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1. Food Safety In China

A Briefing For Responsible Investors

Introduction

In the medium to long term, the Chinese market looks extremely lucrative for food companies
and their investors. The middle-class is booming; McKinsey projects China’s middle class will
increase from 43% of the population today to over 75% by 2025." They will spend an increasing
proportion of their income on food, and spending will support new product categories, such
as packaged food and beverages and fast food, more typical of an urban middle class than the
traditional Chinese rural consumer. AT Kearney, for example, forecasts sales of branded food
products in China to reach $650 billion by 2017 from US$150 billion in 2007.2

The issue of food safety, however, should force investors to tread carefully in this sector. The
tainted milk scandal of 2008 was the largest food safety incident in history. Successive crises
highlight that the issue poses both opportunities and threats to listed food companies in China.
On the one hand, consumers can become fiercely loyal to a brand that doesn’t make them sick.
On the other, consumers can stay away from a whole industry that is perceived unsafe and
unreliable. In the aftermath of the Sanlu case, for example, the share prices of soymilk machine
producers surged, as consumers stopped buying milk and started buying machines to make
their soymilk at home.

This report details the current status of the food safety situation in China, describes recent
food related incidents and indentifies root causes. It analyzes key aspects of 14 Chinese food
companies and suggests a number of risk factors investors should consider when investing in
Chinese food companies. Finally, it proposes entry level ESG reporting criteria for Chinese food
companies.

Whilst Responsible Research would normally cover all material environmental, government
and social issues in a sector, this report covers just the food safety issues. We recognise
that more research work would need to be done before recommending any of these listed
companies as investable for responsible investors. Issues we would cover in a full report
include use of hazardous chemicals, pesticides, veterinary medicine residues, GM Foods, food
additives, water, soil and air pollution, as well as standard ESG issues such as emissions, energy
efficiency, supply chains, human rights, governance issues and employee welfare. Animal
welfare is also becoming more important for some responsible investors globally, with the big
box supermarkets performing forensic analysis of supply chains to uncover maltreatment of
livestock by suppliers. Issues such as shark ‘finning’, ‘foie gras’ production and poultry habitats
are becoming more important concerns for global consumers and investors each year.
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2. Food Safety and Incidents

2.1 Food for Thought

Over the past few years, awareness of China'’s severe food safety crisis has grown. Reports have
uncovered excessive use of pesticides and chemical fertilizers to boost crop yields and shown
rampant industrial pollution, which risks introducing heavy metals into the food chain. Reports
have uncovered excessive use of pesticides and chemical fertilizers to boost crop yields and
evidence of rampant industrial pollution which risks introducing heavy metals into the food
chain. The international community has also been shocked at the widespread use of potentially
harmful antibiotics to control disease in seafood and livestock.

The problems do not end here. The intentional deception of consumers for short-term profits
is the cause of most food scares. Farmers have used the carcinogenic industrial dye Sudan Red
to boost the value of their eggs and have fed the banned asthma medication Clenbuterol to
pigs to produce leaner meat. Processors have used pesticide to preserve ham and industrial
bleach to whiten vermicelli. Shoddy infant formulas with little or no nutritional value have
been blamed for severe malnutrition problems in babies. Most recently, it was discovered that
milk tainted with melamine has been given to nearly 300,000 infants, resulting in sickness and
death. In March 2008, China’s Ministry of Commerce said a survey found that 97% of urban
residents ranked food safety as a major concern. Even among rural residents, who tend to have
lower incomes and fewer sources of information, 86% responded that they put food safety
among their major concerns when shopping.

Adulteration on such a scandalous scale is the result of flaws in the regulatory and enforcement
framework coupled with a fast growing and newly capitalist economy. The rewards are instant
so there is a strong temptation to tamper with food. It is not always easy for consumers to
detect the difference between the pure and the adulterated - particularly with substances such
as milk, eggs and meat.

The scandals in China today are reminiscent of incidents which occurred in New York over 100
years ago. For example, in the ‘Swill Milk Scandal’ of the 1850s, 8,000 children reportedly died
from milk from cows fed with swill which was whitened with plaster, thickened with starch and
then laced with molasses. By 1906, food processing hygiene in the United Sates was so abysmal
that Upton Sinclair's novel The Jungle, an expose of “the inferno of exploitation ” in the meat-
packing industry, became a best seller.

Food safety remains a serious problem in China. Activities that impair health and lead to loss of
life will persist until they are halted by a strong regulatory response.

2.2 Major Food Safety Incidents

Figure 1: Timeline of major incidents

April 2004 2004 2006 2008
12 babies die from Lead whiteners Contaminated Melamine
tainted milk powder found in noodles canned ham found laced milk
powder 2009
June 2005 causes death  Pork doctored
Nov 2003 Sudan | Red dye 2007 of babies with asthma
DDVP found found in KFC and Carcinoge ns drug found
in ham Heinz prod ucts found in frying oil

Spring 2004 June 2004 2006 October 2008
Industrial alcoho | Pickled vegetab les Infected snail Excessive melam ine
found in liquor fail health checks meat found levels found in eggs

2006 HK 2007
vegetables found Contaminated Chinese

with illegal proteins blamed for pet

pesticides deathsin USA

Source: Responsible Research 2009
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2. Food Safety and Incidents

Ham Laced With Pesticide (2003)

In November 2003, People’s Daily reported that two ham producers in Jinhua in Zhejiang
province had used pesticides containing the toxic compound DDVP as an additive to
preserve ham.? The producers were subsequently closed down by regulators. DDVP is
known to cause acute neurotoxicity and carcinogenicity.

Counterfeit Alcoholic Drinks (2004)

In spring of 2004, six men died of alcohol poisoning and 33 other men were taken to
hospital in Guangdong.* Authorities in the local health department believed the makers of
the fake liquor blended industrial alcohol and rice wine and subsequently closed several
unlicensed liquor manufacturers.

Fake Baby Formula (2004)

In April 2004, at least 12 babies in Fuyang in Anhui province died of malnourishment from
ingesting substandard milk powder with little protein content.® Hundreds of other babies
in Anhui suffered malnutrition but survived. Over 141 factories were responsible for the
production of the formula and 47 people were arrested for manufacturing and selling it.

Contaminated Longkou Vermicelli (2004 and 2006)

In May 2004, testing by Chinese authorities determined that some brands of vermicelli
produced in Longkou in Shandong province were contaminated with lead.® It later emerged
that several unscrupulous companies added lead-based whiteners to their vermicelli.

In December 2006, Beijing Food Safety Administration found sodium formaldehyde
sulfoxylate, a toxic industrial bleach, was used as a whitener by the Yantai Deshengda
Longkou Vermicelli Company. The company was ordered to cease production and
distribution in Beijing.”

Adulterated Pickled Vegetables (2004)

In June 2004, the Chinese authorities declared only around 23% of all pickled vegetables
produced in Chengdu, Sichuan province, had acceptable levels of chemical additives.
Labelling on pickled vegetables was also found to be inaccurate. Authorities said industrial-
grade salt was used to pickle the vegetables and pesticides were sprayed on the pickled
vegetables before shipment.?

Sudan | Red Dye (2005)

The Chinese authorities discovered the banned carcinogen, Sudan | Red Dye was being
used in food in major Chinese cities by over 30 Chinese and multinational companies.’
In Beijing, the Heinz Company was reported to have added the red dye to chilli sauce;
in Guangdong, Zhejiang, Hunan, and Fuzhou provinces, the red dye was discovered in
vegetables and noodles. KFC, formerly known as Kentucky Fried Chicken, used the red dye
in its 1,200 restaurants. Sudan | Red Dye was banned as food additive in China as early as
1996.

Malachite Green (2005)

In November 2005, Hong Kong authorities discovered malachite green in canned ‘dace’,
otherwise known as Chinese Mud Carp, under several brands, including famous ones such
as ‘Pearl River Bridge’ and ‘Eagle Coin’'® Malachite Green is a carcinogen that was used
illegally as an anti-fungal agent.
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2.2
Material Food Safety
Incidents since 2003

2. Food Safety and Incidents

Pesticide Residue on Vegetables (2006)

In early 2006, Greenpeace discovered that 30% of the vegetable samples tested in two
Hong Kong supermarkets, Park’'n’shop and Wellcome, exceeded safe levels of pesticides.
Several also tested positive for illegal pesticides, including DDT, HCH and Lindane. Nearly
80% of the vegetables in these grocery stores originated from mainland China."

As early as 2001, authorities discovered over 45% of vegetables samples tested in 23 cities
contained unsafe levels of pesticides.”? Vegetables laced with pesticide are so common that
reports of them are no longer deemed newsworthy. Families now focus on ways to get rid
of them in the kitchen by peeling vegetables and washing them with special detergents.

Infected Snail Meat (2006)

In summer 2006, the Shuguo Yanyi Restaurant in Beijing served raw Amazonian snail meat
that contained Angiostrongylus Cantonesis, a parasite that harms the human nervous
system and causes headaches, vomiting, stiffness and fever. As a result, 70 diners were
hospitalized.” The Beijing Municipal Office of Health prohibited restaurants from serving
raw or half-cooked snails and disciplined the Shuguo Yanyi Restaurant.

Sudan IV Red Dye (2006)

In November 2006 it was reported that eggs found on sale in Beijing contained Sudan IV
Red Dye. Farmers fed ducks and hens the cancer-causing Sudan IV to make their egg yolks
more orange and to fetch higher prices at market. Sudan IV Red Dye is more poisonous
than the Sudan | Dye which was at the heart of an earlier scandal.*

Contaminated Maling Canned Ham (2006)

In December 2006, Hong Kong authorities discovered carcinogens known as nitrofurans in
canned ham produced by the Shanghai Maling Food Company.”® Authorities suspected the
raw material was contaminated. Maling is one of China’s top producers of canned foods.

Potential Carcinogen Used in Frying Oil (2007)

In March 2007, Southern Daily reported that KFC restaurants in several cities in Shaanxi
province added the oil filtering powder, magnesium tri-silicate, to its frying oil so the oil
could be used repeatedly for up to ten days. KFC argued the additive was safe according
to United States and international standards, but local experts claimed reusing the oil
decreased its nutritional value and had the potential to cause cancer.’

Contaminated Pet Food (2007)

In May 2007, the General Administration of Quality Supervision, Inspection, and Quarantine
(AQSIQ) confirmed that two domestic companies had exported contaminated wheat
gluten and rice protein blamed for the deaths of pets in the United States. The Chinese
government arrested managers at the two companies. Ingredients such as melamine
and cyanuric acid were used to inflate the apparent protein content of the product, so
that inexpensive ingredients could pass for more expensive, concentrated vegetable
proteins.”
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2. Food Safety and Incidents

Tainted Milk (2008)

In September 2008, Sanlu Group issued a recall of baby formula contaminated with
melamine. According to figures released, over 294,000 babies became ill and six babies
died as a result of drinking tainted formula.’®

AQSIQ found several other suppliers, including Mengniu, Yili and Bright Dairy, the nation’s
three leading milk companies, produced several batches of contaminated milk and milk
products.””

Several international food companies, including Lotte, Cadbury, Unilever and Nestlé,
recalled products due to melamine contamination.??' 2223

In March 2009, eight senior government officials fromfood quality supervision departments
and agriculture ministry were fired or disciplined for supervisory failure in the scandal. The
director of AQSIQ, Li Changjiang, also resigned.?

Contaminated Egg Products (2008)

In October 2008, certain egg products produced by Hanwei Group were contaminated
with melamine in China.” Japanese, Singaporean and South Korean authorities’ tests on
imported egg powder from China found melamine contamination.¢?

Agriculture officials believe adulterated feed given to hens could explain the elevated
melamine levels. The government has now started clamping down on melamine sales to
food processing companies and manufacturers of animal feed.?®

Contaminated Pork (2009)

In February 2009, an outbreak linked to banned animal feed additive Clenbuterol
harmed at least 70 people in Guangdong Province. Clenbuterol, an asthma
medication, is often added to pig feed to produce leaner meat. In mid-March, 15
people were arrested in Guangdong on charges of selling hogs that had been fed
clenbuterol.?

Responsible Research
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3. Key Issues Affecting ESG
Compliance

3.1 Low industry concentration

China has approximately 500,000 registered food production companies of which nearly 80%
are small food workshops with fewer than ten employees. There are also countless small,
unregistered operations, often blamed for introducing illegal chemicals and food additives
into the food chain. At present, these small workshops pose the most problems for ensuring
food quality and safety. Even the Chinese government admitted, in 2006, that the average
pass rate in sample surveys of food workshops was only 70%.3°

Furthermore, China has more than 200 million farmers who ship direct to market with little
documentation. They often do not have access toinformation on the correct usage of pesticides,
antibiotics and chemical fertilizers and will normally buy the cheapest inputs available in the
marketplace. Given the scattered nature of agricultural production, ensuring the safety of
agricultural products will be an arduous and long-term project for the government.

The scattered nature of the production system is the fundamental reason there have been so
many food safety incidents in China. In addition, the government has not allocated sufficient

funding for meaningful inspection processes at all stages of the food production process.

Figure 2: Fragmented vegetable supply chain in China
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Source: Chaoda Modern Agriculture®
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3. Key Issues Affecting ESG
Compliance

3.2 "Get-Rich-Quick" mentality
W 55

Some farmers, food producers and government officials do not prioritise professional ethics
and they generally lack a sense of social responsibility. Experience has shown that many readily
ignore food safety laws if they believe this will lead to short term financial gain. Even the death
penalty does not seem to have been a sufficient deterrent in the past.

Local governments are responsible for food safety supervision within their administrative
regions. However, local government officials are often under pressure to encourage business
activity and earn tax revenues as a result. In addition, many food safety scandals have exposed
the often incestuous relationship between local business and local government. Many
companies invite local officials to become ‘silent partners’ in their corporations in return for
political ‘protection’.

According to an article written in October 2008, mixing melamine into animal feed was an
‘open secret’ in the industry.?> When the government finally started clamping down on
melamine sales to food processing companies and animal feed manufacturers after the tainted
milk scandal, they found more than 500 feed-makers and animal farms engaged in ‘illegal or
questionable practices’. Some 3,700 tons of feed with excess levels of melamine were seized.

3.3 Poor agency coordination

No single agency is responsible for food safety regulation and enforcement in China and
coordination among oversight agencies has been poor.

Forinstance, the tainted milk scandal highlighted loopholesin China’s food monitoring system.
While the Ministry of Agriculture is responsible for the health of dairy cows, several ministries
are involved in getting their milk to consumers, and no department was responsible for the
milk collection stations where the melamine was added. In addition, poor communication
between ministries and agencies may have prolonged the melamine poisoning outbreak.

China’s legislature worked diligently to approve the Food Safety Law in February 2009,
providing a legal basis for the government to strengthen food safety control ‘from the
production line to the dining table. The new law, effective on June 1st, will create a Beijing-
based National Food Safety Commission to coordinate the work of the five ministries that
will retain day-to-day supervision over different phases of the food production. These five
ministries are outlined below. The Law represents a positive step in that it created a centralized
agency with clear duties, enforcement powers and accountability.
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3.3
Poor Coordination
between Agencies

3. Key Issues Affecting ESG
Compliance

Ministry of Health

- Coordination between all agencies

« Food safety risk assessment

« Formulation of safety standards

+ Release of food safety information

+ Determining food inspection requirements

- Determining qualifications for food inspection agencies

+ Crisis Management - organizing investigation and handling of major food
safety incidents

Ministry of Agriculture

« Food safety regulations and policies at the farm level

The General Administration of Quality Supervision, Inspection, and Quarantine
(AQSIQ)

« Supervising and administering food safety regulations and policies at
production level

State Administration for Industry and Commerce (SAIC)

« Supervising and administering food safety regulations and policies in
transit and storage

State Food and Drug Administration (SFDA)

« Supervising and administering food safety regulations and policies in the
catering industry

3.4 Inadequate certification and standards

China uses two sets of compulsory national food standards - one for food hygiene, issued by
the Ministry of Health, and the other for food quality, issued by AQSIQ. These two standards
sometimes contradict one another, causing confusion among both supervisors and producers.
For example, the food quality standards allow the use of the preservative sodium sulphite in
processing dried daylilies, while the food hygiene standards do not. In addition to national
food standards, China has over 1,000 separate industrial standards.

Some of the existing food standards appear outdated and reflect an under-resourced sector.
For example, there are only 291 pesticides residue limits in China’s current food hygiene
standard, while there are over 2,000 limits in many developed countries.

According to the recently passed Food Safety Law, the Ministry of Health will clean up the
current set of food standards to reduce the number of loopholes and contradictions. The Law
pays special attention to food additives — an issue that lies at the heart of most food scandals.

Additives will be allowed only if they can be proven both safe and necessary.
In a statement from the Ministry of Health, national unified dairy product safety standards will
be announced in the latter half of 2009. These standards will focus on the use of pesticides,

veterinary medicine residues and food additives. However, the unification process may be
difficult, because it will affect the interests of several government departments.*
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3. Key Issues Affecting ESG
Compliance

3.5 Inadequate inspection systems

China has a substantial food testing and inspection network. By 2007 there were almost 4,000
certified food testing laboratories, around 50 of which are state-level quality inspection centres,
and 35 are key food laboratories. China also has set up over 320 state-level quality inspection
centres and almost 1,800 local-level testing institutions specialized in agricultural products.*

The government claims that their testing capabilities are relatively advanced. A constant
stream of recent food scandals, however, reveals that the government has not yet succeeded as
a supervisor. Moreover, we believe some of the official inspections to be meaningless and the
official figures to be misleading. For example, during regular inspections in 2008, the Ministry
of Agriculture showed that the average acceptance rate was 96.3% for vegetables, 98.6% for
livestock products, 94.7% for aquatic products.

A Southern Daily article published in March 2009** revealed that hog dealers often purchase
genuine quarantine and quality certificates at product origin points, in wholesale markets,
and at slaughter houses. This has led to the outbreak linked to clenbuterol laced pork that
harmed at least 70 people in Guangdong province. In fact, the pork may have been confirmed
as ‘acceptable’ by the government. The incident underscores the need for improved inspection
programs.

3.6 Developing Legal System

The new Food Safety Law strengthens penalties to include cancellation of licenses and punitive
damages. Companies and individuals can now be held liable for amounts up to 10 times the
price of the product. This represents additional liability over and above medical and other
damages and criminal liability.

Tian Wenhua, Sanlu’s former ‘More Sanlu, More nutrition’
chairwoman and general manager, Sanlu advertisement

stood trial in court on Dec. 31,

2008. She was sentenced to a life

jail term and fined almost US$3m

at the Shijiazhuang Municipal

Intermediate People’s Court.
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3.6
Developing Legal
System

3. Key Issues Affecting ESG
Compliance

The handling of the Sanlu tainted milk case set a good precedent. The courts suspended the
civil cases while the government has attempted to create a general settlement between the
victims and the dairy industry. Once a settlement agreement was reached, victims had the
option of accepting the settlement amount or continuing their court cases. Several individuals
were then subjected to criminal prosecution.

Private litigation regarding food issues can span several years, so delaying the court cases until
a general settlement was reached was an effective way of dealing with the situation. The time
and expense associated with individual claims gives large corporations incentives to stonewall.
The legal system could compensate by allowing for huge punitive damages, but that risks
turning the system into a lottery.

3.7 Degradation of Land and Water

Excessive use of pesticides and fertilizers in farming as well as rampant industrial pollution
causes severe degradation of land and water resources. This reduces food quality and
introduces heavy metals and other pollutants into the food chain. In a report compiled by
the U.S. Department of Agriculture in 2005 only around 6% of agricultural products in China
were considered pollution-free, while safer, better quality food officially stamped as ‘green’
accounted for just 1% of the total.*

This issue will be dealt with in later reports.

Responsible Research
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4. Risks to Earnings

4.1 A systemic issue

Food safety issues pose both opportunities and threats to all food companies in China. On one
hand, consumers develop strong brand loyalties to products that do not make them sick. They
are willing to pay a premium for traits that Western consumers and producers may take for
granted, such as meat that is guaranteed to be safe and uncontaminated.

Onthe other hand, consumers stay away from a brand or even a whole industry that is perceived
unsafe and unreliable. For example, in the aftermath of the tainted milk scandal in September
2008, the stock price of soymilk machine producer Jiu Yang (002242 CH) surged, as consumers
stopped buying milk and started buying machines to make soymilk at home.

As a group, the listed Chinese food companies under our review scope appear to have the
potential to greatly benefit from the situation. They employ highly automated and advanced
manufacturing procedures. They are usually awarded various product quality certifications,
including HACCP and ISO 9001. If they can stand by iron-clad guarantees, they will be able
to enhance their already solid brand name, charge premium prices and seek to and further
expand market share in their respective fields.

However, these procedures and certifications are hardly foolproof in China, and supply chains
are notoriously difficult to control. China Mengniu (2319 HK) has been awarded five international
quality control certifications (GMP, HACCP, 1ISO9001, ISO14001 and OHS18001) and has invested
intensively in manufacturing facilities. Yet it was still among those named for having milk
powder samples which tested positive for melamine in September 2008. What is also troubling
is that on August 4 2008 the two largest shareholders, Yinniu and Jinniu, sold HK$1.28 billion
worth of shares through a placement before the HKSE suspended trading in the company on
September 17 2008. When the company resumed trading the share price collapsed from over
HK$20 to below HKS7.

Chart 1: China Mengniu 1-year share price movement - HK$
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Source: Bloomberg

While decades of market activity and legislation has created solid systems, production and
sourcing infrastructures for the global food industry, the process in China has started only
recently. For now, companies are relying on the strength of their internal systems and their
relationship with suppliers.
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4. Risks to Earnings

4.2 Risk Factors

The following can substantially increase a company’s risk exposure to food safety issues
in China.

1. Fragmented Supply Chain

To ensure product safety and quality, a company needs to know its suppliers well and test
thoroughly. However, this could be difficult if a company is the client of a fragmented supply
chain and relationships are held with numerous suppliers. Mengniu, for example, sourced fresh
milk, its principle raw material, from thousands of milk collection stations who sourced direct
from farmers. Each farmer, on average, raises fewer than three dairy cows in China.

Other than Mengniu, companies that face a fragmented supply chain include China Yurun
Food (1068 HK) and Little Sheep (968 HK), whose principle raw materials are hogs and sheep
respectively. Both are primarily produced by small-scale farming in China. Ajisen China (538
HK) also sources seafood and vegetables that are subject to the same issue.

2. Reliance on Cold Chain Logistics

In China an integrated cold chain simply does not exist. Where the United States has nine
refrigerated trucks per 10,000 middle-class consumers, China has just two. As a result, there
is no system of refrigerated trucks, warehouses and retail space that can guarantee cool
temperatures for meats, milk, fresh juice and similar products. Companies whose main products
require refrigeration include Yurun, Mengniu and Little Sheep.

3. Outsourcing or Franchising

If a company outsources or franchises its activities to third parties, independent business
decisions made by those third parties are beyond its control. Consequently, required product
standards may not be met. Companies that have substantial (over 15%) business outsourced or
franchised to third parties include Uni-President (220 HK) and Little Sheep.

4. Human Contact in Product Processing

Potential human errors could add additional risks to processing procedures that are not fully
automated. Companies that are exposed to this risk factor include Ajisen China and Little
Sheep.

4.3 Impact on Fundamentals

Our checks on recent food quality scandals in China indicate such news generally stays in the
public spotlight for 3-6 months, during which time demand for relevant products declines,
sometimes sharply. Demand seems to gradually recover over 6-12 months as the news fades
and consumers rebuild their confidence. Sometimes, however, the impact can be long term
and have a material impact on earnings.

China’s dairy market was hit hard by the tainted milk scandal in September 2008. Sanlu went
bankrupt. Mengniu reported 2008 earnings at a loss of Rmb950mn, implying a loss of Rmb1.6bn
since the scandal broke, most of which stemmed primarily from product recalls. Mengniu’s
sales volume was once down 96% after the breakout of the scandal, according to Xinhua
News Agency. From October 2008, demand started to rise on the back of strict quality control
measures and aggressive promotion by the company. Mengniu’s 1Q09 sales rebounded back
to 80% of its pre-scandal level, according to management.
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4. Risks to Earnings

Tingyi (322 HK)’s share in bottled water market fell from 23% in September 2008 to 20% in
December 2008, according to AC Nielsen. This is potentially due to scandals involving its
mineralized water product (please refer to tables in Section 5 for more details). The company
said that the mineralized water business was profitable before the news appeared, but showed
a loss in 4Q08. Tingyi also indicated that it would focus on developing natural mineral water
business in the future.

Bright Dairy (600597 CH)'s subsidiary in Zhengzhou Henan province was reported using
expired products as raw material for new products in June 2005. Bright's sales revenue outside
Shanghai declined over the following 12 months as a result. With the damage to the brand
image, as well as competition from aggressive peers, it took Bright around 18 months to get its
sales growth back to its pre-scandal level.

4.4 Risk Exposure Assessment

We analyzed raw material sourcing, production and certification as well track record of
14 Chinese food companies. Among them, China Mengniu, China Yurun, Ajisen and Little
Sheep have high risk exposure to food safety issues, because they hit multiple risk factors we
identified earlier in sector 4. Tsingtao Brewery (168 HK), Chine Resources Enterprise (291 HK),
China Agri-Industries (606 HK) and China Green (904 HK) have low risk exposure, as they enjoy
the benefits of a relatively high level of concentration of supply chain, a simple recipe with few
food additives as well as highly automated production facilities. We would like to stress that the
judgment is on their business model more than their management capability.

© Responsible Research 2009 Private and Confidential
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4. Risks to Earnings

Table 1: Risk exposure assessment of 14 listed food companies

COMPANY PRICE MKT CAP
NAME TICKER (HKS) (US$ mn) RISK LEVEL COMMENT
Food Processor

Sources from over 3,000 milk collection centers
and has supply contracts with 3 million dairy
farmers

China Mengniu 2319 HK 14.84 2,971 High Main risk fa.ctors |ncl.ude highly fragmented
supply chain and reliance on under-developed
cold chain logistics
Mixed response to how it handled the tainted
milk scandal
Sources from hundreds of hog farmers and
distributors, who in turn source from various
farms

China Yurun 1068 HK 0.96 1,055 High Main rlskfa.ctorsmclyde highly fragmented
supply chain and reliance on under-developed
cold chain logistics
Recalled canned meat products with traces of
Clenbuterol promptly

Tingyi 322 HK 9.90 7,001 Medium some visibility in supply chain
Prompt media responses to past crisis

Want Want 151 HK 3.72 6,299 Medium Similar to Tingyi

Some visibility in supply chain.
. . . Main risk is its partial outsourcing model as
Uni-President 220 HK 349 1611 Medium nearly 20% of its products manufactured by
OEM factories
China Huiyuan 1886 HK 5.62 1,058 Medium Similar to Tingyi
China Foods 506 HK 3.96 1,417 Medium Similar to Tingyi
Simple recipe, no additive, high level of
Tsingtao 168 HK 20.15 4,063 Low concentration of suppI){ chaln‘a-s‘well as
Brewery automated manufacturing facilities
Clean public track record
CRE 291 HK 15.90 4,870 Low Similar to Tsingtao
Focuses on simple products such as rice, flour,
China Agrl- 606 HK 435 2151 Low edible oﬂ aer malt that have low risk of
Industries contamination
Clean public track record
Restaurant
Raw materials with highly fragmented supply
chain, such as meats and sea foods, are
Ajisen 538 HK 4.52 619 High sourced locally
As a restaurant, the other major risk factor is
human contact in processing
Sources from over 5,000 sheepherders and
generates most of its revenue from franchisees
Main risk factors include franchising,

Little Sheep 968 HK 3.36 443 High fragmented supply chain, reliance on cold
chain logistics and human contact in
processing
Clean public track record

Grower
Vertically integrated production platform, but
Chaoda Modern 682 HK 4.70 1,588 Medium the company was reported to have sourced
from third parties
Vertically integrated production and

China Green 904 HK 6.97 790 Low processing platform

Clean public track record

Source: Responsible Research, Bloomberg.
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6. Recommeded ESG

Reporting for the Food
Sector in China (Entry level)

Production Oversight

Number of suppliers a company works with in total

Number of domestic suppliers

Degree of traceability by major raw material type

Percentage of supply coming from suppliers with current ‘quality’ certifications
Percentage of processing facilities that have current ‘quality’ certifications
Percentage of production which is outsourced

Number of incidents of non-compliance with regulations

- Concerning product
- Concerning marketing

Monetary fines for non-compliance with laws and regulations concerning the provision of
products

Environment

S

Policy toward genetically modified organisms (GMOs)

Percentage of raw material that is organic or ‘green’ (describe industry definition of
‘green’)

Measures in place to manage food waste e.g. biomass gasification, food

waste digesters

Volume of water used in production p.a.

Measures to eliminate hazardous chemicals/pesticides entering water

system

afety

Description of food safety systems in place
Safety auditing procedures

- Internal processes
- Logistics and transportation
- Suppliers

Crisis management procedure in place
Product recall procedures in place
Number of product recalls p.a.

Customers' Health

Number of customer food safety complaints p.a.

Approach to nutrition labeling

Percentage of products offered that are deemed ‘healthy and nutritious
choices’

Approach to reduction of salt, fat, trans-fat, MSG and sugar in products
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