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Glossary 
 

MPG Milk Price Group, the independent group responsible for calculating the base milk 

price.  

NMPB  Notional Milk Price Business, comprising the notional milk powder manufacturing 

business implied by Fonterra’s Farmgate Milk Price Manual. 

R&M Repairs and maintenance 

RCP Reference commodity product, comprising WMP, SMP, BMP, Butter and AMF. 

Season  The period commencing on 1 June 2013 and ending on 31 May 2014.   
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1 August 2013 

 

To:  The Commerce Commission 

 
1. Fonterra Co-operative Group Limited ("Fonterra"), certifies that in terms of section 150L(d) of the Dairy 

Industry Restructuring Act 2001 ("DIRA"), Fonterra considers that its milk price manual for the Season is, in all 

material respects, consistent with the purpose of subpart 5A of the DIRA. 

2. This view is based on our interpretation of subpart 5A, and the other relevant assumptions, views and 

qualifications set out in the accompanying reasons provided pursuant to s 150L(e). 

 

 
Signed by                                         

  Jonathan Mason 

Chief Financial Officer of Fonterra   
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1 Introduction 
 
This paper provides reasons in support of Fonterra’s certification in respect of the Milk Price Manual for the Season 

(the F14 Manual), as required under section 150L of the DIRA.  The paper has been prepared under the oversight of 

the Milk Price Panel, and where relevant reflects the Panel’s views. 

 

Section 150L provides that Fonterra must: 

 Provide the Commission with the milk price manual for the current season (i.e. the season corresponding to 

Fonterra’s 2013/14 financial year) (section 150L(a)); 

 Provide the Commission with any recommendations by the Milk Price Panel “in relation to the setting of the 

base milk price”(section 150L(b));1  

 Notify the Commission of any change in the economic and business environment that, in Fonterra’s view, 

requires a change to the milk price manual (section 150L(c));  

 Certify to the Commission the extent to which Fonterra considers that the milk price manual is consistent 

with the purpose of subpart 5A of DIRA (section 150L(d)); and 

 Provide the Commission with reasons for the view expressed in its certificate (section 150L(e)). 

In addition, section 150G sets out the steps that Fonterra is required to take if it does not amend the Manual in 

accordance with a recommendation by the Panel, if it amends the Manual contrary to a recommendation by the 

Panel, or if it amends the Manual without having received a relevant recommendation from the Panel.  We advise 

that none of these circumstances has occurred with respect to the F14 Manual. 

 

The board of Fonterra approved at its meeting on 30 July 2013 a number of minor amendments to the Milk Price 

Manual, most of which were of a technical or drafting nature, and all of which were recommended by the Milk Price 

Panel.  These amendments are set out in ‘mark up’ form in the F14 Manual attached to this paper and, where 

relevant, we explain their rationale below.   The F14 Manual is otherwise identical to the Milk Price Manual applied by 

Fonterra in respect of the 2012/13 season, and in respect of which Fonterra submitted a certification and reasons 

paper in September 2012.  Rather than repeat the detailed commentary included in that paper, we have confined our 

comments in this paper to matters relevant to the amendments to the Milk Price Manual.  In all other respects, we 

request that this paper be read in conjunction with our 2012 reasons paper. 

 

We have also recently provided (in our ‘reasons’ paper in respect of the 2012/13 base milk price) the Commission 

with our views on the appropriate interpretation of section 150A of DIRA (the purpose provision), and have not 

repeated these views in this paper. 

 

The paper is intended to satisfy the section 150L(e) requirement to provide the Commission with the reasons for the 

view expressed in our certificate.  The paper is organised as follows: 

 In section 2, we set out, and explain the rationale for, the substantive amendments to the F14 Manual, and 

comment on the consistency of these amendments with section 150A.  

 In section 3, we summarise changes in the economic and business environment that are potentially of 

relevance to the calculation of the base milk price, and explain why we have not amended the Manual in 

response to these changes for the 2013/14 year.   

The attachments to this paper comprise: 

 Attachment 1 – a paper to Fonterra’s board of directors, setting out the Milk Price Panel’s recommendations 

with respect to amendments to the Milk Price Manual. 

                                                
1
   As in our 2012 ‘reasons paper’ we have interpreted this provision as in fact relating to recommendations by the Milk Price 

Panel in relation to amendments to the Milk Price Manual.  The relevant paper to Fonterra’s board is attached as Attachment 1. 
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 Attachment 2 – a paper to the Milk Price Panel, containing the Milk Price Group’s recommendations with 

respect to amendments to the Milk Price Manual. 

 Attachment 3 – a ‘marked up’ version of the Milk Price Manual, identifying all amendments, and which 

satisfies the section 150L(1) requirement to provide the Commission with the manual for the current season. 
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2 Amendments to the F14 Manual 
 

Attachment 2 to this paper comprises a Milk Price Panel paper dated 17 May 2013, which explains the various 

amendments that will apply in respect of the F14 Manual.2  That paper notes that just two amendments might be 

regarded as being in any way ‘substantive’, and that these comprise amended approaches to calculating the base milk 

price provisions for repairs and maintenance costs, and for ‘working capital days’ (i.e. the number of days assumed to 

elapse between the recognition of revenue and the corresponding receipt of cash, and between recognition of 

expenses and the corresponding outlay of cash).  We comment in this section on the rationale for these changes and 

on the consistency of the amended provisions with section 150A. 

 

Repairs and maintenance costs 

Rule 16 of Part B of the Manual has been amended to provide that: 

In calculating the Farmgate Milk Price a reasonable provision for Repairs and Maintenance Costs shall 
be deducted, calculated by reference to: 

 Fonterra’s average expenditure on repairs and maintenance with respect to assets comparable 
to those assumed in the Farmgate Milk Price Fixed Asset Base, relative to the assessed 
replacement cost, age, and any other relevant characteristics of those assets;  

 The relevant characteristics of the assets included in the Farmgate Milk Price Fixed Asset Base, 
including the assumed age and economic lives of the assets; and 

 Any other matters relevant to the assessment of a commercially reasonable provision for 
Repairs and Maintenance Costs. 

 

The amended provision is less prescriptive than the previous provision, which specified that the R&M allowance was 

to be rebased at four yearly intervals (in each review year), by reference to Fonterra’s actual R&M spend relative to 

the replacement cost of relevant Fonterra assets over the preceding four years, with adjustments for inflation and 

changes in capacity of the NMPB asset base over the intervening period.  Because the assets included in the NMPB 

asset base are all assumed to have finite economic lives that are in many instances shorter than the actual economic 

lives of Fonterra’s assets, we consider there to be a risk that continued application of the previous approach would 

result in the Milk Price provision for R&M costs being overstated in some future year, relative to the amount that 

would in practice be incurred by a business with the characteristics of the NMPB.  The amendment is intended to 

address this risk, by providing the flexibility to introduce an alternative approach. 

 

We anticipate that we will not significantly revise the approach taken to calculating the R&M provision for the Milk 

Price for F14.  In terms of consistency with section 150A, we consider that the amended provision is consistent with 

the application of an approach that is both practically feasible and which provides appropriate incentives on Fonterra 

to operate efficiently. We also note that the Commission will review the actual approach taken to applying the 

amended provision in F14, and that it will at that time form a view on practical feasibility and any efficiency 

implications.   

 

Working capital days 

Rule 38 of Part B of the Manual has been amended to remove the requirement that certain inputs into the calculation 

of net working capital in the Milk Price (primarily the assumptions relating to creditor and debtor days) “will be 

reviewed and may be adjusted by an Independent Reviewer in each Review Year.”  The primary purpose of this 

amendment is to allow for the annual (rather than four yearly) update of relevant assumptions, among other things 

to ensure alignment between the sales prices assumed in the Milk Price revenue calculation (which will reflect the 

                                                
2
  Attachment 3, the ‘marked up’ F14 Manual, also includes a number of minor amendments of a purely technical or drafting 

nature. 
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relevant payment terms) and the average number of days assumed between recognition of a sale and the receipt of 

cash.   

 

In terms of consistency with s 150A, as with R&M we consider that the amended provision is consistent with the 

application of an approach that is both practically feasible and which provides appropriate incentives on Fonterra to 

operate efficiently. We again note that the Commission will review the actual approach taken to applying the 

amended provision in F14, and that it will at that time form a view on practical feasibility and any efficiency 

implications.   
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3 Changes in the economic and business environment 
 

We confirm we are not aware of any changes in the economic or business environment that would in our view 

necessitate a change to the Milk Price Manual for the Season.  In arriving at this view, we have had regard to the 

following: 

 None of the amendments to the Milk Price Manual set out in the attachments to this paper were prompted 

by changes in the economic or business environment. 

 As a general matter, our view is that changes in the economic or business environment will in most 

circumstances not necessitate changes to the Manual, though they may result in changes in the approach 

taken to applying existing provisions of the Manual.  Among other things, the existing provisions of the 

Manual could accommodate the changes in approach required to reflect the impact of changes in relative 

demand for (and profitability of) different product streams that affect industry-wide patterns of new 

investment or of assets becoming ‘stranded’ due to a significant reduction in milk supply. 
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BOARD PAPER 
30 July 2013 

Milk Price – Proposed Amendments to Milk Price Manual 
Item No: 3  CONFIDENTIAL 

1 PURPOSE 

1.1 The purpose of this paper is to seek the Board’s approval to a number of amendments to 
the Farmgate Milk Price Manual (the Manual). 

2 EXECUTIVE SUMMARY 

2.1 Section 5.2 of the Manual, which sets out the governance arrangements relating to the 
Milk Price, provides that Board approval is required for all amendments to the Manual. 

2.2 Subpart 5A of the Dairy Industry Restructuring Act 2001 imposes certain duties on 
Fonterra relating to the Manual, including a requirement for public disclosure if the Manual 
is amended contrary to, or in the absence of, a recommendation from the Milk Price 
Panel, or if an amendment recommended by the Panel is not implemented. 

2.3 The Board initially approved the Manual in November 2008, and has subsequently 
approved amendments in July each year as part of its standard processes. 

2.4 The proposed amendments are described in Appendix 1, which is a paper to the Milk 
Price Panel’s meeting on 17 May 2013, and which explains that the amendments can be 
categorised under the following headings: 

(a) ‘Substantive issues’. Two amendments are proposed under this heading, 
comprising a revised approach to calculating the provision for repairs & 
maintenance costs, and an amendment to allow for the annual, rather than four-
yearly, update of inputs into the calculation of net working capital. 

(b) ‘Technical issues’, comprising minor technical and drafting changes. 

2.5 The Milk Price Panel approved the recommendation to the Board of amendments to the 
Manual, subject to minor changes to be approved by the Chair of the Panel.   

2.6 The proposed amendments will take effect from F14.  It is not anticipated that any of the 
proposed amendments will have a material impact on the quantum of the Milk Price.  

2.7 Management has confirmed there are no continuous disclosure requirements associated 
with this item. 

3 RECOMMENDATION 

3.1 It is recommended that the Board resolve: 

TO approve the amendments to the Farmgate Milk Price Manual set out in ‘mark up’ 
form in Appendix 2 of the Board paper entitled ‘Milk Price – Proposed Amendments 
to Milk Price Manual’ dated 30 July 2013. 

 

 

 

John Waller 
Chair, Milk Price Panel 

 



Notes 

 
 

Milk Price – Proposed Amendments to Milk Price Manual 
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Attachments: 

Appendix 1: Milk Price Panel Paper entitled “’Amendments to Milk Price Manual for 
F14” dated 17 May 2013 

Appendix 2: Proposed Manual (marked up version) 

 



 

 
 

 
Private Bag 92032 Auckland 
Fonterra Centre 9 Princes Street 
Auckland, New Zealand 
 

 

Milk Price Panel Paper 

 

Meeting Date:  17 May 2013 

Agenda Item: 4.6 

Topic:  Amendments to Milk Price Manual for F14 

 

1 Purpose 

The purpose of this paper is to seek the Panel’s recommendation to the Board that the Board approve 

a number of amendments to the Milk Price Manual (the Manual).   

 

2 Recommendation 

We recommend the Panel AGREE to recommend to the Board to resolve to approve the amendments 

to the Manual set out in ‘mark up’ form in Annex 2. 

 

3 Comment 

Board approval is required for all amendments to the Manual, based on recommendations from the 

Milk Price Panel.  

Annex 1 contains a summary of all proposed amendments, other than corrections for minor drafting 

issues.  The amendments are set out under the headings of ‘substantive issues’ and ‘technical issues’. 

Substantive Issues 

Two amendments are proposed under this heading: 

 The first amends the approach taken to calculating Repairs & Maintenance (R&M) costs, to 

provide that a key input (R&M cost as a percentage of asset replacement cost) will be updated 

annually, rather than at four-yearly intervals.  This amendment recognises that Fonterra’s 

actual R&M spend has been increasing materially in recent years, in part due to the change in 

asset maintenance philosophy which has been reflected in the removal from the Milk Price of 

a provision for ‘birthday capex’ expenditure. 

 The second comprises a similar amendment to the approach taken to setting working capital 

assumptions in respect of accounts receivables and accounts payable balances, to provide 

that these will now be updated annually rather than once every four years.  This amendment 

will enable closer alignment between the pricing series used in the Milk Price model and the 

working capital terms applying to the relevant sales. 
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Technical amendments 

The amendments set out under this heading do not have any substantive impact on either the 

quantum or calculation of the Milk Price. 

 

The proposed amendments to the Manual have been reviewed by David Matthews, General Counsel.  

James Every-Palmer, Partner of Russell McVeagh, has also been asked to review the amendments, 

and has not yet completed his review.  We will table any subsequent amendments arising out of this 

review at the Panel meeting. 

 

Jim Hepburn 

 
Head, Milk Price Group  

 
  



 

3 
 

Annex: Summary of Amendments 
 
Reference Amendment Comment 

Substantive Amendments 

p.41, Rule 16 Amendment to definition of 

Repairs & Maintenance costs. 

Two primary purposes: (1) to provide for R&M costs, 

as % of asset replacement cost, to be updated 

annually, rather than once every 4 years, & (2) to 

provide for % to be calculated by reference to sample 

of Fonterra sites most similar to Milk Price model sites, 

rather than all Fonterra sites.  Allows Milk Price model 

provision to better reflect R&M costs associated with 

maintenance of assets relevant to Milk Price. 

p.51, Rule 38 Removal of provision that working 

capital days assumptions be 

updated at 4 yearly intervals and 

be subject to independent review. 

This amendment will allow, per papers to Panel’s 

March and April meetings, the annual update of 

working capital assumptions to get better alignment 

between the sales terms reflected in the pricing series 

(GDT sales) and the sales terms assumed in calculating 

working capital days.  

Technical Amendments 

p.19 Substitution of ‘should’ for ‘will in 

context of use of GDT-only prices 

resulting in ‘correct’ pricing series 

for Milk Price 

 

pp.26 & 27 Removal of references to valuer & 

fair value share process 

 

p.34, Rules 

4&5, & p.36, 

Rule 9 

Substitution of “FAS-equivalent” 

for “FAS”. 

No substantive impact.  Amendment recognises use in 

Milk Price calculation of FAS-equivalent prices derived 

from sales on other terms.  (Most sales are in fact on a 

FAS-equivalent, rather than direct FAS, basis.) 

p.34, Rule 5. Amendment to reference “terms 

typically provided by sellers of 

[standard commodity] products”, 

rather than ”terms comparable to 

those applying to sales on GDT.” 

No substantive impact, but recognises that terms 

applying to sales on GDT will not necessarily reflect the 

full range of ‘normal’ terms available to buyers of 

commodity products. 

p.36, Rule 10 Amendment to sales phasing rule 

to provide that an alternative set 

of sales phasings could result in 

notional sales occurring later, as 

well as earlier, than actual sales. 

Manual includes ability (which has not been exercised 

to date) to impose a set of sales phasings different to 

Fonterra’s actual sales phasings if the Board “has 

reasonable cause to consider that Fonterra’;s actual 

phasing of sales is not consistent” with maximising 

returns.  Current rule provides that alternative 

phasings must necessarily bring sales forward.  While 

this is what would most likely occur in practice, there 
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Reference Amendment Comment 

may conceivably be circumstances where in a rising 

market it would be commercially appropriate to 

notionally defer sales. 

p.38, Rule 12 Removal of reference to ‘selling 

costs’ from rule, and amendment 

to make it clear Standard Plants 

are allocated to Regions, whereas 

other assets are allocated to sites. 

No substantive impact.  Reference to selling costs not 

required, as covered separately under Rule 6. 

p.39, Rule 13 Removal of redundant 

requirement for independent 

review of usage rates . 

No substantive effect, as independent review is still 

required in immediately following paragraph. 

p.40, Rule 13 Amendment to recognise that a 

portion of some costs described as 

‘variable’ may be fixed. 

Accommodates minor change in approach to 

modelling certain costs, esp. energy, which have fixed 

components, and to remove reference  to storage 

costs, which are separately covered under Rule 20. 

p.40, Rule 14 Deletion of specific rule relating to 

laboratory costs. 

Not required, as separately covered under Rule 13. 

pp.40-41, Rule 

15 

Amendment to definition of Fixed 

Manufacturing Costs. 

Extended to include fixed portion of any costs 

previously considered fully variable. 

p.43, Rule 20 Minor amendments to supply 

chain provision to align 

terminology in Parts B and C. 

No substantive impact. 

p.44, Rule 23 Removal of requirement for 

independent reviewer to review 

assumed level of manufacturing 

performance of standard plants. 

Redundant – requirement overlaps with independent 

review requirement in Rule 13 (4 yearly review of 

resource usage assumptions). 

p.46, Rule 24 Addition of reference to dry stores 

assets. 

No substantive impact – dry stores have always been 

included in model, but not explicitly references. 

p.25, Rule 25 Amended to explicitly account for 

difference between milk collected 

by, and milk processed by, 

Fonterra. 

No substantive impact – calculations to date have 

assumed the modified definition. 

p.57, definition 

of Valued 

Component 

Usage 

Amended to remove reference to 

specification limit. 

Amendments to definitions of Valued Component 

Usage, and addition of definition of Composition 

Offset, are all technical in nature, and correct minor 

errors in previous drafting. 

p.57, definition 

of Composition 

Amended to include reference to 

moisture and to specification limit 

 



 

5 
 

Reference Amendment Comment 

target 

p.57, definition 

of Composition 

Offset 

New definition.  

p.59, definition 

of Standard 

Commodity 

Price 

Make it clear that post-FAS costs 

are to be deducted “from the 

actual selling price” to determine a 

FAS-equivalent price. 

Clarifying amendment – no substantive impact. 

p.60, definition 

of Incremental 

Product Cost 

Addition of reference to 

incremental manufacturing cost, 

relative to cost of manufacturing 

standard specification product. 

Clarifying amendment – no substantive impact. 

p.61, definition 

of Freight 

Costs 

Add language enabling use of 

alternative estimates if Fonterra’s 

costs are not representative of the 

costs an efficient processor would 

incur. 

No immediate impact – enables, but does not require, 

use of alternative source to Fonterra for freight costs. 

p.62, definition 

of Lactose 

Price 

Amend to include reference to 

price a “commercially astute” NZ 

based manufacturer of 

milkpowders would pay. 

Aligns language to corresponding provision in Part B – 

no substantive impact. 

p.63, definition 

of Variable 

Manufacturing 

Costs 

Amend to provide for a portion of 

these costs to be fixed. 

Aligned to amendment to Rule 13 in Part B, per above. 

pp.64-65 Amend definitions of Water Cost, 

Cleaning and CIP Cost, 

Consumables Cost and Effluent 

Cost, to allow for potential that 

these costs may not be fully 

variable. 

Basis of calculation of these inputs is under review, 

and it is possible the review will conclude a portion of 

some of these costs should be treated as fixed.  

Amendment accommodates, but does not require, 

assumption that some costs are fixed. 

pp.65 Removal of definition of Raw 

Materials Cost, and reference to 

same in definition of Variable 

Manufacturing Costs. 

Provision is not required. 

p.65, definition 

of Laboratory 

Cost 

Amended to provide for possibility 

that these costs do not vary in full 

with production volumes. 

 

p.67, definition 

of Fixed 

Amended to include any fixed 

portion of variable manufacturing 

Aligned to amendment to Rule 15 in Part B, per above 
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Reference Amendment Comment 

Manufacturing 

Costs 

costs. 

p.67, definition 

of FTE 

Allowance 

New definition. No substantive change – corresponds to requirement 

to establish the number of FTEs by independent 

review. 

p.67, 

definitions of 

Manufacturing 

Overheads and 

Corporate 

Overheads 

Merged into single definition of 

General Overheads. 

Modified to include overhead 

costs of a ‘one-off’ nature. 

No substantive change.  First amendment aligns to 

approach taken in F13 Reset Year Review, where there 

was generally no clear distinction between the two 

categories of overhead.  Second amendment aligns to 

distinction incorporated last year in Rule 15 to provide 

for costs of a one-off nature. 

p.67, definition 

of Information 

Systems Cost 

New definition. No substantive change – aligns Part C to Rule 15 in Part 

B. 

p.68, definition 

of Farmgate 

Milk Price EBIT 

Amended to incorporate new 

definitions of General Overheads 

and Information Systems Costs 

No substantive impact. 
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