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Foreword

Foreword

Expectations of protein shortages on a global scale, concerns about climate
change and evolving customer requirements over to the sustainability and
efficacy of food products present significant opportunities and challenges to

the New Zealand agribusiness sector. The sector underpins and supports not
only the rural community but many other sectors of the New Zealand economy,
including financial services, freight and logistics, engineering, science and
education. The penetration of the agribusiness sector across the New Zealand
economy makes understanding the opportunities and challenges facing the sector
particularly relevant to most New Zealand businesses, as these issues drive, to a
large extent, the growth and success of our economy.

KPMG has been a proud advisor to many successful agribusinesses for over a
century. Last year, we created the KPMG Agribusiness Network to recognise
the importance of the sector to the New Zealand economy and the future of

our business. The network includes partners and professional staff from all

our offices across the country and all our service disciplines and is focused on
co-ordinating our service delivery, thought leadership and sponsorship activities in
relation to the agribusiness sector.

Despite our history working in the sector, we challenged ourselves on establishing
the network to obtain a real insight on the most significant opportunities and
challenges facing the sector over the next five years to ensure that we are able to
provide the services and advice that agribusinesses really require. This was originally
intended to be an internal project, however as we have met and talked with our
clients and other influential leaders in the industry, it became apparent that the
insights we were developing would be relevant to a wider audience and help fill a
perceived void in analysis of the wider agribusiness sector.

We are very pleased to introduce the inaugural edition of the KPMG Agribusiness
Agenda in which we provide analysis and commentary on 12 key opportunities
and critical challenges that the industry faces at the start of the new decade.

The report considers a range of issues that we consider the industry needs to
resolve to truly become a customer led, science driven, high productivity sector
that can assist in driving the long term growth in profitability and success of the
New Zealand economy.

Having completed the KPMG Agribusiness Agenda we are excited about
the prospects for the sector and consequently the wider economy. KPMG is
committed to investing in delivering insights that are relevant and challenging
to the industry and others with an interest in the long term success of New
Zealand. We are committed to playing our part in the long term growth and
success of the agribusiness sector.

We look forward to receiving your feedback on this report and the discussions
we expect it to generate.
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As advisors to a large number of New Zealand's leading agribusinesses, KPMG
took the opportunity to meet with a wide cross section and number of CEOs,
Chairmen and leaders in the sector during the last quarter of 2009 and early part
of 2010. We are concerned that there are critical issues in the sector that remain
either unsatisfactorily addressed or need attention if this vital sector is going to
remain healthy and at the forefront of the New Zealand economy.

As a result, this report has been prepared to reflect the common themes and
concerns raised in those conversations and to present our analysis of the most
critical issues facing the sector in the short to medium term.

We have distilled our sector research and our conversations with these leaders
down to a series of common topical areas that we believe forms an agenda

of major issues for the industry over the next year and beyond. These are the
issues that must be addressed by all of us participating in the sector to enable
New Zealand agribusiness to grasp the opportunities available to it and maximise
the industry’s value to all its stakeholders.



When the primary
sector sneezes, the
New Zealand economy
catches a cold

1 John Key; Speech to Federated Farmers National Conference;
2 July 2009; www.beehive.govt.nz
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Executive summary

The full impact of the global financial crisis will only become apparent when the
global economy returns to more normal growth patterns. In our view, the crisis
has seen the balance of global economic influence swing towards Asia and
caused structural changes in many western economies. While the strength of
the Australian banks has substantially protected the New Zealand economy from
the worst of the fallout of the crisis, many analysts have spent time over the last
year considering the role that our country has to play in the post crisis global
economy. The ability New Zealand has to produce safe, sustainable food has
been ignored in the past in favour of other wealth creation strategies. However
many have concluded that the agribusiness sector will be a core contributor to
the prosperity of the economy as we move into the post crisis world.

Prime Minister John Key summarised the National-led government’s position towards
agriculture, saying that the government “views agriculture as a key driver of New
Zealand's economic engine. When things are going well on our farms, this flows
through into small towns, the provincial cities, and into our big cities. Conversely,
when the primary sector sneezes, the New Zealand economy catches a cold” John
Key's comments are supported by recent export data, which show 66% of New
Zealand's merchandise exports come from agribusiness and food related products.

Exports of main commodities Food and agribusiness related exports
- Year to October 2009 - Year to October 2009

M 66% Food and agribusiness related exports
M 22% Manufactured products
4% Petroleum related products including oil

m 35% Dairy products

M 25% Livestock, meat and associated products
5% Fish and seafood

8% Undisclosed other commodities/ confidential data 8% Horticultural products

13% Forestry products

4% Viticultural products

10% Other food related products

Source: Statistics New Zealand; Overseas Merchandise Trade Statistics October 2009; www.stats.govt.nz
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Global food production
needs to increase by
40% by 2030 and 70%
by 2050 compared

to average 2005 to
2007 levels to meet
expected demand

2 Organisation for Economic Co-operation and Development/ Food
and Agricultural Organisation of the United Nations; OECD-FAO

Agricultural Outlook 2009 — 2018: Highlights; 2009;
www.agri-outlook.org

Horticulture New Zealand; An Overview: Horticulture Industry
Strategy ‘Growing a New Future; July 2009; www.hortnz.co.nz

Executive summary

. PWoger-Nﬁttall KPMG Christchurch

The diversity of the agribusiness sector in New Zealand and its focus on export
markets positions the sector well to meet the growing global demand for high
quality, safe and sustainable food expected to eventuate over the next 50 years.
The Food and Agriculture Organisation of the United Nations, using long term
population and income projections, has estimated that global food production
needs to increase by 40% by 2030 and 70% by 2050 compared to average
2005 to 2007 levels to meet expected demand.? They predict that much of the
increase will come from converting additional land to agricultural production,
particularly in Africa and Latin America, however they note there remains
significant potential for further increases in the productivity of crop and livestock
production over the next 10 to 20 years even in the most productive areas
through development and adoption of new technologies.

It has been challenging for industry participants in many sectors to consistently
generate sufficient operating profits to maintain a viable business in recent
years, with some relying on the capital appreciation of land to support their
balance sheets. The profitability of the industry is significantly influenced

by many uncontrollable variables — the climatic conditions, exchange rates,
commodity prices and market access arrangements to name a few. We have
been consistently told in our conversations that there is a lack of understanding
amongst non industry people of the complexity and challenge of running a
successful agribusiness. However there is universal belief that the global
environment creates significant opportunities for the industry if there is a
collective will to do some things differently.

This view was put succinctly in the Horticulture Industry Strategy document, which
noted “the horticulture industry cannot keep on doing what it has always done and
expect to continue to grow...In fact, the evidence suggests, that continuing with no
change will lead to an eventual decline in revenue for the industry...The second issue
that became clear is that significant growth is achievable, but that requires change —
change in behaviour and change in attitude.”®> A view that is not only relevant to the
horticulture sector but many other agribusiness sectors.

As a protein rich country with secure and reliable sources of fresh water and

a history of agricultural innovation New Zealand has strategic advantages that,

if managed appropriately, will assist the economy to grow, both directly and
indirectly, and enhance the wealth of all New Zealanders. This will require each
of the sectors encompassed within New Zealand agribusiness to grapple with,
and develop responses to, a range of challenges including competition from new
production regions, meeting the needs of new customers, delivering sustainably
produced food and investing in infrastructure to deliver productivity improvements
across the industry.
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Efficient, best practice production
methods rather than lower cost

For many years, the New Zealand agribusiness sector has traded on a belief

that our commercial advantages were cheap land, abundant grass and plenty of
water making this country the lowest cost place to grow food in the world. This
is no longer true. Farm prices have risen significantly over the last twenty years
making land in New Zealand among the most expensive in the world. Dairying
has moved to more marginal regions increasing the need for supplemental feeds,
while agricultural intensification and environmental restrictions have put pressure
on water resources increasing the demand for irrigation schemes around the
country. European farmers ignored the challenges to their traditional markets
that new world producers presented after the Second World War and many have
had to rely on subsidies since. New Zealand must learn from the European
experience and respond to the new competitive environment; there is no
Common Agricultural Policy to support the industry in New Zealand.

Average price per hectare of dairy farm land ($)
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Source: Livestock Improvement Corporation/ DairyNZ; New Zealand Dairy Statistics 2008-09; 2009; www.dairynz.co.nz

New Zealand agriculture
needs to discard the
low cost production
position once and for all
and adopt a universal
focus on efficient and
sustainable production
models which are
resilient to market
volatility and shocks

Against this background, the global demand for food has seen increasing
investment in countries in South America, Africa, Asia and Eastern Europe where
land, labour and compliance costs are significantly lower than those in New
Zealand creating a new tier of low cost producers. A common theme from our
conversations is that New Zealand agriculture needs to discard the low cost
production position once and for all and adopt a universal focus on efficient and
sustainable production models which are resilient to market volatility and shocks
('the most efficient producer’).

This suggests that the industry needs to be prepared to make investments in
researching and developing best practice products and production techniques,
training and developing future industry leaders, exploiting the natural resources
available in an optimal manner and utilising tools that smooth the peaks and
troughs of increasingly volatile business cycles. In some circumstances this is
likely to require industry participants to reconsider the most appropriate structure
for their sector to adopt to secure future growth and success.

The generally low operating returns from agribusinesses have meant many
investors have steered clear of the sector in favour of higher yielding investment
options. In New Zealand's shallow capital markets this has presented many

o1
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We do not believe the
co-operative model is

an impediment to the
industry securing the

capital it needs

Executive summary

Photo by Roger Nuttall KPMG Christchurch

organisations with challenges to raise sufficient capital to exploit the opportunities
available to them. Transitioning from the traditional industry model to a

more efficient and sustainable production model will require companies and
co-operatives to raise new capital. Recent experiences with proposed share
issues being withdrawn and low uptakes on co-operative share offers suggest
sourcing the required capital will be challenging, particularly from a rural investor
base which is currently more highly geared than ever given the significant land
price inflation that has occurred. While we do not believe the co-operative model
is an impediment to the industry securing the capital it needs, we consider
co-operatives will need to be flexible in how and where they source capital, with
the potential that non-supplier investment structures may need to become a
more common part of the capital structure moving forward.

The challenges of the current regulatory and compliance frameworks have been
highlighted as a potential constraint on achieving the structural changes required
within the industry. There has been a perception that regulations have been
imposed for regulations sake without full consideration being given to the costs
and associated benefits of regulations. While the government is taking steps to
reform some of the most challenging areas, such as the Resource Management
Act, new regimes, such as the Emissions Trading Scheme, add further complexity
to the regulatory and compliance environment.

There needs to be a mature conversation around some of the more controversial
areas of regulation, such as the commercial release of genetically modified
organisms, to ensure that the opportunities they offer to increase productivity are
balanced with the risks to the environment and New Zealand's market reputation.
The government acknowledges the need to wind back some of the regulation
imposed on the economy over the last decade. We believe that rapidly removing
regulation and compliance requirements that add little or no value has the
potential to unleash the growth potential in the sector.



Success depends on
how intimately our
exporters are able

to understand their
new customers and
that will only come
from doing the hard
work to build the
personal relationships
that are so central to
business in Asia

4 Tourism New Zealand; 100% Pure New Zealand Facts and Figures;
2009; www.10yearsyoung.tourismnewzealand.com

Meeting the challenges of new markets

The markets our exported products go to have changed markedly in the last ten
years, as Asian countries have become increasingly more important to our exporters
over our traditional markets in the Northern Hemisphere. \We believe that this is a
trend that will continue as the government continues to deliver free trade and market
access agreements with countries in the Asia Pacific region. The trade agreements
unlock the doors to the new markets; however that is where the hard work starts

for our exporters. They need to understand the preferences of these new potential
customers in order to develop product offerings that are able to deliver to meet these
expectations. Success will be dependent on how intimately our exporters are able to
understand their new customers and that will only come from doing the hard work to
build the personal relationships that are so central to business in Asia. The work the
government has done has created a unique market opportunity for the New Zealand
agribusiness sector. The onus is now on the industry to grasp the opportunity and
maximise its benefits for themselves and for the wider economy.

The food price spikes experienced globally in 2008 after many years of relatively
stable food prices reflect a trend towards volatility that we expect to see continue
in future years. The challenge of feeding a rapidly growing global population will
make food prices more susceptible to supply shocks. Consequently we believe
innovative ways need to be identified to smooth volatile market prices to provide
a sufficiently stable earnings stream that will enable investment decisions

to be taken on long term developments. Strategies such as the partnership
programmes being developed by the meat companies, are intended to link the
customer to growers, removing the growers from the fluctuations of the spot
market and providing certainty to the supplier and processor over profitability.
Volatility creates opportunity if understood and managed correctly.

A strong theme from our discussions has been that the government must support
the industry in delivering to new customers through partnering with agribusinesses in
research and development activities. Much of the intellectual property currently being
used in the sector is now dated as the uncertain funding environment for the Crown
Research Institutes and a general lack of investment by New Zealand Inc in R&D

has seen the speed of science advancement in New Zealand slow in comparison to
many competing countries. Despite the talk from the new government about the
importance of science in driving productivity improvement, its actions to date have
given mixed signals about whether it is prepared to back its words with tangible
actions. We consider that co-ordinated science strategies with the public and private
sectors collectively pooling their resources and investing in innovative, commercially
focused research will be a critical factor in New Zealand’s agribusinesses successfully
exploiting the opportunities available to them in new markets.

Brand New Zealand
— customers will decide

The most valuable asset of New Zealand Inc is the intangible association that
has developed over the years between New Zealand and clean, green, pure
experiences and products. Some of this can be attributed to the 100% Pure
campaign that has been run by Tourism New Zealand since 1999, but there are
many other activities that have contributed to the association, from marketing
campaigns run by the New Zealand Dairy Board promoting dairy products made
from grass fed cows milk, to the nuclear free policy implemented in 1987 and the
promotion associated with the Lord of the Rings films. Regardless of how the
brand has been created, New Zealand's intangible positioning as “100% Pure”
has real tangible value; an Interbrand valuation in 2005 of the Pure New Zealand
brand valued it as being worth around US$13.6 billion.*
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An overriding objective
for the agribusiness
sector must be
ensuring that actions
and behaviours are
consistent with New
Zealand’s golden goose,
our clean, green, pure
Image in the global
market place

5 UK Guardian; “New Zealand was a friend to Middle Earth,
but it's no friend of the earth” Fred Pearce; 12 November 2009;
www.guardian.co.uk

Executive summary

The New Zealand brand is one which conveys values such as quality, sustainability,
safety and purity to consumers and can carry a price premium for New Zealand
product over produce from competitor countries. The actions of growers and
producers must be consistent with the values of the brand if the market positioning
and the premium it carries are to be preserved on a long term basis. A recent
article in the UK Guardian newspaper by a prominent environmental journalist, Fred
Pearce,® that claimed that New Zealand’s green credentials were little more than “a
commercial greenwash” has been widely reported in the media. Further reporting of
this kind could have a significant detrimental impact on our agribusiness sector if day
to day practices fail to meet global best practice standards for sustainability, animal
welfare and traceability for example.

Photo by Murray Sarelius KPMG Auckland

Much debate has taken place over the need for a compulsory national animal
traceability scheme in recent years. Arguments against the scheme have
revolved around the cost of such a scheme and lack of commercial demand from
customers for a national scheme. Traceability schemes have increasingly been
introduced around the world in response to consumer demands for certainty
around the safety of their food and on this basis we consider a traceability
scheme secures New Zealand long term market access. It also provides a
mechanism that the authorities can use to contain biosecurity incursions to
protect the wider industry against the crippling impact of an event such as a
foot and mouth outbreak. We consider that a traceability scheme, such as the
National Animal Identification and Tracing project, is a must do rather than a nice
to have if we want a long term ticket to play in the high value markets.

Animal welfare issues do not play well in the media and unfortunately there

have been a number of high profile stories in the last year. The obligation to
ensure the humane and ethical treatment of all animals is a given on all farmers,
however the debate over the extent to which animal welfare should be regulated
continues, particularly in the pork industry at the current time. We consider that
establishing animal welfare standards below global best practices levels may
assist in generating short term economic gain, but any benefits will be short
lived as consumers increasingly demand the highest standards and will vote with
their feet from buying New Zealand product if they do not consider the methods
adopted in its production are to best practice standards.

An overriding objective for the agribusiness sector must be ensuring that actions
and behaviours are consistent with New Zealand's golden goose, our clean, green,
pure image in the global market place. In our view, the discussion around the
environment has changed in the last year from being focused on the climate change
issue to recognising a sustainable business model can represent a competitive
advantage to a company. We consider that there are opportunities available to
companies adopting sustainable practices to achieve first mover advantage and
command price premiums for their products. However, in our view the future for
producers that fail to adopt sustainable practices will increasingly be focused on
low value commodity markets where they are competing with increasingly efficient,
lower cost producers from new production regions.



There has been under
Investment in the social
infrastructure of the
agribusiness sector in
recent decades...

areas in need of
additional investment
are water, education
and communications

Infrastructure investment is needed to
harness our potential

Like many areas of the New Zealand economy, there has been under investment in
the social infrastructure of the agribusiness sector in recent decades. In addition to
the investment in research and development, three areas we have identified that in
our view need additional investment are water, education and communications.

The resolution of a fresh water policy that protects water quality and ensures
optimal economic allocation of the water available in New Zealand is of significant
importance to New Zealand agribusiness. We consider that irrigation schemes

in water constrained areas present opportunities for the government to work

with private investors to accelerate the implementation of the schemes given the
economic benefits that can be generated. \We would hope any fresh water policy
makes allowance for government investment in irrigation through public private
partnerships. The importance and value of water to New Zealand cannot be
undervalued in a world that is increasingly fresh water constrained, and resolution
of water policy on a national basis is important if the industry is to have the
confidence to make investments that will maximise the value of the resource to
the economy.

We believe complexity is only likely to increase in future years placing a greater
onus on industry leaders to understand the issues their industry sector faces
before identifying solutions to respond to these challenges at the earliest
opportunity. It also places an onus on New Zealand Inc and the government
funded tertiary education sector to develop and provide the training programmes
and mentoring that current and future industry leaders will need to meet these
challenges. Investment in training and development to build the talent pool
available to the industry is a key investment that needs to be made in New
Zealand's intellectual capital infrastructure.

It has also been regularly highlighted to us that general governance standards

in the industry need to be raised to reflect the complexity of the issues that
industry leaders are now required to deal with. Enhancing the range of skill sets
available to boards will better enable organisations to engage with stakeholders
and provide greater insight on issues, as the clarity of understanding of an

issue and its possible solutions will be significantly enhanced. This will only be
achieved by investing in the development and mentoring of industry leaders.

The Government needs to ensure that broadband investment is focused
where it will maximise the productive return to economy. This should see rural
communities receiving at the least the same levels of investment as urban
regions. The broadband initiatives should not be about being able to download
movies faster or having fibre past a higher percentage of front doors than any
other country in the OECD but must be about creating wealth for the country.
The Government should ensure a communications infrastructure is built that
will help our economy grow and enable rural business to maximise the use of
technology to drive productivity growth and improved profitability.
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The sector needs to
refocus on becoming the
most efficient, integrated
and sustainable producer
of high quality food
solutions in the world

Section 1: Efficient, best practice production methods

Most efficient
oroducer

The New Zealand agribusiness sector has historically claimed its competitive
advantage to be an ability to produce food for export at a lower cost than other
countries around the world. However, the expectations that a global food
shortage is looming as the world’s population continues to expand is opening up
historically marginal agricultural regions, such as South America, areas within the
former Soviet Union, Mongolia and Western China and large tracks of Africa to
large scale intensive farming. These regions have the benefits of lower cost land
and labour and normally have less complex regulatory regimes. In addition they
are located geographically closer to key markets, enabling them to deliver food to
the customer at a significantly lower cost than a competing New Zealand farmer
or grower could achieve. With the erosion of New Zealand's historic low cost
advantage, our conversations have indicated a wide consensus that the sector
needs to refocus on becoming the most efficient, integrated and sustainable
producer of high quality food solutions in the world.

There is likely to be a development lag in some of these new production regions
before they are able to produce and export bulk product in an optimal, low cost
manner. This gives New Zealand companies a short buffer (maybe as little time
as five years) before low cost regions are producing bulk commodity products

in significant volumes and undercutting New Zealand's pricing in our traditional
commodity markets. This buffer provides our agribusiness industry with a
transitional period to move from the traditional low cost model to a most efficient
producer model; consequently the time to start revisiting industry structures,
practices and products is now so that the industry is well established on a
journey up the value chain in advance of base commodity products from new
suppliers coming into international markets in large volumes.

So what will an agribusiness sector that has adopted a most efficient producer
model look like? In our opinion it will invest heavily in science, technology and
infrastructure to gain a competitive advantage in producing the quality functional
food products our customers in premium markets are demanding. The sector
will have the ability to deliver these food solutions all year round through adoption
of advanced global sourcing and logistics methodologies. The companies will

be constantly talking with customers to understand their future needs and
requirements around product presentation, sustainability and traceability to
deliver to these in advance of competitors and lock in price premiums.

Understanding value in the supply chain

Adoption of the most efficient producer model requires focus on all aspects of
an industry’s supply chain, including ‘on farm’ activities, processor structure,
manufacturing techniques, logistics partners, in-market distribution models and
customer management. For this model to be successfully adopted, global best
practice methodologies need to be utilised at each stage of the supply chain, to
minimise cost and ensure that as much of the value available in the supply chain
is recognised by the New Zealand farmer/ grower and processor. A common



Waitrose Deliver; New Zealand fresh lamb pricing for home
shopping; March 2010; www.waitrosedeliver.com

Meat and Wool New Zealand; Sheep and beef mid season update
2009/10; February 2010; www.meatnz.co.nz

The Ministry of Environment; Genetic Modification —The New
Zealand approach; June 2004; www.mfe.govt.nz
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frustration has been expressed by many of the industry leaders we have had
conversations with, relating to the current lack of understanding in the industry of
where profits fall in the supply chain and a consequent lack of understanding of
where the value is being eroded.

The issue can be simply illustrated using the current market prices for lamb; a
kilogram of chilled New Zealand lamb is currently selling in Waitrose in the UK for
an average of around £8 a kilogram,® which in New Zealand dollar terms converts
to sales revenues of between $250 and $300 for an average lamb. However

the farm gate price for this lamb is currently estimated by Meat and Wool New
Zealand to be $72,” around 25 to 30% of the retail price of animal. While retail
return from the meat on each animal will vary, it is the lack of a clear explanation
of why the farm gate price is around 30% of the retail value of the product that
frustrates farmers and growers. They struggle to understand how international
market prices correlate with the farm gate payments that they receive and could
potentially be a significant barrier to transforming on farm practices.

Achieving a step change in on-farm practices represents a challenge to the industry.
A step change will require the average farmer to make a significant investment

in developing more sustainable pastoral and production technologies, better
management and use of water resources, access to high speed communications and
technology solutions and consistently high standards of animal welfare. These topics
are considered in more detail later in this paper. Issues that are currently distracting
the industry, such as the management of a national dairy database and development
of a governing body for the wool sector, need to be resolved quickly to ensure that
industry sectors can move forward in a co-ordinated and cohesive manner.

A mature conversation on genetic
engineering Is requwed

Utilisation of genetically modified crops has the ability to be a significant
contributor to improved on farm efficiency, however this is a politically charged
and divisive issue in New Zealand. The current policy on the development and
use of genetically modified organisms (GMOs) was established following the
report of the Royal Commission on Genetic Modification issued in July 2001
which recommended that New Zealand adopt a precautionary approach to GMOs
that preserved our options for the future. Current legislation requires that the
Environmental Risk Management Authority must review any new organism
before it is imported, developed, field tested or released in New Zealand, with
each case being considered on its own merits as each organism presents
different potential risks and benefits. Currently, there are no fresh meats, fruit or
vegetable products sold in New Zealand that have been genetically modified.®
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We have a moral
obligation to utilise
science to feed the
world’s population
iIncluding genetic
modification technologies

Profitability of an average 01/02

sheep and beef farm ($000)

Section 1: Most efficient producer

Many argue that consumers both here and overseas do not want genetically
modified products under any circumstances due to the unknown long term health
and environmental impacts. There is a growing body of opinion that believes the
market is ready to accept genetically modified products and in reality has little
choice if we are to feed the growing population if the climate warms as many
expect. A joint meeting of leading food and agricultural scientists from the US
and New Zealand in January this year, was told by Dr Andrew West (CEO of
AgResearch) and Dr Nina Fedoroff (Chief Science Advisor to US Secretary of
State, Hillary Clinton) that in a food constrained world we have a moral obligation
to utilise science to feed the world’s population including genetic modification
technologies.® The utilisation of science, and particularly genetically modified
products, needs to be managed carefully to protect New Zealand’s clean, green
brand but a mature conversation needs to happen on this issue if our producers
are to become world best, efficient producers.

With the European Union recently approving four new genetically modified species
for limited release in Europe™ and a number of applications expected later this

year for the release of genetically modified grass seeds in New Zealand, now is an
appropriate time for this debate. It may be that the protection of the clean, green
brand is considered to be more important and valuable to the industry than the
release of genetically modified species, which could then trigger a second discussion
as to whether wide scale adoption of organic farming is an alternative, but equally
high value path for the New Zealand industry to follow.

A viable grassroots sector will invest
in the future

Farm businesses must be viable and profitable if farmers and growers are to
continue to invest in developing their land and utilising the infrastructure and
technology available to improve their productivity. This is more critical at the tail
end of the global financial crisis as restricted credit availability is slowing the level
of land sales and reversing historic price increases, suggesting that the capital
gains on land that have supported business returns and borrowing levels in the
sector in recent years are unlikely to reoccur in the foreseeable future. Adoption
of the efficient producer model will remain a pipe dream if we lack a viable
farmer/ grower sector in New Zealand.

02/03 03/04 04/05 05/06 06/07 07/08 08/09 09/10

Total gross revenue 333 322 292 330 301 299 290 347 318
Fertiliser, lime and seeds 37 38 35 4 38 38 42 44 4
Other working expenses 116 123 120 134 134 135 134 139 137
Interest 25 30 30 35 4 48 55 56 52
Standing charges/ depreciation 35 4 vyl 46 47 48 50 49 50
Total expenditure 214 232 225 256 259 270 281 289 280
Farm profit before tax 119 90 67 73 42 29 9 59 371
Farm profit before tax (%) 36% 28% 23% 22% 14% 10% 3% 17% 12%

Source: Meat and Wool New Zealand — Economic Service; Sheep and Beef Farm Survey — Per Farm Analysis, Class 9 All Classes
— New Zealand; 2 February 2010; www.meatnz.co.nz Note data for 2008/09 season is provisional and 2009/10 is forecast

9 Waikato Times; Scientists ‘morally obliged’ to use GE to solve food
crisis; 27 January 2010; www.stuff.co.nz

10 New Zealand Farmers Weekly; Europe finally gets nod to grow GM
spuds; 15 March 2010; www.farmersweekly.co.nz
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Farm costs are driven by many factors, including global prices for base fertiliser
commodities, the climatic conditions which impact on the need for supplemental
feed, fuel prices, bank lending rates and the mix between operator performed
and outsourced activities. Profitability for an average sheep and beef farm over


http://www.meatnz.co.nz

The challenge for
many farmers will

be committing to the
iInvestment to change
their on farm processes
when in many cases
they are already
financially strained and
the industry structures
beyond the farm gate
are in flux

" DairyNZ; DairyNZ Economic Survey 2007-08; June 2009;
www.dairynz.co.nz
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the last decade has varied significantly as farm gate prices and input costs have
varied. DairyNZ analysis on returns for dairy farms shows similar volatility, with
the operating return from an average dairy farm varying between breakeven and
a high of around 10% over a similar period." Against a background of land prices
which have risen significantly over this period, the operating return on investment
of the average farm has been poor in the last ten years, particularly given the
risks that farmers take on.

The owner operator farmer has been able to adopt a farm for survival mode
during challenging financial times. Our business advisory team has seen this in
the dairy industry over the last two seasons as the payout fell and was initially
expected to remain low in the 2009/10 season. Costs are cut through minimising
external inputs, reducing the use of external labour and contractors and
minimising drawings out of the business. This approach has historically served
the sector well in coping with challenging financial times, however the trend
towards consolidated ownership of farms in corporate structures adds more fixed
cost and overhead to the farming model, making it harder to strip costs back
during challenging financial periods. Cost management and control assists in
maintaining short term financial solvency of a business, however does not drive
long term productivity growth and efficiency improvement.

Transition from the low cost model to the most efficient producer model is

likely to increase on farm costs, through investment in irrigation and farm
infrastructure, new grass varieties, enhanced nutrient strategies for the land, on
farm monitoring and tracing technologies and genetic improvements of the herd.
However the improved quality of output and increased productivity will enhance
the farm profitability. The challenge for many farmers will be committing to the
investment to change their on farm processes when in many cases they are
already financially strained and the industry structures beyond the farm gate are
in flux and not assured to secure them the financial benefits from delivering a
larger, higher quality supply of product.

Current industry structures for processing
and marketing may not be optimal

During our conversations we have received comments on the perceived need to
reform industry structures in many of sectors of the New Zealand agribusiness
industry, however there is also a general assessment that there has been little
will within the industry or government to make the required changes in many
sectors. It is our belief that without reform in some sectors, notably meat, wool
and pipfruit, it will be a significant challenge for the industries to maximise their
potential throughout the supply chain and they would be unlikely to achieve most
efficient producer status.

Much has been written and spoken in recent years about the performance of the
meat and wool sectors and we have had an almost universal view expressed in
our conversations that both of these sectors need urgent consideration to be
given to the appropriate processor/ marketing structure to enable the industries
to improve their overall profitability. Export volumes from the sheep and beef
sector have shown no growth in recent years and Ministry of Agriculture and
Forestry (MAF) projections for the next four seasons indicate little expectation
for this situation to change in the short to medium term. As a consequence the
fluctuations in export earnings from the sector arise from movements in prices
and exchange rates rather than any real volume growth.
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Export volumes in the sheep and beef farming sector (000 of Tonnes)
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Source: Ministry of Agriculture and Forestry; Situation and Outlook for New Zealand Agricultural and Forestry;
July 2005 and July 2009; www.maf.govt.nz

A report on the future of the meat sector prepared by MAF in June 2009
highlighted some of the key constraints on the sector, including a heavy reliance
on a small number of traditional markets (where participants face a variety of
international competitors and alternative protein choices), capital constraints that
limit the ability to invest in innovation and a structural overcapacity in the sector
which results in sub-normal profits for the processing companies. The poor
financial performance of the industry has consequently made alternative land
uses more attractive and has led to high conversions of sheep and beef farms to
dairy operations in recent years. The remaining farmers left in the industry have
often taken short term survival decisions to maximise the profitability of their
businesses."

MAF highlighted four potential future scenarios for the industry including slippery

slope (a continuing decline in size and profitability), a new market orientation

(increase market exposure, secure year round supply and successful processor

consolidation), shrink-to-fit (sector right sizes for lower supply and achieves

competitive advantages in traditional markets) and the knowledge industry (a step
* e o o e o 0 o sheep Mot ChANGE N iNNOVation generates true customer partnerships leading to greater

and Beef sector over the next 10 to 15 years; 24 June 2009;

www.maf.govt.nz internationalisation of the industry). Our conversations suggest the meat industry
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Our conversations
suggest the meat
industry is currently at
the top of the slippery
slope with little collective
will to change its long
term course, despite
there being widespread
understanding of the
need for change

13 Brazilian Government; Economy sectors — Farming and cattle
raising; 2009; www.brazil.gov.br
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is currently at the top of the slippery slope with little collective will to change its
long term course, despite there being widespread understanding of the need for
change. The industry appears to lack a catalyst for change despite the stagnant
financial performance, and it was widely suggested to us that the major processing
companies are digging in to be the last one standing at the bottom of the slope.

Compare briefly our meat industry to Brazil's, where government figures suggest
that the livestock and cattle raising sector in that country grew by 5.8% in 2008.™
JBS, now one of the largest meat companies in the world, has grown out of

the Brazilian meat industry over the last 10 years with significant acquisitions in
Argentina, the USA, Australia and ltaly and has further global growth aspirations.

Our meat industry should have ambitions to become a most efficient producer (or
a knowledge company) to utilise an integrated, technologically innovative supply
chain to meet the requirements of customers around the world with year round
supply. There is no reason why a restructured New Zealand meat industry could
not emulate the success that JBS has achieved in the global meat industry or
Fonterra has achieved in the export dairy sector. We believe the lack of growth in
the industry is the catalyst for change and support the view that the time is now
right for the industry to develop a structure that will secure its future long term.
A realistic alternative if this is not done is for JBS or a similar company to enter
the New Zealand market through acquisition of one or more of the processors
and change the industry landscape forever.

Even industry bodies delivering to
producers face challenges

There are agribusiness industry sectors where the structure adopted appears to
be working for the good of all participants in the market. Two examples that have
been highlighted during our conversations are the wine and kiwifruit industries.
Both have become major export industries over the last 10 years but have
achieved this using very different industry structures.

New Zealand Winegrowers works in partnership with wineries, providing

support by investing levy receipts in industry good research and development
and marketing activities, but leaves the day to day interaction with customers

to the individual wineries. The wine model has leveraged New Zealand's global
brand and made it specific to wine, creating an environment where the wineries
are able to open conversations with customers that already understand the
product’s background story and quality proposition. The recent double headed
challenge of oversupply of grapes and falloff in international demand as a result
of the recession have, however, had a significant impact of the profitability of the
industry and raised concerns as to whether much of the work done over the last
decade in international branding wines, particularly Marlborough Sauvignon Blanc,
to achieve premium prices has been devalued. These are challenges that have
decimated the value of the Australian wine industry in recent years and have the
potential to do long term damage to the New Zealand industry.

The wine industry has demonstrated many of the aspects of a most efficient producer
in recent years, consistently integrating new innovation into production processes
while focusing on the requirements of the customer for a sustainable, quality product
to command a price premium over the mainstream market. The industry is already
collectively working to restrict the supply of grapes (with a target set to reduce the
harvest by around 7% this season), introduce new varieties to the international market
and develop product to suit the tast