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A COOPERATIVE? A GOOPERATIVE IS:

* A trusted business
* “A normal business that competes in the same markets
just like any other business, but at yearend it distributes
returns to a particular class of owners we call
“members” who also supply to the business.” * of a single class of owners: (milk) producers

* serving (nothing but) the best, long-term and
collective interests

* A business with “100% farmer control and ownership” and
where “75% of shareholders decide on any changes to
key features”.



FONTERRA:

- Is a NZ dairy business
- that requires
- for farmers to “control [their] own destiny”

a “unifying vote” of over 50% (60%7?) FONTERRA’S

in favor of TAF (and TAF only: “no plan B”)
as the ‘governmentally enforced’ solution FAIR ‘,AI_UE SHARE
to the problem of an unstable capital base

with “possibly as much as $1 billion to cover the
potential cost of redemption risk”

- resulting from a (deficient) fair value share structure
- that otherwise may not be changed.

FAIR VALUE SHARE $3 NOMINAL SHARE
RAISED CAPITAL WOULD'VE RAISED $s T00

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Sum 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Sum
Value shares 5 5,9 550 495 634 1644 1142 750 617 404 7,190 Value shares ., \og 378 317 350 752 505 404 410 268 4,213
issued issued
Redeemed 189 322 403 535 440 1,750 1,425 506 158 159 5,887 Redeemed 189 251 276 342 243 800 630 273 105 106 3,214
Net Net

i 214 227 149 -40 194 -106 -283 244 459 245 ) 214 177 102 -26 107 -48 -125 131 305 163
contributed contributed
Cumulative ./ 441 500 550 744 638 355 599 1,058 1,303 Cumulative  ,,, 391 493 467 574 526 401 532 837 999
net contr. net contr.

Note: A cheaper share would have taxed production growth less and hence raised more capital
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CONCLUSION:
EXTRA CAPITAL RAISED
BY FVS WAS VERY LIMITED

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Cumulative 51, 441 590 550 744 638 355 599 1058 1303
net contr.

Idem $3 214 391 493 467 574 526 401 532 837 999
S izl 0 50 97 83 170 112 -46 67 221“
raised
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SUMMARIZING THE ISSUE

* ‘Fair’ valuation of shares: brings in little extra capital
(compared to $3 nominal valuation) but leaves behind a
massive redemption claim (not just a ‘risk’!).

= The fair value share is deficient.
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FAIR VALUE SHARE
CREATED REDEMPTION GLAIM

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Milk solids 1,111 1,148 1,201 1,160 1,210 1,243 1,183 1,227 1,256 1,320

Share price 3.00 3.85 438 4.69 544 6.56 6.79 5.57 4.52 4.52

Outstanding

. . 3,333 4,420 5,260 5,440 6,582 8,154 8,033 6,834 5,677 5,966
redemption claim

Excess claim 0 976 1,657 1,960 2,952 4,425 7:::1 3,153 1,909 2,006
(over $3 value)

Idem overequity 545 g5 47 712 -1.565-3.274 <001 2,069 -46

book value

WHY, THEN,
A FAIR VALUE SHARE?

» 2001: To allocate the (full) value of the NZ Dairy Board
to farmers, rather than to companies, which they would
then take out from Fonterra when leaving (‘free exit’).

e |s value change at Fonterra today (e.g. Anker whey deal
in NL) still in any way related to the Dairy Board?

* (It’s fair in a cooperative that entrants pay their way in.)

® “The select committee has changed the legislation [Clause 77a] to ensure the fair
value share price must reflect a price related to the cooperative share, which is
currently redeemed by Fonterra and is currently discounted to reflect that limited
trading.” Media Release, Damien O’Connor, 19 June 2012



IN TERMS OF VALUE CREATION,
MEMBERS’ TRUE INTEREST IS IN
LONG TERM RETURNS ON MILK
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TAF THE SOLUTION?
THE BROAD PICTURE
& SOME DETAILS
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Fonterra’s value creation

1000
$K Back on healthy track:

producer interests

750 i
Investment interests

gaining importance __—

2
500

] I| II | ‘ ‘ ‘ ‘
0

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

B share value/member B annual milk earn/member

DOES TAF SOLVE/REMOVE
THE REDEMPTION GLAIM?

“this major deadweight [on] the co-op's back”

* No, it says: “Farmers, it's now yours - you may ask
other farmers to ‘redeem’/buy your shares. You might

also ask public investors to buy units of these shares.”

* (S0 what?)
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WHAT IS THE FUNDAMENTAL
PROBLEM \VITH TAF?

* You can'’t just strike out the redemption claim, say you
“removed” it, and believe it just disappeared.
* Where did it go”

* To the current generation of farmer shareholders: by
transferring the redemption claim, the co-op is sold to
individual farmer shareholders.

» The Co-operative share is transformed into a derivative
and Fonterra Co-op into a ‘farmer owned business’.

* (S0 what?)
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TAF WEAKNESSES & THREATS

* Introduces stock market thinking into Fonterra;

* Grants legal rights to external financial owners;

* Drains up to 20% of dividends;

e (Partially) delinks investments from milk supplies (max 3:1 dry:unbacked);

» Taxes production through high(er) share price, set by the public;
(what if the public systematically offers higher prices?)

* Locks members in: delivery obligation on wet shares (vouchers);
* Complicates raising fresh capital;

* Tightens governmental controls and intensifies public scrutiny;
* Risks dividend tax?

» Complicates international cooperative approaches;

e Difficult and costly to reverse.
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A FARMER OWNED BUSINESS

* Rationale: securing market access under sounds
commercial terms.

* Thinks differently: maximizing investor returns.
- Shareholders: shareholder perspective (‘cashing in’).
- Board: shareholder interests
- Management: share price incentives

* Induces free riding (“adding flexibility”): farmer
solidarity erodes and disappears

ENTRENCHING
100% FARMER OWWNERSHIP

* “It will entrench for the first time 100% farmer control and
ownership of our Co-operative.”

C Really? 2001 Constitution, section 2: “The Board may not issue Co-operative
Shares to any person (b) who is not the owner of the Milk supplied to the Company”

* No, what it does is privatizing the cooperative
for the first time into 100% individual farmer ownership.
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CREATION OF THE FUND

* “To achieve a minimum launch size of $500 million,
farmer shareholders will be invited to participate in
a supply side book build”.

* Unprecedented to invite members of a
cooperative to sell their shares to external investors.

* \What do you build up while breaking down?
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IS TAF REALLY NEGESSARY?

“The harsh reality is that we need to set aside large
amounts of capital — possibly as much as $1 billion —
to cover the potential cost of redemption risk.”

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 Sum

Value shares

. 403 549 552 495 634 1,644 1,142 750 617 404 7,190
issued

Retentions -50 257 7 191 0 165 235 19 438 487 1,749

1% Milk

- 56 36 45 48 47 48 87 58 77 100 602
earnings
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WILL THE FUND WORK?

e Limits on # dry shares (+25%) and # Shareholders Fund
(20%) of shares may be tight and stagnate the market!

* ‘Uncertain’ outcomes of stress testing: milk drop, milk
flush, (hostile) takeover bid, acquisition opportunity

 Breaches test the Board’s budget (buying back units
~redemption) & build up pressure to relax controls.
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A “NO” VOTE: THE DOWNSIDE

* Three-five years of work is ‘wasted’.
* [nstability: position of the Board under question?

* Two more years (?) to be invested ‘going back to the
drawing board’ for a new proposal, government approval
(?) and another member vote.

* Woud this damage Fonterra’s ‘Strategy Refresh’
implementation?
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CONGLUSION

 Fonterra’s fair value share is deficient: raises little extra
capital & creates an outstanding claim (not just a risk).

* TAF removes transfers that claim to current farmers,
privatizing the co-op into a ‘farmer owned business’.

e There are risks associated with TAF and the investor
orientation it imports into the system.

* Solving the problem doesn’t necessarily require TAF;
might it not be solved in a much easier way”?
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