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EXECUTIVE SUMMARY

Kiwifruit is the only New Zealand produce industry which still has an export
monopoly. Export monopolies have been done away with in all other major produce
industries: lamb, beef, dairy, wool, and pip fruit.

The kiwifruit version of single desk exporting does not work.

Zespri Group Limited (“Zespri”), the company which holds the export monopoly, is
not obliged to act in the best interests of growers or the broader kiwifruit industry.
Zespri acts solely in the interests of its shareholders, being whichever growers happen
to own shares in the company at the time. Zespri is subject to minimal regulatory
supervision and is unconstrained by competition, so it is free to advance its
sharehol ders interests’ at t hepadkhquessher
exporters, and the New Zealand economy as a whole. Zespri alone determines: what
proportion of the kiwifruit crop it is prepared to purchase each year; what terms it will
purchase on; who it will sell to; and what price it will return to the grower.

New Zealand therefore bears all of the costs of a monopoly (inefficiency, loss of capital
investment, the stifling of innovation, the elimination of freedom of choice) without
receiving any of the alleged benefits.
shareholders for the time being and no-one else.

This situation cannot continue. New Zealand is facing increasing competition from
other countries in its export markets. The industry needs investment and innovation if
it is to survive.

It is time to allow competition. Competition will release the potential of the kiwifruit

industry. Itwilldrivesub st ant i al efficiency gains i
businesses the opportunity to add significant value, potentially amounting to hundreds

of millions of dollars currently lost to the industry. Businesses such as Turners &

Growers are ready to invest in the industry, to innovate, and to search out new markets

and opportunities which will increase returns for growers.

Zespri is the dominant player in the kiwifruit industry. It should be able to withstand
competition, as Fonterra and ENZA have done. Those growers and pack houses that
support Zespri can stay with Zespri. Growers and pack houses who see opportunities
outside Zespri should have the freedom to choose.

History of Zespri’'s export monopoly

The current export regime for kiwifruit was established in 1999, through the Kiwifruit
Industry Restructuring Act 1999 ("Act") and the Kiwifruit Export Regulations 1999
("Regulations"). This reform was driven by two concerns. First, that the old Kiwifruit
Marketing Board was not an adequate commercial structure for the marketing of
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kiwifruit for export. Second, that the Board was acting as both regulator and exporter,
and was not subject to adequate controls.!

The solution was to separate the regulatory and commercial functions of the Board, and
convert the commercial function into a company, Zespri, owned by the growers. The
expectation was that the growers would then be able to control Zespri by exercising
their shareholder rights.? The Government took care to ensure that Zespri became an
ordinary company under the Companies Act 1993, with tradeable shares, and not a
g r owe roperative.0

The 1999 reforms preserved the export monopoly established by the Kiwifruit
Marketing Regulations 1977, made pursuant to section 3 of the Primary Products
Marketing Act 1953. This was the result of political pressure from the incumbent
Board, rather than because any reasoned judgment was made that the export monopoly
would produce better returns for the kiwifruit industry and the New Zealand
economy. There was no economic evidence to
export monopoly was a superior model to open competition. The Treasury had been
advocating deregulation since the 1980s.

The National-led Government had supported complete deregulation of the remaining
producer export boards: dairy, apple and pear, and kiwifruit. It said in the 1998
budget:

Better returns for our primary producers will come with improvements
in innovation, efficiency and investment, and from trade negotiations.
This will benefit the economy as a whole.

The Government sees the removal of the statutory backing for all New

suppor

Zealand’'s producer boards as inevitable over

as an ongoing process, and we will work to ensure that disruptions to
the industries are minimised.

We have asked the boards and industries to form plans for how they
will operate without specific statutory backing, and to consider the
timeline for deregulation.*

The Kiwifruit Marketing Board was determined to maintain its export monopoly and
corralled growers into supporting it. Exporters were strongly opposed but were
outnumbered by growers.> The National-led government therefore agreed to a
compromise with the Board, whereby the corporatisation reforms would be put

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p ii.

Rt Hon Bill Birch, Hansard 20 July 1999, at 18440.

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, page iii.
1998 Budget Speech and Fiscal Strategy Report, p 10.

Hon John Luxton, Hansard 2 Sep 1999, at 19025.
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There was dissension on the Government side. ACT strongly supported complete
deregulation, as did Hon Tau Henare, then Minister of Maori Affairs. He criticised the
decision to retain the monopoly as detrimental to growers, particularly Maori:

We have come 80 percent of the way. Why could we not do the next 20
percent? Do members know what the next 20 percent does? It goes
against Maori. <+

What we should have seen in the report back is the issue of a sunset
clause that gives a definitive time for the smashing of the single-desk
arrangement; that gives a definitive time for people to go out and do
their business as individuals.”

The Government left scope to revisit the export monopoly in light of experience and of
changing commercial conditions:

a.  The Government deliberately created the export monopoly through regulations
rather than in the empowering legislation, to allow flexibility. The Committee
reporting on the Bill stated:

The regulations allow changes to be made more readily than if primary
legislation is used and will allow a quicker reaction in a commercial
environment.?

b.  The Act itself empowered the making of regulations to grant export permits both
to Zespri and to other parties.” As circumstances required, further regulations
might be made empowering the new Board to grant permits to exporters other
than Zespri.

c. The Act also allowed for shares in Zespri to become tradeable among
shareholders who were not producers,'* thereby creating the , flexibility to
accommodate possible future changes in the induStryExtending share trading
beyond producers could only be feasible once Zespri no longer had an export
monopoly, since it would be unacceptable to have a produce monopolist
controlled by shareholders who were not producers.
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This intent was noted by the then Opposition. See: Hon Jim Sutton, Hansard 20 Jul 1999, at
18441; Hon Da mHansard20 Julde99, at 8443, 18444.

Hon Tau Henare, Hansard 2 Sep 1999, at 19027-8.

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, at page v.
Kiwifruit Industry Restructuring Act 1999, s 26(1)(c), (d), (p).

Kiwifruit Industry Restructuring Act 1999, s 7(1)(b).

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p iv; Hon
John Luxton, Hansard 2 Sep 1999, at 19025.
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The Act also provided for the New Zealand Kiwifruit Marketing Board (now known as
Kiwifruit New Zealand) to require Zespri to enter into collaborative marketing
arrangements with other exporters.”>? This was an implicit recognition that an export
monopoly would not maximise economic returns. It would be necessary to

suppl ement Zespr i ' iscreasereturnsoviergll. i n or der t o

‘

The old Kiwifruit Marketing Board had developed the conce p t of
mar keting'’ in an attempt to stave off
other exporters would be allowed to export kiwifruit where it made sense to do so; the
catch was that this had to be done in collaboration with Zespri, i.e. the Kiwifruit
Marketing Board, thereby maintainingt h e B @antrotl * s

Exporters challenged the retention of the collaborative marketing model in the 1999
reforms, arguing that the new Board should be permitted to grant separate export
licences, as would be the case in the parallel reform for apples and pears. The select
committee reporting on the Bill decided to retain collaborative marketing, given the
amount of work that had been put into setting it up and that it was still in its infancy,
but warned that the onus was on the new Board to make it work.!3

col

aboi
compl e

The Government appr eci ated that Zespri's domi“nant

Grower shareholders might have an incentive to control mistreatment of growers by
Zespri but would not be inclined to prevent anti-competitive behaviour by Zespri
targeting other exporters. The Government sought to mitigate the risk of abuse by two
measures:

a.  First, it subjected Zespri to obligations: (i) not to discriminate between suppliers;
(ii) not to diversify outside its core activity (exporting New Zealand-grown
kiwifruit to markets other than Australia) without the approval of shareholders
and suppliers; and (iii) to disclose information about its commercial activity and
its compliance with the other mitigation measures.’

b. Second, a new, supposedly independent Board was created to supervise and
enforce Zespri’s compliance with the

The kiwifruit reforms happened in parallel with reforms of the apple and pear and
dairy industries. The Apple and Pear Industry Restructuring Bill was under
consideration at the same time as the Kiwifruit Industry Restructuring Bill and was
passed into law around the same time. One difference between the two regimes was
that the Apple and Pear Export Regulations 1999 provided for an Export Permits
Committee, which could grant export permits to exporters other than ENZA Limited if
certain criteria were satisfied.
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Kiwifruit Industry Restructuring Act 1999, s 26(1)(e).

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p iii.
Rt Hon Bill Birch, Hansard 20 Jul 1999, at 18440.

Kiwifruit Industry Restructuring Act 1999, s 26(1)(g), (h), (j)-(0).
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Subsequentl vy, in 2001, ENZA Limited’s
That reform has proved to be a remarkable success. Exporters have been able to trade
on the ‘' New Zealand Inc.’ brand without

and investment have increased, as have grower returns.

There was no equivalent reform of Zespri’ sexport monopoly, even though the
kiwifruit and apple and pear industries were essentially identical for this purpose. The
kiwifruit regulatory regime established in 1999 has remained virtually unchanged to
this day. No regulations have been passed empowering the Kiwifruit Board to grant
permits to exporters other than Zespri, notwithstanding that this is expressly permitted
by section 26(1)(d) of the Act.

The absence of justification for Zespri’s export monopoly

Z e s p exportsmonopoly only makes sense if it produces greater returns for New
Zealand and its kiwifruit industry than would be achieved through open competition.
There is no credibl e ec oeporhimonopely will maxiense
returns from export kiwifruit. All the evidence is to the contrary. That is why export
monopolies have been eliminated in all primary produce industries other than
kiwifruit.

The standard arguments in favour of the export monopoly are that:
a. it creates cost efficiencies and leverages investment;
b. ital | ows producers to coalesce around

c.  itallows New Zealand producers to exploit market power in export markets;

d it prevents New Zeal and exporters undercutt

However, all of these perceived benefits are illusory, as has been proved by the
experience of the apple and pear industry after deregulation.

a.  Monopolies create inefficiencies and discourage investment.

b. Primary producers can benefit fromingde

single brand, as has happened with apples and wine.

c. New Zealand kiwifruit growers do not have market power in most export
markets and will lose such market power as they have over time, as other
countries increase production.

d.  The prime risk of undercutting comes from exporters from other countries, rather
than New Zealand exporters. There is no evidence that New Zealand growers
could not achieve the same or higher prices in open competition.
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While the export monopoly produces no demonstrable benefits, it does impose
demonstrable costs. It stifles innovation and investment, and retards the development
of the industry. Zespri has lost market share in export markets, notwithstanding its
supposed power. Returns to growers are low and are predicted to decrease. By
Zespri’'s own &leyevardigrowers ade 4o9ing mmbney.

The continuing e xdxpott enonopely ie fthe r&eltsop inertia, srather
than any reliable judgment that it is good for New Zealand. Zespri has every incentive
to support its own monopoly and to stifle dissent from those who oppose it. Kiwifruit
New Zealand has no remit to question the monopoly and would not be inclined to if it
did, given that the Board only exists to mitigate the effects of the monopoly. Some
growers remain supportive of the single desk because they wrongly perceive, based on
Zespri’
Exporters oppose the monopoly but have not had the resources to challenge it.

Structural flaws in the 1999 regime
The structure created by the 1999 reforms was inherently and fatally flawed.

The concept underpinning the conversion of the commercial function of the Kiwifruit
Marketing Board into a company, with the shares owned by growers, was that the
growers would have direct control over

No controls were placed on the margin or reserves that Zespri could retain from export
sales and, therefore, the amount that Zespri had to return to suppliers of kiwifruit. The
new Board was not given any power to supervise or regulate returns. It may have been
thought that this was unnecessary, because the returns would accrue to the supplier
one way or the other given that the shareholders would be suppliers. In the debate on
the second reading, Gavan Herlihy of National said:

The grower s’ income streams wil/l cC ome
the sale of their kiwifruit to Zespri Group; and, secondly, from the

dividend that will arise from the shareholding they will have in Zespri,

that very successful brand that was launched some 2 years ago by the

Kiwifruit Marketing Board. The shares will have a value, and they will

be tradeable, but tradeable only amongst the growers.1

The fundamental problem with this structure, however, was that the suppliers of
kiwifruit would not be the same as the shareholders of Zespri.

Under the 1977 regime, the Kiwifruit Marketing Board held its assets on trust for
growers and was accountable to growers for its performance.”” The Board had no
incentive to retain an excessive margin or reserves and it did not matter if it did so,
since these would ultimately accrue to the benefit of growers. Similarly, the Board had
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17

Gavan Herlihy, Hansard20 July 1999, at 18450.
Kiwifruit Marketing Regulations 1977 (RPT 1992/313), regs 12A(3), 30.
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no incentive to act in its own interests against those of suppliers, since it was ultimately
acting on behalf of the suppliers.

Under the 1999 regime, Zespri was to be owned by shareholders, whose shares would
be tradeable. The shares were allocated to those who were growers at 31 March 2000,
in proportion to the amount by which they had contributed to the assets of the Board.!®

Given the cut-off date and the fact that the shares were tradeable, over time there
would be an increasing disconnection between growers and shareholders. Growers
who received shares at 31 March 2000 but subsequently sold their orchards did not
have to give up their shares. Those growers who came into the industry after 31 March
2000 would only have shares in Zespri if they purchased them. Growers with sufficient
capital would be able to purchase shares from other growers, increasing their share of

the ‘equity’ return from kiwifruit exports

interest in Zespri.

In short, there was no mechanism to ensure that the shareholders of Zespri remained
representativ e o f g r o we rTkis credted the scopesfdr & fundamental conflict
of interests between Zespri shareholders and the broader industry.

The old Kiwifruit Marketing Board was founded with the express purpose of obtaining

, in the interests of New Zé&nd producers, the best possible long term returns for kiwifruit
intended for expoit and had t he f unhetgéneral deecfopméne of phe n g

kiwifruit industry * .° By contrast, Zespri was not subjected to any obligation to protect
the interests of suppliers or advance the interests of the New Zealand kiwifruit
industry generally. Instead, as a company incorporated under the Companies Act
1993, Zespri would have to act in the interests of its shareholders, whose interests

would regularly conflictcwi t h t he interests of suppliers.
i nterest to maximise Zespr.i

sharehol ders
current regulatory regime, there is nothing to stop Zespri doing so.

It follows that the concept of shareholder control, which underpinned the 1999 reform,
cannot work as it was supposed to. Most shareholders will, for the time being, be
grower s. However, only some growers
shareholdings will bear no necessary relationship to the quantity of kiwifruit which
they supply to Zespri. Other growers will have no direct means of controlling Zespri.
This leaves Zespri free to act in its own interests and those of its shareholders, against
the interests of suppliers and even of the New Zealand kiwifruit industry and
economy. As we explain below, that is precisely what Zespri is doing.

Zespri has imposed a limit on voting rights, so that those growers who are
shareholders in Zespri can only vote in proportion to the amount of kiwifruit they
supply. At first glance, this might appear to be a measure to empower the growers. In
fact, it is a tool to diffuse shareholder control of the Zespri board. No matter what

18

19

Kiwifruit Industry Restructuring Act 1999, s 6(1)(a), (b).
Kiwifruit Marketing Regulations 1977 (RPT 1992/313), regs 11A, 12A(1)(c).
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proportion of Zespri’'s capit shéwilhonlpberaltleéte ul ar
vote up to the level of supply. To oppose the Board, he or she will have to garner

support from hundreds of other shareholders, making it very unlikely that the board

will be subjected to proper control.

Those growers who do not own shares in Zespri are unable to exert any control at all,
no matter what quantity of fruit they supply to Zespri.

Substantial regulatory control to compensate for this weak shareholder control could
be expected. Instead, the Regulations give Zespri considerable freedom of action.
Zespri is entirely free to choose how much of the crop it will take,? the price and other
terms on which it will purchase kiwifruit,? who it will sell kiwifruit to and on what
terms, and what price it will return, allinthei nt er est s of Ze sThe i
only limits on Z e s p behavisur are that: (a) it cannot discriminate between growers
other than on commercial grounds; (b) it cannot go beyond its core business without
permission; and (c) it may be required to collaborate with third parties in respect of a
portion of the export crop.

One particular problem arises from the fact that Zespri is under no obligation to take
fruit. The old Kiwifruit Marketing Board was obliged to acquire all kiwifruit produced
for export in New Zealand.?? Zespri has no equivalent obligation and can buy as much
or as little fruit as it likes, acting in the interests of its shareholders and having regard
to its position in the event of deregulation. Indeed, the Regulations expressly prevent
Kiwifruit New Zealand from requiring Zespri to purchase any particular proportion of
the crop.?? The export ban leaves growers in the intolerable position where Zespri can
instruct growers to destroy substantial portions of their crops, whether or not a market
might have been found for that fruit by another exporter, purely because that suits the
commercial interests of Zespri and whoever happen to be its shareholders at the time.
As recognised by Hon Damien O'Connor in a Parliamentary debate on the 1999 Bill:

In my view single desk and compulsory acquisition go hand in hand.

Here is a clear obligation for the Kiwifruit Marketing Board to take

fruit, i f it is to be given the ©privilege
marketing rights to the fruit. What we have here is a halfway house.

We will have a board that can determine grade standards for growers,

effectively reject a large amount of fruit in this country, and prevent

growers from selling that fruit outside this country.?

The concept underpinning the new Board, Kiwifruit New Zealand, is equally flawed.
While nominally independent, the Boaxpat owes

g

monopoly, since its sole functions are to gr ant and moni tor Zesp
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Kiwifruit Export Regulations 1999, reg. 6(1)(b).

Kiwifruit Export Regulations 1999, reg. 6(1)(c).

Kiwifruit Marketing Regulations 1977 (RPT 1992/313), reg 13A(1).
Kiwifruit Export Regulations 1999, reg. 6(1)(b).

Hon Dami en ,Bdnsaa 2Sem1099, at 19030.
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authorisation, approve collaborative marketing proposals, enforce the mitigation

measur es, and deroducgre Whbho &8&ahe purposes of ow
Zespri® Theref ore, however much the Board’s membe
they will be constitutionally inclined to act in the interests of Zespri and preserving
Zespri’' slymonopo

This inclination can only increase given that the new Board: (a) operates fror
premises; and (b) is essentially funded by Zespri.?

Zespri’s abuse of its dominant position

Unsurprisingly, given these structural flaws, Zespri has acted as a law unto itself,
preferring the interests of its shareholders to those of the New Zealand kiwifruit
industry and the economy as a whole.

In particular, Zespri has been abusing its monopolist position to prepare for anticipated
deregulation, seeking to ensure that it will remain the dominant player once open
competition is allowed. Zespri is developing
entities and post harvest operators sign contracts that will bind them to supply Zespri

exclusively after deregulation. Zespri is seeking to control new kiwifruit cultivars, so

that competitors will be at a substantial disadvantage after deregulation. Zespri is

building overseas assets and operations, using grower funds, which it can then deploy

to compete with New Zealand businesses in areas not subject to the monopoly.

Departing from the core activity

The 1977 Regulations expressly permitted the Kiwifruit Marketing Board to sell into
Australia and the domestic market, and also to sell kiwifruit grown overseas.?”

The 1999 refor ms del i berately torenbusinessl oZfes pr i
exporting New Zealanegrown kiwifruit to markets other than Australia.?® (A limited

exception was made for sales of New Zealand-grown kiwifruit to Australia and

incidental domestic sales in New Zealand.) The objective of the change was to ensure

that Zespri did not misuse the capital of captive suppliers to engage in activities

unrelated to the single desk model.”® Zespri could only engage in non-core activities if

it obtained the express consent of both its shareholders and suppliers, and the activity

posed no material risk to shareholders or suppliers who did not consent.

Zespri has simply ignored this statutory limitation, entering into contracts to acquire
and sell substantial quantities of kiwifruit grown in Chile, Italy, France, Australia, the

25

26

27

28

29

Kiwifruit Industry Restructuring Act 1999, s. 7(2)(d); Kiwifruit Export Regulations 1999, reg.

33(1).

Kiwifruit Export Regulations 1999, regs 7(1)(c), 39(1).

Kiwifruit Marketing Regulations 1977 (RPT 1992/313), reg 13B.

Kiwifruit Export Regul ati onmrebu8ite®, reg 11 and defi
Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p ii.
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U.S.A,, Japan, and Korea. Zespri states that it does not regard this as diversification,
even though regulation 11 of the 1999 Regulations expressly prohibits Zespri from
going outside its , core businessof t h epurchase of New Zealargtown kiwifruit for

export . Zespr.i has not obtained the <consent of

therefore, acting unlawfully.

As a result, New Zealand businesses engaged in the lawful activity of selling foreign-
grown kiwifruit now find themselves faced with unlawful and unfair competition from
the dominant Zespri.

What is particularly outrageous is that Zespri is selling fruit grown in Chile, under the
Zespri brand, in preference to New Zealand-grown fruit. In the 2009 season, Zespri has
instructed New Zeal and gr owe RSmillientradysof feujt
while Zespri is selling Chilean-grown kiwifruit in the same season. Zespri is turning
away New Zealand fruit so that it can sell Chilean fruit, completely undoing the whole
purpose of having a single desk exporter.

“ 1 pPpw9l EOEOEwW( OEd 7

One of the principal arguments advanced for the single desk model is that it allows
growers to develop and exploit a single
Zeal and Inc.’

manag

br anod

However, Zespri i s usi ng tlarge volufmessop foieign b r an d
kiwifruit procured from growers overseas. Zespri is not macketing
but * New Zealand / Chile [/ I1taly [/ France [ A

country Zespri chooses 1 nc. ' . Neither
growers have been asked whether they want their kiwifruit marketed under the same

brand as is used for foreign fruit. Zespri

l everaging ' brandhNewgAskaekpariemt g | e

Under the current regime, in the absence of securing a collaborative marketing
arrangement, a New Zealand kiwifruit grower who wants to export fruit other than to
Australia normally has to do so through Zespri.

Zespri enters into standard form contracts with supply entities and post-harvest
operators, i.e. pack houses. Each of these contracts contains an option for the supply
entity or post-harvest operator to enter into a loyalty contract with Zespri, whereby it
agrees to supply Zespri exclusively in respect of kiwifruit exported to markets other
than Australia.

In return for exclusive supply, the grower dealing through the supply entity or post
harvest operator can enter into a direct loyalty contract with Zespri, for a three year

Zespr
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term. This obliges the grower to supply Zespri exclusively and to deal only with other
Zespri-exclusive suppliers, in respect of kiwifruit for export other than to Australia.

This is an evergreen contract, i.e. it is renewed automatically each year unless notice of

termination is given. The grower i165cpeai d

tray in 2009. If the grower terminates the loyalty contract, he or she remains bound to
supply Zespri exclusively for a further two years after notice was given, but loses the
loyalty premium for the rest of the term.

If the export monopoly remains, there should be no reason for Zespri to enter into these
loyalty contracts. The grower is already bound to supply Zespri exclusively, by statute.
Zespri is entering into these contracts in preparation for deregulation, for the express
purpose of ensuring that it has its supply chain locked in after deregulation and no
other exporter has access to fruit or pack house services. As explained by Zespri itself:

While the Regulations also secure kiwifruit supply to Zespri, their

duration is less certain. The Loy al ty Contract ensures

continuity of supply at least for an interim period in the event that the
Regulations are repealed or substantially amended.*

Zespri is taking money that should be returned to all suppliers and paying it to those
suppliers who are prepared to support Zespri after deregulation. This is all being done
in the interests of Zespri and its shareholders and against the interests of those bound
to supply export kiwifruit to Zespri and those who would compete with Zespri after
deregulation. The single desk exporter is misusing money earned on behalf of growers,
who have no option but to export through Zespri, to give itself a dominant advantage
when it is no longer the single desk exporter. That makes a mockery of the entire single
desk concept.

Zespri has attempted to justify the loyalty premium on the basis that it is a mechanism
for returning monopoly rents, i.e. the additional profit that Zespri is making by virtue
of the export monopoly, to growers. However, those rents should be returned to all
growers equally, not only to those who will support Zespri after deregulation.

Collaborative marketing

When the Kiwifruit Industry Restructuring Bill was under consideration by Parliament,
exporters argued that the collaborative marketing regime could not work because it
depended on cooperation by Zespri, whenitwoul d be contrary t
imperatives to cooperate with a competing exporter. They argued for a system
allowing separate export licences where these would be in the interests of growers
overall.?!

30
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Letter from Zespri Group Limited to Kiwifruit New Zealand, 22 January 2009, paragraph 19.
Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p iii.
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The select committee considering the Bill decided, with some reluctance, to approve the
collaborative marketing regime, notwithstanding these concerns.®> However, the
committee was not convinced that collaborative marketing would work.*

Predictably, Zespri has adopted a hostile attitude to collaborative marketing proposals,
making every effort to restrict the number of approvals granted.

Kiwifruit New Zealand has been reluctant to force Zespri to cooperate. One of the
principal criteria that the Board considers in deciding whether to approve a
collaborative marketing proposal is whether it has been developed in cooperation with
Zespri. However, Zespri is normally unwilling to cooperate unless it suits Ze s p
commercial interests at the time. It is practicably impossible to develop the concept in
collaboration with an unwilling Zespri.

Consequently, collaborative marketing has failed as a mechanism to allow innovation
and add value.

New varieties

Zespri inherited the benefit of the work on new kiwifruit cultivars developed by
Horticultural Research, acquiring the licenses to those cultivars.®* This was thought to
be acceptable, because it amounted to transferring that asset to growers. However,
Zespr i’ s rsbhsahasdiverdged feom the grower base. Zespri now holds these
licences for the benefit of shareholders and will continue to exploit the cultivars on
s har e h ddhafaftessderegulation.

In retrospect, the Government should have accepted the proposal that the licences be
held in trust for the benefit of all growers.>> Hon Tau Henare, then Minister of Maori
Affairs, commented on the 1999 Bill:

We should have set up a grower s’ trust

themselves so that when and if the issue of full deregulation of the
industry came along, the plant variety rights — the intellectual property
rights —would be in the hands of growers, not in the hands of Zespri, or
anyone else for that matter.3®

Zespri has taken calculated steps to ensure that potential competitors after deregulation
are restricted in developing their own cultivars. Zespri refuses to market cultivars
other than those it owns unless the party who developed the cultivar enters into an
agreement which grants all rights, or at least the marketing rights, in respect of the
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Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p iii.
Hon John Luxton, Hansard 2 Sep 1999, at 19027.

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p v.

Kiwifruit Industry Restructuring Bill, as Reported from the Committee on the Bills, p v.

Hon Tau Henare, Hansard 2 Sep 1999, at 19028.
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cultivar to Zespri. Commercially rational developers of cultivars are very unlikely to
agree to hand over the rights to Zespri.

Theoretically, if the cultivar developer refuses to give up the rights, it could still seek to
enter into a collaborative marketing arrangement with Zespri. However, Zespri closes
out the risk of this happening by requiring the developer to go through a series of long,
complex and expensive
take up to nine years to complete, before submitting a collaborative marketing
proposal. Even if the innovator survives this process, it will have no guarantee that it
will be able to exploit the cultivar because it will have no assurance that a collaborative
marketing approval will be granted by Kiwifruit New Zealand. Even if it does get such
an approval, these are normally granted for only one year. The innovator has no
reason to expect that its investment in the new cultivar will be repaid.

It follows that the innovator is, practically, left with the choice of growing the new
cultivar overseas or not at all.

In short, Zespri is abusing its dominant position to appropriate substantial control of
new cultivars and to restrict the development of cultivars by competitors, for the
benefit of Zespri's sharehol der s. Th
deregulation inevitably occurs. This is a classic example of a monopoly stifling
innovation and encouraging anti-competitive behaviour.

Control of the Australian market

Zespri is permitted to export fruit to Australia, although this is not part of its core
business.

Traditionally, Australia has been a market for Class 2 fruit. In late 2008, Zespri sought
an amendment to the Export Marketing Strategy administered by the Kiwifruit Product
Group under the Horticultural Export Authority (“HEA”), whereby Australia would be
classified as a Class 1 destination. As a practical matter, most exporters would have to
obtain this Class 1 fruit from Zespri. This proposal was rejected in the face of
widespread opposition from the industry.

In 2009, Zespri embarked on an alternative plan which would give it substantial control
of New Zealand exports to the Australian market.

Zespri had approximately 2.5 million trays of New Zealand-grown, Class 1 kiwifruit,
which it supposedly could not find markets for overseas. Presumably, it might have
been able to find markets for at least some of this fruit if it had not been selling Chilean-
grown or other foreign kiwifruit in preference to New Zealand-grown kiwifruit.

Zespri entered into arrangements with supply entities whereby the suppliers would
agree not to export their own Class 2 fruit to Australia but would instead purchase
Class 1 kiwifruit from Zespri and export that to Australia. In return, Zespri would pay

S
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the supplier 30c per tray of Class 2 fruit not picked, i.e. destroyed on the vine, plus a
supplement of 35c for every tray of Class 1 fruit packed for Australia. Any supply
entity which entered into this arrangement but then allowed its Class 2 fruit to be
exported to Australia would lose the right to the compensation payment and would
pay a penalty. Supply entities which entered into this arrangement were prohibited
from dealing with growers or post harvest operators who exported or supported the
export of Class 2 fruit to Australia.

In parallel, Zespri issued instructions to all its suppliers to crop manage, i.e. destroy, a
proportionate share of 2.5 million trays of Class 1 fruit and a further volume of Class 2

fruit. Supply entities which did not enter

not receive any compensation for this fruit.

Through this device, Zespri would be able to offload its Class 1 fruit to Australia and,
effectively, control New Zealand exports to Australia for 2009. New Zealand exporters
with established export operations to Australia would, as a practical matter, be obliged

nt o

to export Zespri fruit instead and destroy their own. However , e&&mosgpri’ s

monopoly was expressly limited by the 1999 Act and Regulations to exclude the
Australian market.

Moreover, Zespri has secured this control by using funds — the 30c and 35c
compensation payments — which should be returned to all growers equally, without
discrimination.

The need to complete the transition to open competition

The 1999 reforms represented a temporary trade-off. The National-led Government
wanted to turn the Kiwifruit Marketing Board into a company and subject it to
ordinary commercial and corporate disciplines. Part of that discipline would come
from competition. The Government sought complete deregulation of kiwifruit exports.

The Kiwifruit Marketing Board fought to retain its privilege. It gave in on
corporatisation, even t hco-opgrativej but hgd theflige rom
the single-desk.

The result — Zespri —makes no sense from any perspective:

a.  Zespri is not a true single-desk exporter, because it acts in the interests of
whoever happen to be its shareholders at the time, rather than of all growers or
the industry as a whole. Zespri is not obliged to take all fruit that growers
produce and can keep for itself whatever share of fruit returns it sees fit.

b.  Equally, Zespri does not function properly as a company because it is not
subjected to the constraints of competition. Zespri is unrestrained by the market

ed
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In 1999, the Government knew that the corporatisation of Zespri would lead,
inevitably, to deregulation. It would not be tenable to allow a corporate with freely
tradeable shares to have a monopoly. Eventually, Zespri would have to be reigned in
by competition. The opposition recognised when the 1999 Regulations were passed
that the days of the single desk were numbered.

I have no doubt that in the not-too-distant future, the industry will
come to the Government of the day to say that it does not need the
protection of the export controls that it has now.%”

It is time to complete the transition to open competition.

The Government should not need to be persuaded of the advantages of competition
over monopoly regulation, particularly in respect of primary produce. The kiwifruit
industry is a text-book example of why monopolies should not be imposed on primary
producers. It encourages inefficiency and self-interest, and protects the entrenched
party from the disciplines that would be imposed by a market.

There will be some growers who fear deregulation. However, what they have now is
not a true single-desk exporter but an ill-conceived compromise, which will not protect
grower s’ interests in the | ong term.

The Government can open Zespri up to competition by using the regulation-making
power in s. 26(1) of the Kiwifruit Industry Restructuring Act 1999:

26  Regulations

(1) The Governor-General may from time to time, by Order in
Council made on the recommendation of the Minister, make
regulations —* < +

(d) Providing for the new Board to permit other persons to
export kiwifruit,; <+

The Government should make such regulations now.

Eliminating the Zespri monopoly will encourage competing businesses to invest and
innovate. Creating a market for the supply of fruit and post-harvest services for export
will drive efficiency and productivity gains. Competition will impose a restraint on
Zespri in its treatment of growers and pack houses. It will give those growers and pack
houses who do not support Zespri freedom of choice. Those growers who still have

faith in Zespri can stay withthe company and benefit from Zespl

in the market.

37

HonDa mi en O Haosard 2Sep 1999 at 19031.



16

RELEASING THE ECONOMIC POTENTIAL OF THE NZ KIWIFRUIT INDUSTRY

A Position Paper to Government

INTRODUCTION

88. The Government has committed itself to boosting New Zealand's economic
productivity to ensure New Zealand responds strongly to the current global economic
recession. This includes removing regulation that is a roadblock to economic growth.

As noted by Hon Bill English, the Government wants to instigate measures to lift
productivity, improve competitiveness, increase innovation and investment and
sharpen New Zealand's economic performance "so that we emerge stronger from the
recession than we went inta'i

89. Hon David Carter, Minister of Agriculture, stated that the Primary Growth Partnership
announced on 28 May as part of Budget 2009 was "a clear demonstration of the
Government's bid to boost productivity across economically vital primary séctets Carter
also stated that "innovation in the primary and food sector industrigdl be essential for New
Zealand's long term economic growth and improved environmental perfortfance

90. The export of kiwifruit is a core part of New Zealand's economy. It is in the national
interest for productivity in the sector to be maximised. However Zespri is the only
entity permitted to export kiwifruit, other than to Australia. This stifles productivity,
innovation and competition, and is therefore unsustainable over the medium to long
term. The opportunity exists now to remove that regulatory barrier by abolishing
Zespri' sbuy edtatug larel allowing growers the freedom to choose,
individually, the most efficient, forward looking and strategic export marketers to
maximise their returns.

91. NERA, the economic consulting group, has estimated that the potential dynamic
efficiency benefits from allowing competition are $200 million over the next 10 years
(see the companion report "The Impact of the Zespri Kiwifruit Monopoly on Innovation
Incentives"("NERA Report")).

92. New Zealand needs to ensure that it optimises its performance in its strongest
economic sectors, and that it does not lose ground to its international competitors due
to an unresponsive and inefficient single desk exporter.

93. Removing Zespri's monopoly will also show our trading partners that New Zealand is
committed to eliminating the types of trade protectionist measures that are the greatest
risk to global economic recovery.

%  Hon Bill English, Speech to CEOs and senior@axées Sky City Hotel, Auckland, 22 April 2009.
% Hon David Carter, Major Boost for Primary Sector InnovatioBress Statement, 28 May 2009.
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There is nothing to lose given that the current regulatory framework is not operating as
originally intended and that it is being abused by Zespri.

CURRENT EXPORT MONOPOLY
New Zealand'’s legal framework for the export of kiwifruit

The 1999 regulatory regime was designed for a significantly different world market. At
that time, the objective was to maximise returns for the Hayward (green) variety, which
was the only variety in commercial production. The Regulations:

a.  prohibit the export of kiwifruit (otherwise than for consumption in Australia)
except as authorised or approved by the New Zealand Kiwifruit Board;

b.  authorise Zespri to export kiwifruit;

C. provide for mitigation measures "to mitigate the potential costs and risks arising from

the monopsonryof Zespri;* and

d.  enable the Kiwifruit Board to require Zespri to enter into collaborative marketing

arrangements "for the purpose of increasing the overall wealth of New Zealand kiwifruit

suppliers.

The Act allows regulations to be made for the Board to authorise persons other than
Zespri to export kiwifruit. This reflected the intention of the Government that the
single desk model was to be implemented as a temporary measure. However no
regulations have been made to permit others to export kiwifruit.

The Regulations therefore make Zespri a ‘single-desk’ buyer of New Zealand kiwifruit
intended for export (other than to Australia), giving it exclusive control over kiwifruit
exporting, subject to the mitigation measures and any collaborative marketing
arrangements. This means that although Zespri does not have the sole right to export
kiwifruit, in effect it retains a near monopoly on exports. This dominant position is
enhanced by Z e s p adiverssrial approach to collaborative marketing arrangements
and its capture of the Board.

40

The Regulations provide for the following mitigation measures:

(a) Non-discrimination rule Zespri is not allowed to discriminate unjustifiably between suppliers
and potential suppliers through its purchasing decisions and the terms of its purchase
contracts. It can discriminate on legitimate commercial grounds.

(b) Non-diversification rule Zespri is not allowed to go outside of its core business (the purchase
at FOBS of New Zealand grown kiwifruit for export) and other limited specified activities
except with the express approval of its providers of capital and suppliers.

(c) Information disclosureZespri must disclose financial statements in a manner to distinguish
between core activities and other activities, and is required to disclose its purchase
conditions, in an Information Disclosure Handbook.
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The Regulations provide that the Board, Kiwifruit New Zealand, may direct Zespri to
make a certain volume of kiwifruit available for collaborative marketing arrangements
each season. Although the Board has discretion whether to use this power, each season
it must at least consider whether it will direct Zespri to make some kiwifruit available.
This demonstrates an intention in the Regulations to involve others in the export of
kiwifruit in order to increase innovation and overall returns.

The Regulations require the Board to be satisfied that a collaborative marketing
proposal will benefit growers; a regulatory standard Zespri is not required to meet
itself. The Board has established the following criteria for a successful application:

What is required of the applicant for a collaborative marketing approval
is sufficient engagement with Zespri to give confidence that the benefits
of the single desk structure of the industry for exporting most of the
kiwifruit crop will not be put at risk, that the proposal will increase the
overall wealth of New Zealand kiwifruit suppliers and that the
arrangement will be implemented in collaboration with Zespri.*!

The Board's criteria, in addition to being questionable under the Regulations, wrongly
presuppose that the single desk model delivers benefits that must not be put at risk.
The whole point of collaborative marketing was that the single desk would be
inadequate and it was necessary to supplement the single desk in order to maximise
returns.

Further, the Board takes the view that a successful collaborative marketing application

under the Regulations "requires a level of collaboration seen generally as of a continuous
nature from formulation of a programme through its implementdtiand that potential
collaborative marketers should engage with Zespri from an early stage.#? Therefore
Zespri must agree to collaborate with an applicant prior to approval from the Kiwifruit
Board. This means Zespri has a huge amount of say and influence right from the
beginning of the process, including access to commercially sensitive information.

Where Zespri is unwillingt o col | aborate because it does no
applicant wil!/ al ways be on the back foot in
idea that the Board can force Zespri to cooperate is nonsensical.

Given that it shares the same office as Zespri and is largely funded by Zespri, provides
collaborative marketing proposals to Zespri for comment and places great weight on
submissions received from Zespri, the Board has set a standard for collaborative
marketing approvals that is almost impossible to meet where Zespri perceives a threat.
The Kiwifruit Board recently stated in the media that it approved about three quarters

41
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Decision of the Appeal Committee of the Kiwifruit Board on Turners & Growers' applications for
collaborative marketing arrangements, date 21 May 2009.

Turners & Growers' appeals against Kiwifruit New Zealand's Collaborative Marketing
Committee's decision to decline collaborative marketing arrangements with Zespri, 5 May 2009,
at paragraphs 4.11-4.13 of the Introduction and 5.4 of Appeal 1 and Appeal 3.
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of 21 collaborative marketing applications this year. Of the five rejections, three were
from Turners & Growers.

Zespri's exemption from the WTO draft modalities

104. The "Doha Development Agenda" ("Doha") is the name given to the current round of
World Trade Organisation ("WTO") negotiations. Specific aspects of Doha relating to
agriculture include:

a.  the elimination of all agricultural export subsidies;

b.  negotiation of new disciplines on other unfair forms of export competition such
as government-funded export credits and food aid practices; and

c.  large cuts to trade-distorting domestic support provided to farmers.

105. The most recent development in the Doha process was the publication of various
versions of the draft modalities in agricultural and non-agricultural products.
Modalities are intended to set the formulae and other methods to be used to cut tariffs
and agricultural subsidies. The draft modalities are assessments drawn from WTO
member governments' positions. The draft itself has no formal status. The ultimate
goal is to reach a final agreement on these formulae.

106. Annex K to the December 2008 version of the draft modalities states that "in order to
ensure the elimination of trad#storting practices with respect to agricultural state trading
enterpriseSmembers shall eliminate the use of agricultural export monopoly powers for
agricultural exporting state trading enterprises by 2013. Zespri, as a single-desk
kiwifruit exporter, is an agricultural exporting state trading enterprise.

107. However Zespri is covered by an exemption in a footnote to Annex K, which removes
from the definition of ‘state trading enterprises’ enterprises where the average world
exports of the agricultural product in question are minimal in terms of overall world
trade.** The exemption is qualified by an ‘anti-circumvention exception’, which will
allow claims to be brought against Zespri if it is in breach of WTO obligations.
However, the Ministry of Foreign Affairs and Trade considers it extremely unlikely
that this qualification would ever be invoked.

108. Without the exemption, and assuming the modalities are finalised in their current
terms, New Zealand would be required to remove Z € s p éxpoit snonopoly by 2013.

4 The text of the draft exemption is as follows: "Unless the product which is exported by such an
enterprise concerned is de minimis this being defined as where the average world exports of the
agricultural product concerned are not more than 0.25% of total world trade in agricultural
products in the 2003-2005 base period and provided that (a) the enterprise concerned has been
notified already as an STE and (b) that the use of agricultural export monopoly powers by such
an enterprise is not exercised in a manner which, either de jure or de facto, effectively
circumvents the provisions set out in sub-paragraphs (i) to (iii) above.'
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It can be expected that pressure from New Zealand's trading partners to remove
Zespri's monopoly will continue to grow.

PROBLEMS WITH THE EXPORT MONOPOLY
Overview
There are significant problems with Zespri's export monopoly.

a.  There is no economic justification for the export monopoly. The perceived
advantages of Zespri's single-desk export status (i.e. that it allows Zespri to
exercise market power, influencing the price received by varying the quantity of
supply, and maintains the quality of the ‘New Zealand Inc. brand) are illusory.

b.  The retention of the current model means that the New Zealand kiwifruit
industry is missing out on significant economic benefits that could be gained by
the removal of Zespri's single-desk status, namely: gains in efficiency and
effectiveness; increased innovation, investment and diversification; and
ultimately higher returns for the kiwifruit industry in New Zealand. This is
explained further in the NERA Report.

c.  There are real and significant problems with the current model, arising from the
inefficiency and ineffectiveness of Zespri, resulting in adverse outcomes for
growers. An export model which involves forcing growers to destroy a million
trays of kiwifruit in a season is indefensible.

d.  Zespri operates for the benefit of shareholders and not growers. This invites
Zespri to abuse its privileged position by, for example, departing from its core
activities and sourcing kiwifruit from overseas. The regulatory framework does
not create a true single desk exporter, acting in the interests of all industry
participants.

No justification for the current model

Historically, it has been thought that New Zealand single-desk exporters can exercise
market power, influencing the price received for products by varying the quantity of
supply and thereby generating premiums for growers.

While it is true that New Zealand kiwifruit often attract higher prices in world markets,
it cannot be proved that premiums are caused by the single desk structure. Even if
they were, such premiums are of no value to growers if they can be retained by Zespri.

The analysis by NERA at Appendix A suggests that the returns received by kiwifruit
growers are very low compared to other primary sectors and that Zespri is therefore
failing to deliver decent returns to growers. This is supported by recent public
statements by Zespri that 34% of New Zealand growers of the Hayward (green) variety
do not have sustainable businesses, meaning that the most innovative and efficient
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producers merely subsidise poorer producers. Further, Zespri has no plan to counter
the projected significant increase in Hayward volumes out of Chile.

113. In any event, the Treasury comprehensively dismissed the argument that single desk
sellers have market power in world markets in Costs and Benefits of Producer Board
Deregulation (Working Paper 99/4) (the "Working Paper"), produced prior to
deregulation of the pip fruit and dairy industries. The Working Paper found that:

a.  there is no compelling evidence that New Zealand can exercise market power in
world food markets;

b.  even if New Zealand had a large share of any market, it is unlikely we would be
able to charge a price premium for quality products because our competitors
would undercut us and we would lose market share;

c.  price premiums do not necessarily indicate market power, but can reflect
differences in product quality, reliability of service and the relationships that
New Zealand marketers have built up with customers over time; and

d. even if the market power hypothesis were true, the evidence suggests that New
Zealand exporters could exercise that power in the absence of an export
monopoly.

114. In the context of pip fruit, MAF stated prior to deregulation that:

It is unclear whether ENZA is now earning premiums in international
markets. Where it has done so in the past, it is not clear whether this
resulted from single desk marketing, branding, new varieties, product
quality, country of origin, service provision or other factors.*

115. A corollary to the market power argument is the argument that, without a single-desk
exporter, New Zealand exporters will compete against and undercut each other in
world markets (‘weak selling'), thereby decreasing overall profits to New Zealand.
However, as noted in the Working Paper:

a.  this would only be possible if New Zealand has market power under a single
desk monopoly, which is unlikely;

b.  weak selling is also commercially irrational. Evidence from Israel and South
Africa suggests that exporters will either collaborate or develop alternative
markets, rather than compete in the same market at the same time; and

c.  weak selling concerns are therefore likely to be transitional at worst.

4  Review of the RegulatpiFramework for Pipfruit ExportingMAF Discussion Paper, November 2000,
p12.
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In the context of pip fruit deregulation, MAF noted that competition is generally
between New Zealand exporters and overseas suppliers, and New Zealand has no
means of restricting exports from overseas competitors to prevent them undercutting
our prices. Weak selling could be a risk if the market in which New Zealand is
competing was the market for New Zealand-origin pip fruit. However, New Zealand
competes in a highly competitive global fruit market with high substitutability between
different fruits and even non-fruit products, such as snack bars. Within the relevant
market segment, competition may be based around factors such as variety, quality
characteristics, price, or differentiating features such as organic fruit. These factors are
likely to be more important than the country of origin.*

Another argument in favour of the current model is that it ensures that the quality of
the ‘New Zealand Inc. brand is maintained. However, Zespri currently sources a large
quantity* of kiwifruit from outside New Zealand (for example, from Chile, France,
Italy and Japan) and brands it as a Zespri product. Therefore the ‘Zespri’ brand has
become associated with Zespri as a commercial entity in the world fruit market, rather
than a Néw Zealand Inc. brand. This is especially the case given that Zespri uses the
same packaging and similar labelling for overseas fruit, which makes it difficult to
identify the country of origin. In doing so, Zespri is departing from its ‘core business’
in breach of the Regulations.

It is also argued that irresponsible exporters will damage the New Zealand brand.
However as noted in the Working Paper, if the industry is deregulated:

a.  producers will have an incentive to check the credentials of exporters and, if
some exporters do not meet expectations, producers will have the ability to
change exporter;

b. it is unlikely that supermarkets would choose to deal with disreputable traders;
and

c.  the argument that there should only be one New Zealand trademark is not
convincing. A good trademark does not have to be confined to a particular
country and overseas consumers are likely to be intelligent enough to distinguish
between better and poorer trademarks emanating from one country (as they do
in the case of other goods).#

It is not the single desk that creates the recognition that New Zealand produces quality
premium kiwifruit but, rather, the recognition that New Zealand has good quality
produce no matter who is marketing it. Primary producers can benefit from the 'New
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Review of the Regulatory Framework for Pipfruit ExportidAF Discussion Paper, November 2000,
p11.

According to the United States Department of Agriculture GAIN Report for 2008, Zespri sourced
5.6 million trays (20,160 tonnes) from global sources outside New Zealand in the twelve months
to 31 March 2008.

Treasury Working Paper, pp 20-21.
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Zealand Inc' brand without using a single brand such as Zespri, as has happened with
apples and wine. As the Working Paper noted, premiums for differentiation can be
captured without a single desk.#

The Australian Productivity Commission® assessed the economic arguments of single-
desk marketing in 2000 (the "Productivity Commission Paper"). It came to similar
conclusions about the market power and weak selling arguments, noting that:

a.  higher prices received for higher quality products or 'branded' products do not
necessarily reflect the existence and exercise of market power. Such premiums
can generally be achieved through unregulated selling; and

b.  market power is not created automatically by the establishment of a single desk;
a single desk acts as a mechanism for exploiting market power only if such
power potentially exists. That is because a single export desk can control the
volume and characteristic of domestic exports but cannot control foreign supplies
of similar or substitute products.>

Zespri's poor response to changing market conditions
The costs of the export monopoly are very high.

MAF' Situation and Outlook for New Zealand Agriculture and Forestpublished in
August 2008, states that: export volumes of kiwifruit increased by more than 12% in the
year ended 31 March 2008; volumes were expected to increase slightly in 2008; and the
trend is forecast to continue in the medium term. Export volume of gold kiwifruit is
expected to increase towards the end of the forecast period (2012) as new plantings
licensed in 2006 begin to produce fruit. Volumes of fruit submitted for packing in 2008
were up 5 per cent from 2007 and, in the longer term, production is forecast to increase.
In the medium term, international prices for New Zealand kiwifruit are forecast to
decline due to increased supply.>

MAF has recognised, in its 2008 Briefing to the Incoming Ministers ("BIM"), that in the
current global financial crisis New Zealand kiwifruit faces a potential threat from
cheaper substitutes. This is against a background of four years of low returns and
slowing demand.”? As supply continues to grow, new markets will need to be found.
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Treasury Working Paper, pp 8-10.

The Productivity Commission is the Australian Government's independent research and
advisory body whose broad aim is to help governments make better policies and achieve a more
productive economy for the long term benefit of the Australia. Among other things, it provides
overriding cross-sector guidance on regulatory practice and rule setting and investigates,
provides advice on, and undertakes research about matters relating to industry, industry
development and productivity.

Productivity Commission, SingleDesk Marketing: Assessing the EcoriorArguments Staff Research
Paper, July 2000, pp 11-12.

MAF Situation and Outlook for New Zealand Agriculture and Forestiyugust 2008, pp 39-40.

MATF Briefing for Incoming MinistersNovember 2008, p 2.
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However, evidence suggests that Zespri is not able to respond effectively to these
changing conditions in the market.

It is critical that Zespri responds to changing international market conditions. With a
growing volume of supply and a decline in prices for New Zealand kiwifruit (as
forecast by MAF) efficiency, innovation and differentiated product become paramount.
The 2008 BIM notes that:

Global demand and supply forecasts suggest real opportunities for
New Zealand in the years ahead. Grasping these will require a step
change in the productivity of the sectors, in the science and technology
that drives innovation, and in the strength of the rural communities that
support and underpin primary production.

Recent evidence shows that Zespri is either unable or disinclined to react quickly to
changing market conditions.

a.

Zespri recently ordered growers to destroy 2.5 million trays of kiwifruit by the
end of May 2009, in an effort to match supply to its demand projections. As
Zespri freely admits, this is not the first time it has ordered growers to destroy
kiwifruit. This suggests that Zespri is not striving to find new markets for
kiwifruit (which MAF has recognised as crucial to improve innovation, in order
for New Zealand to retain its advantages in agriculture®) and is instead matching
supply to existing markets. It would be far better to allow independent exporters
to find new markets for ‘surplus’ fruit. As MAF has previously noted (in the
context of pip fruit):

There is now evidence that some independent exporters holding export
permits are achieving higher returns in the market than ENZA for
apples of the same variety and count size. However, this may reflect
independent exporters achieving exceptional returns by targeting
limited volumes of fruit into a selected number of high value markets.
It is a much greater challenge to earn good returns from a much
greater volume of fruit competing in a wider range of competitive
markets. [Emphasis added]

Turners & Growers understands that, by the time the recent severe hail storms
hit the Bay of Plenty, approximately 1 million trays of kiwifruit may already have
been destroyed pursuant to Zespri's directions.

Turners & Growers has recently identified new markets in the United States and
Mexico with orders for 297,000 trays of green kiwifruit for this season. Due to
Zespri's opposition, a collaborative marketing arrangement was refused. Those
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MAF Briefing for Incoming Ministers November 2008, p 12.
MAF Briefing for Incoming Ministers November 2008, pp 12-13.
Review of the Regulatory Framework for Pipfruit ExportidAF Discussion Paper, November 2000,

p12.
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orders will now be filled by kiwifruit from Chile. This is at the same time that
Zespri has ordered New Zealand growers to destroy 2.5 million trays of green

Kiwifruit.

Zespri continues to export ‘Zespri brand’ kiwifruit grown overseas (for example
in Chile and Italy, presently being about 300,000 trays this season) at the same
time it is telling New Zealand growers to destroy their fruit.

Zespri continues to support growing the Hayward (green) variety of kiwifruit,
Zespri's
Hayward variety growers will lose money this season. The table and graph
below demonstrate the decline in Zespri's average Orchard Gate Returns for

despite the fact that it is becoming unprofitable.

Hayward:

By

Average OGR for Green (inc loyalty premium) per Ha and Tray

own

acc

2003/4 2004/5 2005/6 2006/7 2007/8
Ha $37,593 $31,872 $25,580 $28,400 $24,100
Tray $6.35 $4.33 $3.47 $4.09 $3.11
Zespri Average OGR for Green 2003/4-2007/8
$40,000 §7.00
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) —+—Tray T .00
1 —Linear (Ha)
$30,000 | 0
$26000 +
+ §4.00
$20000 +
- §3.00
$16000 +
- §2.00
$10000 +
§5000 + + $1.00
5 5
200314 2004/ 20085 20067 20078

By way of comparison, on orchard costs for green and gold are similar
(approximately $22,000 and $25,000 per ha respectively), with gold having
slightly higher pruning and picking costs. However the 2008 Zespri returns
analysis shows an average Orchard Gate Return (OGR) for green of $24,100 per
ha and $60,885 for gold. Zespri has placed a cap on gold production.

126. These examples evidence the following underlying problems:
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a. There is insufficient transparency and no real accountability in Zespri's
operations. New Zealand growers trust that destroying their fruit is in their
interests but most will be unaware that it would have been possible to sell that
fruit in new markets or instead of overseas sourced fruit.

b.  Zespri is inefficient in finding solutions for improving the marketing of New
Zealand kiwifruit overseas, because it lacks competitive pressures and incentives
to perform in the market and to reduce its cost structure.

c.  Zespri can get away with sub-optimal performance without losing business. The
losses resulting from its inefficiency come directly out of producer returns, when
producers have no choice but to sell their kiwifruit to Zespri, and then only if
Zespri chooses to accept the fruit.

d.  The lack of choice stifles innovation and entrepreneurship, and hampers the
development of new and differentiated niche markets.

Export monopoly has a high opportunity cost

By retaining Zespri's export monopoly, New Zealand kiwifruit growers and New
Zealand as a whole are missing out on significant benefits.

The fact that Zespri is the only significant remaining export monopoly speaks for itself.
Other sectors have appreciated the benefits of deregulation and are now enjoying them.
The MAF Producer Board Project Team Briefing to the Incoming Minister in 1999
noted, in relation to the kiwifruit and pip fruit regulatory regimes, that:

the continuing export controls do not allow either industry to become
fully commercial; nor do the controls allow maximum incentives for
value-adding, innovation and efficiency over time [...] the new Boards
themselves may become overly aggressive regulators, imposing
unnecessary costs and commercial inflexibility.5¢

The Working Paper refers to evidence that alternative exporters could export more
effectively, at lower costs, and with higher producer returns. It also noted that
deregulation would encourage greater transparency and accountability and was likely
to lead to better terms of payment being offered to producers.”

The Productivity Commission Paper argues that compulsory single-desk arrangements
can impair industry performance for several reasons, including that:

a.  limited recognition of product quality or other valued product characteristics in
pooled producer returns tends to reward lower-valued products at the expense
of higher-valued products, discouraging the more efficient and innovative
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MAF Producer Board Project Team Briefing to the Incoming Minis&39.p 29.
Treasury Working Paper, pp 2-3.
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producers (noting that it is the current practice of the kiwifruit industry to share
in pooled market returns);s

b.  pooling of transport and distribution costs encourages inefficient distribution
and production, adding unnecessary cost;

c.  the absence of competition and lack of choice promotes inefficient service,
reducing incentives to exploit economies to minimise costs; and

d. single-desk arrangements tend to promote the status quo in relation to the
product range, production pattern and market structure. Without clear price
signalling or the flexibility to respond to market signals, change is likely to occur
at a slower pace than in a more competitive market. The opportunity cost of this
lack of flexibility and dynamism is likely to increase due to important changes in
the production technology of agricultural products and customers'
requirements.®

In the context of pip fruit, MAF noted that removing restrictions on exporting could,
among other things:

a.  depoliticise the industry;
b.  promote entrepreneurship and innovation;
c.  allow more exporters to compete for grower supply and lift returns to growers;

d.  place competitive pressure on ENZA to perform better in the market and reduce
its cost structure; and

e.  make it likely that a higher volume of the export crop can be marketed.s

The Working Paper also noted that the dynamic benefits of a competitive market are
likely to be greater than the static benefits identified above,¢ including;:
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Turners and Growers appeal against Kiwifruit New Zealand's Collaborative Marketing
Committee's decision to decline collaborative marketing arrangements with Zespri, 5 May 2009.
See Productivity Commission, SingleDesk Marketing: Assessing the Economic ArgumgerSisiff
Research Paper, July 2000, pp xix-xxiv.

See Review of the Regulatory Framework for Pip fruit ExporfidAF Discussion Paper, November
2000, p22.

The Working Paper noted (at page 19) that although it is not possible to model the dynamic
effects of kiwifruit industry deregulation with complete accuracy, the dynamic benefits of
competition and regulatory reform have been well investigated. Empirical estimates of dynamic
gains in areas as diverse as intra-European Union trade liberalisation and the impact of
introducing competition to various sectors suggest that the dynamic benefits of reform are often
between 1.5 and 8 times as large as static benefits (that is, gains in efficiency, transparency and
effectiveness).



28

a. Greater opportunities for, and incentives to, innovat®eregulation will reduce
restrictions on innovation in products, market development and marketing
techniques. More innovation will, over time, generate a faster export and
industry growth rate. Currently, innovators must apply to the Kiwifruit Board to
enter into a ‘collaborative’ marketing arrangement with Zespri. In practice,
Zespri's hostile approach to applications has proved to be a barrier to
collaborative exporting and consents have been given only for relatively small
volumes;

b.  More flexibility and responsiveness to mark&lsregulated industries are likely to be
more responsive to market conditions because participants will have direct
access to market information, including prices, and exporters will have a strong
incentive to adjust quickly to market conditions to ensure they can retain
p r o d u supplysby offering the best returns. Exporters in an open market will
also have the commercial freedom and flexibility to pursue market opportunities
and raise capital;

c. More investment and technologyConsiderable new investment in marketing
activities, production and post-harvest infrastructure has occurred after
producers boards were deregulated in the Israeli and South African fruit
industries, and has been accompanied by new technologies leveraging that
investment; and

d. More efficient capital utilisationOver time, deregulation can be expected to lead to
better investment decisions because market signals are less likely to be confused.
True returns will be factored into investment decisions, which will improve the
quality of decision-making. Also, exporters will have clearer objectives and will
therefore be better able to concentrate on value creation.

133. Although there has been no formal review or study of whether deregulation of the pip

fruit industry achieved the objectives sought, industry experience suggests that
growers are better off post-deregulation. Turners & Growers has perhaps been
impacted by the deregulation to a greater extent than anyone else, given its stake in
ENZA prior to deregulation. Our view is that deregulation has delivered huge benefits
to the pip fruit industry.

a.  Prior to deregulation, inefficient pip fruit growers were being artificially propped
up by receiving ENZA's average ‘pooled’ returns, meaning the efficient growers
were subsidising the poorer growers. Deregulation significantly reduced the
number of registered growers, with only the efficient ones surviving. While the
planted area and number of growers has dropped substantially, the production
has remained fairly steady as a result of much better yields from the remaining
growers:®
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Treasury Working Paper, pp 17 and 18.
Pipfruit NZ Statistical Annual 2008.
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Hectares Planted Nationally

Year 2000 2009

Braeburn 4,385 2,034
Cripps Pink - 353
Fuji 1,414 899
Jazz - 917
Pacific Series 1,413 793
Royal Gala 4,234 2,538
Other 2,668 950
Pears 958 412
Total Ha 15,072 8,896

b.  Deregulation resulted in improved responses to changing market conditions.

Growers began to realise and accept that they could not survive growing
commodity varieties of apples like Royal Gala and Braeburn, which had
constituted 75% of production. Increased innovation, including the development
of new varieties such as Jazz and Cripps Pink, is now the recognised way to
generate growth in returns in an industry that is maintaining the same export
volume.

c.  If deregulation had occurred earlier, the productivity and innovation benefits
would have been experienced earlier.

134. Other countries' experiences demonstrate the potential benefits of deregulation.

a.  In South Africa, virtually complete deregulation of producer boards in 1996 has
resulted in significantly increased exports. Export growth of fruit jumped from
8% prior to deregulation to over 20% by 2000. Producer boards have emerged as
major private marketing organisations and producers have benefited from an
increased range of services.®

b.  The deregulation of the domestic market and the replacement of single-desk
exporting by controlled export licensing have been successful in the Israeli citrus
industry, triggering product and marketing innovations, greater cost efficiency
and export growth.s

135. There is no reason to believe that the same benefits would not apply to the New

Zealand kiwifruit industry.
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Productivity Commission, SingleDesk Marketing: Assessing the Economic Argumg$tstf Research
Paper, July 2000, p xxv.

Productivity Commission, SingleDesk Marketing: Assessing the Economic Argumgstsff Research
Paper, July 2000, p 56.
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136. It is imperative that New Zealan d’ s industry adapthen tha nd i nn
Regulations were introduced in 1999, Hayward was the only kiwifruit variety in
commercial production around the world. The market has changed significantly since
then and continues to evolve at a fast pace. Deregulation will increaset he i ndustry’
capacity to respond quickly, creating incentives to innovate and to use capital more
efficiently. The old strategy of subsidising inefficient growers and allowing the
overplanting of Hayward, which Zespri supports, is unsustainable.¢

The Zespri model is fundamentally flawed

137. The fundamental flaw in the current model is that it requires growers to have direct
control over Zespri's activities, which they do not have. In any case, Zespri will
continue to face capital constraints.

138. The Act allows shares in Zespri to be traded among shareholders who are not
producers. This demonstrates that Parliament's intention was, in time, to allow
competition in kiwifruit exporting. It would be unacceptable to have a monopoly
controlled by non-grower shareholders.

139. Zespri has a conflict in delivering returns to shareholders and growers, who are not
one and the same. Although Zespri started life as an entity whose shareholders were
all growers, there is no requirement for shareholders who stop growing kiwifruit to
divest their shares. There is also no requirement for growers to be shareholders. The
result is a substantial misalignment between shareholders and growers, to the extent
that a targeted share offer and buy-back programmes were required in 2005/6 to
achieve better alignment.

140. Other industry participants, such as pack houses and exporters, have no share in Zespri
at all.

141. As a company, Zespri's aim is to maximise its returns to its shareholders, which is
necessarily achieved at the expense of the margin received by grower suppliers. There
is no regulatory oversight of Zespri's payments to growers. Growers are forced to deal
with Zespri (due to the statutory monopoly), but Zespri is not forced to look after
growers, as it is not a true cooperative.

142. More importantly, Zespri's access to capital is limited to that which can be obtained by
a company with a diffused shareholding owned largely by small-scale grower. This
curtails the benefits that a corporate model normally provides for capital raising. As
the Director-General of MAF has recently noted, sustaining New Zealand's position of
comparative and competitive advantage in primary sectors will not be easy and
requires, among other things, "an evolution of our coperative-based industry structures

% In 2007/8 there was 8,522 ha planted in Hayward, producing an average 6,226 trays per ha. In
2007/8 the numbers were 9,675 and 7,241 respectively.
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that enables those industries to develop vibrant growth strategies and to support those strategies
with the large scale investments necessary to hold and expand market positions'globally

143. Essentially, the kiwifruit export industry will have poor access to capital while Zespri
maintains its monopoly. It is not in growers' interests to allow an increased and
broader shareholding in Zespri, as any pressure on Zespri to pay an increased amount
in dividends to shareholders puts direct payment for kiwifruit supply at risk.

Zespri's abuse of its privileged position

144. In addition to the compelling economic arguments for the removal of Zespri's export
monopoly, there is increasing evidence that Zespri is abusing its privileged position,
including by acting anti-competitively.

Anti -competitive conduct

145. As explained above, Zespri is utilising 'exclusivity contracts' with growers and pack
houses to achieve anti-competitive outcomes in the markets for the supply of export
kiwifruit and for the supply of post-harvest services in relation to export kiwifruit.

146. Separately, in 2009 Zespri has taken advantage of its monopoly power to induce
suppliers to enter into service level agreements in relation to the Australian market,
thereby deterring competition in relation to the export and marketing of kiwifruit in
that market (being the one international market where Zespri does not currently enjoy
the privilege of an export monopoly).

Departing from core activities

147. Regulation 11 provides for a ‘non-diversification’ rule which is supposed to mitigate
the potential costs and risks arising from Zespri's export monopoly. It states that
Zespri must not carry out activities, and must not own or operate assets, that are not
necessary for its ‘core business’ unless:

a.  the providers of capital used or to be used for those activities (being the
shareholders or the kiwifruit suppliers as the case may be) have been asked and
have agreed to the use of their capital for those activities; and

b.  the risks of the activity for those who have not given approval are no more than
minimal.

148. Under the Regulations, Zespri's ‘core business’ is confined to the purchase of New
Zealand-grown kiwifruit for export, acquiring title to the fruit FOBS, and the export of
that fruit.

149. As explained above, Zespri has departed from its core activities by sourcing kiwifruit
from overseas, some of which it sells in preference to New Zealand grown fruit. Zespri

7 Forward to MAF Briefing for Incoming MinistersNovember 2008.
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has not sought its sharehol der s’ or debds
claims that it does not have to. Zespri's activities are unlawful. They also constitute
unfair competition with New Zealand businesses who sell foreign grown kiwifruit,
using the capital of captive suppliers forced to supply to Zespri by the monopoly
regime.

New cultivars

The definition of ‘core business’ also excludes Zespri having a role earlier in the supply
chain (i.e. developing new cultivars).

However Zespri inherited rights to cultivars when it was formed and is developing
new cultivars itself in direct competition with potential suppliers, and then
discriminating in deciding what new varieties it buys in favour of its own varieties.
For example, a new variety of red-centred kiwifruit called Hong Yang has been
developed by Turners & Growers. Zespri is currently developing its own red variety,
which incentivises it to criticise other varieties publicly.®® This is not how a single-desk
exporter should be behaving. It illustrates that Zespri now serves its own interests, not
those of the industry as a whole.

Regulation 10 permits Zespri to discriminate justifiably among suppliers on
commercial grounds when deciding whether to purchase kiwifruit, which includes
matters relating to product features, quality, quantity and risk. Zespri uses this as an
excuse to repress cultivars owned by actual or potential competitors, arguing that it is
entitled to discriminate on ‘commercial grounds’ in favour of its own cultivars. This is
a further abuse of Zespri’s monopoly po

New Zealand growers are therefore being discouraged from planting new cultivars.
Foreign and New Zealand owners of new cultivars would not want to plant these
cultivars in New Zealand because, while they have exclusivity for their Plant Variety
Rights, the Zespri monopoly prevents them from exporting the resulting fruit. They
are required to export through Zespri, or take the risk of Zespri being forced to enter
into a collaborative marketing agreement, ceding some or all of the control of the
marketing of the cultivar to Zespri and giving up a commission. This leads to such
cultivars being planted in overseas jurisdictions rather than in New Zealand, including
by New Zealand growers who would generally prefer to plant such cultivars in New
Zealand.

Moreover, large overseas buyers often seek 12 month supply contracts (i.e. large
supermarkets). This requires potential new entrants to grow new brands in both New
Zealand and overseas. However, even if a collaborative marketing arrangement can be
obtained, it is unlikely to be for a period longer than one year (only one has ever been
granted). The high risk of being unable to export new brands grown in New Zealand
makes the required capital investment unjustifiable. Conversely, overseas growers are
also reluctant to plant new brands knowing that New Zealand growers are unable to
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See Lucas de Jong, Get ready for red kiwifrujtSunday Star Times, 26 April 2009.
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complete the 12 month supply chain. This is a significant barrier to overseas uptake of
new brands. Zespri is inhibiting innovation and differentiation in kiwifruit in New
Zealand, instead of making it one of our competitive advantages.

In addition, Zespri seeks to have rights to new cultivars these assigned to Zespri so that
Zespri either has all of the intellectual property rights or at least exclusivity in respect
of marketing. If the owners of the cultivars are not willing to surrender their rights,
they must take the risk of successfully entering into collaborative marketing
agreements. Zespri can, in effect, suppress such new products where the owners are
not prepared to sell exclusive rights to Zespri by requiring that new cultivars undergo
years of testing, with only a chance that they will eventually be accepted by Zespri or
the subject of a compulsory collaborative marketing approval.

THE WAY FORWARD: OPTIONS FOR REFORM

The current model does not work on any view. It is time to allow competition, to keep
Zespri in check and to release the potential of the industry.

Turners & Growers supports complete deregulation of exports now, so that kiwifruit
exports are subject only to HEA rules. The benefits of such deregulation are substantial
and outweigh any perceived risks.

Such deregulation will eliminate the need for New Zealand's WTO exemption in the
draft modalities, demonstrating to New Zealand's international trading partners that
New Zealand is committed to eliminating the use of protectionist measures in
agriculture.

If the Government prefers to move in stages, it can take a first step of permitting a truly
independent body, such as the HEA, to grant export licences. There would be express
provision for granting export licences to the owners of new cultivars. This would be
part of a controlled transition to full deregulation.

The major roles of the HEA are: administering export licensing; monitoring and
approving export marketing strategies; promoting quality management; acting as a
forum for the exchange of information; and encouraging market analysis and research
and development.

MAF considered the costs and benefits of this model in the context of its review of the
regulatory framework for pip fruit exporting. The benefits that were identified
included that it:

a.  encourages exporters and growers to work together in a way that fosters strategic
thinking, information flows and the exploitation of synergies within the industry;

b.  allows for market co-ordination while still providing considerable choice and
permissiveness in export marketing;
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c.  can set quality standards and avoid the export of poor quality product that could
damage the reputation of the wider New Zealand industry;

d. provides a basis for strategic industry directions for public and private R&D

investment;
e.  isalow cost option compared to the existing Regulations;
f. focuses growers and exporters more on markets and less on industry politics

than the existing regime; and
g. is,in practice, an enabling and light-handed form of regulation.s®

However, as compared to complete deregulation, MAF considered that there are some
costs and risks of this model, including that:

a.  individual exporters who disagree with the product group strategy are still
required to comply with it, which may stifle niche-oriented market
developments;

b. innovation and entrepreneurship could be constrained by a single product
group;

c.  itisahigher cost option than having no controls over export marketing; and

d. it has more focus on politics than having no export marketing controls.”

CONCLUSION

The maximisation of productivity across the kiwifruit industry, as an economically
vital primary sector in New Zealand, is essential for New Zealand's long term
economic growth. However the current regulatory framework, which gives Zespri a
near monopoly on the export of kiwifruit, is intrinsically flawed and carries a high
opportunity cost. The kiwifruit industry is missing out on significant economic
benefits that could be gained by deregulation, namely increased efficiency and
effectiveness, increased innovation, investment and diversification, and better returns
for growers. The current model ultimately damages the long terms prospects of the
industry and, therefore, the economic productivity of New Zealand as a whole.
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Review of the Regulatory Framework for Pipfruit ExportidAF Discussion Paper, November 2000,

p 24.
Review of the Regulatory Framework for Pipfruit ExportidAF Discussion Paper, November 2000,
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APPENDIX A: KIWIFRUIT ORCHARD PROFITABILITY

Every year MAF monitors the production and financial status of farms and orchards in
various agricultural sectors throughout the country. Using this data MAF constructs models
of the profitability of the average farm/orchard in various industries across different
| ocati ons. MAF' s modelling covers the fol

Kiwifruit (Bay of Plenty);
Pip fruit (Hawkes Bay);
Pip fruit (Nelson);
Viticulture (Marlborough);
Viticulture (Hawkes Bay);
Arable (Canterbury);
Dairy (National);

Deer (North Island);

Deer (South Island); and
Sheep and Beef (National).

A comparison of these industries can provide an indication of the relative farm/orchard
performance over time.”! The measure analysed here is the ratio of Economic Orchard
Surplus (EOS)” to total capital deployed. EOS is roughly equivalent to the common financial
metric of EBIT? and is, effectively, a measure of the financial return on capital for the
farm/orchard. Figure 1 plots this measure for each of these industries over the period 1999-
2007747> as well as the forecast figure for the 2008 season (denoted by the dashed portion of
each line).

7t It is important to recognise that the MAF model has changed over time and thus caution must be
exercised when comparing the results between years.

72 Depending on the industry in question this is also referred to as Economic Vineyard Surplus
(EVS) and Economic Farm Surplus (EFS).

73 Indeed, the 2008 MAF horticultural monitoring report refers to this measure in note 1 to the
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7+ Note that there is not a perfect overlap between the seasons for each industry we have
considered. For example the kiwifruit season crosses two financial years whereas for other fruits
the harvest occurs within one year. For comparison purposes, the 2007/2008 kiwifruit season is
considered to be the same as the 2007 pip fruit season.

7 Note that the viticulture series only starts in 2004.



36

Figure 1 Financial Return on Capital: all industries
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Source: MAF Hortcultural, Pastoral and sector specific monitoring reports.
As can be seen, kiwifruit orchard returns are relatively poor.

It is important to recognise that the EOS for the model kiwifruit farm does not include the

Zespri dividend. Many growers hold shares in Zespri. For those growers, the most

appropriate measure of performance is the ratio of the sum of EOS and dividend to the sum

of farm capital and share value. Unfortunately the MAF model only separates out the

dividend for three seasons and no information on the assumed number of shares is provided.

Thus even for those three seasonst he mar ket value of theZesppidel f at
is unknown. However, for these three seasons, the model orchard would still have made a

financial loss if the dividend is included. Assuming that the entry in the model of ‘net non-

fruit cash income’ is the Zespri dividend,” adding ‘net non-fruit cash income’ back to the

EQOS for the three seasons MAF has calculated it yields the ‘Adjusted EOS’ shown in Table 1.

76 For example, on page 29 of the 2008 MAF horticultural monitoring report MAF notes ?Dividends
on ZESPRI shares were a useful source of cash for growers during the year, contributing $10 400 to the
model orchard (shownas rbnUUD O WEEUT wPOEOOT wbOwli 1 wWwEUET 1 UK »
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Table 1 Adjusted EOS 2006/072008/09F

®) 2006/07 2007/08 2008/09F
EOS 24,626 29,702 13,046
ZESPRI dividend
(. ne tfruit o n 14,300 10,400 8,710
cash')
Adjusted EOS -10,326 -19,302 --4,336

Source: MAF horticultural monitoring reports

Thus the result for the last two seasons and the forecast for the current season is that the
model kiwifruit farm would make a loss even if the Zespri dividend is attributed to the
orchard’s kiwifruit growing activities.

Another interesting factor to examine is the profitability of Zespri. Figure 2 plots the net
profit after tax (NPAT) divided by total assets for Zespri since 2003.”

Figure 2 ZESPRI: NPAT/Total Assets
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Source: ZESPRI Annual reports

77 Being the earliest year for which ZESPRI has annual reports on its website.
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Two things are apparent from this graph:

e  Without knowing Zespri's WACC, 7 it may be that Zespri has been covering its
WACKC, at least in the earlier years of the time series; and

e This return has been falling since 2004.

78 Zespri's WACC has not been determined. However, given that the after tax return on assets is
greater than 10% over the entire period it is unlikely that Zespri's return is significantly below
Zespri's WACC.



