to ensure that its application results in the purpose of
the DIRA − to promote the efficient operation of dairy markets in New Zealand
−
being achieved. It is our view that for this to occur, the Bill must support this
purpose by ensuring that milk available under the Regulations is priced in a

manner that is both transparent and representative of market conditions at the
time.
2.2

This can best be achieved by ensuring that any pricing mechanism allowed by the
Bill adheres to a clearly defined set of principles. In short, the pricing mechanism
must:

(a)

Be transparent to all parties.

(b)

Recognise, and incorporate all quantifiable price drivers.

(c)

Result in a milk price that is reflect prevailing market conditions.

(d)

Be subject to independent audit and review.

Wholesale Milk Pricing
The explanatory note accompanying the Bill states that one of its purposes is to
replace the current wholesale milk price formula with the Fonterra farm gate milk
price plus a seasonal margin of ten cents per kilogram of milksolids. We struggle
to see how this change will result in an improvement in either transparency or
market efficiency.
3.2

The Fonterra farm gate price that is proposed to be implemented from the
20010/11 dairy season is calculated by subtracting the value−add return from the
Fonterra payout. Although this appears very straightforward, the problem is that
the value−add return is defined and calculated by Fonterra and is subject to a
range of influencing factors.

3.3

Because Fonterra has the ability to decide what is value−add and what is not, and
how costs are apportioned, it has significant ability to manage the value−add return
to a level it considers appropriate. This means that, to a large extent, Fonterra, the
seller, can set the farm gate price.

3.4

MAF has argued that it is not in Fonterra's commercial interest to manipulate the
milk price because any change in the price to be paid for the 4% of milk sold to
independent processors would have to be reflected in the price it pays its own
suppliers. This would be true if the stakeholder groups benefiting from milk and
value−add payments were independent of each other. Clearly this is not the case,
and all indications are that the situation will remain unchanged into the
foreseeable future

3.5

A further complicating factor is Fonterra's recent decision to allow shareholders to
hold up to 20% shares in excess of actual milk supply. It is unclear what impact
this, or future capital structure changes, will have on the wholesale milk price
calculation.

3.6

In addition to the factors that may influence the size of the value−add return, it is
also worth noting that there are other equally important factors that are notably
absent from the farm gate price calculation.
(a)

Independent processors purchase milk at the average return price
achieved by Fonterra, while the milk sold by Fonterra will always be at the
lower margin of its available product mix, or be destined for low returning
or difficult markets. As a consequence, Fonterra's return from the sale of
this marginal milk under the existing DIRA Regulations is likely to be higher
than it would have otherwise achieved through its lowest returning
products and/or markets.

(b)

We also understand that, as a result of independent processors purchasing
regulated milk over the peak milk supply period, Fonterra has avoided the
need to commit capital into additional processing plant. The significance of
this issue for Fonterra is reflected in its application of capacity charges to
its supplying shareholders. The benefits of avoided or delayed capital
expenditure are not recognised in the proposed 2010/11 pricing formula.

3.7

It is also proposed that, from the 2010/11 dairy season, a margin of ten cents per
kilogram of milk solids be added to the farm gate price to reflect the cost to
Fonterra of providing a square curve milk supply. We have not seen any analysis
to support this, and doubt that it can be calculated with any degree of precision. In
the absence of such analysis we are surprised that the cost estimate is this high.

3.8

We find the addition of this margin quite concerning as it has been Tatua's long
held view that the Fonterra "transport" charge included a component that
recognises the cost of providing a square curve milk supply. If this is not the case
then we wonder how a transport charge of two to three times Tatua's actual cost
of collection can be justified.

3.9

We see this as a further example of how poor pricing transparency has the ability
to materially affect the overall price paid for wholesale milk by independent
processors. If the ten cent margin is to be applied then this needs to go hand in
hand with a review of transport charges that includes a cost justification for
delivery charges to each independent processor.

3.10

The mix of price influencing factors that are both included and excluded for the
value add figure combined with Fonterra's ability to define how they are applied,
results in a farm gate price that lacks transparency or robustness. Similarly, the
proposed ten cent margin appears to be an arbitrary figure that has not been fully
justified. We struggle to understand how these price measures, which in our view,
systematically overvalues wholesale milk, could possibly improve the efficiency of
dairy markets in New Zealand.

3.11

Until an instrument that can meet the principles stated in paragraph 2.2 above can
be designed and implemented, we recommend that the existing default formula be
retained. While not perfect, it does more closely align with these principles than
the proposed alternative.
Milk Auction Design
The Bill also implements changes that allow milk to be sold, and rationed, through
an auction process. Tatua has no philosophical objection to the introduction of an
auction for wholesale milk, but the selection of the correct design is critical to
achieving the purpose of the DIRA. Unfortunately, we do not believe that in the
current highly volatile commodity market, the proposal presented by MAF will
ensure that wholesale milk is directed to where it can most efficiently be utilised.

4.2

As the Committee will be aware, wholemilk powder prices rose from US$2000 to
US$5000 per metric tonne in 2007 then back to US$2000 in early 2009 before
recovering to the present level of US$3500 per metric tonne. In light of this
volatility the MAF proposal for milk to be auctioned with an eight to 18 month
delivery horizon, coupled with take or pay provisions, will create a significant risk
for milk purchasers. So much so, that we would be surprised if any independent
processor would be prepared to place a bid.

4.3

Instead, we need an auction that can discover the current market milk price, is
aligned with the pricing principles stated above, and is consistent with typical
commodity market contract periods. To achieve this we would propose an auction

similar to Global Dairy Trade platform currently used by Fonterra, that would
include the following key components:

4.4

(a)

Ten monthly auctions of 60 million litres per year.

(b)

Delivery three months forward.

(c)

Bids placed for the full milk price (not the margin).

(d)

A reserve price linked to Global Dairy Trade wholemilk powder results.

(e)

No restriction on the volume available to independent processors (within
the total volume cap).

(f)

Transparent transport charges applicable to each delivery location.

The currently proposed MAF model fails to take advantage of the opportunity we
currently have to develop an enduring auction system that is transparent and
capable of delivering wholesale milk transactions at true market rates. The ability
of independent processors to make informed milk purchase decisions in a
competitive environment is imperative to achieving enhanced milk use efficiency in
New Zealand.

Relief Sought
We ask the Committee to consider delaying the progress of the Bill until full and
meaningful consultation with all stakeholders is undertaken and the points raised
in this and other submissions are adequately addressed.

5.2

Failing this, we request that, at a minimum, the Bill be strengthened by addition of
the following as paragraph (bd) to ensure that any milk pricing regulations made
under the act adhere to the principles of fair and efficient trade:
"In implementing paragraphs (a) to (bc) of this section, the Minister must be
satisfied that the pricing mechanism:
(i)
is transparent to all parties.
(ii)
recognises all known and quantifiable milk price stimuli.
(iii)
is capable of robust independent audit.
(iv)
results in a wholesale milk price that is representative of prevailing
market conditions.
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