






























































transactions. From this, a payback period of 10 to 16 years was considered
relevant to industry members. The lower end of this range, 10 years, was
selected as an alternative payback period in the analysis.

Information from the banking survey on the approximate interest rates faced
by producers indicated an average rate of 18 per cent suggesting the 10 to 15
per cent range selected for the analysis of debt levels was lower than
actually experienced by producers. This was considered a minor oversight
given the negligible impact of interest rate on resulis (Table 3). The
assumption that loans were repaid in equal monthly instalwents was consistent
with banking survey findings.

Given these assumptions it is possible to calculate the principal remaining
on a loan at a particular point in time. The formulae are as follows.

A L{iflei)n ) [{1ei)o- ] wees L
D= A [{1+idm 11/ [i(1si)m] oo 2
¥here:

A is the amount of the equal monthly ipstalments

1 is the cost of the guota purchased

i is the assumed interest rate

P is the principal outstanding debt on the quota (or new shed} purchased

n is the payback period

m is the payback period less the period lapsed since the purchase of the
quota and the date debt in the industry was assessed (February 3, 1989)

Figure 2 provides a graphical representation of the method used to calculate
the debt positions of egd producers.

If quota valued at $100,000 was purchased in June 1, 1988 then by February 3,
1089, eight months of a ten year payback period would have lapsed. By
applying the formulae described above with an assumed interest rate of 15 per
cent, a debt of approximately $97,000 would be remaining on the loan at
February 3, 1888.

In Teble 3 the results of applying this calculation to each gquota purchase
transaction in the industry, from August 1984 to February 1989, are
presented. Total debt due to quota purchases in the industry using a 10 year
payback periocd and 15 per cent interest rate amounts to $19.9 million, well
below industry claims of $72 million. The average debt of all those holding
debt was $176,000, With an estimated 251 producers in the industry, and the
pumber of producers with debt nuwbering 113, an estimated 55 per cent of all
producers were found to hold no debt due to quota purchases. The maximum debt
held by sny one producer totalled $4.1 million. Analysing debt by type of
producer showed producer packers/producer agent with on average the highest
debt levels at $324,000 and consignors with the lowest debt levels, averaging
$86,000. The snalysis was seen to be highly sensitive to the assumption of
length of payback period but relatively unaffected by the selection of
interest rate.
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Figure 2
Amortisation of a Quota Purchase
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Table 3: NSW Bgg Producers’ Estimated Debt levels from Quota Purchases

N Mean Sum _ Maximum
{units $°'000)

10 years 15%

All Producers 113 176 19,905 4,087
Producers by Type
Consignors 29 86 2,505 248
Packers 0 - - -
Packers/Agent 40 324 12,976 4,087
Agent 44 101 4,424 700
10 years 10%
All Producers 113 172 18,439 4,038
4 years 15%
All Producers 113 117 13,230 3,397
4 years 10%
All Producers 113 114 12,908 3,350

Debt due to the purchase of new shedding was calculated using the same method
as described for quota purchase. The approximate value of debt due to new
shedding purchases was $5 million. T:e two debt figures were added to form
the numerator of the debt to asset ratio. Therefore the total debt in the
indugstry from the calculation using actual quota transactions and shed
sirchases was approximately $25 million.

7.3.2 Asset Calculations

The as: =t denominator of the ratio was estimated for two broad analogies of
¢ ot holdings. This was because of uncertainty regarding the assumptions
«8 » in estimating the capital assets and the desire not to under estimate
the oumber of egyg producers in serious financial difficulties. The first
estimate included quota, land and improvements, sheds and equipment while the
second, only quota and land. Although it would be appropriate to use the
first estimate in a regulated scenario, the second estimate is more
appropriate under deregulation as assets included in the first estimate may
have negligible resale value if producers were being forced out of the
industry. It was the latter figure, considered to err on the side of an under
estimation of asset values, that was relied upon for much of the analysis
{Tables 6 to 8).

Five different scenarios of quota values were used to calculate the asset
figures; quota priced at $0, $5, $10, $15 and $18. The $18 price approximated
the current market value of quota. Summary statisticr on the ratio were
analysed by location of producers, by type of producer aud by size of
producer, The locations were classified as Sydney, Newcasvle and Gosford,
Tamworth and other NSW., Two types of producers were coupared, consignors and
others {others included producer packers, producer packer/producer agents and
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producer agents). The size groupings analysed were producers with base quota
less than or equal to 25,000 between 25,000 and 50,000 and greater than
50,000.

1. Land

The area of land owned by egg producers was estimated from Local Consensus
Data studies (ICD) which were prepared by poultry advisory officers with NSW
Agriculture & Fisheries in consultation with three groups of commercial egg
producers (NSW Agriculture & Fisheries 1987). Information provided in the LCD
studies estimated the area of land required by a small egg producer (holding
a base quota of 10,500 hens) at 4 ha and the area required by a large
producer (holding a base guota of 60,000 hens) at 10 ha.

From this information & straight line equation, relating base quota to area
was calculated, taking the form:

Area = 1.215x10-4 base quota + 2.712

A per hectare value of land was established for the areas: Sydney, Tamworth,
Newcastle and Gosford through conversations with the Valuer General’s office
and by surveying real estate agents in the four areas. The per hectare value
in the Temworth area was used as a proxy to calculate land values throughout
country NSW.

Using this per hectare value for the various areas, the total value of land
held by producers was calculated by multiplying the per hectare land value
according to the producers location against area held.

2. Improvements

Improvements are the physical additions to the land before shed. or equipment
are added. TImprovements included: fencing; water bores; site preparation for
shedding, roadworks, electricity supply, connection of water mains; and the
construction of a dam. The data for calculating improvements was also
obtained from the 1986-87 1CD study. It was assumed that each farm had
improvements based on their size classification. The three groups were: Small
(base quota less than 22,800); Medium (base quota between 22,800 and 47,500);
and Large (base guota greater than 47,500). These numbers are the mid-points
between the Swall (base quota 10,600), Medium (base quota 35,000), and Large
(base guota 60,000) farm sizes presented in the LCD for 1886-87.

The total amount of improvements assumed for the farms were, Small $23,800
Medium $25,316 and Large $86,2468, The Large farm had a great deal of
improvements not found on the Small and Medium farms thus causing large
disparity in the proportion of improvements attributed to different farms.

3. Equipment

Equipment as part of the assets calculated for the egg farms includes items
such as cages and attachments to the cages, general farm machinery and motor
vehicles. The data was once again obtained from the 1986-87 LCD and from NSW
Agriculture & Fisheries poultry officers. The figures used were the
depreciated value or current value of each item.

The estimation of the value of equipment for each farm was performed in two
parts. Firstly, equipment was divided into lumpy and non lumpy equipment. Non
lumpy equipment were items, the value of which appeared to vary with the
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number of hens actually held, that is 73 per cent of the base quota. The
value of this non lumpy equipment was converted to a per bird basis for the
three sizes of farms found in the ICD 1986-87. Value of other equipment was
added to obtain a figure for lumpy equipment assets for the three size
classifications. The calculations performed are as follows.

1. If base quota is less than 22,800 then:
equipment = $59,210 + ($2.635 x base quota x 0.73)

2, If base quota is between 22,800 and 47,500 then:
equipment = $97,045 + (2.773 x base quota x 0.73)

3. If base quota is greater than 47,400 then:
equipment = $141,544 + (3.075 x base quota X 0.73)

The 1CD for 1984-85 was used to calculate the value of equipment for the
large farms because the 1CD for 1986-87 assumes that a number of large items
of equipment were recently replaced, making the estimates for the large farms
disproportionately greater than those of the other sized farms.

A limitation of the ICD was that it provided data only on assets held by
consignor producers. The additional equipment used by producer packers and
producer agents, such as egg sorting and grading machines and trucks were
included in the calculation of assets by obtaining data from the NSW
Agriculture & Fisheries Research Station at Gosford. The amount of grading
equipment owned was calculated to be a function of farm size as determined by
base quota. A simple straight line equation relating the current value of
grading equipment to base quota was determnined.

value of grading equipment = base quota + 30,000

It was estimated that the average value attributable to grading equipment on
the smallest grading operation was $30,000 while equipment valued at $100,000
would be held by a farm with a 70,000 base quota.

Trucks were valued on the basis of $10,000 for a Small farm, $30,000 for =
Medium farm and $40,000 for a Large farm.

‘4» ShEdS

Shed values were obtained from an update of the shed survey conducted by NSW
Agriculture & Fisheries in 1985, Using data from the survey on age and
capacity of the shed and assuming a scrap value of 5 per cent and a useful
1ife of 30 years, a reducing balance method was used to calculate the
depreciated value of sheds owned. The calculation was as follow:
Depreciated shed value = new cost { 1~g)ade

Where:

e =1- exp [In (percent scrap value)/useful lifel
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New cost £ sheds was estimated by using a cost per bird figure for different
types of sheds and muliiplying this by the capacity of the shed (Table 4).

Table 4: Estimated Cost per Bird to Construct Different Types of Shedding

Shed Type Cost per Bird
$
Sawtooth 12
Gable 13
Skillion 12
High rise 16
Environmentally controlled highrise 20
Half monitor 13
Semi~environmentally controlled highrise 18
A frame 16
Skillion (litter) 10
Californian 12
Gable {deep litter) 10
Sawtooth (deep litter) 10

These figures were obtained from estimates provided by poultry officers NSW
Agriculture & Fisheries.

7.3.3 Results

Results of the analysis are presented in Tebles § to B. Three different
levels for the critical value of the debt to asset ratio were selected to
identify producers in financial difficul.y. The ratio levels selected were
0.4, 9.5 and 0.8. A ratio of 0.4 is interpreted as meaning that for every $4
of debt, a producer hnlds 310 worth of assets that is the producer has 60 per
cent equity in his or her operation. The level of the critical debt to asset
ratio for an industry is largely dependent on the expected income flows from
operations. The critical value used in the initial snalysis was set at 0.8
{Tables 5 to 8). However, following discussions with financial consultants
and lending institutions values of 0.4 and 0.5 were taken to be more
realistic critical values.

Despite this, some interesting comparative results were obtained from the 0.B
analysis., Table 5 provides results where the asset base comprises land,
improvements, shedding, equipment and quota while in Table 6, assets
considered were land and quota holdings only.

Consignors appeared to have on average a lower debt to asset ratio than other
producers {Table 5} with an average figure of 0.05 compared with 0.08 for
other types of producers. This was consistent with the relative producer
group relationship of debt resulis in Table 3. It was interesting to note
that 69 per cent of consignors and 44 per cent of all other producers held no
debt at all. The lower ratio shown for producer agents and producer packers
{pther producers) as compared with consignors, reflects the increase in the
size of quota holdings and is indicative of those producers recently
expanding egg industry operations.
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Growth in the number of producers involved in the wholesale aspects of the
egg industry was stimnlated by the existence of excessive whpolesale margins
created by the Corporation through the setting of the minimum wholesale
price. This price was set at a level to cover Egg Corporation costs which
were greater than producer agent costs of providing the same services. It was
estimated by Gresham Partners that the Corporation’s costs of grading,
packing and distribution were 30 cents per dozen, 21 cents per dozen higher
than costs incurred by private firms to carry out these same activities. The
Corporation’s average marketing costs were greater because of the higher
fixed costs of the Corporation, operational constraints (payment of award
wages) and the Corporation operating below its optimal size. Hence the
producer agents held a competitive advantage over the Corporation which
allowed them to illegally discount the statutory minimum wholesale price to
inerease market share. The size of the total shell egg market held by
producer agents increased from 31 to 54 per cent from 1983-84 to 1987-88.

O0f the four locations analysed, producers in Tamworth were found on average
to have the highest debt/asset ratios. High land asset values contributed to
the lower average ratio in the Sydney region.

Larger sized producers exhibited higher ratios in the comparison of producers
by size. Those producers with base gquota greater than 50,000 had on average a
ratio of 0.22 while producers with less than 25,000 base quota showad an
average ratio of 0.05. This was consistent with expectations that the larger
producers were generally more active in purchasing quota. A significant
proportion of larger producers were producer agents which had expanded in the
industry to realise the additional rents available from profitable grading
and distribution of eggs.

Results on the number of preoducers in financial difficulties based on a
critical value of 0.8 indicated no producers with debt problems when quota
was valued at $18. Even with quota values written-off few producers appeared
troubled, the exception being the largest producers (greater than 50,000), 28
per cent of whom had debt/asset ratios greater than 0.B at zero quota value.

By narrowing the asset base to only quota and land (Table 6), the average
ratios appear to have increased approximately 60 per cent. This increase in
average ratio substantially raised the estimated percentage of producers in
financial difficulty. While 28 per cent of producers with greater than 50,000
hen quota were estimated to be in financial difficulty using the large asset
base and a zero quota valuation, 74 per cent appeared troubled using the
smaller asset base and a zero guota value.

Despite this sizeable incresse in absolute terms the relative relationships
by type, area and size were generally unchanged, An exception occurred in the
analysis of producers by area. Tamworth producers showed on average the
highest ratio when the larger base was used but the Newcastle/Gosford area
emerged slightly higher when only land and quota formed the asset base. This
can be attributed to the relatively larger physical asset capital held by
producers in the Newcastle/Gosford area.
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Table 5: Summary Table of Debt to Asset{a) Ratios of NSW Egg Producers, for All Producers, by Type(b), by Area(c) and

by Size
_Quota value=$18 Quota value=$0 Quota value=$5 Quota value=$10  Quot.. value=$18
N MEAN MEDIAN MAX %ratio=0 Ratio>Q.8 ; .
% number % number % number % number
Producer by
Type
Cons ignors 83 0.050 © 0.721 68.8 3.2 3 1.1 1 1.1 1 0 0
All Others 157 0.081 0.029 0.54B 43.9 4.5 7 1.9 3 0 0 0 0
Producers by
Area
SYDNEY 129 0.071 0.010 0.721 49.6 2.3 3 1.8 2 0.8 1 0 0
NEWC/GOSF 20 0.078 0.033 0.418 45.0 5.0 1 0 0 0 0 0 0
TAMWORTH 53 0.088 0 0.449 50.9 7.5 4 0 0 0 0 0 0
OTHER COUNTRY 48 0.044 ¢ 0.548 6B.7 4.2 2 4.2 2 0 0 0 0
Producers by
Size
£=25,000 214 0.048 0 0.720 61.2 1.9 4 0.5 1 0.5 1 0 0
»25,0008<=50,000 18 0.155 0.127 0.528 5.6 5.6 1 5.8 1 1 0 0 0
>50,000 18 0.217 0.134 0.526 5.6 27.8 5 11.1 2 0 0 0 0

Note: a. Assets include land, improvements, equipment and sheds
b. Producers types are Consignors (only produce eggs), and All Other producers are agents, packers, or both
c. Areas are Sydney, Newcastle and Gosford, Tamworth, and Other Country areas



Table 6: Summary Table of Debt to Asset(a) Ratios of NSW Egg Producers, for All Producers, by Type(t

B* Size
___ Quota values$i8 _Quota value=$0 _ Quota value=$5 _ Quota value=$10 _ Quota value=$18
N MBAN MEDIAN MAX %ratio=0 e ; Rati030.8
: : % number % wumber %  number % number

Producer by
Consignors 93 0.0B0 O 1.090 68.8 18.3 17 7.5 17 4.3 4 1.1 1
All Others 158 0.143 0.048 1.393  43.7 22.8 36 13.9 22 8.9 14 1.9 3
Producers by
Area
SYDNEY 129 0.113 0.017 1.093 49.6 14.7 19 9.3 12 4.7 6 1.6 2
NEWC/GOSF 20 0.145 0.052 0.678 45.0 30.0 6 15.0 3 15.0 3 0 0
TAMWORTH 53 0.142 0 0.800 50.9 37.7 20 18.9 10 11.3 6 0 0
OTHER COUNTRY 48 0.102 © 1.393 67.3 16.3 B8 8.2 4 8.3 3 4.1 2
Producers by
Size
¢=25,000 218 0.089 0 1.328  61.1 13.0 28 7.9 17 4.6 10 0.9 2
»25, 000&4‘50 000 18 0.252 0.185 0.901 5.6 66.6 12 278 5 11.1 2 5.8 1
350,000 19 0.332 0.208 0.699 10.5 73.7 14 42.1 B 31.86 6 15.8 3

Note: a. Assets include land and quota only
b. Producers types are Consignors (only produce eggs), and All Other producers are agents, packers, or both
. Areas are Sydney, Newcastle and Gosford, Tamworth, and Other Country areas



Table 7: Percentage of Producers in Financial Difficulty je. Equity £ 50%

A11 Produce—s 19 13 9 8

Producers By Type
Congignors 18 9 5 4
All Others 20 15 13 10

Producers by Area

Sydney 15 12 8 6
Newcastle/Gosford 25 15 15 15
Tamvorth 32 18 11 11
Other Country 12 8 8 6

Producers by Size

< 25,000 12 8 7 6
> 25,000 & < 50,000 50 28 11 1l
> 50,000 63 42 32 32

In Table 7 the percentage of producers with debl/asset ratios greater than
0.5 for different values of quota, by type, area and size of producer are
shown. For both Table 7 and 8 the debt figure again is due to quota and new
shedding purchases while the assets are the lower quota and land asset base.
At @ quota value of $18, B per cent of producers appear to be in financial
difficulties (Table 7). As this was approximately the pre deregulation market
value of quota it may semm that this figure is unexpectedly high. Hovever
there are valid reasons for the estimate of producers in financial
difficulty being at 8 per cent. For example an individual producer may have
purchased a sizeable amount of guota at a price sbove the market value.
Alternatively producers’ assets in existence in a regulated environment were
estimated to have negligible value in a deregulated environment, Sheds,
equipment and improvement assets were excluded from the lower asset base.

Although the ratic of 0.5 appears to be a valid industry average indicator
for producers in financial difficulties, because of differences in efficiency
of firms within the industry it may be higher for certain individual
producers. While it is considered the best results were generated from the
data available these possible errors associated with the synthesising of the
industry situation need to be appreciated when interpreting the results.
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The number of all producers calculated to be in financial difficulty was
raised 11 percentage points to 19 per cent by lowering quota value to $5
{Table 7). Generally the percentage of producers estimated to be in financial
difficulty in the different categories (type, area and size) was doubled by
reducing the value of quota from $18 to $5. The percentage of consignors and
producers with between 25,000 to 50,000 quota units in financial difficulty
however increased from 4 to 16 per cent and 11 to 50 per cent respectively.
Lower land values held by these groups {the majority of consignors are
located in Tawworth where real estate values are below metropolitan averages)
coptributed to the higher relative percentage of these producers found to be
in fipancial difficulty at the lowest velue of quota used in Table 7.

Table B: Number of Producers with Debt(a) to Asset{b) Ratios Greater than

0.4 and 0.5
Total D/A Ratio > 0.4 D/A Ratio > 0 5
Number No. % No.
All Producers 253 30 11.8 23 8.1

Producers by Type

Consignors a5 7 7.4 5 5.3
All Others 158 23 14.6 18 11.4
Producers by Area
Sydney 131 16 11.5 11 8.4
Newc/Gosford 20 3 15.0 3 15.0
Tamworth 53 8 15.1 6 11.83
Other Country 49 4 8.2 3 6.1
Producers by Size
of Quota
£=25,000 216 17 7.9 15 6.8
325,000&¢=50,000 1B 5 27.8 2 11.1
50,000 19 B 42.1 6 31.6

Note: a. Debt is due to quota and new shed purchases
b. Assets include guota valued at $15 and land holdings

In Table B the percentage of producers in financial difficulties for critical
values of the ratio of 0.4 and 0.5 are compared. The quota value used to
ralculate assets was $15, the eventual payout received by producers. Using
the lower ratio of 0.4, 12 percent of all producers, 30 production units,
were in financial difficulties at a payout of $15 per quota. The relative
percentages by type, area and size are unchanged from the previous Tables. It
is of note however that 42 per cent of producers with base quota greater than
50,000 were estimated to be in financial difficulties at a payout of this
level. Again this indicates that the larger producers wer» those expanding in
the industry and therefore were likely to be in greater financial difficulty
in a deregulated environment than small producers,
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A greater percentage of producer agents and producer packers were found to
be in financial difficulty at a payout of $15. Fifteen per cent of producers
involved in wholesaling were estimated as being in financial difficult,
approximately double that of consignors, re-emphasising the growth in quota
holding of this type of producer.

7.4  Banking Survey
7.4.1 Objectives

The objectives of the banking survey were to determine: the number of egg
producer clients with outstanding loans and the total value of these loans;
the structure of the loans, which was important when calculating debt as
;utl;i‘naé above; and whether banks had accepted hen quota as security for
LOBNSY +

7.4.2 Results

Results were ubtained from six banks all of which conducted limited surveys.
From tbis information 73 producer clients were found to have a total debt of
$12 million. Four banks had outstanding debts ranging between $2.2 to $2.9
niﬁi‘mx while the remaining two had outstanding debts between $0.5 to $1.6
willion,

Twenty one clients had taken out loans totalling $3.2 million to purchase hen
quota. Seven of these clients had also borrowed for physical asset purchases.
Clients taking out lomns for physical asset purchases totmlled 59, with $8.8
million borrowed for this purpose. Limited information provided by banks on
the length of term over which loans were taken indicated most clients
borrowed 3 to 5 years ago with a loan term of 10 to 15 years.

The survey provided debt details on a sample of producers. From the result
that 73 clients {30 per cent of producers) held debt totalling $12 million,
an attempt was made to extrapolate an industry figure from the survey data by
relying on results from the debt calenlations (Section 7.3}, The debt
calculation indicated approximately 50 per cent of producers had debts.
Factoring up the survey results based on this 50 per cent figure indicated a
debt holding totalling $20.5 million in the industry. This figure was below
the result of the total debt calculation {debt due to yuota and new shedding)
in Section 7.3 of 425 million. Results from the two approaches supports the
finding that debt in the NSW egg industry was between $20-$25 million,

The final issue investigated in the banking survey was whether banks had
accepted quota value as security for loans. The status of the loans would be
affected if guota was accepted as security for the loan and deregulation
subsequently eliminated quota. It was found only two banks had accepted hen
quotas as part of the security for loans. In one case, hen quota was only
oecasionally accepted as security, while, in the other 25 per cent of market
value to hen quota {50 per cent for exceptional cases) was accepied for
security.
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B. Congluding Remarks

The review of regulations and options for deregulation undertaken by NSW
Agriculture & Fisheries was extensive. Some of the important considerations
ipvolved in the decisiop-making process have been highlight «f in this paper
and include issues such ss allocative efficiency gains tc s . ety end
distributional impacts of deregulation, financial impact <. oroducers of
deregulation and appropriate compensation to parties detrimentally affected
by policy reforms.

Regulations that existed in the NSW eg¢ industry can broadly be classified as
production restrictions, price regulations and marketing controls,
Marshallisn consumer and producer surplus concepts were used to measure
efficiency effects and income transfers from consumers to producers of these
regulations. Prow this analysis it was found gains to society from abolishing
marketing arrangements were up to $15.5 million (excluding savings from
greater efficiency in the Egg Corporation). Substantial gains to society were
estimated to arise by the elimination of obstacles to structural adjustment
in the egg industry, such as quots on hen inputs which caused distorted input
use and distorted incentives for technological innovation, and regulations on
quota ownership which prevented firms accomplishing economies of secale.

Immediate deregulation of the NSW egg industry was selected as the optimum
policy option on the grounds of economic efficiency. Other partial
deragulation options were dismissed principally because they failed to
promote economic efficiency and perpetuated problems of enforcement costs and
operating losses incurred by the Corporation.

As distributional effects of deregulation are important to the political
acceptability of policy reforms, it was vital for policy advisers to have
these areas well researched in recommending changes to policy. The main
distributional effect of deregulstion analysed in this paper was that
associated with losses in quota value mnd the financial impact of this on
producers.

Transferability of quota in the NSW egg industry resulted in highly visible
Iosses to producers from deregulation and as such was particularly important
to govermment decision~marking on the changes to public policy in the egg
industry. losses to producers were embodied in capital outlays producers had
wade to purchase quota, Because many producers had incurred debt to purchase
quota, loss in quota value was relevant to producers’ financial positions.
The price at whivh quota was traded reflected the present value of the
expected stream of returns from guota ownership. Rents capitalised into the
value of quota arose from two sources. Firstly returns on egg production were
above the marginal cost of production and secondly returns from wholesaliug
eggs were regulated above the efficient cost of supplying these services. The
greatest rents in the industry arose from wholesaling eggs. These greater
rents cneouraged the increase in relative size and mmber of producer agents
in the industry.

Io relation to debt in the industry therefore it was not surprising that
producer agents had the highest average debt levels as this indicated the
growth in guota holding of this type of producer. Large producers (holding
mwore than 50,000 guota units) were also found to have outlaid considerable
amounts to purchase quota. As producer agents tended also to be large
producers this was not unexpected,
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The total debt burdens sustained by producers in the NSW egg industry were
caleelated from PFLC’ records and estimated separately from the banking
survey conducted. These debt burdens were estimated to be in the order of 320
to $25 million while the eventual compensation payout made by government was
$61 million ($15 per quota hen).

Despite the payment of compensation approximately $34 million in excess of
calculated debt levels, snalysis using gearing ratios indicated that 32 per
cent of all producers would still be in fipancial difficulty at this level.
The reasonsbly high proportion of producers in financial difficulty even at
this level of payout reflects the pro rata nature of the payment. Had it bLeen
possible to pay compensation which varied according to the period quota had
been held and hence the rents which had been extracted in the interim this
would have better targeted compensation to injured parties.

The compensation paid of $61 million was considered by govermment to o=
equitable and therefore necessary to maximise social welfare. It also
reflects, by inference, the payment considered necessary by govermment to
neutralise obstruction to policy reform and so realise social gains from
deregulation.
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Appendix 1

Deregulation Options Considered

Several options were considered with the view to determining the most
appropriate form of deregulation. The three basic options considered were:

{1} retain the regulated system in a modified form
(2) dismantle the system but retain quota for a period
(3) deregulate the system irmediately

The basic option {2) was further divided intou three sub options which varied
on the method of retaining quota.

The sub options were: maintaining the current quota level forever; reducing
quota to a level to eliminate the production of egg product; and the
introduction of a two price quota which contained (i) a base quota to supply
the shell egg market and (ii) a secondary quota to supply the product market
at a lower price.

Option 1

The first basic option involved retaining quota and a2 minimum wholesale price
for shell eggs but the intreduction of a two tiered pricing system to limit
domestic and export market losses on egg product. Option 1 also included the
removal of the Corporation’s monopoly opn the supply of shell eggs to chain
retail outlets and the removal of statutory requirements for grading and
packaging while the continued enforcement of public health standards by the
licensing comittee.

This option was supported by NSW Farmers’ Association and was popular with
producers of other States. However, it failed to address the important
problems of the current system. The disadvantages of option 1 were:

. it failed to consider the strong possibility that legal challenges may
prevent the Corporation from being able to collect hen levies in the
future.

. operating losses incurred by the Corporation would continue.

prices would not fall due to the inefficiencies of the Corporation.
This would continue the unacceptable level of cost to consumers from the
system,

. producer agents which were able to market eggs more cheaply than the
Corporation would be unable to do so because of the retention of the
minimum wholesale price. (Gresham Partners report estimated the
Corporation’s costs of grading, packing and distribution of shell eggs
were 30 cents per dozen compared with costs of 7 cents per dozen by
private producers.)

. the politically embarrassing prosecutions of unlicensed producers at a
cost of around %1 million annually would continue.

. NSW producers would be disadvantaged if, in the near future, another State
{eg. Victoria) was to deregulate.
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Option 2

The key elements of the second option included initially enforcing quota at
the then current production level (68 million dozen 198B-B9), after which
progressively expanding quota over 5 years to 78 million dozen; abolishing
the minimum wholesale price; and selling the assets of the Corporation by
public tender. The advantages of this strategy were: egg prices to consumers
would fall; the Corporation’s losses would be eliminated; and, by retaining
quotas, the immediate need for government to consider compensation payments,
in an effort to offset Tinancial impacts on producers, would be eliminated.

Disadvantages of this option were that prosecutions of illegal producers
would continue and quota values would decline, possibly to zero, causing
producer opposition to government policy.

The three sub options of option 2 all had disadvantages which precluded their
implementation. The options of retaining the then current quota forever and
retaining a reduced level of quota forever perpetuated the problems of losses
in economic efficiency arising from the guota system. All three sub options
had continuing problems of enforcement, with substantially greater costs in
this respect estimated from the two price quota system.

Option 3

The third option of complete deregulation which was implemented by
government, is identical to option 2 with the exception that quota is
abolished. This option had the advantage that enforcement costs would be
eliminated but raised the issue of compensation for loss of quota value to
producers.

Compensation Options

Issues concerning the size and timing of compensation paid out to producers
and the method of raising revenue to finence the payments were investigated.
In considering the issues of size of payout, full, partial and a minimal
payouts to producers were assessed. The full payout to all guota holders
approximated $73 million (4,081,138 total hen quota at $1B per quota).
Partial payment was considered to be an amount less than this figure to
reflect the advantage producers had gained over time from higher prices in
the quota system, while at the same time still covering current debts
producers had incurred to finarce quota purchases. The minimal payment was
described as the amount equal to revenue raised from the sale of the assets
of the Corporation.

Attempts were made to equate the compensation paid with the cost of the quota
and length of time quota had been cwned and thus the benefit already accrued
from the regulated system by quota owners (effectively the partial payment
described above). Despite the existence of a computerised database containing
this information, legal and administrative problems prevented this course of
action.

It was considered by govermment that compensation of $15 per bird was
required to avoid severe financial difficulties for many producers, minimise
the political backlash from producers, maintain equity between producers and
reduce the risk of legal challenges to the governments decision. This level
of compensation lay between full and partial levels of compensation.
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Also considered in investigations of the appropriate size of compensation
were the capital gains tax implications of lost gquota values in a deregulated
environment. Both the possibility that lower quota values could be treated as
a capital loss (tax asset) when quota was sold and the question of whether
the payout of $15 would be subject to capital gains tax were reviewed.
Analysis of quota tramsactions indicated average tax assets due to capital
losses on a payout of $15 per bird at $11,000 per producer. The eligibility
of producers for capital losses or gains due to losses or gains respectively,
in quota value remained an unresolved issue.

When assessing the timing of compensation payouts it was recognised that
delays in compensation after the announcement had been made would force some
producers into obtaining carry-on finance., Details provided by a banking
survey conducted indicated in some cases bamks accepted hen quota as security
for loans. Eliminating quota value and delaying quota payments may have
jeopardised producers’ financial positions. Although affecting a minority of
producers, the undertaking by the Minister for Agriculture and Rural Affairs
not to disadvantage legally operating producers was a factor in establishing
the timetable for deregulation.

In relation to fTinancing compensation payments, three options were reviewed.
All three options included cbtaining a portion of funds from the sale of the
Corporation’s assets and additional funds from either:

1. a sperific retail egg tax involving a business franchise license fee
levied on retail egg sales.

2. funds from consolidated revenue

3. an initial egg tax to be phased out after a number of years in favour of
funding from consolidated revenue,

In relation to the first option, adoption of an egg tax to finance
compensation would aveid the precedent of paying out gquota value from
consolidated revenue. Thus the egg tax option did not reduce government funds
designated for other government projects.

However an egg tax would be likely to induce strong retailer opposition and
possible litigation. {A danger existed the egg tex might be successfully
challenged under section 90 of the constitution.) A major incentive for
deregulation, lower retail prices, would be largely dissipated if a tax were
implemented. Further there would be high collection costs and enforcement
difficulties associated with the egg tax. It was also considered that as many
tax payers consume eggs, consolidated revenue was an appropriate source of
flmds .

@Given the estimated low cost effectiveness of an egg tax and its association

with continued high prices to consumers, funding from consolidated revenue
was selected as the major source of finance for compensation.
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Appendix 2

Estimation of the Model for Determining Welfare Effects of

Regulations in the NSW Egyr Industry

1. Introduction

Details of the methodology used in the estimation of social costs and income
transfers associated with government intervention in the NSW egg industry are
outlined below, The basic model described includes a perfectly elastic
aggregate supply function and an aggregate demand schedule constructed from
the horizontal swmmation of a shell egg dewand schedule and a egg
product/export demand schedule. The marketing sector is ignored to reduce
complication in the analysis. All prices are farm level. Also it is assumed
there is no interstate trade in eggs.

The model is used in last section of the appendix to provide quantitative
analysis on the welfare effects of some of the various options which were
under consideration at the time regulations were reviewed.

2. Demand Schedule

Estimation of the shell egg dewand schedule relied on industry price and
consusption data and estimates of price elasticity of demand. The farm gate
price for shell eggs, (a weighted average across size grades) applying at
December 1988 was 145 cents per dozen. The consumption in the NSW shell egg
market at this level was 60 million dozen eggs. This price and quantity
corresponds to point, a, on Figure 1. The slope of the shell egg demend curve
was derived from elasticity estimates by assuming linearity of the demand
function. To allow for inaccuracies in estimating the elasticity of demand
{eg. intertemporal changes or variation at different price levels) two
alternative elasticities were used in the estimation. The two elasticities
that were used were 0.15 estimated by Hickman (1979) and 0.27 estimated by
Collard et al, (1983). To illustrate the methodology only the less elastic
shell egg demand curve is indicated in Figure Al as DsiDay’.

In developing the demand schedule for eggs used in processing and for export
we were unaware of any price elasticity of demand estimates. To circumvent
this data limitation two points on the demand schedule were obtained and,
assuming linearity, the product/export demand schedule was constructed. The
NSW Egg Corporation estimated that for its partly owned subsidiary Good Food
Products Australia Pty. Ltd. to return normal profits from processing 10
million dozen eggs, it could afford to purchase eggs at B5 cents per dozen.
In addition under one contract totalling 3 million dozen eggs, the
Corporation could purchase eggs profitably at 103 cents per dozen. From these
two points the demand schedule for egg product was estimated (DpiDp1’).
Although not indicated on the Figure Al a second more price elastic egg
product demand schedule was constructed which also passed through the 1988
price/quantity point for eggs used in egg processing and export (ie. B5 cents
per dozen/ 10 million dozen) to allow some sensitivity analysis of the
results.

The aggregate demand schedule in the absence of price regulation is derived
by the horizontal summation of the demand schedule for shell eggs and that
for eggs for processing and export. The aggregate demand schedule using the
two less elastic demand schedules thus becomes DsiDiy, kinked at the maximum
price at which edgs are demanded for product and export.
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Under the pre August 1989 regulations, shell egg consumption was restricted
to 60 million dozen due to regulation of the wholesale price (at a level
corresponding to a farm gate price of 145 cents per dozen). With the shell
egd demand schedule specified as DsiDsi’ and the edg¢ product/export demand
schedule specified as DpiDpy’the aggregate demand schedule with regulations
becomes DsiabDer?.

3.  Supply Schedule

NSW production for the year 1988 amounted to 70 million dozen eggs. As stated
earlier the payment received by producers was 145 cents per dozen. To
calculate net returns to producers however, approximetely 30 cents per dozen
for the hen levy is deducted, leaving net returns to producers of 115 cents
per dozen. Using information on prices paid to lease quota per annum, it is
possible to caleulate an approximate value of marginal economic rent which
lessees expect to earn by holding hen quota. Given that the average lease
price of quota was $3.50 and the number of eggs per hen per annum was
approximately 22.6 dozen (PFLC 1988), marginal economic rents were around 15
cents per dozen. It follows that marginal costs of production across the
industry were about 100 cent per dozen,

The location of the supply schedule will vary according to the aggregate hen
quota level and the conditions associated with hen gquota. The supply schedule
will kink upward when the level ¢f hen quota begins to restrict production
and increasing quantities of ncii-hen inputs are necessary to overcome the
limit on hen utilisation. For the purpose of simplifying model estimation,
however, this substitutability of other inputs for quota hens has been
ignored, so that the supply schedule under hen quotas kinks to the vertical
at the aggregate level of production for 19BB.

It appears possible, based on estimates provided from NSW Agriculture &
Fisheries Poultry Research Station at Seven Hills, that changes in hen quota
conditions (particularly the reduction of the age at which hens must be
paired with hen quota from 26 weeks to 19 weeks) and in op-farm management
routines could lead to marginal costs at the current level of production
being reduced by 5-15 cents per dozen. (i.e, to B5-95 cents per dozen.)
Elimination of the hen quota system altogether may lead to further cost
reductions as a result of producers no longer having the incentive to choose
relatively high-cost input mixes with the objective of maximising output per
quota hen.

It was with considerable uncertainty therefore, that estimation of a supply
schedule could proceed. With modification of quota conditions, or dismantling
of the hen quota system, it was consideved that marginal costs at the
existing aggregate production level would fall within the range 75-95 cents
per dozen. In the estimation of values of decision variabler which follows, a
marginal cost of B5 cents per dozen has been selected as the ’most likely’.

Contrasting with the model presented in Section 5 it was assumed that over
the relevant range of aggregate production levels supply was infinitely price
elastic (i.e. production can increase over this range without any change in
the marginal cost of production). This was considered to be a realistie
assumption because of the excess capacity in the industry.

The supply schedule corresponding with existing uen quota conditions has been
represented as infinitely price slastic over the relevant production range,

based on a marginal cost of production of 100 cents per dozen. This schedule
is labelled as Sn Sn’. Under a hen quota system the supply schedule will kink
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to the vertical at the production level achievable with the aggregate quota
allocation {given our simplifying assumption of non-substitutability of other
inputs for quota hens). With aggregate quota set at the 1988 level, this kink
is assumed to occur at the then current level of productien {i.e.,
approximately 70 million dozen eggs). The essumed supply schedule in the
gbs,ema of regulations is represented in Figure Al as SaSa® at BS cents per
dozen.

4. The Estimated Model

The model was used to estimate the effects of implementing a number of
alternative options. The alternatives considered were:

1. Continue existing arrangements without change.

2. Cease price regulation. Maintain hen guotas but chenge quota conditions,
to allow a lower cost of production. Set aggregate level of hen quota so
that aggregate production remains at current level (70 million dozen}.

3. As for 2, but set aggregate level of hen quota so that aggregate
pmduction is reduced to the current level of shell egg consumption (60
million dozen).

4, As for 2, but issue secondary hen quota allowing aggregate production to
exceed 70 million dozen. Eggs from the secondary hen quota to be used
only for processing or export.

5. As for 3, but issue secondary hen quota allowing aggregate production to
exceed 60 million dozen.

6. Complete deregulation.

The foregoing modelling assumes eggs are a homogeneous commodity. In fact
there is considerable variation of eg¢ size and appearance. Moveover, the
small proportion of eggs with cracked shells or over-sized air cells (1-2 per
cent of all production) cannot be used for shell eg¢ consumption. In
practice there would be a range of prices at any ope time corresponding with
eggs of differing characteristics. For the purposes of this exercise,
however, we have assumed that all eggs are of an "average quality and size",

5. Economic effects of adopting various options

Use of the model to estimate the effects of adoption of each option upon
prices, quantities and economic surplus {as n messure of total welfare) will
yvield a range of possible outcomes corresponding with the alternative
spemfmatwns of the dewand and supply schedules. These effects are listed
in Table Al.

For each of the options considered, losses of economic surplus compared with
the complete deregulation option {which under assumptions of perfect
competition and absence of externalities yields the optimal level of economic
surplus) have been calculated, For Option 1 the supply schedule used for
calculation of economic surplus was Sn 8¢  (i.e., where marginal cost is 100
cents per dozen) and for options 2~6 the supply schedule used was Sw
S»*,{i.e., where marginal cost is 85 cents per dozen)

The following estimates of economic surplus, however, do not take into
aceount administration and enforcement costs of each of the regulatory
options (options 1-5}. Inclusion of these costs would reduce economic surplus
for some options relatively more than for others. It is likely that these
costs would be higher per dozen eggs for Options 4 and 5 due to the need to
administer an additiopal class of guota as well as enforce separation of the
shell egg and processing/export markets.
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leble Al: Estimated Economic Effects of Alternative Options

Option 6

Option 1: Option 2: Option 3: Option 4: Option §;
No change Price deregulated. Option 2 but Option 2 with Option 3 Complete
Quota conditions with quota secondary guota with secondary deregulat
modified. sufficient for for production quota for
Quota sufficient 60 m doz. exceeding production
for 70 m doz. 70 m doz. exceeding
60 m doz.
Farm-gate o
return 115¢/doz. 80~-101c/doz. 145¢/doz. %*90~101c/doz. *145¢/doz. 75-85¢/do
(i.e., the for base quota for base quota {likely
equalised return). eggs. eggs. B5¢/doz. )
*¥75-95¢/doz. %*75~-85¢c/doz.
for secondary for secondary
quota eggs quota eggs
{likely B5c/doz) {likely BEBc/doz.)
Juantity? _
-t shell egg 60 M doz. B83-67 M doz. 60 M doz 63-67 M doz. 60 M doz. 63-69 M d
market {likeiy 6
M doz)
- to processing/ 10 M doz. 3~-7 M doz. 1~2% of shell 3-19 M doz. 3-18 M doz. 3-16 M do
export market eggs which cracked (3-8 M doz. of this {likely 10 M doz) {likely 1
from base quota) doz.)
(Likely 11-12 M doz.
with 4-B M doz
from base quota).
Economic $13M-¢15.5M $0.1M~-$0.8M $2.0M-34.6M Equal to level at  $1.2M-$3.2M below Equal to
Surplus 2 below level at below level at below level at competitive level at competitive level at
competitive competitive competitive equilibrium equilibrium competit
equilibrium equilibriun equilibrium

equilibr

1. Estimates »rply iv affects at December 1988.

2. Per annum.
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