INSTITUTIONAL EQUITY RESEARCH

Huadong Medicine (000963.CH)
Strong Growth, Attractive Valuation

China | Pharmaceutical | Company report

Investment Summary

New medical insurance catalogue and medicine bid would definitely boost the strong growth of main
products of the company. Introduction of new species is expected to bring about large trading volume.
Besides, the continuous improved product echelon could support its medium and long term
development. Meanwhile, principal shareholders made large subscription of directional private
placement, which also reveal their confidence in the development of the company. We give an
estimation of 30x EPS in 2017 and the target price is RMB112, with the "Buy" rating initially.
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BUY (Initially)

CMP: CNY 93.03

(Closing price as at 18 Apr 2017)
TARGET: CNY 113.00 (+21.4%)

COMPANY DATA
0O/S SHARES (MN) : 486
MARKET CAP (CNYMN) : 45,213
52 - WK HI/LO (CNY): 94.65/ 59.82
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Peer Comparison
Ticker Company MV(CNY:mn) | PE-TTM | PE-2017F | PE-2018F PB
601607.SH| Shanghai Pharmaceutical 59,237 - 17.47 15.27 2.02
600998.SH| Jointown Pharmaceutical 33,006 - 29.41 23.11 3.03
600056.SH China Meheco 25,644 - 21.49 17.49 3.73
600196.SH|  Fosun Pharmaceutical 129,016 25.93 21.94 18.85 3.29
600276.SH Hengrui Medicine 70,760 49.83 40.65 33.35 10.41
600867.SH Tonghua Dongbao 30,316 47.30 36.68 28.74 7.70
600535.SH Tasly 43,446 35.68 28.32 24.04 5.25
Average 39.69 27.99 22.98 5.06

000963.5Z| Huadong Medicine 45213 31.01 24.72 20.18 6.21

Source: WIND, Phillip Securities (HK) Research

2016 Results Remarkably Exceeded Expectation

In 2016, Huadong Medicine recorded a revenue of RMB25.38 billion, up 16.8% year-on-year. Net profit
excluding non-recurring items attributable to listed company shareholders was RMB1.41 billion, a YoY
increase of 32.5%. Moreover, company planned to distribute cash dividends - RMB13.5 per 10 share
(including tax) - to each shareholder and transfer every 10 capital reserves into additional 10 shares.

This was the first time for company to deliver share in past ten years, which would improve its liquidity.
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KEY FINANCIALS

CNY mn FY14 FY15 FY16E FY17E
Net Sales 21623 25248 29856 34705
Net Profit 1097 1447 1829 2241
EPS, CNY 253 3.00 376 461
PER, x 36.77 31.01 24.72 20.18
BVPS, CNY 6.84 14.97 18.14 20.95
P/BV, x 1359 621 5.13 4.44
ROE, % 41.88 2823 22.23 23.59

Debt/Equity (%) 252.0 89.2 81.8 818

Source: Company reports, Phillip Securities Est.
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In detail, its pharmaceutical manufacturing business recorded a revenue of RMB5.85 billion, a
YoY increase of 17.8%, gross margin at 80.5%, keeping a fast growth track. The core product
Corbrin Capsule generated over RMB2 billion, with a growth rate of over 20%. Besides,
Acarbose brought a revenue of over RMB1.5 billion, a growth rate of up to 30%. Three major
immunosuppressive agents - Cyclosporine, Mycophenolate Mofetil, Tacrolimus - totally
contributed to a revenue of approx. RMB1 billion.

The pharmaceutical commerce business generated RMB20.1 billion, a YoY growth of 16.4%, a
gross margin of 7.9%, maintained at around 8%, which mainly benefited from higher
concentration degree of pharmaceutical commerce business in Zhejiang province. Moreover, it
is worth mentioning that the company was transferring from a traditional medicine distributor
into a comprehensive health service supplier, whose subsidiary Ningbo branch was deliberately
working on the field of medical cosmetology and Big-health. Its imported beauty product (the
company served as an acting distributor) - YVOIRE - had maintained a 100% growth for three
years in series. In 2016, its sales marked a record of over RMB400 million, net profit up to
RMB149 million, a YoY growth of 62.53%.

Pharmaceutical Commerce Business (RMB: mn)
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In respect of expenses, financial expenses reached RMB90 million in 2016, a YoY decline of
RMB120 million. Thanks to the directional private placement of RMB3.47 billion, its financial
situation had been remarkably improved, which mainly contributed to the faster growth of
performance than that of the revenue.

The adjustment of medical insurance catalogue facilitated its fast
growth

According to the medical insurance catalogue of 2017, its three new kinds of medicine would
be included in the catalogue. Acarbose tablet was reclassified from Class B to Class A.
Furthermore, the indication limit of other three products, including Tacrolimus capsule, had
been removed. Consequently, the company had become one of the beneficiaries by the
courtesy of the new catalogue.

Corbrin capsule, firstly classified as tumour auxiliary medicine, now was classified as
supplementary agent for Qi and Blood, which could benefit the future expansion of multi-
department. Moreover, the target market of Corbrin capsule mainly focused on urban public
hospitals. In the future, the promotion of tiered medical project would expand the whole
market. Meanwhile, Fermented Cordyceps Powder project (Phase 1), with annual yield of 1,200
ton, had successfully passed the GMP on-site examination, which could efficiently solve the
capacity bottleneck problem. We believe Corbrin capsule will maintain a growth rate of over
20%.
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The classification of Acarbose was changed fromoBAt The enhancement of
terminal paying capacity may trigger volume effedt present, the largest
manufacturer of Acarbose belongs to its originaeegch supplier - Bayer. However,
Huadong Medicine and Luye Pharma’s products con|dyethe price advantage,
which would not only strengthen its competitiven@sshe bidding, but also help to
increase its coverage in base market, overridiegottiginal research supplier. In the
future, the import substitution effect would bethar enhanced, so the growth of
Acarbose could maintain over 30%.

Bidding price of Acarbose (CNY)
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Bayer Huadong Baoguang

Source: Company reports, Phillip Securities (HK) Research

Besides, Daptomycin and Indobufen were initially included in medical insurance catalogue.
Their trading volume will also be enlarged as the bidding regularly proceed in the future.
Currently, Daptomycin had won the bid in Shanghai. Moreover, new catalogue had cancelled
the indication limit of Tacrolimus oral agent and Cyclosporine, which could benefit their future
expansion of multi-department.

Abundant product reserve

At present, in addition to the fields of enhancement of nephropathy, endocrine, immune
suppression, digestive system and other specialized fields, the company also strived to expand
new fields, such as anti-tumour, anti-infection of severe diseases and cardiovascular disease
and so on. In 2016, the company had obtained 13 clinical approval, including Imatinib Mesylate
tablet and Linezolid tablet, and 4 production approvals of Corbrin granule, Indobufen tablet,
Decitabine raw material and preparation. In addition, in respect of Panlisu powder-needle, the
company, as the first one that submitted ANDA application to American FDA and the
submission was taken. Meanwhile, the company had started the clinical research of Tacrolimus
Capsules overseas. As a result, the product echelon in pharmaceutical manufacturing business
of the company will continue to provide momentum for its future development.

Risks

Price drop of major products exceeded expectation;
Marketing of products fell short of expectation;
The implementation of Two-votes system below expectation.
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Financials

Periodicity: 2014 2015 2016 2017F 2018F

Valuation Ratios

Price Earnings 53.47 36.77 31.01 24.72 20.18
Price to Book 17.81 13.59 6.21 5.13 4.44
Dividend Yield 0.99% 1.34% 1.45% 1.93% 2.26%

Per share data(CNY)

EPS Adjusted 1.74 2.53 3.00 3.76 4.61
Book Value Per Share 5.22 6.84 14.97 18.14 20.95
Dividends Per Share 0.92 1.25 1.35 1.80 2.10

Growth & Margin

Revenue growth - 14.65% 16.76% 18.25% 16.24%
Gross profit growth - 25.20% 18.09% 20.34% 15.70%
Net profit growth - 44.97% 31.88% 26.47% 17.92%
Gross Margin 21.62% 23.61% 23.88% 24.30% 24.65%
Operating Margin 6.91% 7.31% 7.62% 8.07% 8.45%
Net Profit Margin 4.01% 5.07% 5.73% 6.13% 6.46%
Dividend Payout Ratio % 52.87% 49.41% 45.00% 47.82% 45.55%
Key ratios

Return on Assets 9.07% 10.74% 11.18% 12.00% 12.98%
Return on Equity 31.27% 41.88% 28.23% 22.23% 23.59%
Liability ratio 72.04% 71.59% 47.14% 45.00% 45.00%
Effective Tax Rate 19.62% 18.86% 18.43% 18.50% 18.50%

Income Statement(CNY: mn)

Revenue 18,860 21,623 25,248 29,856 34,705
- Cost of Goods Sold 14,783 16,518 19,219 22,601 26,151
Gross Income 4,078 5,105 6,029 7,255 8,555
- Selling, General & Admin Expenses 2,774 3,525 4,105 4,846 5,622
Operating Income 1,304 1,580 1,924 2,409 2,933
- Interest Expense 150 172 78 75 80
- Net Non-Operating Losses (Gains) -20 -24 -50 -45 -50
Pretax Income 1,173 1,420 1,882 2,374 2,898
- Income Tax Expense 230 268 347 439 536
Income Before XO Items 943 1,152 1,535 1,935 2,362
- Minority Interests 186 55 89 106 120
Net Profit 757 1,097 1,447 1,829 2,241

Source: Company, Phillip Securities (HK) Research Estimates

(Financial figures as at 18 Apr 2017)
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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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