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Executive Summary 

Fonterra is a New Zealand based dairy co-operative which is present across the globe. The company 

is the largest firm in New Zealand and is one of the world’s most well-known dairy brands. The 

company is owned by about 10,000 farmers and their families. Data has been gathered from the 

2018 Annual Report and then evaluated. For instance, as of the financial year 2018, the company 

recorded free cash flow worth $600 million and a normalised EBIT of $902 million which was down 

22% compared to the previous year. The company has managed to record sustainable growth 

through prudent decision making, although it had a tough financial year and recorded a net loss for 

the first time in its history. Various financial analysis tools and techniques, such as common size 

analysis, ratio analysis, and capital budgeting techniques have been used to evaluate the financial 

decisions made by Fonterra critically. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

Introduction 

Financial decision making is made in every organisation, and it is one of the key components of any 

company’s operations. Analysing the financial statements of an organisation allows analysts to 

identify the key strengths and weaknesses of the company. In addition to this, by conducting a 

detailed analysis of the firm’s financial statements, it becomes easier for an individual to assess 

whether the company has been prudent in its decision making. Also, the financial statements of a 

firm can reveal how the company has been managing its operations and investments. These 

statements can also be used to forecast the future financial performance of the firm (Penman, 

2007). Based on the past and current financial statements of the company, this report will analyse 

the financial decision making of Fonterra and make recommendations accordingly. In addition to 

this, the report will enlist the key conclusion from the financial statement analysis. 

Fonterra is a leading dairy co-operative based in New Zealand. It is one of the prominent companies 

to come out of the nation. The company is a well-known brand around the world and has over 3300 

employees. The company has been recording consistent revenues and has been expanding its 

operations. Fonterra recorded revenues in excess of $20.4 billion in the year 2018. In addition to 

this, the company recorded a normalised EBIT of $902 million. However, the financial year 2018 was 

the first year in Fonterra’s history where it recorded a net loss (Fonterra, 2018a; Trechter et al., 

2003). 

Critical Analysis 

In this portion of the report, the past 5 years of financial statements will be analysed. The period 

covered will be from 2014 to 2018. The major analyses that will be carried out include the basic 

financial statement analysis, ratio analysis, working capital assessment and analysing whether the 

capital budgeting decisions were efficient. In addition to this, the general operating environment of 

the company will be analysed along with its value. Finally, the overall financial health of the 

company will be assessed and summarised in this portion. 

1. Financial Statement Analysis 

In this case study, the company’s financial statements will be analysed to assess the state of affairs 

in terms of financial health. In addition to this, the company’s financial decision making will be 

critically analysed. Fonterra has announced its 2018 results for the financial year ended in July 2018. 

Firstly, the company’s net revenues declined slightly during the year, due to the lower demand from 

the New Zealand market. In addition to this, the normalised EBIT also fell by around 22% compared 

to the previous year. This is indicative of the fact that the company’s current sales strategy is not 



 

 

efficient enough. Further, since the margins are also declining, the company has not focused on 

higher margin products sufficiently. In addition to this, Fonterra has not  managed to control its 

operating expenses. During the financial year 2018, the company’s normalised operating expenses 

rose by around 7%. This means that the company is spending more on its operations but has not 

managed to recoup the same in terms of revenues. This is one of the primary reasons why the 

company’s operating profit margin has declined. Given below is a chart showing the company’s five 

year financials: 

Chart 1: Fonterra 5 year EBIT and Net Income ($ million) 

 

Source: Wall Street Journal (2018) 

As the chart above indicates, the company’s EBIT and Net Income peaked in the year 2016. Since 

then the company has consistently witnessed a decline in its bottom line numbers. This gives a clear 

indication that the company’s earnings are heading in the wrong direction and there is an urgent 

need to reconsider financial decision making as well as the corporate strategy.   

2. Ratio Analysis 

In this portion, the five primary financial ratios for Fonterra will be analysed. These include the 

Debt/Equity ratio, the Profit Margin, the Net Debt/EBITDA ratio, the Return on Capital and the EPS 

ratio. These ratios will provide an indication as to how the company has been performing on various 

financial metrics such as gearing, profitability, returns as well as margins. Chart 2 below indicates the 

company’s key ratios: 
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 Chart 2: Fonterra 5 year ratios 

 

Source: Fonterra (2018a); Fonterra (2018b) 

Debt/Equity Ratio 

As seen in the chart above, the company’s Debt/Equity ratio increased from 1.1 in 2014 to 1.4 in 

2018. This has been driven by the increasing amount of leverage that the company has incurred in 

order to fund its expansion. An increasing debt/equity ratio is not a good sign for the company 

because of the perceived risks associated with the increasing debt. Therefore, the company needs to 

work towards keeping this ratio under control. 

Normalised Net Profit Margin 

In terms of the Normalised Net Profit Margin, Fonterra improved its margins between 2014 and 

2016 from 0.7% to 4.6%. This was indicative of the fact that the company managed to improve sales 

as well as operating margins during that period. However, since 2016, the company’s net profit 

margin has continued to decline, resulting in lower profits for the firm. As of 2018, the net profit 

margin has come down to just 1.9%. 

Net Debt/EBITDA 

The company’s Net Debt/EBITDA ratio declined from 4.9 to 2.8 between 2014 and 2016. This was a 

clear indicator that the company managed to improve its operating performance during the period 

and also reduced its net debt. However, since the turn of 2016, the ratio has again climbed to 4.5. 

This shows that the company still has a lot of work to do in terms of improving its operating 

performance. 
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Normalised Earnings Per Share (EPS) 

The company managed to improve its earnings per share during the period 2014 to 2017. This was 

indicative of the fact that it managed to grow its revenues consistently and managed to sustain its 

margins at a stable level. However, in the last year, the company recorded a sharp drop in its 

normalised EPS. The figure has dropped by more than 50% in the last financial year, indicating that 

the company’s profitability has been reducing in a significant manner. This is a worrying sign for 

Fonterra. 

Return on Capital 

In terms of the return on capital ratio (including intangibles and Equity accounted investments), the 

company has been relatively unstable over the past five years. It has recorded inconsistent returns 

on capital which shows that the shareholders have not always been getting their desired returns. 

The ratio stood at 4.1% during the year 2014, and now it has improved to reach 6.3% by 2018. 

However, this is not as high as the 9.2% returns achieved during 2016. Although its overall financial 

health is still questionable, Fonterra has been providing financial returns to its shareholders. 

3. Working Capital Analysis 

In terms of the working capital, the company has improved over the past two years. This is despite 

the fact that Fonterra has faced operating challenges. Chart 3 below indicates the company’s net 

working capital over the period of 2014 to 2018: 

Chart 3: Fonterra 5 year Net Working Capital ($ million) 

 

Source: Fonterra (2018a) 

As indicated in the chart above, the company recorded a decline in its working capital between 2014 

and 2016. This was driven by the carrying values of inventory and receivables during the years. 

However, since the year 2016, Fonterra has recorded a consistent increase in its net working capital. 
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This is indicative of the fact that the company has enough current assets to meet its short-term 

financial needs. The company has improved on this account in the past two years, but it is still not in 

as good a working capital position as it was in 2014 (Fonterra, 2018a). Nevertheless, Fonterra has 

made progress in terms of its net working capital, and this indicates that the company’s receivables 

cycle is also improving in recent years. Fonterra is operating in a high liquidity industry since dairy 

products tend to have shorter turnaround times. This is beneficial to the company in terms of quickly 

turning over its inventory compared to other industries such as automotive. Nevertheless, the 

company has been doing well in terms of its short-term cash generation ability and it needs to 

continue on this path in the coming years. Higher working capital will allow the company to service 

its short term obligations in a much better manner. This is always helpful since paying back its 

creditors in the short term. Also, the company’s inventory cycle will continue to flow in an efficient 

manner, which will be beneficial for its operations.  

4. Capital Budgeting Analysis 

During the year 2018, the company’s capital expenditure grew by just 1%. This increase is not 

sufficient in order to drive revenue growth. The key expenditures during the year included a number 

of key projects. These include the construction of a third mozzarella plant at Fonterra’s Clandeboye 

site and a cream cheese plant at its Darfield site. In addition to this, the company also undertook the 

expansion of its Stanhope plant. This expansion increased the plant’s cheese production capacity by 

around 35,000 metric tonnes. However, as the revenue figures indicate, the company has not spent 

sufficiently on capital expenditures. Another key aspect is the funding of its capital expenditures. The 

company has raised external funds in the form of debt (Fonterra, 2018a). This is not a good indicator 

as the company is becoming more and more leveraged. The company should instead look to budget 

its capital spending in a better way by utilising equity as well as debt. The chart below shows the 

company’s capital expenditure over the past 5 years: 

Chart 4: Fonterra 5 year Capex ($ million) 

 

Source: Fonterra (2018a) 
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The chart above clearly shows that the company’s capex has peaked in the year 2016 and then 

declined after that. This is a key reason why the company’s revenue growth has also stagnated to 

such an extent. Fonterra needs to improve its capital expenditure in order to plan for future growth. 

This capital expenditure should be funded by using equity sources along with the already bulging 

company debt. This will ensure that the cost of capital is kept low and the company manages to 

maintain its margins. According to the current state of affairs, the company will continue to record 

losses. Therefore, it needs to rethink its capital budgeting decision making process in the future.  

 

5. Organization Operating Environment and Value Analysis 

Fonterra has historically been a well-established company with strong financials. It is one of the 

better known companies originating from New Zealand (Stringer et al., 2008). However, the 

company faced a tough operating environment in the financial year 2018. The overall demand for 

dairy products slowed down in New Zealand, hampering Fonterra’s sales numbers. In addition to 

this, the company also realised lower milk prices. According to its 2018 annual report, the company’s 

realised milk prices were 20% lower compared to 2014. This is a massive decline which indicates a 

worrying trend for the company. Also, the company has failed to increase its dividend numbers over 

the past 5 years. This is indicative of the fact that the company is not earning enough to pay out to 

its shareholders. Another key point worth noting is that Fonterra’s share price has fallen 6.7% 

between 2014 and 2018. On the other hand, its major competitors’ share prices have surged 

significantly over the same period. Companies such as Synlait and a2 Milk have managed to perform 

very well in the share market, leaving behind Fonterra by a long way over the same period (Coop 

News, 2018; NZ Herald, 2018). 

Another point worth noting is that the company is a global player and wants to expand outside New 

Zealand, but it does not have sufficient funds to execute its growth plans. In addition to this, since 

2014, the company’s expansion plans have been driven by debt (Fonterra, 2018d). This is not a good 

sign for the company as it is highly leveraged now. Almost all of its expenses over the past few years 

have been funded using external borrowings and very less of it has actually been funded by the 

farmer owners. This has meant that the company’s interest payments have also been on the rise, 

thereby impacting its ability to maintain its margins. Finally, it is worth noting that the company’s 

acquisitions have not been as successful as it anticipated them to be. It acquired a stake in China 

based company Beingmate Baby & Child Food in 2015 (Fonterra, 2018b; Fonterra, 2018c). The 

acquisition has failed to live up to the expectations of Fonterra in terms of performance. All these 

factors have led to the company’s revenues and profit margins being affected. This has resulted in 

poor financial performance from the company across the board since 2016. The company has 



 

 

already swung towards a loss, and if the company’s financial decision making process is not 

improved, it will continue to record losses in the future (NZ Herald, 2018; Fonterra, 2018a). 

6. NPV and IRR Analysis 

Table 1: IRR and NPV Analysis 

Company NPV IRR 

Fonterra -464,310 6% 

Source: Fonterra (2018a) 

As seen in the table above, Fonterra’s Net Present Value (NPV) stands at -464,310. Further, the 

company’s Internal Rate of Return (IRR) stands at 6%. These figures indicate that any investments 

made in the company would be highly risky. Since the NPV is negative, this is a clear indicator of the 

fact that the present value of costs incurred by Fonterra is higher than the expected future revenues. 

This is a worrying sign for the company, and it needs to reduce its costs in order to ensure that the 

returns for its investors are higher (Forisk Consulting, 2013). 

Conclusion and Recommendations 

From the above analysis, it is clearly evident that Fonterra is not heading in the right direction in 

terms of its financials. The company has witnessed a decline in its key financials as well as 

profitability. This is a worrying trend for the company. Therefore, it is critical that the company re-

assesses its financial decision making process and starts making more prudent decisions. In addition 

to this, the company needs to control its operating expenses so that its operating margins are not 

affected. Also, the company needs to focus on boosting its sales numbers by investing more in 

capacity expansion. This will ensure that the company records higher revenues and improves its 

profitability in the long run as well. All of the above decisions will ensure that the company’s 

financials get back on track and it maintains its leadership in the industry. Also, these decisions will 

help the company in improving its earnings per share, resulting in better returns for its shareholders. 

Finally, implementation of the above recommendations will help the company in rebuilding its 

financial health and improving its key financial ratios in the medium to long term (NZ Herald, 2018). 
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5 Year Income Statement 

 



 

 

 

 

5 Year Cash Flow Statement 



 

 

 

 



 

 

 

Source: Wall Street Journal (2018) 


