INSTITUTIONAL EQUITY RESEARCH

Inner Mongolia Yili Industrial Group (600887.CH) ~**
Still great expansion space as the industry leader

China | Food and beverage | Company report

The demand space of dairy products in China remains large. In 2014, our country's urban per
capita dairy products consumption was 28.3 kg, which was far lower than 220.3 kg, the level
of developed countries, and even did not reach the level of developing countries. Currently
the dairy market structure shows the characteristics of oligopoly, and Yili's revenue, total
market value and market share take the first place. Plus with the grown demand, we think
Yili's market share will increase.

Yili enjoys the moat advantages. Firstly, the trust degree of Yili brand is better than those of
the competitors. Secondly, the marketing channels are wide and deep. Thirdly, the
company controls the milk source. It has already built milk source bases in the three major
golden milk source regions of our country-the Xilingol Grassland of Inner Mongolia, the
HulunBuir Grassland and the Tianshan Grassland.

The profitability will improve. First, raw materials™ price lowers. Due to annual settlement
contracts, scale ranches’ price did not lower until the fourth quarter. Next, Yili's product mix
improves. In 2013, the company released normal temperature yoghurt "AMBPOSIAL",
started to increase volume in 2014, and may earn billions of Yuan in sales in 2015. In
addition, the company also promoted walnut milk, and the products’ gross margins are all
above 40%. What's more, expense management is also good for profitability improvement.

"Buy" rating for low valuation

YILI underperformed the HS300 index significantly in 2014. But, as the leading enterprise
that enjoys sound reputation and has strong marketing ability, the company’s advantages
are obvious. Besides, dairy products market itself has a broad space, the structure of
oligopoly is also favorable for the company to take more market shares, and we expect the
company will maintain a steadily fast growth. The valuation of the company is only 15X
corresponding to the performance in 2015, which is obviously lower than its peer. We
temporarily grant it the valuation of 20X, with the target price of CNY34.98 and "Buy" rating
initially.
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BUY (Initially)
CMP CNY 27.23

TARGET CNY 34.98 (+28.5%)

COMPANY DATA
O/S SHARES (MN) : 3,064
MARKET CAP (CNYMN) : 83,443
52 - WK HI/LO (CNY): 40.98/ 21.34
SHARE HOLDING PATTERN * %
Hohhot Investment Limited : 9.31
Pan Gang 3.85
PRICE PERFORMANCE, %

1M 3M 1Y
YILI 1.72 4.40 -19.97
HS300 -1.60 -8.71 -78.28
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KEY FINANCIALS

CNY mn FY12 FY13 FY14E FY15E
Net Sales 41741 47545 54560 63081
Net Profit 1717 3187 4454 5330
EPS, CNY 071 110 146 1.79
PER, x 38.17 2475 18.64 15.24
BVPS, CNY 3.06 526 656 7.65
P/BV, x 890 517 415 356
ROE, % 2571 27.17 2513 25.63
Debt/Equity (%) 163.33 101.54 90.48 90.48

Source: Company reports, Phillip Securities Est.
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Still great expansion space as the industry leader

With economic development and the increase of per capita disposable income,
China’s dairy products market has achieved remarkable development. However, the
demand space of dairy products in China remains large. In 2014, our country's urban
per capita dairy products consumption was 28.3 kg, which was far lower than 220.3
kg, the level of developed countries, and even did not reach the level of developing
countries. Even compared with the neighboring countries of Japan and South Korea
which have the similar diet with China, our country's per capita dairy products
consumption is also only about a half of their level.

Dairy consumption per capita in 2012 (Kg)
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At present, among domestic dairy companies, Yili, Mengniu and Brightdairy are the
top three, CR3 reaches 47%, and the market structure shows the characteristics of
oligopoly. Among them, Yili's revenue, total market value and market share take the
first place. In 2014, Yili was just promoted to the tenth place in the global dairy
products industry. Up to the end of 2014, the company’s market shares in liquid milk,
kids™ milk and milk beverage were respectively 35%, 33% and 21%, and the increase
speed already exceeded the main competitors. We believe that, there is still a great
expansion space for the capacity of domestic dairy products market, and that the
leading companies which have brand, scale, channel, milk source and other
advantages, such as Yili, will benefit from this, and their market shares are also
expected to increase.

Top 10 dairy manufacturers
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The moat advantage

Firstly, the trust degree of Yili brand is better than those of the competitors. After
experiencing the melamine incident in 2008 and the Mengniu incident in 2011, the
brand of Yili shows stronger strength. The company is also the only dairy products
enterprise in the world that meets double standards of the Olympic Games and the
Expo and provides products and service for the 2008 Beijing Olympics and the 2010
World Expo.

Secondly, the marketing channels are wide and deep. Yili is the enterprise that firstly
conducts the channel sinking and innovation in the industry. Early in 2006, the
company carried out the "Weaving Net Project" all over the country, and became the
first dairy products enterprise that covers the national market. Meanwhile, the
company pays attention to the deep ploughing of channels, and the channels
continue to sink to the markets of the third and fourth tier cities as well as villages
and towns, and have entered point-of-sale terminals of villages and towns such as
"Countryside Stores" in virtue of the "Ten Thousand Villages and Thousand
Townships " activity of the Ministry of Commerce since 2007. In 2013, the company
put forward the "Global Weaving Net Project"”, which is essentially the integration of
global distribution and industrial chains. The overseas expansion will also be a
positive watching focus.

Thirdly, YILI controls the milk source. The milk source of China concentrates in the
northern areas, so the milk source and cost advantage of grassland-type dairy
products enterprises such as Yili can't be surpassed by city-type dairy products
enterprises. The company has already built milk source bases in the three major
golden milk source regions of our country-the Xilingol Grassland of Inner Mongolia,
the HulunBuir Grassland and the Tianshan Grassland.

The profitability will improve

Ever since listed, the company’s profitability maintains a relatively steady state, for
instance, the gross margin is generally around 30%. In 2014, benefited from factors
like dropping costs of raw milk, the company’s profitability improved. We believe
that this trend will continue in 2015.

Earning capabilities of Yili

Gross Margin = Profit Margin
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First, raw materials® price lowers. Currently, the domestic fresh and raw milk is in a
descending stage; compared with the high spot at the beginning of 2014, it has
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dropped around one fifth, and the New Zealand-imported dried milk’s price even
lowers half. Besides, in the cost structure of Yili raw milk, large-scale ranches take up
30% and family ranches account for 60%. Although the latter’s settlement price
apparently dropped in 2014, due to annual settlement contracts, scale ranches’ price
did not lower until the fourth quarter.

Secondly, its product mix improves. Around 60% of Yili's revenue comes from normal
temperature milk, and its gross margin is only 20%-25%, whereas yoghurt's gross
margin is 35%-40%, ice cream 30%-35%, high-class white milk such as YiliSatine over
40%. In 2013, the company released normal temperature yoghurt "AMBPOSIAL",
started to increase volume in 2014, and may earn billions of Yuan in sales in 2015. In
addition, the company also promoted walnut milk, and the products™ gross margins
are all above 40%.

% of High-end liquid milk in Yili
50.0%

40.0%

35.0% /

30,0% T T T T 1
2011 2012 2013 2014 2015F

Source: Company report, Phillip Securities (HK) Research

Thirdly, expense management is also good for profitability improvement. Sales scale
expansion will lower the average sales costs. As far as advertisement expenses are
concerned, the Yili brand has taken firm root among the crowds, so the future
advertisement investment’s growth can slow down. In addition, benefiting from the
layout of factories in the neighborhood and the full-load transportation of single
goods, the efficiency of logistics supply chain will increase, and the expenses for
loading, unloading and transportation will decline.

Catalyst

Products” high-end orientation exceeds the expectation;
Strategy of internationalization is advanced.

Risk
Price of raw milk increases significantly;

The sales of Yili's new milk products do not reach to the expectation;
Food safety risk.
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Financials
Periodicity: 2011 2012 2013 2014F 2015F
Valuation Ratios
Price Earnings 36.15 38.17 24.75 18.64 15.24
Price to Book 10.84 8.90 5.17 4.15 3.56
Dividend Yield 0.61% 0.69% 1.96% 2.41% 2.95%
Per share data(CNY)
EPS Adjusted 0.75 0.71 1.10 1.46 1.79
Book Value Per Share 2.51 3.06 5.26 6.56 7.65
Dividends Per Share 0.17 0.19 0.53 0.66 0.80
Growth & Margin
Revenue growth - 12.15% 13.90% 14.76% 15.62%
Gross profit growth - 13.98% 10.11% 28.07% 17.08%
Net profit growth - -5.09% 85.61% 39.74% 19.67%
Gross Margin 28.82% 29.29% 28.31% 31.60% 32.00%
Operating Margin 3.88% 3.95% 5.29% 8.62% 9.10%
Net Profit Margin 4.86% 4.11% 6.70% 8.16% 8.45%
Dividend Payout Ratio % 22.12% 26.17% 48.48% 45.00% 45.00%
Key ratios
Return on Assets 10.25% 8.64% 12.10% 12.85% 13.46%
Return on Equity 35.33% 25.71% 27.17% 25.13% 25.63%
Liability ratio 68.36% 62.02% 50.38% 47.50% 47.50%
Effective Tax Rate 14.23% 16.81% 0.00% 14.25% 14.25%
Income Statement(CNY: mn)
Revenue 37,218 41,741 47,545 54,560 63,081
- Cost of Goods Sold 26,492 29,515 34,083 37,319 42,895
Gross Income 10,726 12,226 13,462 17,241 20,186
- Selling, General & Admin Exper 9,281 10,577 10,946 12,538 14,446
Operating Income 1,445 1,649 2,516 4,703 5,740
- Interest Expense - 100 82 130 140
- Net Non-Operating Losses (Gair -691 -534 -631 -600 -600
Pretax Income 2,136 2,087 3,060 5,223 6,250
- Income Tax Expense 304 351 -141 744 891
Income Before XO ltems 1,832 1,736 3,201 4,479 5,360
- Minority Interests 23 19 14 25 30
Net Profit 1,809 1,717 3,187 4,454 5,330

Source: Company, Phillip Securities (HK) Research Estimates
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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 pige
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider qualitative factors like (but not limited to) a
stock’s risk reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and speculative
undertones surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER

This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the terms and
limitations set out below.

This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct or
consequential loss arising from any use of material contained in this publication.

The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any analysis,
forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are expressions of belief
only. Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such information or Research is accurate,
complete or verified or should be relied upon as such. Any such information or Research contained in this publication is subject to change, and Phillip Securities shall not
have any responsibility to maintain the information or Research made available or to supply any corrections, updates or releases in connection therewith. In no event will
Phillip Securities be liable for any special, indirect, incidental or consequential damages which may be incurred from the use of the information or Research made
available, even if it has been advised of the possibility of such damages.

Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at any time
without prior notice.

This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs of any
particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should seek advice from a
financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or particular needs of that person,
before making a commitment to invest in any of such products.

This publication should not be relied upon as authoritative without further being subject to the recipient’s own independent verification and exercise of judgment. The
fact that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a representation that any product
described in this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products which may be described in this publication
involve significant risks and may not be suitable for all investors, and that any decision to enter into transactions involving such products should not be made unless all
such risks are understood and an independent determination has been made that such transactions would be appropriate. Any discussion of the risks contained herein
with respect to any product should not be considered to be a disclosure of all risks or a complete discussion of such risks.

Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in this research
should take into account existing public information, including any registered prospectus in respect of such security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation covered in
this report.

Firm's Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial interest of 1%
or more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country where
such distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any registration or
licensing or other requirement, or penalty for contravention of such requirements within such jurisdiction.

Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear responsibility for any
loss occasioned by reliance placed upon the contents hereof. PSHK (or its affiliates or employees) may have positions in relevant investment products. For details of
different product’s risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.
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