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Fonterra fair value share change needed
Alan J Robb

There’s no doubt that Fonterra’s fair value shares will change.  
The present valuation process is opaque and expensive.  
It currently costs about $2.5 million a year, probably more if all the indirect costs such as executive time are taken into account.  
It doesn’t produce a share price that means much to most people and that’s probably because it is based on a combination of expectations.  
Fonterra’s ‘fair value’ is an estimate of what the shares might fetch if they were traded on the stock exchange and if the price was based on expected future earnings.
Expectations are the least objective type of accounting numbers. They can’t be verified because they refer to things that don’t exist.

Expectations are important.  We all have them, but they are unique to each individual.  Averaging expectations or adding them together does not make them reliable or verifiable.  It does not transform them into a suitable basis for determining what is a fair value for shares in a co-operative.
When a co-operative is formed its members must decide two things, what value of assets it needs to own and what proportion of that value the members feel comfortable financing themselves.  
In other words when the co-operative is formed the members contribute the net asset value.
They will of course each have certain expectations about what the future earnings of the co-operative might be but those are unique to each person.  
What is common to all is the fair value of each share that members contribute and it’s based on net assets.  
Some may be required to contribute more shares than others, because they will require the co-operative to provide more services.  But the fair value of their shares is determined by the fair value of the assets they finance.

Now consider what happens when members decide to wind up a co-operative.  In the absence of it being in financial distress there will be an orderly liquidation of assets and the shares will be worth the fair value of the underlying net assets.
So the fair value of shares in a co-operative is calculated as the net assets on formation as well as on cessation.  Why should fair value be calculated as the discounted value of future earnings during the life of the co-operative when members join or leave?

Valuing shares on the basis of expected future earnings has been promoted by those who believe the stock market to be a reliable and trustworthy measure of “true” value.  It isn’t.
“In this uncertain world, the stock market will be ruled not by dispassionate analysis, but by euphoria, fear, uncertainty and doubt” says Steve Keen in Debunking Economics. 
 “It will be a place, not of analytic rationality, but of emotion.”
Of more relevance, and of considerably more reliability, is the net asset backing.  This is even recognised in cases where shares are quoted on the exchange.  
For instance SEA Holdings Ltd has for some years valued its shares in Trans Tasman Properties Ltd on a net asset backing basis rather than the share market price.  Ngai Tahu similarly rejected the share market valuation of shares when determining a fair market price for the minority holdings in Shotover Jet Ltd.
Fonterra’s present valuation method is arguably not in the interest of either farmers or the co-operative itself.  

Farmers who wish to retire and cash in their shares should receive out what they have put in, whether that comprises their original contributions or increases in asset values.  They would be fairly treated if the were paid out the net asset backing of their shares assuming, of course, that Fonterra regularly revalued their assets to fair value.

The co-operative would also be fairly treated for it would be required to distribute only the value of assets it controls.

Any system which values shares on the basis of expected future earnings can result in a “fair value” which exceeds the net assets per share.  So, when shares are surrendered, the company distributes to the retiring farmer more than he or she has contributed.  

This is unfair on the remaining members of the co-operative.  The retiring members are being enriched at their expense.

It’s also unfair if the members receive less than the net asset backing.  And that’s equally possible under Fonterra’s present method.

Fair value calculations based on net asset backing could be easily computed from the audited financial statements, and it would save over $2.5 million a year.  This might not appeal to Standard & Poors as a change for the better, but I think there are some farmers who would see it differently.
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