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1 Introduction

1. The Commerce Commission (the Commission) welcomes the opportunity to
comment on the current review (the Review) of the Dairy Industry Restruc-
turing (Raw Milk) Regulations 2001 (the Regulations), and the proposals put
forward by the Ministry of Agriculture and Forestry (MAF).

2. The Commission is New Zealand’s primary competition authority. It seeks
to promote dynamic and responsive markets so that New Zealanders bene�t
from competitive prices, better quality and greater choice. It is a body of
decision makers with legal, economic and industry expertise. The Commission
is resourced with internal sta� with legal, economic, technical, accountancy
and industry experience. This is enhanced by access to signi�cant external
expert advice.

3. The Commission implements the Commerce Act 1986, dealing with restrictive
trade practices, mergers and acquisitions, and regulatory control. The Com-
mission also has responsibilities under other legislation, including the Dairy
Industry Restructuring Act 2001 (DIRA).

4. Given the Commission’s experience and expertise, the Commission considers
that it can usefully comment on the e�ectiveness of the Regulations, and on
the various options proposed by the Review.

5. It is helpful to begin with a brief recapitulation of the circumstances that led
to the regulation of the dairy industry in New Zealand as this brings into sharp
focus the key principles that ought to underlie the Review.

6. In 1999 approval under the Commerce Act was sought from the Commission
for the amalgamation of New Zealand Co-operative Dairy Company Limited,
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Kiwi Co-operative Dairies Limited and the New Zealand Dairy Board into
a single, vertically-integrated \mega co-operative" | Fonterra Co-operative
Group Limited (Fonterra).

7. At the time, in a preliminary determination, the Commission expressed reser-
vations about the proposal. It considered that Fonterra would enjoy near-
monopsony power in the acquisition of raw milk (Fonterra currently acquires
approximately 95% of all raw milk produced in New Zealand), which would sig-
ni�cantly raise the barriers to entry into downstream processing markets. The
Commission believed that Fonterra’s likely ability to leverage market power
through the vertical production chain would deter new entry, thus leading to
higher prices to domestic end-users, and the sti
ing of incentives for produc-
tive e�ciency and innovation at the processing level. This would ultimately
cause detriment to the economic welfare of New Zealanders.

8. In 2001 Fonterra was formed with speci�c statutory approval. It was clear that
generic competition law, in the form of the Commerce Act, was insu�cient to
address the domestic market power concerns this merger engendered. It was
therefore necessary to introduce industry-speci�c legislation, in the form of the
DIRA, to attempt to address these concerns. One key purpose of the DIRA is
to promote the e�cient operation of dairy markets in New Zealand by regulat-
ing Fonterra to ensure New Zealand markets for dairy goods and services are
contestable. The DIRA endeavours to ful�ll this purpose through Part 2, sub-
part 5 and its accompanying Regulations. The Regulations strive to enhance
the contestability of dairy processing markets by providing potential entrants
into those markets with access to regulated milk on roughly the same terms as
Fonterra. It was envisaged that \leveling the playing �eld" between Fonterra
and its rivals in this way would provide independent processors a pathway to
entry, and a means to obtain su�cient scale to discipline Fonterra and drive
economic e�ciency back into domestic dairy markets. The Commission con-
siders that the Review should, �rst and foremost, keep in view this policy goal
of enhancing the contestability of domestic dairy markets.

9. The Commission considers that the Regulations still have a vital role to play in
moving toward the goal of workably competitive dairy markets in New Zealand.
In the absence of the Regulations, access to raw milk would be regulated by
generic competition law under the Commerce Act. The Commission notes
that Commerce Act remedies can be di�cult and time consuming.

10. Furthermore, the provisions of the Commerce Act o�er no substitute to those
within the Regulations, which seek to directly lower entry barriers (enhance
contestability) at the processing level. In New Zealand, when considering
access pricing cases under Section 36 of the Commerce Act, the Courts have
tended to invoke the e�cient component pricing rule (ECPR).1 Given such

1Section 36 of the Commerce Act deals with conduct involving the \taking advantage of market
power".
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legal precedent, it is likely that, absent the Regulations, the Courts would
employ ECPR to determine whether the prices set by Fonterra for access to
raw milk are anticompetitive.

11. The ECPR price is calculated by subtracting from the �nal output price the
costs that Fonterra avoids. Given the small volume of milk that independent
processors purchase, Fonterra would likely argue that it does not avoid sig-
ni�cant costs. For this reason, an access price determined using the ECPR
would likely be high (higher than regulated prices under the Regulations),
which would raise the cost of entry to independent processors and undermine
the goal of enhancing contestability in processing markets. In the Commis-
sion’s view, the regulated price under the Regulations is much more likely to
promote contestability than a price set under the ECPR. Therefore the Com-
mission considers it desirable that the goal of contestable dairy markets be
pursued through the Regulations, rather than relying solely on the Commerce
Act to deter anticompetitive conduct.

12. The Commission considers that, on balance, the Regulations have been suc-
cessful in encouraging new entry by dairy processors. Since 2001, a number of
independent operators|including Open Country Cheese Company Limited,
Dairy Trust Limited, Synlait Limited and New Zealand Dairies Limited|
have entered and slowly established relatively signi�cant processing capacity.
Notwithstanding this entry, the Commission considers that domestic dairy
markets are still some distance from being workably competitive.

13. Of course, as with any regulatory regime, the Regulations have their limita-
tions. For example, the Commission has adjudicated on disputes with respect
to the application of the wholesale milk price formula, and the reasonable
components of transport costs paid by independent processors. The Commis-
sion has also sought clari�cations on the interpretations of some de�nitions
in the Regulations from the Courts. Nevertheless, guaranteed access to raw
milk under the Regulations has proven to be an important entry pathway
for independent dairy processors, and the Commission considers that this is
consistent with good economic outcomes|namely, reasonable prices to con-
sumers and suppliers, increased choice, and welfare-enhancing innovation|for
New Zealanders. In the Commission’s view, although the level of competition
is not yet workably competitive, were it not for the provisions in the Regula-
tions, it is unlikely that the scale and scope of entry since 2001 would have
materialised.

Recommendation 1 The Review should �rst and foremost keep in mind the
goals of the DIRA and the Regulations: the enhancement of the contestability
of domestic dairy markets.
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2 The Review Principles

14. MAF has identi�ed the following principles as important to the Review:

� The \open entry and exit" regime in the DIRA is the primary means for
promoting a competitive market for raw milk. The Regulations need to
be considered in that context.

� Milk that is required to be made available under the Regulations should
be made available at a fair and e�cient price.

� The Regulations should promote competition at the farm gate for raw
milk by encouraging independent processors to source milk on standard
commercial terms directly from farmers.

15. MAF has identi�ed three further factors that provide an important backdrop
to the Review:

� Innovation in the pastoral and food sector is a key public policy goal.

� New Zealand is forecast to continue to experience increasing milk pro-
duction, which is likely to provide a comparative advantage over other
dairying nations.

� It is important to have ready a robust process for transitioning away from
regulation under the DIRA and the Raw Milk Regulations, once the so-
called \competition triggers" speci�ed under the DIRA have been met in
the near future.2

16. The Commission agrees with the discussion document that a key mechanism
for promoting competition in domestic dairy markets is through the lowering
of barriers to entry, which is re
ected in the \open entry and exit" regime in
the DIRA.

17. The Commission also agrees with the discussion document that regulated milk
should be made available at a \fair and e�cient price". However, the Com-
mission disagrees with the discussion document’s suggestion that the wholesale
milk price formula systematically under-prices milk, and with the proposal to
abolish the formula. The reasons are explained in detail later in Section 4 of
this submission. The Commission is of the view that the wholesale milk price
formula, with some clari�cation around the de�nition of one of its components
(\new co-op retention"), provides an appropriate way to estimate a fair and
e�cient price for regulated milk.

2Part 2, subpart 5 of the DIRA, and consequently the Regulations, expire once certain \compe-
tition triggers" (set out in sections 147 and 148 of the DIRA) are independently met in the North
and South Islands. For the North Island, the trigger is reached once 12.5% or more of all milksolids
are collected by independent processors from farmers in a season. In the South Island, the trigger is
reached once 65 million kilograms of milksolids are collected by independent processors in a season,
and one independent processor collects at least 25 million kilograms of milk solids from farmers
outside of Westland Regional Council.
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18. The Commission agrees that independent processors should be discouraged
from becoming reliant on long-term access to regulated milk, and that proces-
sors should face incentives to source milk from alternative sources on com-
mercial terms. At the same time, the Commission recognises that it takes
time|typically, several years|for independent processors to build su�cient
scale to be able to economically source unregulated milk on commercial terms.
The Review should recognise this point.

19. The Commission agrees that an appropriate process for transitioning towards
the removal of regulations is desirable, and considers that this transitioning
mechanism should seek to reduce processors’ dependency on regulated milk.
However, the Commission considers that the options proposed in the discussion
document are not appropriate transitioning rules; and nor are they reasonable
methods for reducing dependency on regulated milk. An alternative approach
is suggested in Section 8 of this submission.

20. The Commission also agrees with the Review having regard to appropriate
incentives for the enhancement of innovation in the pastoral and food sector.
The competitive tension between rival �rms in contestable markets provides
strong incentives for those �rms to engage in welfare-enhancing innovation in
order to attract customers and capture market share. Thus, innovation is often
a feature of e�cient and workably competitive markets. The Commission con-
siders that the enhancement of the contestability of dairy processing markets,
through the lowering of barriers to entry, is crucial to enhancing innovation
and dynamically e�cient investment at all vertical levels of the industry.

3 Problem De�nition

21. The Commission considers that the Review should answer the following im-
portant questions:

� How should the price for regulated milk be set?

� How should excess demand for regulated milk be managed?

� What mechanisms should be put in place to lower independent processors’
dependency on regulated milk over the long-run?

The Commission presents its views on each of these questions below.

4 How Should the Price of Regulated Milk be Set?

4.1 Equating the Regulated Price to the Farmgate Price

22. The Commission considers that in order to promote e�cient entry, the price
of regulated milk should put Fonterra and independent processors on an equal
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footing, i.e. the regulated price should, in principle, equal the price Fonterra
pays its own suppliers for milk. If the regulated milk price is any higher
than the price Fonterra pays its own suppliers, then Fonterra gains a further
comparative advantage over independent processors, and the cost of new entry
is raised. If the regulated price is lower than the price Fonterra pays its own
suppliers, distortions (albeit small, given the limited quantity of regulated milk
available) would be introduced into Fonterra’s costs.

23. In recognition of this point, and the fact that Fonterra now has a procedure for
splitting the total payout to its shareholders into milk and equity components,
the discussion document has (under Options 1, 2 and 3) suggested doing away
with the current wholesale milk price formula, and equating the regulated price
of milk with Fonterra’s farmgate price.

24. The Commission considers that this proposal would grant Fonterra direct in-

uence over the regulated price. Fonterra may be incentivised to manipulate
the regulated price in order to deter further entry. Speci�cally, Fonterra could
strategically set higher farmgate prices and lower the dividend component of
its total payout. Under its current co-operative structure, Fonterra’s payouts
are fully fungible between the dividends paid to shareholders and the price of
milk. This means Fonterra’s shareholders would be indi�erent if it lowered
dividend payouts and commensurately increased the farmgate price of milk.
The impact on competing processors, however, could be far from innocuous.

25. The Regulations Review Committee (the Committee) expressed concerns that
under the current regime, Fonterra has undue in
uence over the regulated
price:

\It appears clear to us that the default price for raw milk derived from

the current formula may not always be a competitive price. Furthermore,

the formula allows Fonterra to a�ect the default price through its decisions

on what to pay out or retain, including its decisions on realising capital.

It seems to us that restricting the revenue dealt with by the formula to

that derived from processing milk could signi�cantly reduce the possibility

of Fonterra distorting the default price for raw milk in an anticompetitive

way."3

26. Given the 
exibility Fonterra currently has to shift payouts to shareholding
farmers between dividends and payments for milk, the Commission is of the
view that the current proposal to equate the regulated price with Fonterra’s
farmgate price would exacerbate the problem identi�ed by the Committee by
granting Fonterra even more direct control over the regulated price. In the
Commission’s experience, no regulated �rm in New Zealand has ever had such
discretion over the regulated prices it is allowed to charge.

3Complaint regarding the Dairy Industry Restructuring (Raw Milk) Regulations 2001, Report
of the Regulations Review Committee, Forty-eighth Parliament (Dr Richard Worth, Chairperson),
August 2007.
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27. If Fonterra were to become listed, resulting in true separation between pay-
ments for equity invested and milk supply, then this problem may largely
evaporate. In those circumstances, it would not appear to be in Fonterra’s
interests to distort the price paid for over 95% of the milk it collects (the
unregulated volume) in order to skew the price of regulated milk. However,
it would not be prudent to speculate on the likelihood of a major change in
Fonterra’s capital structure.

Recommendation 2 The price of regulated milk should not be equated with
Fonterra’s farmgate price unless Fonterra’s ownership structure changes in
such a way that true unbundling of payments for equity and raw milk occurs.

Recommendation 3 The wholesale milk price formula, suitably adjusted
for greater clarity, should be retained in the Regulations.

4.2 De�nition of Retentions

28. The current de�nition of \new co-op retention", which feeds into the wholesale
milk price formula, and then into the default milk price, is set out in regulation
3(1):

new co-op retention|

(a) means the after-tax pro�t of new co-op for a season that is retained
by new co-op and not paid to shareholding farmers; but

(b) does not include retentions for abnormal or extraordinary asset reval-
uations or write-o�s.

29. The Commission considers that the Regulations would be improved if the
meaning of \new co-op retention" were clari�ed, as set out below.

4.2.1 Court of Appeal

30. In 2003 Fonterra applied to the High Court for a declaration that \new co-op
retention" does not include the amount of Fonterra’s after-tax loss. In its �rst
year of operation, Fonterra recorded an after-tax loss of $50,000,000. Rather
than recording this as a negative amount in the calculation of the default
price of raw milk, Fonterra recorded the retention as nil. The Commission’s
concern was that the failure to record this after-tax loss in the formula resulted
in independent processors paying a higher price for regulated raw milk than
Fonterra paid to shareholding farmers.

31. The High Court (which was, in its own view, constrained to consider only the
plain meaning of the words in the Regulations) held that Fonterra’s after-tax
loss does not fall within the de�nition of \new co-op retention". However,
on appeal, the Court of Appeal found that the payout to be included in the
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formula should be read to mean \the total payout from pro�ts in that season".4

The judgment meant that although the $50,000,000 loss should not be recorded
as a negative retention, it should still be taken into account through a reduction
in the \total payout" component of the wholesale milk price formula.

32. The Court of Appeal’s decision means that the wholesale milk price calculation
works in the way that it was intended in the Regulations because, given the
construction of the wholesale milk price formula, reducing \total payout" in
this way would have exactly the same e�ect as recording a negative retention.
However, the Commission considers that the process of setting the wholesale
milk price would be made more straightforward if the wording of regulation
3(1)(a) were amended to clarify that \new co-op retention" also includes after-
tax losses.

33. Such an amendment should, in principle, lead to exactly the same regulated
price as adjusting the\total payout" component of the formula (instead of \new
co-op retention"), as the Court directed. This is because a change to either
\total payout" or \new co-op retention" would, all else being equal, cause the
regulated milk price to change (in the same direction) by exactly the same
amount.

4.2.2 Capital Pro�ts Determination

34. During its deliberations on Decision 574 (the Capital Pro�ts Determination),
the Commission sought the advice of Tim Fairhall, FCA, regarding the de�n-
ition of \new co-op retention". The Commission received the following advice
from Mr Fairhall:

\I suspect when this exclusion clause was drafted it was probably only

intended to cover extraordinary items (however they might arise). The

addition of the words, abnormal, revaluations and write-o�s have confused

the clause. Abnormal items are normal operating items, but they will not

occur frequently and are large, their disclosure is necessary so they can be

compared with similar items in the previous year(s). Revaluations (un-

less the entity is a property investment company or an investment trader)

will never be included in the operating surplus | they will go directly

to reserves/movements in equity. Write-o�s occur every day for all en-

tities; sometimes they are extraordinary, sometimes they are abnormal,

but mostly they are never separately disclosed because they are part of

everyday business."

35. This advice suggests that the current exclusion clause is di�cult to interpret,
and should therefore be amended to avoid ambiguity. The Commission is cur-
rently seeking further advice from its experts on a possible substitute wording,

4Commerce Commission v Fonterra Co-operative Group Ltd (Court of Appeal, CA175/05, 4
May 2006).
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and will provide the Review with that advice in due course. However, the Com-
mission does o�er a preliminary recommendation on the suggested wording of
regulation 3(1)(b) at the end of Section 4.2.3 of this submission.

4.2.3 Regulations Review Committee

36. The Commission is not the only body that has expressed concerns over the cur-
rent de�nition of \new co-op retention" in the Regulations. As noted in Section
4.1 above, the Regulations Review Committee concluded that \. . . restricting
the revenue dealt with by the formula to that derived from processing milk
could signi�cantly reduce the possibility of Fonterra distorting the default milk
price for raw milk in an anticompetitive way".

37. In coming to this view on the appropriate elements to be contained in \new co-
op retention", the Committee considered expert advice from Mr John Hagen,
past President of the Accounting Standards Review Board, the sole approval
body for �nancial reporting standards in New Zealand. The Committee re-
ported that \Mr Hagen considered the best way to implement the general
objects [sic] and intentions of the Act [the DIRA] would be to exclude from
the formula all returns other than those from processing milk".

38. In the interests of promoting competition at the processing level, and consis-
tent with the intention of the DIRA, the Commission supports the Commit-
tee’s conclusions, and recommends that the Regulations be amended to clarify
that \new co-op retention" should relate only to revenues derived from milk
processing.

Recommendation 4 Regulation 3(1) should be amended to read:

new co-op retention|

(a) means the after-tax pro�t or loss generated from the

milk processing activities of new co-op for a season that
is retained by new co-op and not paid to shareholding farm-
ers; but

(b) does not include retentions for extraordinary items.

4.3 The Need for an X-premium

39. The discussion document proposes that the current wholesale milk price for-
mula systematically underprices regulated milk by ignoring two important el-
ements: a \willingness-to-pay" premium, and a \brokerage fee" component
to cover supply chain management costs. The discussion document suggests
under each of its options that a so-called X-premium be added to the farmgate
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price to cover these two components. Presumably, the suggestion is that the
resulting price would more closely approximate the price that would prevail in
an unregulated but competitive market for raw milk.

40. The Commission disagrees with this proposal. Firstly, adding a premium to
re
ect independent processors’ willingness-to-pay would cause the regulated
price to converge towards the unregulated price of milk (i.e. unregulated milk
purchased on commercial terms), thus raising the cost of entry to e�cient
independent processors. The prices that independent processors pay under
commercial terms are generally quite high|in some cases close to Fonterra’s
fully share-backed payout|because independent processors may have to pay
farmers a premium to compensate for the risk they bear when switching from
Fonterra to supply a new, relatively unestablished processor. Furthermore,
regulated milk is often vital to the business cases of new entrants (and, con-
sequently, is not of marginal value to such processors), so such milk would
probably command a high premium on commercial terms.

41. The proposal to add a margin to re
ect independent processors’ willingness-
to-pay appears to con
ict with the role of the regulated price in facilitating the
contestability of dairy processing markets, where it would otherwise be di�-
cult for new entrants to attract supply from farmers, and away from Fonterra.
As discussed in Section 1, it was necessary to make available a limited quantity
of regulated milk to encourage the e�cient entry of independent processors, to
help o�set the competition concerns raised by the dairy \mega-merger". Reg-
ulated milk was the compromise required to help curtail the domestic market
power granted to Fonterra by statute. The mechanism to reintroduce compe-
tition into domestic dairy markets is the lowering of entry barriers. The lower
the regulated price, the more accessible is raw milk, and the lower are these
barriers. In the Commission’s view, raising the price of regulated milk, as
suggested in the discussion document, is counterproductive towards this wider
policy goal of the DIRA and the Regulations.

42. Secondly, the Commission submits that Fonterra already makes allowance for
\supply chain management" costs in the transport costs it charges indepen-
dent processors for delivery of raw milk. During deliberations on the Commis-
sion’s Decision 570 (the Transport Costs Determination), Fonterra argued that
the reasonable cost of transport included several cost categories in addition
to those of the \Milk Supply (Transport)" category. Fonterra attributed its
Shareholder Services costs, a portion of its corporate overhead costs, and a por-
tion of its information technology (IT) costs to its national average transport
cost. Many of those costs were not considered by the Commission as reason-
able transport costs, and were taken out of the formula that the Commission
applied to calculate reasonable transport costs for Open Country Cheese Com-
pany Limited. However, costs that could be viewed as relating to \supply chain
management" were accepted by the Commission as legitimate components of
a reasonable transport charge. The default milk price is calculated by adding

10

http://www.comcom.govt.nz//IndustryRegulation/DairyIndustryRestructureAct/ApplicationsforDetermination/ContentFiles/Documents/Open%20Country%20Cheese%20Final%20Determination%20-%20Public%20Version.PDF


the reasonable transport costs to the wholesale milk price. The Review has not
suggested a change to this transport cost. Hence, the Commission considers
that no further premium to cover \supply chain management" costs need be
applied to the price of regulated milk. The addition of such a premium would
seem to allow Fonterra to recover these costs twice.

43. Thirdly, the Commission agrees with the Review that explicit quanti�cation
of the X-premium proposed in the discussion document would be di�cult and
fraught with the possibility of error.

44. Finally, the Commission submits that the volume of regulated milk is such a
small amount in the overall scheme that the claimed distortions arising from
the omission of any X-premium are likely very slight. In contrast, the adverse
impact of any such premium on the entry of e�cient independent processors
may be substantial.

Recommendation 5 In the interests of promoting the contestability of do-
mestic dairy markets, no X-premium should be added to, or incorporated
into, the price of regulated milk.

5 How Should Excess Demand be Managed?

45. Presently, only 400 million litres of raw milk is set aside per annum as regulated
milk for independent processors to access. In the 2007/08 season, demand
for regulated milk exceeded 400 million litres for the �rst time. So, excess
demand has not been a signi�cant problem to date, although, given anticipated
investments in additional capacity by independent processors, it may become
more of an issue in future.

46. All three of the options presented in the discussion document provide for some
form of rationing. Under Options 1 and 2, the rationing would be exoge-
nously speci�ed by the Regulations; under Option 3, rationing would occur
endogenously through the auction mechanism.

47. The recent excess demand situation has arisen because the volume of regu-
lated milk has, until the 2007/08 season, remained unchanged at 400 million
litres per annum since the introduction of the DIRA, while the number of in-
dependent processors has increased over time. The Commission considers that
there are good reasons why the total processor cap ought to be revised upward
considerably.

48. Firstly, the total volume of milk supplied by New Zealand farmers, and there-
fore, the total volume of milk acquired and processed by Fonterra, has increased
appreciably since the introduction of the DIRA. As acknowledged by the dis-
cussion document, this trend is expected to continue over coming years. But,
because the total processor cap has not been lifted in line with this growth,
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the total volume of regulated milk has shrunk as a proportion of the total
volume of raw milk acquired by Fonterra. The e�ect has been to strengthen
Fonterra’s market power, relative to that of independent processors. The Com-
mission considers that this is inconsistent with the DIRA’s goal of enhancing
the contestability of dairy markets in New Zealand.

49. Secondly, as the number of entrants has increased over time, naturally the de-
mand for regulated milk has increased. However, the volume of regulated milk
made available to independent processors has not grown in pace with entry.
This has meant that independent processors who should qualify for access to
regulated milk, have faced uncertainty over the availability of the regulated
milk, and how any available milk might be allocated. Such uncertainty has
the potential to force independent processors to source milk elsewhere, or scale
back production, which would raise the cost of entry and hinder growth. This
outcome seems inappropriate since there are statutory provisions that allow
these operators access to more regulated milk than they currently receive. The
Regulations are presently worded in such a way that those provisions are not
being invoked to their full potential at present.

50. Raising the level of regulated milk available to independent processors, in
combination with greater transparency around how regulated milk may be
allocated between independent processors, would provide greater certainty to
new entrants in the important early years of operation.5

51. Section 115(2) of the DIRA provides for up to 5% of Fonterra’s total raw milk
supply to be regulated. Based on the total volume of raw milk collected by
Fonterra in the 2006/07 season, this 5% cap would represent approximately
750 million litres of potentially regulated milk. The Commission considers
that in order to satisfy the intention of the DIRA|which is to enhance the
contestability of dairy processing markets in New Zealand|the total volume
of milk set aside for independent processors should be allowed to be reset close
to the full 5% cap provided for in the DIRA (i.e. 750 million litres per annum),
in line with the growth in entry and milk supply. In the Commission’s opinion,
failure to permit such growth would mean failure to give e�ect to the purpose
of the DIRA by suppressing the volume of regulated milk being made available
by the DIRA to independent processors, thereby maintaining the costs of entry
higher than they need be.

52. In addition, the size of the total processor cap could be reviewed periodically|
every three years, say|to ensure that it represents roughly 5% of the total
volume of milk collected by Fonterra.

53. Raising the total processor cap, in and of itself, would go a long way towards
eliminating current excess demand pressures. However, in order to ensure that
regulated milk is allocated where it is most useful, the Commission suggests

5See Sections 6 and 8 below for details of an allocation rule that would enhance transparency.
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the implementation of allocation rules that take into account the scale of an
independent processor’s operations, and whether or not the processor is a new
entrant.

54. To summarise, the Commission recommends that three steps be taken to help
manage excess demand for regulated milk:

� The total volume of regulated milk should be raised to 750 million litres
per annum. This cap could be reviewed periodically.

� Existing independent processors’ allocations of regulated milk should ini-
tially be set proportional to the scale of their operations.

� Separate tranches of regulated milk should be set aside (within the capped
volume of 750 million litres per annum of regulated milk) for new entrants
into milk processing and niche operators.

These suggestions are discussed in further detail in Section 8 of this submission.

55. The Commission would be concerned should Fonterra have discretion over
the allocation of regulated milk during periods of excess demand. It is the
Commission’s view that the Regulations should clearly set out a mechanism
for managing excess demand, with oversight of the implementation of this
mechanism provided by an expert regulator. Furthermore, the Regulations
should be amended to allow the regulator su�cient discretion to adjust the
allocation rules, in response to any unforeseen circumstances, to best achieve
the purpose of the DIRA.

Recommendation 6 The total volume of regulated milk should be raised to
750 million litres per annum.

Recommendation 7 The size of the total processor cap should be reviewed
periodically to ensure that it represents roughly 5% of the total volume of milk
collected by Fonterra.

Recommendation 8 Allocation rules to manage excess demand should be
set out in the Regulations, and an expert regulator should be given discretion
to adjust these rules in response to any unforseen circumstances, to best
achieve the purpose of the DIRA.

6 How Should Dependency be Managed?

56. The Commission is of the view that the Regulations should facilitate e�cient
entry into dairy processing by lowering barriers to entry. One signi�cant bar-
rier, in an unregulated environment, would be access to raw milk.6 Without

6Of course, access to raw milk is not the only barrier to entry faced by potential independent
processors. Sustainable entry requires substantial investment in processing capacity (plant and
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this crucial input, independent processors would never be in a position to ri-
val and constrain Fonterra. Should this occur, the outcome would be higher
prices for domestic consumers, reduced choice, and diminished incentives for
welfare-enhancing innovation in New Zealand dairy markets.

57. E�cient processors, over time, should �nd their own sources of supply, if faced
with the correct incentives to do so.7 Such processors would not be dependent
on regulated milk in the long-run. However, the Commission is of the view
that given Fonterra’s scale advantages, any new entrant (e�cient or otherwise)
would be dependant on regulated milk in the short-to-medium term. In other
words, it takes time for independent processors to build the scale necessary to
source unregulated milk economically, under commercial terms. The Review
should take this point into account.

58. One possible mechanism to reduce dependency on regulated milk over the long-
run is to provide independent processors with allocations of milk that declines
to zero over time. Such a scheme is discussed in Section 8 of this submission.

59. If �rms can reasonably forecast their allocations of milk in each year, and are
aware that allocations will eventually fall to zero, they would be motivated to
take steps to ensure alternative supply. Furthermore, presumably only ex ante
e�cient �rms|i.e. those who do not expect to be heavily reliant on regulated
milk over the long-run|would enter. This is consistent with the outcomes we
would expect to see in a competitive industry.

Recommendation 9 The Review should recognise that it takes time for in-
dependent processors to build the scale necessary to source unregulated milk
economically, under commercial terms.

Recommendation 10 To reduce dependency on regulated milk over the
long-run, the Regulations should provide each independent processor with an
allocation of default milk that gradually declines to zero over time.

equipment). For example, the recently announced Mataura Valley milk processing plant, due to be
constructed in Gore, is expected to cost $90 million dollars to set up. Much of this capital would
be sunk, typically, because it has little use outside this particular industry (i.e. it is not readily
transferable to an alternative application). Furthermore, the need to obtain resource consents and
long construction lead times, mean that such plants typically take a signi�cant period of time to
install.

7It is di�cult to forecast precisely how long an e�cient independent processor requires in order
to shed reliance on regulated milk, in part, because operators are not identical. For example,
early entrants, such as Open Country Cheese Limited, could be expected to become less reliant
on regulated milk sooner than more recent entrants, given the scale advantages of being an \early
mover". The Commission considers that domestic dairy markets are not yet at a level that could
be considered workably competitive. More substantial entry and growth, over a prolonged period,
is required.
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7 Comments on the Proposed Options

60. The Commission makes the following speci�c comments on each of the options
proposed in the discussion document.

7.1 Option 1

61. Option 1, as proposed in the discussion document, contains the following key
features:

� The wholesale milk price formula would be abolished, and the regulated
milk price would be equated to Fonterra’s farmgate price.

� An X-premium would be added to re
ect independent processors’ \willingness-
to-pay" for regulated milk, and to cover \supply chain management costs".

� The current total processor cap of 400 million litres of raw milk per annum
would be retained.

� Goodman Fielder Limited would receive an individual processor alloca-
tion of up to 250 million litres, and up to 50 million litres would be set
aside for any other independent processor.

� There would be even scaling of all applications to manage instances of
excess demand.

� An \own supply rule" would be introduced, restricting access to regulated
milk to those independent processors with 10 million litres or more of their
own supply.

62. As discussed earlier, the Commission considers that:

� The wholesale milk price formula should be retained, with some clari�-
cation of the meaning of \new co-op retention" provided.

� The regulated milk price should not be equated to Fonterra’s farmgate
price due to the risk of introducing incentives for Fonterra to manipulate
that price.

� No X-premium should be added.

� The current total volume of regulated milk, and the volume of regulated
milk proposed under Option 1, 400 million litres per annum, is too small
given the growth in the number of independent processors, and the growth
in the total volume of milk collected by Fonterra, since the introduction of
the DIRA. The Commission prefers a scheme aimed at managing excess
demand that has regard to the growth over time in the total supply of
raw milk, and the number of entrants.

63. Furthermore, the Commission notes that independent processors will have an
incentive to reduce their use of \own supply milk" in order to access regulated
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milk, which would defeat the purpose of the rule. To this extent, the proposed
\own supply" rule seems counterproductive.

Recommendation 11 The \own-supply" rule should not be implemented.

7.2 Option 2

64. Option 2, as proposed in the discussion document, contains the following key
features:

� The wholesale milk price formula would be abolished, and the regulated
milk price would be equated to Fonterra’s farmgate price.

� An X-premium would be added.

� The total processor cap would be raised from 400 million litres of raw
milk per annum to 600 million litres.

� Goodman Fielder Limited would receive an individual processor alloca-
tion of up to 250 million litres, and up to 50 million litres would be set
aside for any other independent processor.

� There would be even scaling of all applications to manage instances of
excess demand.

� A \new entrant rule" rule would be introduced. Under this rule, a new
entrant would be able to access up to 75 million litres, each year, for
three years only; thereafter, their allocation would revert to the standard
independent processor allocation of 50 million litres.

65. The Commission’s comments in respect of Option 1 also apply to Option 2.

66. In addition, the Commission considers that the volume of regulated milk pro-
posed under Option 2, 600 million litres per annum, is too small given the
growth in the number of independent processors, and the volume of raw milk
acquired by Fonterra, since the introduction of the DIRA. The Commission
prefers a scheme aimed at managing excess demand that has regard to the
growth over time in the total supply of raw milk, and the number of entrants.

67. The Commission agrees with the Review that a \new entrant rule", whereby
a new entrant is able to access up to 75 million litres per annum for a total
of three seasons, is desirable. The Commission considers that beyond the �rst
three years, new entrants should still have access to regulated milk, although
the allocations could be allowed to decline gradually over subsequent seasons.
Such a rule would recognise the commercial reality that new entrants require a
reasonable period of time to build su�cient scale to become viable competitors,
and also to secure alternative supply of raw milk.

Recommendation 12 New entrants should be allowed to access 75 million
litres of regulated milk for three seasons, with their allocations declining grad-
ually each year beyond the third season.
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7.3 Option 3

68. Option 3, as proposed in the discussion document, contains the following key
features:

� The total processor cap would be raised from 400 million litres of raw
milk per annum to 600 million litres.

� Up to 15 million litres of raw milk would be reserved for niche processors
(that is, processors whose total production is less than 2.5 million litres
per annum);

� The balance (585 million litres) is available to all other independent
processors as follows:

{ 2009/10: Goodman Fielder (up to 250 million litres) and any other
independent processor up to 50 million litres;

{ 2010/11: Goodman Fielder (up to 275 million litres) and any other
independent processor up to 75 million litres; and

{ 2011/12 forward: No processor limits.

� Option 3 employs an auction process rather than rationing rules to man-
age any excess demand. Under this option, independent processors have
the right to bid for raw milk \lots" at the Fonterra farmgate milk price,
subject to any applicable individual processor cap.

� An X-premium would be \discovered" and imputed into the regulated
milk price through the auction process.

69. The Commission �nds it di�cult to comment usefully on the merits of an
auction system without further detail about: the likely auction mechanism
and its rules; who would be entitled to participate; whether there would be
caps on the volumes that might be acquired by various classes of bidders;
what the Commission’s role in the process would be; who would administer
the auction; who would design it; what kind of specialist advice on auction
design would be sought prior to its creation; and so on.

70. The Commission notes that the details of the auction design can have a sig-
ni�cant bearing on the e�ciency of auction outcomes. There is a substantial
body of economic literature and empirical evidence that attests to this fact.

71. The discussion document suggests that the auction may operate on a platform
similar to the one recently designed for Fonterra by CRA International (CRA)
for the trading of milk powder. In the Commission’s view, it is not obvious
that a platform designed to facilitate commercial trading is appropriate for
use in a regulatory setting.

72. The Commission considers it appropriate that Fonterra and other interested
parties have input into the design of any proposed auction mechanism. How-
ever, the Commission considers that it would be prudent for the Review process
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to also take independent advice from specialists in the area of auction design.
The Commission is happy to suggest the names of some international experts
in this area, if requested.

73. The Commission is further of the view that Fonterra and other interested
parties should not be involved in the administration of any such auctions, in
the interests of avoiding any potential con
icts of interest. The Commission
suggests that, if Option 3 were pursued, provisions should be made in the Reg-
ulations for the auctions to be administered and overseen by an independent
expert body.

74. Notwithstanding the reservations expressed above, the Commission does wish
to make some general comments on the proposed Option 3. The Commission
is concerned that, during periods of excess demand, the price an independent
processor would be willing to pay under even an e�ciently designed auction,
will be close to, or higher than, the price it would pay for unregulated raw
milk.8 This problem would be exacerbated if regulated milk were auctioned
in \lots", as suggested in the discussion document, because this would impose
scarcity on each bidding round (for separate lots), even if the total volume of
regulated milk is quite large. As already noted in Section 4.3 of this submission,
the Commission considers that the regulated milk price should not include a
premium that re
ects independent processors’ willingness-to-pay for raw milk,
but this is precisely what would occur under Option 3.

75. The Commission reiterates that the role of regulated milk is to lower the barri-
ers to entry for e�cient independent processors, and to provide an opportunity
for su�cient growth that may competitively constrain Fonterra over the long-
run. Allowing the price of regulated milk to converge towards the price of
unregulated milk, which may occur under the proposed Option 3, would seem
to defeat this purpose. To overcome this problem, there must be su�cient vol-
ume of regulated milk available to prevent scarcity driving the auction price.

76. Furthermore, large, established processors who presumably have a high
willingness-to-pay would probably be able to outbid new, less-established (but
nonetheless e�cient) operators. This would greatly hinder the ability of new
players to enter and grow. To avoid this outcome, there would probably need
to be caps on the volume of regulated milk that large independent processors
could acquire under the auction system.

8The Commission recognises that when the Regulations expire, independent processors will
have no alternative but to source raw milk at an unregulated price. However, the Commission is
concerned that implementing the proposed auction mechanism may have the same e�ect as removing
the Regulations prematurely, in the sense that the regulated price may be driven very close to the
unregulated price before workable competition has been achieved. The Commission argues that this
is inconsistent with the purpose of the DIRA and the Regulations. In fact, the Commission’s view
is that, since domestic dairy markets are not presently at a level that may be viewed as workably
competitive, and are unlikely to become so in the very near future, the life of the Regulations should
be extended, not shortened. This issue is discussed further in Section 9.3 of this submission.

18



77. The Commission notes that the Regulations, having existed in their current
form since 2001, are reasonably well understood by industry participants.
In seasons free of excess demand, this has allowed independent processors|
existing and potential|to plan ahead with reasonable certainty, thereby reduc-
ing the risks associated with competing in this industry. Substantial changes
to the Regulations at this point could have the opposite e�ect, increasing un-
certainty, and detering entry and expansion by independent processors. This
would be contrary to the goals of the DIRA, which aims to promote the con-
testability of New Zealand dairy markets.

78. In the Commission’s view, the introduction of an auction mechanism would
represent a substantial change to the Regulations|more so than Options 1,
2, or the alternative scheme proposed by the Commission below, in Section
8 of this submission. For example, the ex post allocations of regulated milk
that may result from an auction, and the prices associated with those alloca-
tions, would be very di�cult for processors to predict, ex ante. In addition,
the features (i.e. the design, and rules governing its operation) of any auction
scheme|which are yet to be decided|are likely to add considerable complex-
ity to the regulatory regime. This would further increase the uncertainty faced
by independent processors. In the Commission’s opinion, this is another reason
why Option 3 should not be pursued.

Recommendation 13 No auction mechanism should be employed to allo-
cate regulated milk.

8 An Alternative Scheme

79. There are aspects of the proposed amendments that the Commission endorses.
The Commission suggests an alternative approach that brings together the
various elements with which it agrees. The Commission’s scheme is presented
here only as a concept for further consideration, and its details should be tested
through consultation with interested parties.

80. The key features of the scheme are the following:

� The total processor cap would be raised to 750 million litres per an-
num: 585 million litres of this would be \allocated" to existing indepen-
dent processors, 15 million litres would be set aside for niche processors
(i.e. those processors using 2.5 million litres or less per year, as de�ned
in the discussion document), and 150 million litres would be reserved
for new entrants. The size of the total processor cap would be reviewed
every three years to ensure that it is roughly 5% of the total volume of
milk collected by Fonterra, and the allocation for new entrants would be
adjusted accordingly.

19




	Introduction
	The Review Principles
	Problem Definition
	How Should the Price of Regulated Milk be Set?
	Equating the Regulated Price to the Farmgate Price
	Definition of Retentions
	The Need for an X-premium

	How Should Excess Demand be Managed?
	How Should Dependency be Managed?
	Comments on the Proposed Options
	Option 1
	Option 2
	Option 3

	An Alternative Scheme
	Other Comments
	Discount Rate
	The 20% Rule
	Sunset Clause

	Summary

