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Investment Summary

- Strong sales network with increasing direct an@idgpromotion;
- Professional management and sales team with gmaidol over selling cost
- Promising pipeline is likely to serve as futureygth momentum.
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Accumulate

CMP: HKD 16.00
(Closing price as at 22 Nov 2017)

TARGET: HKD 17.93 (+12.1%)

Business Overview COMPANY DATA

OIS SHARES (MN) : 2,487
China Medical System (CMS) is a China-based phaentamal services company, MARKET CAP (HKDMN) : 40,244
engaged in the marketing, promotion and sale o$quigtion drugs of overseas andP? - WK HILO (HKD): 16.26 / 11.64

domestic specialty pharmaceutical companies. CM$ faanded in 1995 and listed on

HK main board in 2010. In 2002 it started to proendtugs namely Deanixt (for mild tO gyare HOLDING PATTERN » %
moderate depression and anxiety) and Ursofalkdi&solution of cholesterol gallstonespirector Lam kong 43.53

in the gallbladder) in China, and now has 19 maodpcts sold in PRC market. Its sales

achieved FY12-16 CAGR of 28.9% with net profit reing FY12-16 CAGR of 26.6%.

Figure: Business Model of CMS
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Progressive Product Introduction Strategy.
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KEY FINANCIALS

RMB mn FY15 FY16 FY17E FYI18E
Net Sales  3,553.c 4,900.¢ 5,373.C 6,1167
Net Profit 995.¢ 1,375.¢ 1,779.: 1,964.
EPS, RMB 0.4C 0.5¢ 0.72 0.7¢

PER, x 33.6c 245t 18.9¢ 17.1¢
BVPS, 2.1z 2.5C 2.9t 3.42
RMB

P/BV, x 6.3¢€ 5.4¢ 4.6C 3.97
ROE, % 18.98 22.1t  24.2¢  23.0¢

Source: Wind, Company, Phillip Securities Est.

Research Analyst

CMS focuses on obtaining exclusive promotion arhgerights from international and eurus zhou
domestic pharmaceutical companies for in-licensediyxts with high growth potential. (+8522277 6515)

The company leverages on its internal and extensdurces to identify products tha

teuruszhou@phillip.com.hk

have relatively high gross profit margin, clearrtipeutic efficacy and significant market

potential or unmet needs in PRC. CMS introducesqghalified medicines to China

through obtaining product rights, Chinese markgts, or signing exclusive agreement.
The company also builds the hierarchical produttb@uction strategy, which lays solid
foundation for sustainable growth in different €|sgIn short run, CMS introduces

products that can be immediately launched in markdtile in medium term the

company tends to select products which have baarcheed in overseas markets, but
have not gained China Import Drug License (IDL).aWehile, the company chooses
innovative products at late stage of R&D as longatpipeline products. We think that

acquiring innovative drugs at late R&D phase hdtpsave research cost and avoids

failure risk in early research stage.
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This progressive introduction strategy contributedthe quick development in
track record period. We see that from 2012 to 2@té,company continued to
enrich its product portfolio and realized toplineowing at CAGR 28.9%.
Although the China medical reforms to some degerese price pressure on some
drugs, the company still remains relatively strgmgcing power given the wide
usage and proven efficacy of the main productso Adsnsidering relatively high
profit margin of CMS products, we still expect guibom of future profit despite
of price cut due to drug tenders.

Professional Sales Management and Extensive Disttibon Network.

CMS staff all have educational background in medicor pharmacology, and
most of them possess profound clinical experiedeeto the end of 2016, the
company has built a sales team with 2,800 salesmegring 44,000 hospitals and
institutions. CMS promotes products through maireati academic promotion
network and agency promotion network.

One market concern before is that CMS may be adlempacted as a drug
distributor after the rollout of two invoice systein fact, CMS will deliver the
“first invoice™ given it introduces foreign drugseh sells to domestic hospitals.
For drugs produced by subsidiaries which CMS cdmtiess than 50% shares,
CMS changes its buy-sell model into charging preomoservice fee or royalty fee
(mainly for drugs including Plendil, XinHuoSu, Nuidang and Imdur). As for
agency channel, the company continues to enhararegtional service model
which is hospital-based and seek to achieve lomg-partnership with agencies.

Figure: Two Main Promotion Channels

Direct Academic Promotion Agency Promotion

Covering over 44,000 hospitals and
medical institutions

Covering around 7,900 hospitals and
medical institutions

Further refined markets, continuously
optimizing the district structure of the
product lines, which made the resourcg
allocation in district levels more rationa

Made active response and adjusted
strategic deployment to cope with the
> increasing fierce industry

|

Enhanced various trainings periodically
to ensure the promotional staff become
more professional, effective and in

compliance with laws and regulations

Actively engaged in training-oriented

> business development, focusing on
integrating training into all aspects of
contact with agents, strengthened internal
management and optimized the incentive
system

Continuously optimize ERP system an
incentive system, making sales

representatives focusing more on mark
creation ability

 Successfully completed the shift from the
traditional district agency model to the
gbromotional service model based on
hospital by using XiDaKang as a pilot

product

*As up to 30 June 2017.
Source: Company, Phillip Securities

Comprehensive Product Portfolio.
The company now has 19 products

by direct academic channel. Majori
Reimbursement Drug List (NDRL)

in its product ixpf which are promoted
ty of its produeire included in National
or Provincial Reimfement Drug List

(PDRL). In 1H17, top four products contributed @4 of total sales.
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Plendil (JX7£%), introduced in 2016, is a new product under the®iNetwork
with a 20-year exclusive license for the commeizadion in China. Plendil is an
original product and used to treat hypertensionstallle angina pectoris. It is the
sustained release formulation of Felodipine, whickmtrols the blood pressure
smoothly with clear efficacy and low rates of imstas of side effects. Plendil
recorded sales of RMB935mn/643mn in 16/1H17, whiclestimated to realize
10%/9% YoY growth in 17E/18E. (2017 growth ratebased on adjusted 2016
result, given the product started to contributingetvenue in Mar 2016.)

Deanxit (Z£77#7) is used in the treatment of mild to moderate depom and
anxiety and is on the NRDL. According to IMS daia?2016, Deanxit is the most
prescribed antidepressant drug in China. Deanxioroed sales of RMB
917.9mn/483mn in 16/1H17, representing 1.5%/18% Ygréwth. The low
growth rate in 2016 was attributable to the witldraf tender in Guangdong due
to low price. Considering it again entered into Gy@dong market in April 2017,
we expect sales of Deanxit to gradually recoves flgar and grow at 20%/10%
YoY in 17E/18E.

Ursofalk (/£175) is for the treatment of cholesterol gallstonethim gallbladder,
cholestatic liver disease and biliary reflux gaistrilMS data shows that in 2016,
Ursofalk is the best-selling ursodeoxycholic acidgdin China, and ranked No.1
in terms of sales among digestive products in PRGlagogue market. The
product posted turnover of RMB771.9mn/442.2mn ilLHA.7 with 16.7%/24.6%
YoY growth. We expect Ursofalk to maintain 25%/20§towth in 17E/18E
through continuing to raise its hospital coverage.

XinHuoSu (#7/%73%) is a National Class One biological agent whichsied to treat

acute heart failure. It is recommended by the fidstute Heart Failure Diagnosis
and Treatment Guideline” in PRC, and has gradublgome the standard
medication for treating acute heart failure. XinlSuwo reported sales of
RMB537.4mn/304.5mn in16/1H17, and entered into NDiRLJuly 2017. We

estimate that the sales volume may show notabletgraith the rollout of new

NDRL next year, while the price drops by 40% dudhi® negotiation. Given its
potential sales volume growth and price cut, wérete Xinhuosu to grow at
38%/15% in 17E/18E.

Figure: CMS Product Mix under Direct Academic Praoimo Network

Drugs Function Year of Hospital % in NDRL
Introductio | Coverage | Sales
n
Plendil Hypertension and stable 2016 20,000 23.9% Yes
angina pectoris
Deanxit Mild to moderate 1997 18,000 18.0% Yes
depression and anxiety
Ursofalk Cholesterol gallstones ir 1998 8,000 16.5%| Yes

the gallbladder,
cholestatic liver disease
and biliary reflux

gastritis

XinHuoSu | Acute heart failure 2008 1,800 11.3% Yes

Salofalk Ulcerative Colitis and 2008 3,600 5.2% Yes
Crohn’s disease

Bioflor Diarrhea in adults and 2010 2,500 4.5% -
children

Stulln Senile macula 2007 6,000 3.9% -
degeneration and
asthenopia

Dancher- | Antisepsis and ar- 2015 3,500 2.8% Yes
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Tong inflammation
Hirudoid Blunt traumata 2015 5,300 2.3% PDRL
NuoDiKan | Activating blood 2015 3,600 2.1% Yes
g circulation, freeing blood
vessels, alleviating pain,
Coronary heart disease
and angina
Combizy | Dyspepsia 2015 1,000 1.29 Yes
m
GanFuLe | Liver cancer, cirrhosis 2008 - 0.9%%| Yes
and liver fibrosis
Imdur Anti-ischemic 2016 5,500 0.6% Yes
Parlodel Hyperprolactinaemia 2014 900 0.5% Yes
Lamisil Superficial fungal - - 0.1% Yes
infection
Movicol Constipation - - - -
Total - - - 93.8% -
Figure: CMS Product Mix under Agency Promotion Natkv
Drugs Function % in Sales NDRL
XiDaKang Hypoproteinemia and kakotrophy 2.7% PDRL
YiNuoShu Respiratory diseases 2.7% Yes
YinLianQin | Clearing away heat and toxic substances jand 0.1% Yes
g-GanKeli | regulating liver and spleen
Total - 5.5% -
*Sales data is 1H17 results. Coverage data is &s epd of 2016.

Source: Company, Phillip Securities

Promising Pipeline with Potential Future Driver

Tyroserleutide (CMS024) is a National Class One New Drug for the treatnuoént
liver cancer. The research company Kangzhe R&Drotbet by the Chairman
Lam Kong is processing the research and listed eosn@MS will have the rights
of production, sales and promotion of CMS024. Thisreno R&D expenses
incurred by the listed company, but a royalty fepresenting 13% of the sales
will be paid to research firm after the successtuhmercialization of CMS024.

In 2014, the phase lll clinical trial of CMS024 wasblinded, and the preliminary
statistical analysis suggests that the trial fatledachieve its aim to register for
selling the drugs in the China market. After theblurding, Kangzhe R&D

pursued the follow-up study and a statistical digance of survival time between
the treatment group and placebo group in this suimhas been observed. It
shows that CMS024 has a tendency of prolongingivlréime of liver cancer

patients with no tumor thrombosis. CMS024 now idamthe phase Il extended
clinical trial which was still in the patient redment stage and progressed

smoothly.
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Traumakine is for the treatment of acute respiratory dist®gsdrome (ARDS).
ARDS is one of the common acute and critical ciahidiseases with no targeted
drug treatments currently. Morbidity of ARDS is 590,000 yearly in China and
the mortality is high (China 50%, Europe and Aner85-45%). Traumakine is
developed by a Finland firm and the listed compaeguired the product assets in
China. The company will pay the research instituioroyalty fee in respect of a
percentage of its net revenue in China after tleeessful commercialization of
the product. Traumakine has finished phase I/iicél study in UK, and the
phase Il clinical trial is divided into two sep#&astudies conducted sequentially
in time.

We estimate that if the clinical trial and applioat for production process

smoothly, these two drugs are likely to be comnadimed in around two to three

years. These new drugs with great market poteateabxpected to become future
growth momentum given its innovation and CMS’s tauiiding promotion power.

Financial Analysis

Excluding the effect of two invoice system, the gamy reported revenue/net
profit of RMB2.7bn/925mn representing 35%/33.5% Yghowth. From 2012 to
2016, CMS’s revenue/net profit grew quickly at CA@R.9%/26.6%. CMS
generally maintained stable profit margin in recgears, and from 2015 both
GPM & NPM continued to improve and reached a reduigh in 1H17. We
predict each product growth to derive turnover @2 and 2018 and assume that
profit margin will generally maintain steady.

Figure: Revenue and YoY Growth from 2012 to 2017
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Figure: GPM & NPM from 2012 to 2017
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CMS recorded 5-y average selling/administrativeesse ratio of 21.9%/5.65%,
while in 1H17 attributable to improving managemefficiency and economies of
scale, these two ratios declined to 19.6%/3.6%uebwey the effect of two invoice
system. We estimate selling/administrative expetség 20%/3.5% in following
two years.

Figure: Selling Expenses from 2012 to 2017

1,400,000 30.00%
0,
1,200,000 Jiagy 2291% 23.95% 25.00%
20.41% 20.79% <H727
1,000,000 ’ 42.60%
20.00%
800,000
15.00%

600,000
10.00%
400,000
200,000 I 5.00%
0 0.00%

2012 2013 2014 2015 2016 1H17

mm Selling Expenses (RMB'000)  ==9% in Topline
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Figure: Administrative Expenses from 2012 to 2017
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Source: Company, Phillip Securities

Investment Thesis, Valuation & Risk

Our valuation model gives price target of HK$17.93 which is based on PE
analysis and estimation of each product growth7B/18E without effect of two
invoice system. We think future growth momentunisiag from: 1) Increasing
penetration of current products. For example, Xio8lu, consisting 11.3% of
1H17 topline, generated 60% income from 100 hokpithile it totally covers

1,000 hospitals. Given CMS’s products have notadffcacy and most are
included in NDRL/PDRL, we see great potential fraisting products to
improving their current penetration. 2) Expandirigtribution network to cover
more hospitals and cities. With the further impletagon of hierarchical medical
system, the drug market is expected to experiencthelr flourishing with

development of county level hospitals and grass-healthcare institutions. We
expect that CMS continues to proactively conduetdamic promotion in more
lower-tier market to boost its sales. 3) Promigigeline products are likely to
underpin the market confidence to its future grostmsequently deriving more
favorable valuation(Closing price as at 22 Nov 2017)

Figure: Historical PE from Nov 2012 to Nov 2017
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Source: Bloomberg, Phillip Securities
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Downside | (1) R&D results of new products are not satisfagtor
Risks (2) Failed to obtain rights to promote new produict€hina;

(3) Failure in winning bids in government-mandateader
processes;

(4) Price cut of main products adversely affectaltsales
given high product concentration.
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Financials

FYE FY2014 FY2015 FY2016 FY2017EEY2018
Valuation Ratios

Price to Earnings (P/E) 31.3¢ 33.6% 24.5t 18.9¢ 17.1¢€
Price to Book (P/B) 823 638 543 460 3.97
Per Share Data

EPS (RMB Cents) 433C 4037 553z 7155 78.9¢

Book Value Per Share (RMB) 1.65 2.13 2.50 2.95 3.42
Dividend Per Share (RMB 13.65  16.1€ 22.4%  28.61 31.6C

Cents)

Growth (%)

Revenue 30.9t  20.6t 37.9z 9.63 13.84
Operating Income 489 21.3z 48.11 2497 10.7z
Net Profit 64.17 -4.46  38.2¢ 29.0€ 10.4c
Margins (%)

Gross Profit Margin 56.1¢ 57.5&¢ 59.4z 60.0C 59.0C
Operating Profit Margin 29.57 29.74 31.9¢ 36.4C 35.4C
Net Profit Margin 35.41 28.04 28.1z 33.1C 32.11
Key Ratios

ROE (%) 26.25  18.9t 22.1: 24.2¢  23.0¢
ROA (%) 23.8¢ 17.6z 16.9¢€ 9.7C 9.23
Income Statement (RMB Mn)

Revenue 2,945.1 3,553.2 4,900.¢ 5,373.C 6,116.7
- Cost of Goods Sold 1,290.t 1,507.% 1,988.¢ 2,149.: 2,507.¢
Gross Income 1,658 2,046.1 2,911.¢ 3,223.¢ 3,608.¢
- Operating Expenses 783.7 9894 1,346.¢ 1,268.C 1,443.t
Operating Income 871.C 1,056.7 1,565.C 1,955.¢ 2,165.:
+ Net Non-Operating Gain/Loss 258.t 74 -64.6 -590.8 -65.0
Pretax Income 1,129.f 1,064.1 1,500.¢ 1,895.¢ 2,100.4
- Income Tax Expenses 86.5 67.6 122t 117.¢  136.t
- Minority Interest 2.71 0.53 1.98 -0.87 -0.87
Net Profit 1,045.7 995.¢ 1,375.¢ 1,779.2 1,964.7

Source: Wind, Phillip Securities (HK) Research Estimates

(Financial figures as at 22 Nov 2017)

Page | 9 | PHILLISECURITIES (HK) RESEARCH



P PhillipCapital

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.

© 2017 Phillip Securities (Hong Kong) Limited
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