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KPC Pharmaceuticals (600422.CH)
Rapid Growth Still Expectable

Shanghai | Pharmaceutical | Company report

1H16 Performance Worse than Expectation

In the first half of 2016, KPC Pharmaceuticals obtained RMB2.5 billion of revenue and RMB225 million
of net profit after deduction of non-recurring gain/loss attributable to the shareholders, with an
increase of 14.23% and 13.98% YOQY, but lower than estimates.

Improved Performance of KPC Pharm
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Specifically, the Company achieved a steady growth of 12% for its Xuesaitong series. The sales of
Xuesaitong Soft Capsules rose rapidly. The Xuesaitong Injection had practically safe and reliable
curative effects. Its standardization was approved as a key national project, we believe it can gain a
greater market share under the background of restricted use of TCM injections. Moreover, the
revenue from synthetic drugs amounted to RMB274 million with an increase of 10.45%. The
pharmaceutical business revenue jumped by 20.67%, mainly thanks to financial support and fine
management.

Regarding profitability, the gross profit margin reached 37.8% with a year-on-year increase of 1.5
percentage points, which mainly resulted from the gross profit margin of botanical drugs elevated by
9.6 percentage points to 74.5% as well as the drug wholesale and retail gross profit margin raised by
0.2 percentage points. However, the corporate marketing channels penetrated into the grassroots and
the market promotion expenses increased, so the marketing expense ratio also rose by about 2

percentage points to 20.7%. As a result, the net profit margin dropped by 0.5 percentage points to 10%.
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TARGET CNY:18.18 (+28.2%)
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KEY FINANCIALS
CNY mn FY14 FY15 FY16E FY17E
Net Sales 4094 4879 5663 6459
Net Profit 292 421 527 642
EPS, CNY 043 054 067 0.81
PER, x 33.1 265 212 174
BVPS, CNY 2.82 4.20 4.79 5.36
P/BV, x 5.03 3.38 296 2.65
ROE, % 15.9 16.1 14.8 16.0
Debt/Equity (%) 47.54 48.32 49.25 49.25

Source: Company reports, Phillip Securities Est.
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Improved earning capabilities
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Rapid Growth Still Expectable

During the past ten years, the operating results of the company have basically maintained a
high growth rate of over 20%, except in 2008 and 2014 when the growth rate went below 20%.
Though the result was not as good as expected in 1H16, we keep optimistic about the mid- and
long-term development of the company.

Firstly, the company has continuously pushed forward its refined marketing reform, set up new
business departments like OTC, increased investment in the marketing business line
integration and channel penetration, and strengthened incentives for frontline personnel. The
Company's marketing advantages are expected to be intensified.

Secondly, upon the changes in the controllers of Zhongheng Group, the core product
Xuesaitong Injection of KPC Pharmaceuticals may face the competition pattern reconstruction
and its sales can increase steadily each year of 5-10% in the mid-term. While its exclusive
products Xuesaitong Soft Capsules are estimated to embrace a high growth rate of around 30%
exactly by virtue of the dramatically strengthened safety of oral preparations.

Furthermore, Tianxuanqing series are primarily used for neurological diseases with remarkable
competitive advantages. Gastrodin Injection features high quality and competitive price.
Acetagastrodin Tablets are exclusively owned by the Company. Besides, the Company plans to
release "Liver-Soothing Granules and Xiangsha Pingwei Granules" as the golden prescription
drugs and "Banlan Qingre Granules, Shenling Jianpiwei Granules, and Qingfei Huatan Pills" as
the golden OTC drugs. Resources will be pooled to make a breakthrough in the sales volume of
these five golden products and further drive the speedy increase in the botanical drug series.

What is also worth mentioning is that the expense ratio was relatively high and the
conformance assessment expense was not capitalized in 1H16, so the growth rate of operating
result is expected to remain above 20% if such expense is capitalized at the end of the year.

Further Expansion of Medical Service Businesses

KPC Pharmaceuticals is actively building a management ecosystem centered on cardio-
cerebral-vascular diseases and other chronic diseases. It engages in the 020 diagnosis and
treatment of cardio-cerebral-vascular diseases by investing the "Orange Doctor". Recently, it
also cooperatively establishes the rehabilitation hospital and expands medical service
businesses on the platform of Nanjing Hongjing and based on the operation of pharmaceutical
business. It adopts the model of uniting pharmaceutical enterprises, agents and hospitals,
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which can be quickly copied into chain operation of rehabilitation service in the future. There is
also a chance that the Company will actualize a series of mergers and acquisitions across
Yunnan Province in the future, which can promote the chronic disease management business
continually.

Valuation

In general, there is still large space for the development of the Company’s Kunming traditional
Chinese medicines and Xuesaitong Soft Capsules, etc. Concurrently, the Company focuses on
creating the chronic disease management system, speeds up its medical business layout and
shows a strong intention to engage in epitaxial mergers. We give an estimation of 27.2x EPS in
2016 with the target price of RMB18.18, with the "Buy" rating maintained. (Closing price at
25 Aug 2016)

Historical P/E valuation
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Risks

The rising prices of traditional Chinese medicinal materials;
The drug development progress slower than expectation;
The progress for extensions falls short of expectation.
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Financials
FYE 2013 2014 2015 2016F 2017F
Valuation Ratios
Price Earnings 39.83 33.05 26.50 21.22 17.44
Price to Book 5.50 5.03 3.38 2.96 2.65
Dividend Yield 1.2% 0.6% 1.4% 1.8% 2.1%
Per share data(RMB))
EPS Adjusted 0.36 0.43 0.54 0.67 0.81
Book Value Per Share 2.58 2.82 4.20 4.79 5.36
Dividends Per Share 0.18 0.09 0.21 0.25 0.30
Growth& Margin
Revenue growth 19.0% 15.0% 19.2% 16.1% 14.0%
Gross Profit growth 9.3% 18.1% 37.5% 21.1% 13.1%
Net Profit growth 31.7% 26.2% 44.1% 25.3% 21.7%
Profitability Ratios
Gross Margin 28.7% 29.5% 34.0% 35.5% 35.2%
Net Profit Margin 6.5% 7.1% 8.6% 9.3% 9.9%
Dividend Payout Ratio % 51.5% 19.8% 38.3% 37.4% 36.9%
Key Ratios
Return on Assets 9.2% 9.9% 10.0% 10.0% 10.7%
Return on Equity 17.2% 15.9% 16.1% 14.8% 16.0%
Effective Tax Rate 16.9% 15.9% 14.8% 15.0% 15.0%
Liability ratio 34.9% 32.2% 32.6% 33.0% 33.0%
Income Statement(RMB: mn)
Revenue 3,561 4,094 4,879 5,663 6,459
- Cost of Goods Sold 2,539 2,887 3,220 3,653 4,185
Gross Income 1,022 1,207 1,660 2,010 2,274
- Selling, General & Admin Expenses 735 878 1,190 1,416 1,550
Operating Income 286 329 470 595 723
- Interest Expense 20 11 20 25 25
- Net Non-Operating Losses (Gains) -18 -48 -57 -66 -74
Pretax Income 284 366 506 636 772
- Income Tax Expense 48 58 75 95 116
Income Before XO Items 236 308 431 540 657
- Minority Interests 4 15 10 13 15
Net Profit 232 292 421 527 642

Source: Company, Phillip Securities (HK) Research Estimates

(Financial figures as at 25 Aug 2016)
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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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