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1 Introduction 

This work focuses on China Mengniu Dairy Company Limited Company（Mengniu 

Company）. This company operates in the dairy industry and it is one of the leaders of 

milk production manufacturers in China.  

The main objective of the thesis is to assess the financial performance of China 

Mengniu Dairy Company Limited Company, based on data from year 2006 to 2010. 

Financial performance will be evaluated by means of methods of financial analysis, 

particularly by common-size analysis and financial ratios analysis.  

The thesis consists of three main parts. First chapter discusses methods of financial 

analysis that will be used latter in the work when the company will be analyzed. In 

this part, we introduce two ways of common-size analysis, which are used to analyze 

income statement, balance sheet and cash flow of this company. The common-size 

analysis is then accompanied by the description of financial ratios and their roles in 

the evaluation of the company’s financial situation.  

Characterisation of Mengniu company follows in the next chapter. In this part, we can 

learn some basic information about the company such as main products, production 

capacity, or main awards and achievement, so we can get a general understanding of 

the company. Meanwhile, we will get a brief introduction of some competitors.  

Then, methods of financial analysis are used on Mengniu’s financial data. First, the 

general position is explained and then, the most important financial ratios are 

calculated. The ratios allow us to compare data during the period, so we can identify 

some trends of some unusual development. It is important, because we can forecast 

the next development of the company. So we can take measures to avoid some 

negative factors.  

Based on the results presented in this chapter, main conclusions and recommendations 

will be presented. By analyzing above-mentioned ratios, we are able to assess the 

impact of some important decisions, major events  and so on. 
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2 Description of the financial analysis methodology 

Description of the financial analysis methodology mainly discusses some financial 

analysis methods 1which are used to analyze the company’s financing situation.  

 

2.1 Common-size analysis 

Common-size analysis is used to analyze financial statements. A selected account is 

chosen as a benchmark account and other accounts in the financial statement are 

compared to this benchmark account. And it allows us to identify trends and major 

differences.  

There are two types of common-size analysis including vertical common-size analysis 

and horizontal common-size analysis.  

Vertical common-size analysis is the most common way to analyze the company’s 

activity. We choose an account each year as a benchmark, and other accounts are 

compared with benchmark. Preparing these statements allows us to analyze trend and 

interruptions in trends. 

In horizontal common-size analysis, a base year is chosen as the benchmark and then 

other years are all compared relatively to that base year.  

2.2 Financial ratio analysis 

Financial ratio analysis is the use of financial accounting and other information to 

analyze a company’s financial performance and financial condition.  

There are many ratios that can be used to calculate and analyze a company’s fina ncial 

health and profitability.  

                                                                 
1 In this chapter, all methodologies based on the book: 
Thomas R.Robinson, Hennie van Greuning, Elaine Henry, Micheael A. Broihahn. 

International financial statement analysis. 1st edition. Publisher: wiley. November 10, 
2008. 864 pages. ISBN 0470287667  
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2.2.1 Activity ratios analysis 

Activity ratio is a way of measuring how effectively assets are used. It means how 

well a company does in putting its investment to use and the benefits produced by 

special assets, such as inventory or account receivable.  

There are two types of activity measures: turnover ratios and number of days.  

Turnover ratios compare a measure of output to the investment used to generate that 

output. The most common turnover ratios are inventory turnover, the total asset 

turnover, and the receivables turnover.  

 

A) Inventory turnover 

Inventory turnover is the ratio of cost of goods sold to inventory. 

Inventory turnover shows how many times a company’s inventory is sold and 

replaced during the period. A low turnover is a sign of inefficiency of the company. A 

high ratio means strong sales. This ratio is an indication of the resources tied up in 

inventory relative to the speed at which inventory is sold during the period.  

             Inventory turnover =
Cost  of  goods  sold

Average  inventory
                (2.1) 

  

B) Receivables turnover  

Receivables turnover is the ratio of total revenue to average accounts receivable. 

Receivables turnover is an indication of the resources tied up in accounts receivable 

and the speed at which receivables are collected during the period.  

      Receivables turnover =
Total  revenue

Average  receivables
               (2.2)  

 

C) Total assets turnover 

Total assets turnover is the ratio of revenues to total assets.  

It measures a company's level of efficiency in the use of its assets for the purpose of 

revenue.  

           Total asset turnover =
Total  revenue

Average  total  assets
                (2.3)  
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D) Working capital turnover 

Working capital is the difference between current assets and current liabilities.  

Working capital is used to compare revenue with working capital to produce a 

measure that shows how efficiently working capital is used. 

        Working capital turnover =
Total  revenue

Average  working  capital
          (2.4)  

 

Based on previous text, it is evident that turnover ratio is a way of measuring how 

efficiently a company puts various assets to use. And other way is calculate a 

company’s operating cycle. In general, the shorter cycle, the better a company is, 

because it means the company needs less time to withdrawal funds. On the country a 

long operating cycle means a company must take longer time to turn purchases into 

cash. Operating cycle has three components, including number of days of payables, 

number of days of inventory and number of days of receivables.  

 

E)  Number of days of inventory 

Number of days of inventory is the ratio of inventory to average day’s cost of goods 

sold. 

Accounting to compute the amount of inventory on hand to the average day’s cost of 

goods sold, we know how many days a company turns inventory to cash.      

          Number of days of inventory =
Inventory

Average  day ′ s  cost  of  goods  sold
 

                                                                  =
Inventory

Cost  of  goods  sold  /365
          (2.5) 

 

F) Number of days of receivables 

The accounts receivable turnover days shows how fast the country can receive 

payments for its sales. 

Number of days of receivables = 
Accounts  receivable

Average  day ′ s  revenue
 

                         = 
Accounts  receivable

Revenues  /365
            (2.6) 
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G) Number of days of payables 

To be more specific, the payable turnover days are measure how quickly the company 

can pay off its financial obligations to suppliers. COGS is  the short of cost of goods 

sold. 

Purchases = COGS＋Ending inventory－Beginning inventory        (2.7) 

Number of days of payables =  
Accounts  payable

Average  day ′ s  purchases
 

                                  =
Accounts  payable

Purchases  /365
                (2.8) 

 

It is clear what is turnover and what is number of days. And it is important that we 

explore what is the relationship between turnover and number of days. For example, 

dividing 365 by inventory turnover produces the number of days of inventory.  

The operating cycle connects the level of the company’s activity with its liquidity. For 

instance, the lower the inventory turnover is, the longer its operating cycle will be. So 

it will need more time to convert inventory into cash.  

2.2.2 Liquidity analysis 

Liquidity analysis ratios measure a company’s ability to satisfy its short-term 

obligations, usually within one year, which is the speed to convert into cash. 

Generally, the larger these liquidity ratios are, the better the ability of the company to 

satisfy its immediate obligations. 

There are many measures to analyze a company’s liquidity. However, we focus on the 

current ratio. 

    

A) Current ratio 

Current ratio is the ratio of current assets to current liabilities. It measures a 

company’s ability to satisfy current liabilities with current assets.  

         Current ratio =
Current  assets

Current  liabilities  
                  (2.9) 
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B) Quick ratio 

Quick ratio is a more stringent measure of liquidity. It measures a company’s ability 

to satisfy current liabilities with its most liquid assets.             

     Quick ratio =
Cash +Short −term  marketables  inveatment +Receivables

Current  liabilities  
     (2.10)  

 

C) Cash ratio 

Cash ratio is a measure of the company’s ability to meet its current obligations with 

just the cash and cash equivalents on hand. It means that in this ratio, we are not 

considering less liquid assets, such as receivables. 

       Cash ratio =
Cas h +Short −term  marketables  inveatment

Current  liabilities  
          (2.11)  

2.2.3 Solvency analysis 

Solvency ratios are used to measure a company’s ability to meet its  long-term 
obligations..   

There are two types of solvency ratios: component percentage and coverage ratio.  

Component percentage solvency ratios are used to compare a company’s debt level, 

and how dependent a company is on debt financing. Short-term debt means a 

company must pay it less than one year. Long-term debt is a maturity of more than 

one year. 

Coverage ratio is another way of solvency ratio. The most common coverage ratios 

are the interest coverage ratio and fixed-charge coverage ratio. Here, we just focus on 

interest coverage ratio. 

 

A) Debt-to assets ratio 

Debt-to assets ratio is the ratio of total debt to total assets.  

Debt-to assets ratio is a measure of the proportion of total assets which is financed 

with debt, including short-term debt and long-term debt. 

   Debt − to − assets  ratio =
Total  debt

Total  assets
                       (2.12)  
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B) Long-term debt-to-assets ratio 

Long-term debt-to-assets ratio is the ratio of long-term debt to total assets. 

So we can know the proportion of the company’s assets that is financed with 

long-term debt. 

           Long-term debt-to-assets ratio=
Long −term  debt

Total  assets
          (2.13) 

 

C) Debt-to-equity ratio 

Debt-to-equity ratio is the ratio of total debt to total shareholders’ equity.  

It is a measure of financial leverage of the company index. With this ratio, we can 

know equity as sources of capital to finance the company’s assets in which the ratio of 

debt to equity.  

 Debt − to − equity ratio =
Total  debt

Total  share holders ′ equity
        (2.14)  

 

D) Financial leverage 

Financial leverage is the ratio of total assets to total shareholders’ equity.  

Financial leverage is also called the equity multiplier. Although there are many ways 

to calculate financial leverage ratios, they all have a common characteristic, namely, 

the bigger the use of debt relative to equity in financing the company, the greater the 

financial leverage ratio will be.  

Financial leverage=
Total  assets

Total  shareholder s′ equity
               (2.15) 

 

E) Interest coverage ratio 

Interest coverage ratio is the ratio of earnings before interest and taxes to interest 

payment. 

We use interest coverage ratio to compare the earnings to meet the interest obligation.  

    Interest coverage ratio =
Earnings  before  interest  and  taxes

Interest  payments
        (2.16)  
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2.2.4 Profitability analysis 

It is an analysis that can tell us whether a company is profitable by accessing whether 

net income is positive. However, if we just focus on net income, we do not have 

enough information to describe the efficiency of a company how the profit was 

generated or what we must do to improve that profit. So in order to conduct a more 

detailed analysis of profitability, we must examine kinds of margins and return on 

investment ratio.  

We use margins to compare components of income with revenues, which means 

relationship between income and revenue. These ratios tell us what makes up a 

company’s income.  

Return-on- investment ratios are used to compare benefits which are generated from 

investment. 

 

A) Gross profit margin 

Gross profit margin is the ratio of gross profit to revenues.  

Gross profit is that total revenues minus the cost of goods sold. And this ratio 

indicates how much of every Yuan of revenue is left after cost of goods sold.  

Gross profit margin=
Gross  profit

Total  revenue
             (2.17) 

 

B) Operating profit margin 

Operating profit margin is the ratio of operating income to revenue.  

Operating profit margin tells us how much revenue is left after cost of goods and 

operating expenses. 

   Operating profit margin =
Operating  income

Total  revenue  
         (2.18)  

 

C) Net profit margin 

Net profit margin is the ratio of net income to revenues.  

Net profit margin shows how much revenue is left after paying taxes, interest and so 
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on.  

Net profit margin=
Net  income

Total  revenue
                    (2.19)  

 

D) Pretax profit margin 

Pretax profit margin is the ratio of earnings before taxes to total revenue.  

Pretax profit margin tells us how profitable the company before taxes, so it is not 

affected by taxes independently.  

Pretax profit margin=
Earnings  before  taxes

Total  revenue
          (2.20)  

 

E) Operating return on assets 

Operating return on assets is the ratio of operating incomes to assets.  

Operating return on assets is used to measure the operating income generated from 

company’s investment in total assets, and it is useful in compar ing companies which 

operate same business. 

        Opreating return on assets =
Operating  income

Average  total  asssets
          (2.21)  

 

F) Return on assets (ROA) 

Return on assets is the ratio of net income to assets.  

Return on assets is used to measure the company’s net income which is generated 

money in total assets, and it shows a company’s operating efficiency of its assets. And 

the number indicates how profitable a company.  

 ROA=
Net  income

Average  total  assets
                      (2.22)  

 

G) Return on total capital  

Return on total capital is the ratio of net income to total capital 

From this formula, we can see more specific that return to the investment generated 

from both creditors and shareholders.  

Return on total capital=
Net  income

Total  capital
                (2.23) 
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H) Return on equity (ROE)  

Return on equity is the ratio of net income to average shareholder’s equity.  

We use ROE to measure a corporation's profitability by calculating how much profit a 

company generates with the money shareholders have invested. The ROE is useful for 

comparing the profitability of a company to other firms in the same industry.  

The difference between the ROE ratio and ROA ratio is that ROE is affected by the 

financial leverage of a company in the investment.  

      ROE =
Net  income

Average  shareholders′equity
                 (2.24)  

 

2.3 DuPont analysis  

With DuPont analysis, we can get a better understand of a company’s returns over 

time, and compare this data with its competitors by breaking returns into their 

components. And this approach begins as an analysis of return on assets. The basic 

idea is that ROE is broken down into a number of financial ratios, which contribute to 

in-depth analysis and comparison of enterprise performance.  

To be more detailed, firstly, ROA is divided into two parts, total asset turnover and net 

profit margin. Meanwhile, net profit margin is also influenced by operating profit 

margin, effect of nonoperating items and tax effect. Then ROA and financial leverage 

are composed by ROE. 

ROA = 
Net income

Average total  assets
 = 

Net  income

Revenues
×

Revenues

Average  total  assets
        (2.25) 

 

               ROE =  
 Operating  income

Revenues
×

EBIT

Operating  income
×  1 −

Taxes

EBIT
 ×

                         
Revenues

Average  total  assets
×

Average  total  assets

Average  shareholders ′ equity
                                                                       

(2.26) 
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Exhibit 2.1                DuPont model of return on assets 
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Exhibit 2.2                DuPont model of return on equity  
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2.4 Influence quantification 

Influence quantification enables to analyze indicators, whose change has caused 

change in the basic ratio. Here, methods of gradual changes and logarithmic 

decomposition method are shown to you. 

2.4.1 Methods of gradual changes 

Methods of gradual changes enable to quantify the change in the basic ratio caused by 

change in the component ratio. 

In the case of breakdown with three-components ratio: 

∆xa1 = ∆a1 × a2,0 × a3,0 

∆xa2 = a1,1 × ∆a2 × a3,0 

                         ∆xa3 = a1,1 × a2,1 × ∆a3                    (2.27)  
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Symboles: 

x – basic ratio 

△ x – absolute change in the basic ratio 

a – component ratio 

△ a – absolute change in the component ratio 

 

2.4.2 Logarithmic decomposition method 

Advantage: we need just one formula for the impact quatification regardless of how 

many component ratios we have. 

The impact of the i-th component ratio on the change in the basic ratio is calculated as 

follows: 

                           ∆xai =
ln Iai

ln Ix
× ∆x                         (2.28)  

Symbols:  

x – basic ratio 

△ x – absolute change in the basic ratio 

Ix =
x1

x0
 - index of change in basic ratio 

Ia =
a1

a0
 - index of change in component ratio 
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3 Characterization of Mengniu Company 

This chapter mainly introduces some basic information about Mengniu, such as main 

activities, its size and production capacity, or comparison with main competitors.  

 

3.1 Company profile 

China Mengniu Dairy Company Limited (stock code: 2319), is one of the leading 

dairy product manufacturers in China, with MENGNIU as its core brand. The 

company is an investment holding company that was incorporated in the Cayman 

Islands. Except for China Dairy Holdings and China Dairy (Mauritius) Limited, all 

subsidiaries were incorporated in the People’s Republic of China (the ―PRC‖). So in 

fact, the company’s main business is in the PRC. Above 90% of the revenue from 

continuing operations is contributed by the customers of Mainland China. Above 90% 

of the company’s non-current assets are located in Mainland China. As at 31 

December 2010, the company had approximately 21,500 employees in Mainland 

China and Hong Kong2. All values in this thesis are presented in Renminbi (―RMB‖) 

and all values are rounded to the nearest thousand.  

Chart 3.1               Substantial shareholders  

 
                                                                 
2 Source: Annual report 2010  

20.02%

20.00%

12.80%
9.99%

8.97%

28.22%

COFCO Limited 

COFCO Dairy Holdings 
Limited 

Xin Niu Milk Industry 

Limited、Yinniu Milk 
Industry Limited and Jinniu 

Milk Industry Limited

UBS AG
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Source:http://www.aastocks.com/en/Stock/CompanyFundamental.aspx?CFType=2&s

ymbol=02319 

 

There are five main shareholders of the company, which is shown in the chart 3.1.  

On September 16, 2008, 22 enterprises were detected melamine in milk powder, and 

Mengniu was one of them. Mengniu dairy collapsed in stock on September 23, and 

crisis, Mengniu dairy company had to seek opportunities to get out of trouble and   

status of major shareholders had to be hand over.  

In addition to corporate own earnest exploration of better production and quality 

control, as well as continuous efforts to innovate dairy business development, in 2009 

the company accepted a capital injection from COFCO Limited (―COFCO‖), the 

largest oil and food enterprise in China, and Hopu Investment Management Co., Ltd., 

a renowned private equity fund.  

The investment not only enriched and strengthened the company’s shareholding 

structure, but also enabled Mengniu to reach a strategic cooperation with COFCO. 

COFCO has started to supply quality raw materials and other related products to the 

company, while the company has also utilized COFCO’s sales channels such as 

COFCO’s websites to sell MENGNIU products. The initial cooperation has laid a 

solid foundation for more extensive collaboration between the two companies.  

 

The board 

The board appoints fifteen directors in total, including four executive directors, eight 

non-executive directors, and three independent non-executive directors. 

Mr. Yang Wenjun, aged 44, is the Chief Executive Officer (―CEO‖) of the company 

and one of the founders of Inner Mongolia Mengniu. Mr. Yang was elected as one of 

the ―World Economy’s Top 10 Outstanding Chinese Professional Managers‖ by the 

Professional System Assessment Committee of the appraisal system of World Chinese 

Economy at the Annual Conference for Investment and Financing in Asia Pacific in 

2008, and as one of the ―China’s Top 10 Celebrities for Industry Leaders‖ and ―Tenth 

Session of Top 10 Celebrities for China’s Reform Programme‖ in 2010.  Mr. Yang 
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currently serves as the Deputy Chairman of the Dairy Association of China 3  

The board is responsible for the leadership and management of the company. Key 

responsibilities of the board comprise formulation of the company’s overall strategies 

and policies, setting of performance and management targets, evaluation of business 

performance and supervision of management’s performance.  

The independent non-executive directors possess appropriate professional 

qualifications, or accounting or related financial management expertise. Their roles 

are to provide independent and objective opinions to the board for its consideration 

and decisions. 

 

Figure 3.1 Plant map 

 

 

 

Source: Annual report 2009 

Figure 3.1 shows that after a few years of hard work and struggle, the center of 

Mengniu from Inner Mongolia spread to all parts of the country.  

                                                                 
3 Source: Annual report 2010  
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With demand for high quality, dairy products are rising in the market, and the 

company has been expanding its production capacity continuously. Currently, the 

company has over 20 production plants in 15 provinces and cities in the country with 

its market spreading across China.  

Mengniu’s High-Intelligence Production Base has a total of 22 production lines with a 

daily processing capacity of 2,000 tons of fresh milk in 2010.  

In November 2010, Mengniu successfully acquired Shijiazhuang Junlebao Dairy Co., 

Ltd., the largest yogurt manufacturer in northern China. Through this acquisition, 

Mengniu created development synergies in terms of milk sources, markets and 

channels in specific competitive areas, commencing industry consolidation and 

further reinforcing the leading position of Mengniu in the national yogurt market.  

 

3.2 Production of the company 

The company’s main products are  

• Liquid milk products - UHT milk, milk beverages and yogurt; 

• Ice cream products – manufacture and distribution of ice cream; 

• Other dairy products – manufacture and distribution of milk powder 

Chart 3.2            Revenues from diverse products 

 

Source: Annual reports from year 2006 to 2010.  
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In the chart 3.2, you can see clearly that liquid milk product is the most important part 

in the total revenue. So the company depends on liquid milk products mostly. The 

specific point of view, in every year the company’s liquid milk segment recorded an 

outstanding performance and continued to be our major source of income.  

Revenue from the liquid milk segment increases every year, accounting for 88.8% of 

the company’s revenue( RMB26,871.800 ) in 2010, 88.4% of the company’s revenue 

( RMB22,736.200 ) in 2009, 88.3% of the revenue ( RMB21,068.100 ) of the 

company in 2008, 89.8% of the company’s revenue in 2007. Each step is to the 

leadership of dairy product manufacturers in China.   

According to statistics of China Industrial Information Issuing Centre under China’s 

National Bureau of Statistics, Mengniu’s dairy products ranked first, in both sales 

volume and sales value, among similar products in China for five consecutive years 

from 2006 to 2010. 

Mengniu continued to pursue innovation and research. As at 31 December 2010, 

Mengniu has submitted 1,012 patent applications and obtained patents in respect of 

750 items on a cumulative basis, out of which 88 patents were applied for and 83 

patents were obtained during the year 4 . The technological achievements have 

provided the wherewithal for maintaining the leading market position of Mengniu in 

technological advancement. 

Chart 3.3          Total production capacity (million tons) 

 

                                                                 
4 Source: Annual report 2010 
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Source: Annual reports from year 2006 to 2010. 

From this chart, we can see clearly that there is a growth trend of total production 

capacity over times. To be more detailed, annual production capacity reached 6.5 

million tons in 2010, 5.76 million tons in 2009, 5.57 million tons in 2008, and 4.78 

million tons in 2007. So we know the strength of Mengniu is improving.  

Not only increasing production capacity, but Mengniu also continuously enriched the 

product portfolio of high-end functional dairy products. For example, in 2007 milk 

powder products were popular, and apart from milk powder products, the company 

invented in smoked-dried cheese, a new type of product by using advanced 

technology, which is offering a wider choice of high quality dairy products for 

customers. Year 2009 is quick recovery and development year, and there are a lot of 

new inventions in 2009. Milk Deluxe Future Star Isdom Milk for Children Future Star 

Itality Milk for Children Fruit & egetable Suan Suan Ru Fresh Cheese, cheese mate 

and so on bring new tastes for dairy product manufacturers, they are very popular.  

 

3.3 Size and market share  

Chart 3.4                     Total assets 

 

Source: Annual reports 

Yili company, as the strong competitor of Mengniu in China. We know both of total 

assets of these two companies are increasing. However, in 2007 and 2008, total assets 
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of Yili company are a little more than Mengniu company, then the next two years 

Mengniu develops faster than Yili. So we can see how fierce the competition between 

these two companies. So in a word, Mengniu as a new star has a rapid growth of total 

assets, and Yili as an old dairy corporate has a stable growing, however, it is evident 

that the speed of Yili is slower than Mengniu.  

Chart 3.5                     Net assets 

 

Source: Annual reports 

Because of Milk Incident in 2008, dairy industry suffers from a huge loss, and directly 

leading to declining net assets. Except for year 2008, net assets of other years of 

Mengniu company are far more than Yili company. And just one year after the 

financial crisis, Mengniu has reached beyond the level before the crisis, so it means 

that the company has a strong ability to cope with emergencies, and it is able to take 

timely measures to face any trouble and difficult time.  

Chart 3.6                     Net income 
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Source: Annual reports 

It is evident that net income of Yili company has been at a lower levels compared to 

Mengniu. And there is a slow trend or negative of net income from 2007 to 2008. In 

particular, because of bad effects of Milk Melamine, net profits of these two 

companies both are negative, however, a worse situation in Yili company. But next 

two years, net income of the two companies is increasing, but the gap has not 

narrowed compared to Mengniu.  

 

Chart 3.7            Basic earnings per share (RMB) 

 

Source: Annual reports 

This chart is about Mengniu company’s basic earnings per share. Basic earnings per 

share is calculated by dividing the profit attributable to ordinary owners of the 

company by the weighted average number of ordinary shares outstanding during the 

year.  

From this chart, we can see except for year 2008, there is growth trend in other years. 

Because year 2008 is difficult time for China dairy manufacture. Owning to the 

negative impact of Milk Incident on the company in 2008, there are no net profits for 

the company, and no dividends for shareholders. It is a large loss for shareholders, 

and also influences the confidence for consumers. However, due to some effective 

measures to recover and improve, the next two years basic earnings per share revert to 

the previous level, even better than before. So it also shows the powerful strength and 

effort of Mengniu. 
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3.4 Major awards and achievements 

This paragraph presents some of main successes of the company.  

There are so many awards and achievements for Mengniu, so here only some of them 

are shown to you. 

 

Figure 3.2                  Main products 

 

 

Source: Annual report 2009 

Mengniu products: 

 Mengniu’s liquid milk was awarded the ―Top Seller‖ prize, ranked first in terms 

of market share in this dairy industry for five consecutive years (2005-2009) 

 Appointed by China Space Foundation as a sponsor of the aviation industry in 

China. Mengniu’s liquid milk, yogurt, milk powder, ice cream and cheese were 

recognised as exclusive products for the China’s Space Programme for seven 

successive years 

 Mengniu’s Champion and Future Star were presented with the ―Innovative 

Products Award‖ at the French International Food Fair  
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The company: 

 Ranked 16th in the ―Report of Global Dairy Enterprises 2010‖ issued by 

Rabobank, the Netherlands 

 Ranked 28th among ―Asia’s Fab 50 Companies 2010‖ as compiled by Forbes, the 

only dairy enterprise in China on the roll, indicating Mengniu has the best brand 

value in China’s dairy industry 

 Won the ―2009 Health in China – Outstanding Contribution Award‖ from the 

General Administration of Sports of China 

 

Mengniu brand: 

 Selected among the ―Top 500 Asian Brands‖ for five consecutive years and 

ranked as the second largest dairy brand in Asia 

 Ranked 22nd on China’s Most Valuable Brand List and retained the top position 

in the dairy industry 

 Ranked as one of the ―Top 10 Brands for the Year‖ and ―60 Most Influential 

Brands in the 60 Years of the People’s Republic of China‖ in the Top 100 

Companies in China 

 Named ―My Favourite Food Brand‖ at the 2009 China Food Expo Forum 
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4 Financial analysis of Mengniu Company 

Financial analysis of Mengniu is related to chapter 2 description of the financial 

analysis methodology. We just apply these ratios by using relevant accounts 5 of the 

company, and introduce the meanings and what we can get from them. So we can 

know whether it is good or not for the company.  

4.1 Vertical common-size analysis 

Table 4.1 shows common-size income statement of China Mengniu Dairy Company 

Limited for the years 2006 to 2010.  

Table 4.1           Common-size income statement of Mengniu 

Year 2006 2007 2008 2009 2010 

Revenue 100.00% 100.00% 100.00% 100.00% 100.00% 

Cost of sales 77.09% 77.47% 80.43% 73.35% 74.27% 

Gross profit 22.91% 22.53% 19.57% 26.65% 25.73% 

Other income 0.47% 0.46% 0.51% 0.31% 0.64% 

Selling and distribution costs 14.65% 15.49% 18.55% 18.10% 17.94% 

Administrative expenses 2.59% 2.17% 2.61% 3.36% 3.42% 

Other operating expenses 0.10% 0.10% 3.67% 0.44% 0.20% 

Operating income 6.04% 5.23% -4.75% 5.07% 4.81% 

Interest income 0.10% 0.20% 0.23% 0.33% 0.29% 

Others 0.05% 0.10% 0.12% 0.08% 0.13% 

Finance costs 0.39% 0.23% 0.17% 0.24% 0.15% 

Earnings before tax 5.80% 5.30% -4.56% 5.24% 5.08% 

Income tax expense 0.47% 0.10% -0.68% 0.49% 0.60% 

Net income 5.33% 5.20% -3.89% 4.75% 4.48% 

For instance, we can examine changes in profitability by comparing various expenses 

and net income as percentages of revenue.  

The proportion of cost of sales to revenue between 2006—2008 is increasing, but 

after that, it drops. The proportion of gross profit to revenues decreases in 2008, but 

since then, it rises. The possible reason is mainly the impact of rising average price of 

                                                                 
5
 In this part, all data are based on balance sheet, income statement and cash flow 

which are shown in annexes 1-3.  
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raw milk in 2008 as compared with prior year, and increasing expenses on product 

promotion, cost of production and introduction of various measures on raw milk 

safety. However, in 2010 despite the rising raw material prices and growing inflation 

in China, the company constantly increased high-end products, adjusted product 

portfolio, controlled stringently cost and adjusted on selling prices of certain products, 

which effectively offset the effects brought by the increasing raw material prices.  

The proportion of selling and distribution costs to revenues of the company represents 

approximately 18.55% of the company’s revenue in 2008, greater than other years. 

Such increase was mainly attributable to the launch of various campaigns in relation 

to the Beijing Olympics by the company as a leading player in China dairy industry. 

The company also made greater marketing efforts to enhance consumers’ 

understanding of its production. In 2010, as the scale of operation of the company 

expanded, however, the company’s selling and distribution costs declines as a result 

of precise management and effective cost control. Selling and distribution costs for 

the year accounted for 17.94% of the company’s revenue, down from 18.1% in 2009. 

The company implemented specified marketing campaigns for its products to ensure 

enhancement of the brand image of MENGNIU and market share of the company 

whilst lowering related costs. The percentage of advertising and promotion expenses 

to the company’s revenue decreased. The percentage of administrative and other 

operating expenses to the company’s revenue was effectively lowered to 3.62% (2009: 

3.8%). 

Another outstanding data is other operating expenses. As a result of inventories 

written off and certain non-recurrent expenditures incurred after the Milk Incident, 

other operating expenses of the company in 2008 increased by 3.67% as compared 

with year 2006. 

The proportion of earnings before taxes to revenues of the company in 2010 is 

decreasing when compared with year 2009, just 5.08%. It is because the company was 

under cost pressure arising from the upsurge in raw material prices.  
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Chart 4.1             Mengniu company income statement  

 

In chart 4.1, we just select some items from income statement. At first, there is a 

growth trend of revenue. It is evident that with the revenue increasing, the cost and 

expenses are increasing. So there is growth trend in general. Cost of sales is the main 

part in all costs and expenses. And the second one is selling and distribution costs. So 

others are small parts comparing with cost of sales and selling and distribution costs. 

However, we have to pay attention to a special item, namely, net income in 2008 is 

negative, mainly as a result of the ―melamine incident‖ which has affected the 

performance of the company. 

 

Chart 4.2         Common size income statement of Mengniu 

 

In chart 4.2, every account is compared with revenue, so it is easy to see the 

proportion of income and expenses and how they change over the selected years. In 
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this chart, the most obvious is that cost of sales are the major proportion, which is 

more than half. The second biggest part is selling and expenses, which is about 20% 

of revenue. We can also see that there is a big difference between 2008 and other 

years, namely, net income is negative. Because in 2008, the ―Melamine Incident‖ had  

impacted seriously income of this company, there is not any profit in this year. The 

incident damaged the public health and consumer confidence. So it had a bad 

influence on the company’s financial results.  

 

Table 4.2            Common-size statement of assets 

Year 2006 2007 2008 2009 2010 

Inventories 13.80% 9.06% 7.29% 5.07% 6.80% 

Bills receivable 1.65% 1.19% 0.57% 0.37% 0.12% 

Trade receivables 2.41% 2.70% 2.51% 3.74% 3.21% 

Others 2.91% 3.09% 4.48% 4.04% 7.02% 

Cash and bank balances 17.13% 22.84% 26.88% 43.63% 38.70% 

Other current assets - - 3.35% - - 

Total current assets 37.90% 38.87% 45.09% 56.86% 55.84% 

Fixed assets 62.10% 61.13% 54.91% 43.14% 44.16% 

Total assets 100.00% 100.00% 100.00% 100.00% 100.00% 

Table4.2 shows common-size analysis of assets for the years 2006 to 2010 of 

Mengniu. As we can see in this table, total assets are chosen as a benchmark, and then 

we can compute other accounts which are the percentage of the total assets.  

From this table, we can see that current assets and fixed assets are two parts of the 

total assets. And the composition of assets has been changing over time. The 

proportion of fixed assets has been decreasing, while the level of current assets has 

increased.  

As the scale of operation of the company expanded, total assets of the company are 

increasing. On the one hand, the company owns more cash and other current assets, 

on the other hand, especially in 2009 and 2010 the company gives up some property, 

plant and equipment. 
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Chart 4.3            Common-size assets of Mengniu 

 

Chart 4.3 shows common-size assets statement of Mengniu, where total current asset 

is replaced by other specific accounts. The major accounts of total assets are fixed 

assets and cash bank balances.  

Although the proportion of fixed assets has been decreasing from 2006 to 2010, it is 

also the major component. However, with the development of Mengniu, there is rising 

trend about the proportion of cash and bank balances.  
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Table 4.3 shows common size analysis of liabilities and equity of Mengniu for the 

years 2006 to 2010. As a whole, there is a changeful trend about the proportion of 

total liabilities. The proportion of total liabilities to total liabilities and shareholders’ 

equity is 58.13% in 2008, and since then, it is around 40% of total assets. Just as total 

current liabilities, also the biggest (50.96%) in this year. Trade receivables are 

reaching 2,155,265 in 2008, bigger than 1,315,395 in 2007 and 1,531,366 in 2009.  

The proportion of Interest-bearing bank loans to total liabilities and shareholders’ 

equity in 2008 is much bigger than other years. Interest-bearing bank loans in 2008 

are 1,208,660, larger than 183,156 in 2007 and 323,593 in 2009. Year 2008 is a hard 

time for Mengniu, so in order to out of bad situation, Mnegniu needs a great deal of 

money from banks. 

 

Chart 4.4      Common size liabilities and equity of Mengniu  

 

Chart 4.4 shows common-size analysis of liabilities and equity of Mengniuy for the 

years 2006 to 2010. It is obvious that total equity is the major factor in all accounts. 

From table 4.3, it is evident that total liabilities reach the biggest than others in 2008, 

so in this year, the equity is minimum corresponding. Other account, like trade 

payables, is also important parts for total liabilities and equity.  
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4.2 Horizontal common-size analysis 

Table 4.4 shows common-size income statement, which means that each term is 

compared to year 2006.  

Table4.4           Common –size statement (% of 2006 value) 

Year 2006 2007 2008 2009 2010 

Revenue 100.00% 131.22% 146.89% 158.25% 186.29% 

Cost of sales 100.00% 131.86% 153.26% 150.57% 179.48% 

Selling and distribution 

costs 
100.00% 138.72% 186.03% 195.50% 228.08% 

Administrative expenses 100.00% 109.98% 148.13% 205.65% 246.67% 

Other operating expenses 100.00% 130.62% 5241.94% 676.43% 357.50% 

Operating income 100.00% 113.72% -115.59% 132.79% 148.29% 

Earnings before tax 100.00% 119.95% -115.60% 142.88% 163.23% 

Income tax expense 100.00% 28.49% -212.35% 166.04% 239.62% 

Net income 100.00% 127.98% -107.10% 140.84% 156.52% 

In this table, it is evident that some data are negative in 2008. It is very special and 

abnormal. So we should pay more attention. For example, operating income, earnings 

before tax, income tax and net income are negative, because there are not any profits 

of the company in 2008. You can also notice unnatural data, 5241.94% of other 

operating expenses. Melamine incident has a primary effect on it. Owning to 

inventory written off and certain non-recurrent expenditures after the Milk Incident, 

administrative and other operating expenses in 2008 of the company increased so 

much compared with other years.  

  

Table 4.5          Common –size statement (% of 2006 value) 

Year 2006 2007 2008 2009 2010 

Inventories 100.00% 81.89% 76.95% 66.72% 109.80% 

Trade receivables 100.00% 139.79% 151.93% 282.02% 296.79% 

Cash and bank balances 100.00% 166.22% 228.71% 462.39% 503.57% 

Total current assets 100.00% 127.92% 173.39% 272.40% 328.48% 

Fixed assets 100.00% 122.74% 128.88% 126.14% 158.49% 

Table 4.5 shows common-size analysis of assets. In this table, fixed assets between 

2009 and 2010 are increasing more, in order to expand its scale, Mengniu acquires 

subsidiaries, purchases of construction in progress, and purchases of available-for-sale 
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investments. 

Inventory in 2008 and 2009 are decreasing. It is due to that some of the company’s 

products were detected melamine two consecutive years, so the company was 

commanded to withdraw some products.  

 

Table 4.6          Common –size statement (% of 2006 value) 

Year 2006 2007 2008 2009 2010 

Trade payables 100.00% 127.13% 208.30% 148.00% 199.21% 

Interest-bearing bank loans 100.00% 78.26% 516.47% 138.27% 235.36% 

Other loans 100.00% 116.14% 235.30% 344.99% 451.67% 

Total liabilities 100.00% 93.11% 159.22% 125.50% 171.59% 

Total equity 100.00% 160.62% 130.43% 245.32% 281.27% 

Table 4.6 shows common-size analysis of liabilities and equity. Interest-bearing bank 

loans in 2008 are huge amounts, increasing to 516.47% relative to the year 2006. It is 

influenced by Milk Incident. We have known that in 2008 total liabilities is rising 

much by borrowing debts, so total assets are decreasing in this year.  

Although trade payables, interest-bearing bank loans, other loans, and total liabilities 

in 2010 are all increasing more relative to the year 2006, total equity in this year is 

also increasing. As the company grows, it needs more money to keep the balance. So 

the company is a healthy financial position on current situation.  

4.3 Financial ratios analysis 

Table 4.7 shows all relevant accounts which will be used to calculate and access 

activity and liquidity ratios  

Table 4.7     Data used to calculate and access activity and liquidity ratios 

Years 2006 2007 2008 2009 2010 

Cost of sales 12,524,597 16,514,557 19,195,576 18,858,229 22,478,979 

Inventories 1,071,460 877,443 824,453 714,897 1,176,423 

Revenue 16,246,368 21,318,062 23,864,975 25,710,460 30,265,415 

Trade receivables 186,976 261,365 284,079 527,303 554,933 

Total assets 7,763,678 9,681,279 11,315,275 14,096,126 17,305,841 

Current assets 2,942,164 3,763,576 5,101,502 8,014,467 9,664,307 

Current liabilities 3,077,253 3,363,390 5,766,106 4,553,940 6,238,289 

Trade payables 1,034,699 1,315,395 2,155,265 1,531,366 2,061,193 
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4.3.1 Activity ratios 

A) Inventory turnover 

Inventory turnover is calculated based on formula 2.1. 

Table 4.8                      Inventory turnover 

Year 2007 2008 2009 2010 

Inventory turnover 16.95 22.56 24.50 23.77 

 

Chart 4.5                   Inventory turnover 

 

There is a growth trend of inventory turnover generally, except for year 2010. It 

indicates that the company has a faster speed at which inventory is sold.  It is good for 

Mengniu. With the expanding of firm size and sales growth, there is no doubt that 

inventory increases. 

However, there is a difference between 2009 and 2010. This is namely due to some of 

the company’s products were detected melamine in 2008 and 2009, and the company 

was commanded to withdraw some products. 

 

B) Receivables turnover 

Receivables turnover is calculated based on formula 2.2. 

Table 4.9                    Receivables turnover 

Year 2007 2008 2009 2010 

Receivables 

turnover 
95.10 87.51 63.37 55.93 
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Chart 4.6                  Receivable turnover 

 

There is a downward trend of receivables turnover. It means that the company needs 

more days to pay on its accounts. And there is a big difference between year 2008 and 

2009. Before year 2008, Mengniu had a faster speed to collect receivables. It is clear 

that Milk Incident is the main reason.  

 

C) Total asset turnover 

Total asset turnover is calculated based on formula 2.3. 

Table 4.10                    Total asset turnover 

Year 2007 2008 2009 2010 

Total asset 

turnover 
2.44 2.27 2.02 1.93 

 

Chart 4.7                    Total asset turnover 
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From this chart, we can see there is a decreasing trend of total assets turnover over the 

selected years. It is not a good signal, which means that the company has a lower 

efficient utilization of total assets. And the management and efficiency of assets is 

decreasing. 

 

D) Number of days of inventory is calculated based on formula 2.5. 

Table 4.11              Number of days of inventory   

Year 2006 2007 2008 2009 2010 

Number of days of 

inventory 
31.23 19.39 15.68 13.84 19.10 

 

Chart 4.8              Number of days of inventory 

 

From this chart, it is clear that there is a decreasing trend of days of inventory, except 

for year 2010, which increased to 19.10 days. Comparing the data, we know number 

of days of inventory in 2009 is minimum than others. We have already discussed 

why inventory is decreasing in 2008 and 2009. So in these two years, number  of 

days of inventory is also decreasing.  

 

E) Number of days of receivables 

Number of days of receivables is calculated based on formula 2.6. 
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Table 4.12                Number of days of receivables 

Years 2006 2007 2008 2009 2010 

Number of days of 

receivables 
4.20 4.47 4.34 7.49 6.69 

On the whole, number of days of receivables of Mengniu is under 8 days. From the 

specific terms, before year 2008, Mengniu was able to recover receivables about 4 

days. It is better than in 2009 and 2010. But as a whole it is good for the company. It 

means the company has a low risk, and the liquidity of assets is good, and the 

company has a strong ability to pay back debts in the short-term.  

 

F) Number of days of payables  

Purchase is calculated based on formula 2.7. 

Number of days of payables is calculated based on formula 2.8. 

Table 4.13         Purchase and number of days of payables 

Year 2007 2008 2009 2010 

Purchase 16,320,540 19,142,586 18,748,673 22,940,505 

Number of days 

of payables 
29.42 41.1 29.81 32.8 

Number of days of payables of Mengniu remains about 30 days except for year 2008, 

highest reaching to 41.1 days. It means that it takes 30 days to the company to pay off 

its short-term financial obligations to suppliers, except for year 2008.  In 2008, it 

needs more time, about 40 days to pay off its financial obligations. So it reduces the 

company’s ability to pay back debt services.  

4.3.2 Liquidity ratios 

G) Current ratio 

Current ratio is calculated based on formula 2.9. 

Table 4.14                      Current ratio 

Year 2006 2007 2008 2009 2010 

Current ratio 0.96 1.12 0.88 1.76 1.55 
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Chart 4.9                    Current ratio 

 

In general, current ratio in year 2006, 2007 and 2008 is less than year 2009 and 2010. 

It shows that in these three years the company has a weak ability to repay short-term 

debt. And as a whole, year 2008 the company has minimum ability to satisfy its 

current liabilities with its current assets. In order to get out of bad situation brought by 

Milk Incident, in 2008, The company needs more money. Interest-bearing bank loans, 

repayable within one year, are outstanding and key factors to influence current ratio, 

reaching to 1,208,660. So the company bears large current liabilities in 2008. It is a 

big burden for the company.  

In 2009 and 2010, because cash and bank balance, reaching 6,150,021 and 6,697,813, 

are increasing rapidly, it improves the company’s ability to repay debt. It is good for 

the company. 

4.3.3 Solvency ratios  

Table 4.15 shows all relevant accounts which will be used to compute and access 

solvency ratios. 

Table 4.15           Data used to compute and access solvency ratios 

Years 2006 2007 2008 2009 2010 

Total debt 4,130,998 3,846,575 6,577,304 5,184,432 7,088,332 

Long-term debt 1,053,745 483,185 811,198 630,492 850,043 

Total equity 3,632,680 5,834,704 4,737,971 8,911,694 10,217,509 

Earnings before 

taxes 
942,320 1,130,310 -1,089,275 1,346,346 1,538,102 

Interest income 15,827 43,566 54,841 85,042 87,884 
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H) Debt-to-assets ratio 

Debt-to assets ratio is calculated based on formula 2.12. 

Table 4.16                   Debt-to-assets ratio 

Year 2006 2007 2008 2009 2010 

Debt-to-assets 

ratio 
53.21% 39.73% 58.13% 36.78% 40.96% 

The debt level remains at 40% except for year 2006 and 2008, the highest reaching 

58.13%. It means in 2008 the company has a greater solvency risk. However, 

debt-to-assets ratio in other years is stable. So the company is recovered from a bad 

situation and has a good financial position and healthy cash flow. 

 

I) Long-term debt-to-assets ratio 

Long-term debt-to-assets ratio is calculated based on formula 2.13. 

Table 4.17             Long-term debt-to-assets ratio 

Year 2006 2007 2008 2009 2010 

Long-term 

debt-to-assets 

ratio 

13.57% 4.99% 7.17% 4.47% 4.91% 

 

Chart 4.10               Long-term debt-to-assets ratio 

 

In this chart, we can see the ratio is changeful. The results of the ratio tell us that in 
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year the company continued to expand its market share during the year by joining 

hands with Hong Kong Disneyland. So the company has a large long-term debt. And 

the ratio is a little high for the company.  

 

J) Debt-to-equity ratio 

Debt-to-equity ratio is calculated based on formula 2.14. 

Table 4.18                 Debt-to-equity ratio 

Year 2006 2007 2008 2009 2010 

Debt-to-equity 

ratio 
1.14 0.66 1.39 0.58 0.69 

 

Chart 4.11                  Debt- to-equity ratio 

 

Except for years 2006 and 2008, which debt-to-equity ratio is above one, other three 

years are all below one. It means that in 2006 and 2008 long-term financial position of 

the company is not good. And it maybe gives rise to a risk of creditors. Because 

creditors, for example banks, put them at risk which loans cannot be taken back.  

However, the following two years, the ratio is lower. It means that long-term financial 

position of the company is better. And the rights of creditor are protected. So current 

situation of the company is healthy.  
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Financial leverage is calculated based on formula 2.15. 
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Table 4.19                   Financial leverage 

Year 2006 2007 2008 2009 2010 

Financial leverage 2.14 1.66 2.39 1.58 1.69 

From this result, we can see that maybe there is not regularity about financial leverage. 

However, the largest is 2008, reaching 2.39, which means this year debt relative to 

equity in financing the company is the greatest. So debt is a burden for the compa ny 

in 2008 relative to other years. Next two years, owning to some measures, the 

company resumed to be normal, which indicates that debt is also decreasing, financial 

leverage is also decreasing. 

 

L) Interest coverage ratio 

Interest coverage ratio is calculated based on formula 2.16. 

Table 4.20              Interest coverage ratio 

Year 2006 2007 2008 2009 2010 

Interest coverage 

ratio 
60.54 26.94 -18.86 16.83 18.50 

 

Chart 4.12               Interest coverage ratio 
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expenditures. After year 2008, because Mengniu takes some measures, the situation 

has recovered. 

4.3.4 Profitability ratios  

Table 4.21 shows all relevant accounts which will be used to calculate and access 

profitability ratios.  

Table 4.21         Data used to calculate and access profitability ratios 

Years 2006 2007 2008 2009 2010 

Gross profit 3,721,771 4,803,505 4,669,399 6,852,231 7,786,436 

Operating 

income 
981,190 1,115,850 -1,134,169 1,302,935 1,454,983 

Net income 866,288 1,108,652 -927,821 1,220,106 1,355,917 

Interest-bearing 

bank loans 
234,022 183,156 1,208,660 323,593 550,786 

Total equity 3,632,680 5,834,704 4,737,971 8,911,694 10,217,509 

 

M) Gross profit 

Gross profit margin is calculated based on formula 2.17. 

Table 4.22                   Gross profit margin 

Year 2006 2007 2008 2009 2010 

Gross profit 

margin 
22.91% 22.53% 19.57% 26.65% 25.73% 

 

Chart 4.13                 Gross profit margin 
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From this chart, we can see that the gross profit margin is more than 20% except for 

year 2008. On the one hand, the average price of raw milk in 2008 increases and costs 

of sales are increasing to 19,195,576 (16,514,557 in 2007), on the other hand, because 

of the bad impact of Milk Incident, the company expenses more on product promotion 

and introduction of some measures. So the gross profit margin of Mengniu in 2008 is 

only about 19.57%, which is less than other years.  

Despite the rising raw material prices and growing inflation in China, the company 

manages to control the overall gross profit margin at 25.73% in 2010 and 26.65% in 

2009. Because the company is attributable to the increased portion of high-end 

products, optimisation of product portfolio, stringent cost control measures and 

adjustment on selling prices of certain products. So it can effectively offset the effects 

brought by the rising raw material prices.  

 

N) Operating profit margin 

Operating profit margin is calculated based on formula 2.18 

Table 4.23                  Operating profit margin 

Year 2006 2007 2008 2009 2010 

Operating profit 

margin 
6.04% 5.23% -4.75% 5.07% 4.81% 

 

Chart 4.14              Operating profit margin 
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This is namely due to in this year selling and distribution costs and administrative 

expenses are increasing so much than 2007. However, the most difference is other 

operating expenses, which is much higher than the sum of total other four years. 

During the year, owing to the increase in advertising and promotion expenses after the 

impact of the Milk Incident, the company suffers additional operating and other 

expenditures. So the costs and expenses are too much for the company, which leads to 

negative operating income. So operating profit margin is also negative -4.75%. 

Except for year 2008, operating profit margin of other years is stable. Although the 

expanding scales of operation, the company manages to control the operating profit 

margin at 5% in 2009 and 2010, because the company has precise management and 

effective cost control. 

 

O) Net profit margin 

Net profit margin is calculated based on formula 2.19. 

Table 4.24                   Net profit margin 

Year 2006 2007 2008 2009 2010 

Net profit 

margin 
5.33% 5.20% -3.89% 4.75% 4.48% 

On the one hand, because of the negative impact of the Milk Incident on the company, 

the company is demanded to pull off from the shelves of some products, and 

consumer lose heart for its products. Meanwhile, Mengniu spends more money on 

advertising and promotion, so the company has to pay additional costs. And on the 

other hand, year 2008, an important year Beijing Olympic Games, Mengniu, as a 

leader of China dairy industry, took part in some large-scale sport competitions in 

order to support Beijing Olympic Games. So this is no unexpected that net profit 

margin is also negative. However, except for year 2008, net profit margin of other 

years is stable. So it means the company’s operation is normal.  

Such possible is mainly attribution to Mengniu’s strong ability to cope with risk and 

emergency. 
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P) Pretax profit margin 

Pretax profit margin is calculated based on formula 2.20. 

Table 4.25                   Pretax profit margin 

Year 2006 2007 2008 2009 2010 

Pretax profit 

margin 
5.80% 5.30% -4.56% 5.24% 5.08% 

Owning to increasing of operating costs and expenses, and the negative impact of 

Milk Incident, the profit from operating activities is negative, meaning no profits 

before taxes in 2008. Earnings before taxes are -1,089,275. However, except for year 

2008, pretax profit margin of other years is similar, which means the company’s 

operation is in a stable situation. 

 

Q) Operating return on assets 

Operating return on assets is calculated based on formula 2.21. 

Table 4.26                 Operating return on assets 

Year 2007 2008 2009 2010 

Operating return on 

assets 
12.79% -10.80% 10.25% 9.27% 

We know that total assets and operating income are increasing, except operating 

income is decreasing and negative in 2008. Except for year 2008, a special year for 

Mengniu, there is a decreasing trend of operating return on assets. It is not so good.  

   

R) Return on assets 

Return on assets is calculated based on formula 2.22. 

Table 4.27                  Return on assets 

Year 2007 2008 2009 2010 

Return on 

assets 
12.71% -8.84% 9.60% 8.64% 

It is clear that except for year 2008, return on assets of the company is decreasing. 

Generally speaking, the higher this number is, the more effective the company is in 

utilizing its assets. 

We have discussed why net income in 2008 is negative, so it is evident that return on 



 

46 
 

assets in 2008 is also negative. And except for year 2008, operating income and total 

assets of other years are stably increasing. After year 2008, as the result of some effect 

measures of the company, return on assets rises. It means the company operates in a 

good condition. 

 

S) Return on total capital 

Return on total capital is calculated based on formula 2.23. 

Table 4.28               Return on total capital 

Year 2007 2008 2009 2010 

Return on total 

capital 
22.43% -15.51% 16.07% 13.56% 

From this table, it is clear that return on total capital is decreasing over times except 

for year 2008, which is negative. We have known that the reason of net income is 

negative in 2008. And total equity is decreasing very much (the reason as same as 

ROE). 

Here, we just focus on interest-bearing bank loans, and this is an outstanding 

influenced factor. In order to recover consumer’s heart for its products, the company 

increases expenses on advertising and promotion and others so much, so bank loans of 

the company is outstanding, amounted to RMB1,728.700 million, of which 

RMB1,208,660  was repayable within one year and RMB 520,000 was repayable 

beyond one year. So interest-bearing bank loans are so much. 

 

T) Return on equity 

Return on equity is calculated based on formula 2.24. 

Table 4.29                 Return on equity 

Year 2007 2008 2009 2010 

Return on 

equity 
23.42% -17.55% 17.88% 14.18% 

There is a decreasing trend of return on equity except for 2008, a different year, return 

on equity is negative, which we have already discussed the reason. So if we ignore 

this year, we can summarize that return on equity is decreasing over a period. It is not 

good for the company, because it indicates that it reduces the profitability of the 
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company. However, as the strength of the company, the company also increases 

current liabilities (bank loans) long-term debts and so on, and for equity itself, 

retained earnings and non-controlling/minority interests are decreasing so much, so all 

reasons give rise to decreasing much about total equity. It is very bad.  

4.4 DuPont analysis 

ROA is calculated based on formula 2.25. 

ROE is calculated based on formula 2.26. 

Table 4.30 shows DuPont analysis in detail.  

Table 4.30                       DuPont analysis  

Year 
   

2007 2008 2009 2010 

Tax effect 1－ 

Taxes 

(1) 0.9808 0.8518 0.9062 0.8816 
Income before 

taxes 

       
Effect of 

nonoperating 

items 

 

Income before 

taxes (2) 1.0130 0.9604 1.0333 1.0571 

 
Operating income 

        
Operating 

profit margin 
 

Operating income 
(3) 0.0523 -0.0475 0.0507 0.0481 

 
Revenues 

        Net profit 

margin 
 

Net income 
(4)=(1)×(2)×(3) 5.20% -3.89% 4.75% 4.48% 

 
Revenues 

        
Total asset 

turnover 
 

Revenue 
(5) 2.4440 2.2732 2.0235 1.9276 

 
Average total assets 

        Return on 

assets 
 

Net income 
(6)=(4)×(5) 12.71% -8.84% 9.60% 8.64% 

 
Average total assets 

        

Financial 

leverage 

 
Average total assets 

(7) 1.8426 1.9859 1.8617 1.6416 

 

Average total 

shareholders' equity 

        
Return on 

equity 

 
Net income 

(8)=(6)×(7) 23.42% -17.55% 17.88% 14.18% 

 

Average total 

shareholders' equity 
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Chart 4.15                   Return on assets 

 

Table 4.30 shows the DuPont approach to compare Mengniu’s return on assets from 

year 2007 to year 2010. From chart 4.15, we can see that return on assets has 

decreased continually, even year 2008 negative 8.84 percent. It is mainly because net 

profit margin in 2008 is -0.0389, even though total assets turnover is reaching 2.2732. 

However, except for year 2008, return on assets of other years is decreasing. From the 

chart, we can see that the two main components net profit margin and total assets 

turnover both are decreasing.  

To be more detailed and get a better understanding, we focus on net profit margin, 

which is divided into three components, including tax effect, effect of nonoperating 

items and operating profit margin. Except for year 2008, there is a decreasing trend of 

net profit margin. Although tax effect and effect of nonoperating items are positive, 

net profit margin in 2008 is still negative, because operating profit margin in this year 

is negative. It is a primary driver, so net profit margin is a problem for Mengniu. 

Comparing other years, tax effect and operating profit margin are the main drivers of 

Mengniu’s net profit margin. Because net profit margin are declining along with tax 

effect and operating profit margin, despite an increasing effect of nonoperating items. 
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between its operating income and its earnings before taxes.  In other words, effect of 

nonoperating items in 2008 is less than 1, it means the company has net nonoperating 

expense, so in other years, the company has net nonoperating income, because the 

ratio is greater than 1.  

So after the Milk Incident, the company faces a hard time and seeks opportunities to 

get out of the trouble. And the company should improve its income and drop costs.  

Even though net profit margin and return on assets are declining, we believe the 

company is trying to rise.  

Next, another model is shown to you. In general, except for year 2008, return on 

equity is declining. We can see that Mengniu’s return on equity is negative in 2008 

and that Mengniu is unable to provide positive returns to its shareholders. Looking 

more closely of the return on equity, we can see that the financial leverage ratio is 

relatively stable, about 2.0. So we know that total assets are twice its equity 

throughout the 2007 to 2010 period. In other words, its debt-to-equity is around 1.0 

and its use of debt financing does not change much. Debt increase has negative 

impact on ROE. So the company has a heavy burden. 

 

4.5 Influence quantification 

4.5.1 Methods of gradual changes 

Here we just focus on years 2009 and 2010. 

－ basic ratio: return on equity (ROE = EAT/Equity) 

－ three component ratios: net profit margin (EAT/Revenues), assets turnover 

(Revenues/Assets) and financial leverage (Assets/Equity) 

The absolute change of the return on equity ratio: ∆ROE = ROE2010 − ROE2009 = 

0.13271 －0.13691 = －0.421% 
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Method of gradual changes is calculated based on formula 2.27. 

Table 4.31                 Method of gradual changes 

 
a0(2009) a1(2010) Δa Δxai Order 

a1 = EAT/Revenue 0.0475  0.0448  -0.0027  -0.766% 1 

a2 = Revenue/Assets 1.8239  1.7489  -0.0751  -0.532% 2 

a3 = Assets/Equity 1.5818  1.6937  0.1120  0.877% 3 

sum x x x -0.421% x 

Table 4.31 shows the method of gradual changes. The total change of ROE is -0.421% 

by using the method of gradual changes. And it is the same result with the absolute 

change of the ROE. 

4.5.2 Logarithmic decomposition method 

The index change of return on equity ratio: IROE =
ROE 2010

ROE 2009
 = 0.9693 

Logarothmic method is calculated based on formula 2.28 

Table 4.32                     Logarothmic method 

 
a0(2009) a1(2010) Ia Δxai Order 

a1 = EAT/Revenue 0.0475  0.0448  0.9441  -0.776% 1  

a2 = Revenue/Assets 1.8239  1.7489  0.9588  -0.567% 2  

a3 = Assets/Equity 1.5818  1.6937  1.0708  0.923% 3  

sum x x x  -0.421% x  

In this table, you can see the result of logarothmic method. In this method, we know 

that the net profits margin influnced ROE most. 

 

Table 4.33   Comparison of method of gradual changes and logarithmic method 

 

Method of gradual 

changes 
Logarithmic method Difference 

a1 = EAT/Revenue -0.766% -0.776% -0.01% 

a2 = Revenue/Assets -0.532% -0.567% -0.04% 

a3 = Assets/Equity 0.877% 0.923% 0.05% 

sum -0.421% -0.421% 0 
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Table 4.33 shows the comparison of method of gradual changes and logarithmic 

method. It is clear that total assets turnover influnced ROE most for the year 2009 and 

year 2010 of Mengniu.   
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5 Conclusion  

Since the establishment of the Mengniu company (1999), the dairy industry boomed 

and achieved rapid growth. After a few years of hard work and struggle, Mengniu 

company has become one of main leaders of dairy product manufacturers in China 

and occupied an important share of dairy industry in China.  

In a word, according to financial analysis of Mengniu company, we can see that the 

company has a strong financial position and healthy cash flow.  

For example, by calculating some activity ratios, we can see that the company does 

not use assets effectively over the selected time. So in future the company should 

improve the assets effectively according to eliminate inefficient small-scale, promote 

internationalized advanced ranches and so on.  

And liquidity ratios show that the company improves its ability to pay short-term debt. 

So the liquidity position of the company is improving.  

With solvency ratios, we know that except year 2008 the level of financial risk is a 

stable and controllable standard. Because the company implements a strict and 

effective cost control. From the difficult time, the company should learn to pay more 

attention on product quality. It monitors various production stages, from raw materials, 

production, finished products to sales outlets. And in order to ensure the quality of 

raw milk, the company continued to strengthen the control of cattle in ranches, 

including control over the selection, origins and its transportation.  

We can see that the company manages to control the margins at a stable level. With 

the strengthening domestic consumption, the company should continually optimise its 

product portfolio to strengthen the market share of its high-end products, and 

implemented stringent cost control. Meanwhile, Mengniu has also strengthened its 

independent innovation and research and development capability. With China’s rapid 

and sustained economic growth, live standards of person are improving. And people 

need more high quality productions to meet their lives. So it is chance and challenge 

for Mengniu. 
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In future, the company will formulate its five-year development plan to strengthen its 

leading position in the industry and lay a solid foundation for its future development. 

In 2011, the first year within Mengniu’s second five-year plan, the company will enter 

an entirely new stage of development. Aiming for inclusion among the ―World’s Top 

10 Dairy Companies‖ and internationalisation, the company has formulated a clear 

business development strategy. The year 2011 is to be a meaningful year for the 

company’s development, as well as a year of hope for Mengniu.  
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Annex 1                      Income statement 

Year 31/12/2006 31/12/2007 31/12/2008 31/12/2009 31/21/2010 

Revenue 16,246,368 21,318,062 23,864,975 25,710,460 30,265,415 

Cost of sales -12,524,597 -16,514,557 -19,195,576 -18,858,229 -22,478,979 

Gross profit 3,721,771 4,803,505 4,669,399 6,852,231 7,786,436 

Other income  76,459 98,096 122,654 80,959 193,472 

Selling and 

distribution 

costs 

-2,380,324 -3,302,020 -4,428,027 -4,653,460 -5,429,141 

Administrativ

e expenses 
-420,004 -461,902 -622,162 -863,750 -1,036,039 

Other 

operating 

expenses 

-16,712 -21,829 -876,033 -113,045 -59,745 

Operating 

income 
981,190 1,115,850 -1,134,169 1,302,935 1,454,983 

Interest 

income 
15,827 43,566 54,841 85,042 87,884 

Finance costs -63,081 -50,060 -39,394 -61,153 -45,203 

others 8,384 20,954 29,447 19,522 40,438 

Earnings 

before tax 
942,320 1,130,310 -1,089,275 1,346,346 1,538,102 

Income tax 

expense 
-76,032 -21,658 161,454 -126,240 -182,185 

Net income 866,288 1,108,652 -927,821 1,220,106 1,355,917 

 

 

 

 

 

 

 

 

 



 

 

2/1 

 

Annex 2                       Balance sheet   

Year 31/12/2006 31/12/2007 31/12/2008 31/12/2009 31/12/2010 

Property, plant and 

equipment 
4,160,283 5,042,648 5,247,072 4,919,608 5,380,385 

Construction in 

progress 
348,405 313,439 215,017 326,679 535,104 

Other intangible assets 13,204 31,404 32,667 31,637 221,508 

Land use rights 128,386 228,739 256,524 367,191 484,572 

Interests in associates 40,371 57,573 40,107 67,383 113,857 

Available-for-sale 

investments 
15,316 17,316 18,029 17,409 301,681 

Goodwill 115,549 199,143 199,143 199,143 451,613 

Deferred tax assets - 6,302 186,881 131,741 81,060 

Other financial assets - 21,139 18,333 20,868 71,754 

Total non-current 

assets 
4,821,514 5,917,703 6,213,773 6,081,659 7,641,534 

Inventories 1,071,460 877,443 824,453 714,897 1,176,423 

Bills receivable 128,093 114,882 64,778 52,449 20,539 

Trade receivables 186,976 261,365 284,079 527,303 554,933 

Prepayments and 

deposits 
180,506 

214,364 374,904 272,627 942,303 

Other receivables 40,198 90,679 66,202 169,897 

Pledged deposits 45,071 44,506 41,693 230,968 102,399 

Cash and bank 

balances 
1,330,058 2,210,818 3,041,965 6,150,021 6,697,813 

Other current assets - - 378,951 - - 

Total current assets 2,942,164 3,763,576 5,101,502 8,014,467 9,664,307 

Total Assets 7,763,678 9,681,279 11,315,275 14,096,126 17,305,841 
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Year 31/12/2006 31/12/2007 31/12/2008 31/12/2009 31/12/2010 

Trade payables 1,034,699 1,315,395 2,155,265 1,531,366 2,061,193 

Bills payable 323,736 259,065 239,345 808,409 1,487,302 

Deferred income 7,889 11,752 12,918 13,162 15,082 

Accruals and customers’ 

deposits 1,439,803 
544,662 745,535 559,291 880,142 

Other payables 1,013,171 1,048,792 1,211,172 1,061,253 

Interest-bearing bank 

loans 
234,022 183,156 1,208,660 323,593 550,786 

Other loans 31,000 36,004 72,942 106,947 140,018 

Income tax payable 6,104 185 - - 42,513 

Other current liability   - 282,649 - - 

Total current liabilities 3,077,253 3,363,390 5,766,106 4,553,940 6,238,289 

Interest-bearing bank 

loans 
641,136 80,000 520,000 350,000 150,000 

Long term payables 292,110 224,192 107,988 49,879 14,102 

Deferred income 120,499 178,993 183,210 230,613 226,049 

Deferred tax liabilities - - - - 39,865 

Other financial liabilities - - - - 420,027 

Total long-term debts 1,053,745 483,185 811,198 630,492 850,043 

Total Liabilities 4,130,998 3,846,575 6,577,304 5,184,432 7,088,332 

Issued capital 145,573 151,277 163,137 178,611 178,679 

Retained earnings 993,822 1,547,733 363,555 1,294,766 2,050,216 

Other reserves 1,859,469 3,412,619 3,937,924 7,102,301 7,529,169 

Non-controlling/minority 

interests 
633,816 723,075 273,355 336,016 459,445 

Total equity 3,632,680 5,834,704 4,737,971 8,911,694 10,217,509 
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Annex 3                          Cash flow 

Year 31/12/2006 31/12/2007 31/12/2008 31/12/2009 31/12/2010 

Net cash inflow from operating 

activities 
1,402,826 2,058,121 586,880 2,131,571 2,485,117 

Net cash outflow from 

investing activities 
-1,301,453 -1,769,537 -1,249,809 -1,835,638 -2,204,468 

Net cash inflow from financing 

activities  
339,520 1,155,046 1,475,734 -395,581 

 

 

 


