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Improved Distribution Network with Medicine Dispensing

Machines Installed in More Hospitals

Hong Kong | Pharmaceutical | Company report

PhillipCapital

Investment Summary gl|\J/|TD
THKD 4.42

(Closing price as at 19 Oct 2017)
TARGET: HKD 5.70 (+29%)

The strong performance of concentrated TCM granoilesness confirmed our positive
view before. As more medicine dispensing machine equipped in hospitals, the
company further consolidates the market positicoh prepares for future competition in
hospital terminal. With acquisition of upstream amolwnstream businesses, we SEE  ANY DATA
progressively integrated value chain. We expecbtight prospect of concentrated TCM

Aot . ; i i OIS SHARES (MN) : 4,431
granules and maintain BUY with our target priceH#D5.70. (Closing price as at 19 Oct  MARKET CAP (HKDMN) : 19,853
2017) 52 - WK HI/LO (HKD): 4.84 | 3.35
Business Overview SHARE HOLDING PATTERN » %
CNPGC. 36.43
Figure: 1H17 Results & Segment Sales Director Wang Xiaochun 8.50
(RMB mn) 1H17 1H16 Change GIC Private Ltd. 7.09
Yang Bin 55
Revenue 3,89¢ 3,19¢€ 21.88%
Gross Profit 2,17C 1,834 18.33% PRICE PERFORMANCE ;M% o v
GPM 55.60% 57.30% -1.70pp China-TCM 022 204 130z
Operating Profit 886 699 26.86% s 212 14 229
OPM 22.70% 21.80% +0.90pp RETURN VS. HSI -
Profit for the period 662 545 21.59% B 1 |-
NPM | 17.00% 17.00% -- &”'""‘MM meg h1 e
Segment Sales 1H17 1H16 Change 'kwu “w,l : iyl -
Concentrated TCM "
oncen 2,543 2,054 23.80% A -
Granules i -
FI ni Shed DruQS 11144 11111 300% So“urceﬂ: Phoi‘llip”Sec:riti;s (:IK) I';’{ese;rchm ’
TCM Decoction Pieces 31 185 493.20%
KEY FINANCIALS
TCM Health RMB FY15 FY16 FY17E FY18E
CC | ealthcare 26 2 1118.70% Net Sales 3709 6,533 8,104 9,496
omplex Net Profit 626 967 1,086 1,443
Source: Company, Phillip Securities EPS,RMB 0.17C 0.220 0.245 0.32€

PER, x 26.2¢ 20.32 1824 13.73
_ _ BVPS, 393 320 336 356
Strong growth in 1H17 results. The company reported turnover/net profit okms

RMB38.99bn/662mn in 1H17, representing nearly 22%% YoY growth. We notice P/BV,x 114 140 133 126
that concentrated TCM granules accounting for 65%ine grew rapidly with 23.8% ROE.% 431 6.78 729 9.19
YoY growth, while finished drugs achieved modesovgh (+3% YoY)in first half, ~Scurce: Company reports, Phillip Securities Est.
Gross profit margin declined by 1.7ppt, which igibttable to the price hike of raw o Analyst

materials and lower profit margins of new busineg36CM decoction pieces and TCM gyrus zhou

healthcare complex). We see that the ample invenstwck helped to mitigate the (8522277 6515)

decreasing trend of GPM, although the inventonnduer days for TCM granules euruszhou@philiip.com.hk

significantly rose (+110 days). The finance costorded 149.4% YoY growth

(RMB85mn) due to RMB4.5bn panda bond issued in Ndar 2016 and June 2017.
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Medicine dispensing machine facilitates market expgeion. Concentrated TCM
granules are distributed by two main channels, haimelividual package and
medicine dispensing machine. Although individuatizge still consisted 70% of
concentrated TCM granules turnover, the revenueutiitr medicine dispensing
machine dramatically increased by 65.7% YoY in 1HWe know from our
checks that the company provides machines freelyigchospitals. Because the
machines are specially designed for the compangM Wranules, it forms a
natural entry barrier for other competitors andrgka a high switching cost to the
hospitals. As up to 30 June, 3072 machines have inséalled in 1740 hospitals.
We expect future sales growth of TCM granules magisirom the progressive
installation of medicine dispensing machines.

Figure: Sales of Concentrated TCM Granules by Célann

(RMB mn) 1H16 Change 1H17 % in
Segment
Turnover

Medicine Dispensing 454 +65.7% 753 29.61%

Machine

Individual Package 1,600 +11.9% 1,790 70.39%

Figure: Medlcme Dlspensmg Machine of China-TCM

Source: Company, Phillip Securities
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Enhanced channel mix of main segmentsOne market concern is that the
implementation of two-invoice system will adversaiypact the agent sales. We
notice that the company continued to improve tharithution channels of two

main segments. For concentrated TCM granules, #venue from primary

healthcare institutions and class Il hospitals éiggually increased in 1H17. And
the company compressed the portion of sales totager20.2% (24.6% in 1H16)

thus further upgrades the quality of distributidracnel. As for finished drugs, we
see the number of tier-one distributors rose wihsltier-two and grass-root
distributors. In long run, we believe that the mflegtened distribution structure
will help the company to strengthen its controlrosed customers.

Figure: Concentrated TCM Granules Sales by Channel

(RMB mn) 1H16 Change 1H17 % in
Segment
Turnover
Class |1l Hospitals 722 +17.04% 845 33.23%
Class Il Hospitals 600 +34.17% 805 31.66%
Primary Healthcare 226 +67.26% 378 14.86%
Institutions
Agents 506 +1.78% 515 20.25%
Figure: Number of Distributors for Finished Drugg8eent
1H16 Change 1H17
Tier-one 1821 406 2227
Distributors
Tier-two and Grass- 994 -89 905

root Distributors
Source: Company, Phillip Securities

Recovering sales of finished drugs with anticipatetiew drivers. The finished
drug business reported RMB1.14bn sales (+3% Yo¥)tagher OPM (18.9% in
1H16, 21.6% in 1H17). The sales of one main pradXieinling Gubao Capsules,
reported 32% YoY decline due to limiting deliveas the company was required
to replacing the packaging of OTC logo. In future tompany is going to nurture
the market of some important products through utigtapackage and covering
more pharm chains. Upgraded package of OTC produoaishelp to build better
brand image and strengthen competitiveness. Alsoptice of newly packaged
products will be higher than old ones. We still cem that the side effects from
zero mark-up policy and secondary price negotiation obvious. Although it is
hard to achieve high growth in future, modest iaseeof finished drug business
can still be expected.

Figure: Seven Exclusive Products on National Esaledtug List

(RMB mn) 1H16 1H17 Change
Xianling Gubao Capsules 348 237 -31.9%
Bi Yan Kang Tablets 99 120 +21.0%
Jingshu Granules 71 104 +46.9%
Yu Ping Feng Granules 112 94 -15.6%
Moisturizing and Anti- 91 88 -3.0%
Itching Capsules

Zaoren Anshen Capsules 44 53 +19.8%
Fengshi Gutong Capsules 29 31 +9.5%

Source: Company, Phillip Securities
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Attractive integrated value chain with fast growing businessesWe see that an

integrated TCM value chain is established and noe8 to expand. In 2016 the
company completed the acquisition of Guizhou Tdagg and Shanghai
Tongjitang, which mainly focus on TCM decoction gae. This contributes to
extension of up-stream business and ensure beittgrot over raw materials for

TCM granules production. Although TCM decoctiongeis only consisted 5% of
topline in 1H17, this segment grows very rapidlyeaiiwhile, the company
continues to upgrade construction line and buila napacity in provinces such as
Zhejiang, Shandong, etc. The company plans to aseréts existing capacity of
Chinese medicinal herb extraction and concentrd@i€dl granules, which is

expected to realize over RMB20bn production valfteraaccomplishment. In

downstream, the company completed the acquisitidd0®& registered capital in

Guizhou Tongjitang Pharmacy Chain, thus furtheraexis the sales network.
With enhanced control over hospital customers dmatmp chains, we expect the
company to achieve better performance in future.

Investment Thesis, Valuation & Risk

Our valuation model suggests a target price of HK$%: Given China-TCM
continuing to enhance the control of upstream, edjpey capacity and
strengthening sales network, we maintain BUY recemsation with our target
price HKD5.7 representing 29% upside.

Figure: Historical P/E ratios from 2015 to 2017
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Source: Bloomberg, Phillip Securities

DownsideRisks | (1): Potential threat from new players in TCM grigsunarket.
(2): Fierce competition in finished drugs.
(3): Local protectionism in some provinces causaskat barrier.
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Financials

FYE FY2014 | FY2015 | FY2016 | FY2017E| FY2018E
Valuation Ratios

Price to Earnings (P/E) 27.63 26.00 20.09 18.04 13.58
Price to Book (P/B) 2.7% 1.12 1.38 1.31 1.24
Per Share Data (RMB)

EPS 0.16 0.17 0.22 0.25 0.33
Book Value Per Share 1.61 3.93 3.20 3.36 3.56
Dividend Per Share - - 0.087 0.10 0.13
Growth & Margins (%)

Growth

Revenue 90.04 39.95 76.12 24.05 17.18
Operating Income 109.41 21.76 110.86 16.49 18.85
Net Profit 108.11] 51.44 54.56 12.32 32.84
Margins

Gross Profit Margin 62.00 59.33 57.98 55.37 55.16
Operating Profit Margin 20.83 18.12 21.69 20.37 21.00
Net Profit Margin 15.59 16.87 14.80 13.40 15.19
Key Ratios

ROE (%) 10.15 4.31 6.78 7.29 9.15
ROA (%) 6.20 2.73 4.11 4.37 5.49
Income Statement (RMB Mn)

Revenue 2,651 3,709 6,533 8,104 9,496
- Cost of Goods Sold (1,007) (1,509) (2,745) (3,617) (4,258)
Gross Income 1,648 2,201 3,788 4,487 5,238
- Operating Expenses (1,22)7) (1,561) (2,438) (2,836) (3,276)
Operating Income 552 672 1,417 1,651 1,962
- Net Non-Operating Gain (63) 17 (113) (198) (79)
Pretax Income 489 689 1,304 1,453 1,883
- Income Tax Expenses (70) (119) (217) (247) (320)
- Minority Interest 2 (19) (120) (120) (120)
Net Profit 413 626 967 1,086 1,443

Source: Bloomberg, Phillip Securities (HK) Research Estimates

(Financial figures as at 19 Oct 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 pge
<-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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