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Mengniu (2319.HK)

Actively invest resources to innovate and upgraderpducts;
overseas expansion and potential M&A projects bringnedium

to long-term development opportunities
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Investment Summary Buy (Initially )

CMP HKD23.40

(Closing price as at 10 August 2018)
TARGET HKD 28.50(+21.87%)

China's dairy product consumption is still in aipérof steady growth. With the increase
in disposable income of households and individualaxing of two-child policy, we are
optimistic about the prospects of the dairy industhe State Council has released a
circular in last June to guide the industry’s depehent. It says the whole industry
should be revitalized by 2025. It encourages ttegimtion of dairy enterprises,

promotes milk-drinking program to students andicales national habits of dairy- COMPANY DATA

: OIS SHARES (MN) - 3927
product consumption. MARKET CAP (HKDMN) : 94258
52 — WK LO/HI (HKD): 15.5/30.2

Mengniu as one of the market leaders, is expeotbéeénefit from both national policies
and the growing trend of the industry, which helfpifurther increase its market share.
With the new management team lead by CEO, Minfamngactively investing resources SHARE HOLDING PATTERN - %

to carry out product innovation and upgradingbiisiness recovery momentum is COFCO Dairy Inv. 81.43
obvious, and the business in the third and fouethcities maintains rapid growth.

PRICE PERFORMANCE » %

In addition to the domestic market, Mengniu is astively engaged in the overseas Ty, 3M 1Y
market layout. It also proposes to achieve a tarjBMB100 billion in sales by 2020. It Mengniu -8.95 -14.6 50.00
is expected to achieve the target through promdtigg-margin innovation products, andHS! 11 -7.93 3.36

external mergers and acquisitions.

PRICE VS. HSI

According to the management team, the sales grtasglet of FY2018 is double digit
aiming to increase the market share. In fact, tteah sales growth of FY2017 reached
11.9%, higher than the internal guidance of higlglei digit. As we consider its faster
pace of launching new products this year, as veeihereasing brand investment,
including sponsoring the World Cup and increasidigeatising costs, its sales target can
be met.

We also consider the high-base effect for 2H, &ediownward pressure on China's
economic growth, the revenue growth of 2H in FY2@&l8xpected to slow down from  source: Phillip Securities (HK) Research

the 1H, but it is still able to achieve double tighroughout the whole financial year.
KEY FINANCIALS

At the same time, we have also considered thatilkspowder business platform,i.e. RMBmn  FY16 FY17 FYI8E FYI9E
Yashili (1230) is expected to return to profit makin FY2018, whereas its material NetSales 53,779 60,156 69,247 76,304
associate China Modern Dairy (1117) is expectaedoce losses sharply, and the ice  NetProfit  -751 2,048 3,147  3.866
products business is expected to resume from |adsAgn EPS,RMB  NA 0.53 0.80 0.98

PER, x NA 3897 2558  20.82

Facing the potential increase of raw milk price, thanagement team has no planto  pyps,
tackle it through end-product price hikes. But @&soensider its new products launching rMB
within the year are with higher gross profit margire expect this can fully offset the P/BV, x 312 295 272 246
pressure from raw milk and help to bring the oe&M to expand y.o.y. ROE, % -3.19% 749% 11.09% 12.33%
Source: Company reports, Phillip Securities Est.

6.56 6.96 7.55 8.34

As the management team plan to increase its ineggtim branding, especially in
advertisements, to boost its sales for greater ehatiare, we expect its SG&A expensesresearch Analyst
to revenue ratio will increase y.o.y. We give MeiogBuy rating, a forecast PE of 31 Tracy Ku

times and target price of HKD28.&losing price as at 10 August 2018) :riiikiz@z;hﬁéiom.hk
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Business/Industry Overview

The two leading companies in China's dairy induateyYili and Mengniu. The
market shares of liquid milk, UHT products, chilleducts and chilled yogurt
have all increased y.o.y in 2017. Mengniu is theketdeader in chilled yogurt
and chilled products. Its market share has increbgel .3ppt and 0.7ppt
respectively, to 28.2% and 32.6%. Compared to Wi&, later's market share still
has a big gap of 12ppt and 10.9ppt respectively.

Mengniu was the second largest in markets of liguilé and UHT products. Its
market share has increased by 0.2ppt and 0.6pp¥,.686 and 28.4% respectively.
However, compared to chilled products and chillegurt, the gap with the largest
market player is less as 1ppt and 5.8ppt respégtive

New management team aims to enhance product innovan

Under the leadership of the new management teamgiMe has completed the
organizational restructuring and the business kas bategorized into room
temperature product business, chilled product legsinmilk formula business and
ice cream business. According to the managemeantntarnal target for milk
formula and ice cream businesses is to reach bmerigh growth.

Mengniu also plans to its product innovation caliigblt aims to recruit 60 R&D
personnel in this year. It is expected to helpiiich more high-margin new
products in the future.

The company plans to launch 40 new SKUs this yelaich is a significant
increase compared with last year. Among differeatipct category, there will be
6 to 7 SKUs adding to the fast-growing room tempeeayogurt business. We
expect that as Mengniu further strengthens proiductvation and continues to
improve its advertising and sales channels, theofjamarket share between Yili in
room temperature product market, can be furtheoned in the next couple of
years.

Yashili is expected to return profit-making

The sales grew 11.9% in FY2017 and 9ppt was cart&ibby sales volume
growth. We expect the sales growth for FY2018 alglo be mainly driven by
volume. According to the management team, for éhesstarget of each business,
Yashili is set more than 20%, ice cream businesséas 10%, and liquid milk
business is at least high single digit.

Yashili has recorded a loss in FY2017. But bothlitog and bottom line showed
improving trend since 2H and the trend has condrineg1 of FY2018 according
to the management team. The team plans to prongiteshd products and
improve product mix. It will also continue to imme mother-and-baby channel,
and maintain multi-brand and multi-category bussngsategies. It will improve
operation efficiency including same-store growth.

From 1 January 2018, the Infant Formula registmatemuirements in the new
Food Safety Law came fully into force. Infant fodaproducts, either
domestically manufactured or imported through ganeade, must obtain

formula registration before they can be sold inn@h\We believe that this can help
to raise the entry barrier of the industry, acakethe pace of integration, thus
optimization the production capacity structure. g, as one of the leading
companies in the market, is believed to benefinfthe trend.

The pressure on raw milk prices is increasing in t second half of the year
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Taking into account the seasonal factors in 2H¥X®(8, as well as the
intensified trade disputes between USA and Chirechvcan all help to drive up
the cost of cow’s food such as soybean and corexpect the raw milk price to
be higher than 1H. The recovery of raw milk prieg help to improve the
financial performance of China Modern Dairy. In didah, there will be no one-off
provision of RMB500 million as last year. We exmzgtthe loss will be shrank
substantially and recorded a break even.

Overseas market development and M&A opportunities binging potential for
medium and long-term

Mengniu’s room temperature and chilled product hesses is growing fast iff'3
and 4" tier cities, this market are expected to becoraduture growth diver for
Mengniu. For the time being, the market size is tharket still needs to be
improved, and the®land 2% tier cities are still the main source of overales
revenue. The products sold in both markets ardasirurrently.

Apart from China market, Mengniu plans to furthewelop its overseas market
this year, especially in Southeast Asia. The Ind@meplant is currently under
construction and it is expected to be put into apen in 2H, which will mainly
supply local and surrounding market demand.

Mengniu's sales target for the year 2020 is RMB4i0idn. To achieve this goal,
we expect annual sales to maintain double-digitviiiand with the help of
potential opportunities of M&A. According to the magement team, it will seek
M&A opportunities in both China and overseas, aglas they are in line with the
core strategy of Mengniu. Mengniu has basically gleted the layout of the
upstream raw milk, so it plans to mainly invesorgses in downstream branding
and channels.
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Valuation and risk

We are optimistic about the industry and the comisgerospects, giving a rating
of Buy, with forecast PE ratio of 31 times and &ngrice of HKD28.5.

We expect the company is able to meet double-gédits growth target this year,
with an expansion of GPM. Its SG&A expenses to mergeratio will increase. Its
material associate China Modern Dairy is expeate@dtord a break even.

Potential risks include failure to meet revenuengip lower profit margins than
expected, and huge fluctuations in raw milk pri¢€ssing price as at 10 August

2018)
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Source: Bloomberg, Phillip Securities

Figure: market share of Mengniu and competitodiffierent product categories
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Figure: peers comparison

WL EGITM PRI EN 4B Company report

Market Price Market Cap PE ratio
China Mengniu Diary(2319.HK) HKD23.40 HKD91.902B 38.83
H&H (1112.HK) HKD54.00 HKD34.652B 32.03
Inner Mongolia Yili(600887.SH) CNY27.42 CNY166.672B 26.01
Bright Dairy & Food(600597.SH) CNY9.59 CNY11.743B 20.82
Danone SA(BN:FP) EUR67.76 EUR46.734B 16.19
Meiji(2269.JP) JPY7650 JPY1.168T 18.08

Source: Bloomberg, Phillip Securities
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Financials
FYE 2015 2016 2017 2018E 2019E
Valuation Ratios
Price to Earnings (P/E) 33.66 NA 38.97 25.58 20.82
Price to Book (P/B) 3.00 3.12 2.95 2.72 2.46
Per Share Data (RMB)
EPS 0.61 NA 0.53 0.80 0.98
Book Value Per Share 6.84 6.56 6.96 7.55 8.34
Dividend Per Share 0.14 0.089 0.12 0.18 0.22
Growth (%)
Revenue -2.04% 9.69% 11.86% 15.11% 10.19%
Operating Income -6.32% -711.13% NA 29.73% 17.75%
Net Profit 0.70% -131.73% NA 53.69% 22.84%
Margins (%)
Gross Profit Margin 31.36% 32.79% 35.21% 36.41% 36.96%
Operating Profit Margin 5.40% -0.78% 4.94% 5.84% 6.44%
Net Profit Margin 4.83% -1.40% 3.40% 4.55% 5.07%
Key Ratios
ROE (%) 9.47% -3.19% 7.49% 11.09% 12.33%
ROA (%) 4.98% -1.65% 3.49% 5.17% 5.75%
Income Statement (RMB,Mn)
Revenue 49,027 53,779 60,156 69,247 76,304
-Cost of Goods Sold -33,651 -36,144 -38,973 -44,032 -48,101
Gross Income 15,375 17,635 21,183 25,215 28,203
-SG&A expenses -12,856 -15,907 -17,366 -20,774 -22,891
Operating Income 2,648 -420 2,972 4,045 4916
- Share of profits/(losses) of associate 138 2225 -532 0 100
Pretax Income 3,030 -461 2,625 4,250 5,221
- Minority Interest 153 -62 -17 140 172
Net Profit 2,367 =751 2,048 3,147 3,866

Source: Company, Phillip Securities (HK) Researstingates
Exchange rate is one year HKD/CNY forward contpaate on18 August from Wind
(Financial figures as at10August 2018)

Page | 6 | PHILLIPSECURITIES (HK) RESEARCH



P PhillipCapital

PHILLIP RESEARCH STOCK SELECTION SYSTEMS

Total Return Recommendation Rating Remarks
>+20% Buy 1 >20% upside from the current price
+5% to +20% Accumulate +5% to +20%upside from the current pice

2

-5% to +5% Neutral 3 Trade within _ * 5% from the current price

-5% to -20% Reduce 4 -5% to -20% downside from the current pge
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely orltloge quantitative return bands. We consider iz factors like (but not limited to) a stock's
risk reward profile, market sentiment, recent mitshare price appreciation, presence or absensok price catalysts, and speculative undertones
surrounding the stock, before making our final reocwendation

GENERAL DISCLAIMER
This publication is prepared by Phillip Securit{e®ong Kong) Ltd (“Phillip Securities”). By receivinor reading this publication, you agree to be lobloy the terms and
limitations set out below.

This publication shall not be reproduced in whoteiro part, distributed or published by you for apyrpose. Phillip Securities shall not be liable &y direct or
consequential loss arising from any use of mateoatained in this publication.

The information contained in this publication haeib obtained from public sources which Phillip Sit@s has no reason to believe are unreliable aandanalysis,
forecasts, projections, expectations and opiniookeCtively the “Research”) contained in this goation are based on such information and are ssgjmes of belief only.
Phillip Securities has not verified this informatiand no representation or warranty, express oliechgs made that such information or Resear@dt@irate, complete or
verified or should be relied upon as such. Any siaébrmation or Research contained in this pubiarais subject to change, and Phillip Securitieallshot have any
responsibility to maintain the information or Restamade available or to supply any correctionslatgs or releases in connection therewith. In remewill Phillip
Securities be liable for any special, indirectjdental or consequential damages which may be ieddrom the use of the information or Researchevmdilable, even
if it has been advised of the possibility of suemages.

Any opinions, forecasts, assumptions, estimatdsatians and prices contained in this materialzer®f the date indicated and are subject to chahgay time without
prior notice.

This material is intended for general circulatianlyoand does not take into account the specifiestment objectives, financial situation or paricuheeds of any
particular person. The products mentioned in thégemial may not be suitable for all investors angkeson receiving or reading this material shoeleksadvice from a
financial adviser regarding the suitability of sumfoducts, taking into account the specific investimobjectives, financial situation or particulaeds of that person,
before making a commitment to invest in any of spidducts.

This publication should not be relied upon as attiitive without further being subject to the reeit’'s own independent verification and exercisgudfjment. The fact
that this publication has been made available @atess neither a recommendation to enter into &iquéar transaction nor a representation that aogyrct described in
this material is suitable or appropriate for thapint. Recipients should be aware that many efpttoducts which may be described in this publiceiinvolve significant

risks and may not be suitable for all investorg] #mt any decision to enter into transactions lirikg such products should not be made unlessuzh sisks are

understood and an independent determination hasrbade that such transactions would be approp#date discussion of the risks contained herein wébpect to any
product should not be considered to be a disclosiuaé risks or a complete discussion of suchgisk

Nothing in this report shall be construed to beoffer or solicitation for the purchase or sale afezurity. Any decision to purchase securities maet in this research
should take into account existing public informaticluding any registered prospectus in respestich security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) prepaitimns report nor his associate has any finannigrést in or serves as an officer of the listegha@tion covered in this
report.

Firm’s Disclosure: Phillip Securities does not hawy investment banking relationship with the tisterporation covered in this report nor any finahimterest of 1% or
more of the market capitalization in the listedpzoation. In addition, no executive staff of Pipilbecurities serves as an officer of the listepp@ation.

Availability

The information, tools and material presented neaee not directed, intended for distribution tause by, any person or entity in any jurisdictiarcountry where such
distribution, publication, availability or use walbe contrary to the applicable law or regulatiorvbich would subject Phillip Securities to anyistgation or licensing or
other requirement, or penalty for contraventioswdéh requirements within such jurisdiction.

Information contained herein is based on sourcasRhillip Securities (Hong Kong) Limited (“PSHKbBglieved to be accurate. PSHK does not bear replitgsor any
loss occasioned by reliance placed upon the cantesreof. PSHK (or its affiliates or employees)yrhave positions in relevant investment products. details of

different product's risks, please visit the Riskdsures Statement on http://www.phillip.com.hk.
© 2018 Phillip Securities (Hong Kong) Limited
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