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Acquiring Giant Distributor Cardinal China with DTP

Pharmacy Business to Develop Quickly
ecembper
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Investment Summary BUY

In November the company announced to acquire Calrd®hina, another giant ~ppukpiga2
pharmaceutical distributor in PRC, which will fuethconsolidate its leading position in Closing price as at 6 Dec 2017)
distribution market and accelerate the developroéits DTP business. We see modes(t

growth in 9M17 results with improving profit margiand quickly development of TARGET HKD25.2 (+29.76%)

manufacturing segment. Assuming 14x PE, we givgetaorice of HKD25.2 and "BUY COMPANY DATA

rating with 29.76% upsidéClosing price as at 6 Dec 2017) OIS SHARES (MN) - 765.9
MARKET CAP (HKDMN) : 15,164.7
52 - WK HI/LO (HKD): 236 / 16.7

Business Overview

Stable growth in 9M17 results.As up to end of Sep, the company delivered revefiue g, ace HoLbING PATTERN » %

RMB99bn (+9.41% YoY) and net profit attributable stdareholders of RMB2.69bn g, 349
(+9.42% YoY), while net profit recorded 14.26% Ya)fowth excluding effect of credit Suisse Group 13.0
declining JV earnings. The profit from JV decreassd10.67% YoY due to rising JP Morgan. 9.91
expenses for new products and price cut of somgsdiYe see improving operation Withslock . 87
rising net operating cash inflow of RMB1.85bn (b8 YoY). Blackroc 7.06
o ) ) o ) PRICE PERFORMANCE » %
Acquisition of foreign-capital distributor in PRC. On 15 November, the company ™ M 1y
announced that its subsidiary would acquire 100% afdinal China at a price aroundshanghai Pharma  -1.32  1.12 3.39
USD557m. Cardinal China is a foreign-capital phavewgical distributor in China, H'S -1.31 22 2507
covering 322 cities and offering service to 11,00@dical institutions and other .. ..o .o
downstream customers. The acquisition will enaledompany to vertically strengthenzsz=——— : _
its network in Shanghai, Beijing, Zhejiang and aqon®re end-user clients. Meanwhile, Z %,\ :
it will also expand blank regionals such as Tianfiinongging and Guizhou, which helps .\Tﬁ,{g"‘q Pwara® i
the company to expand its distribution network tb®ovinces. After completing the o e F 1 -
acquisition, the company will own the most agemégaries of imported pharmaceuticals H«}Wwﬂ *“'ww'"' W
and become one of the largest agents and distribofomported pharmaceuticals. We*ki_,:,-‘“'
estimate that inclusion of Cardinal business willaege the distribution revenue by W
€.15% in 18E. : - : :
Source: Phillip Securities (HK) Research
Figure: Shareholding Structure after Acquiring KEY FINANCIALS
, RMBmn _ FY15 FY16 FY17E FY18E
Shanghai Pharma Net Sales 105,517 120,765 133,040 158,824
Onshare Net Profit 2,877.0 3,196.5 3,564.3 4,157.4
——————————————— i——————--—————----- EPS,RMB  0.9€ 107 11¢ 132
Offshore PER, x 18.1¢  16.3z 14.6%t  12.5¢
Century Global ‘ BVPS, 12.57 13.7C 14.6: 15.71
RMB
‘ P/BV, x 154 14z 133 124
- - ROE, % 851 8.6 9.06 9.84
Cardinal Malaysia Source: Company reports, Phillip Securities Est.
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Medical reforms facilitate DTP business.DTP (direct to patient) Pharmacies
purchase drugs from manufacturers then accordirgdptbors™ prescriptions sell
drugs to patients and offer delivery services. Maldieforms policies, involving
limiting drugs sales revenue percentage for putdispitals and zero mark-up on
drug price, encourage hospitals to transfer a parirug sales business out.
Pharmacies nearby hospitals and DTP pharmaciesxpeeted to share the market
of prescription outflows from hospitals. Pharmaciesarby the hospitals enjoy
geographic advantage as they are close to hospitdlsaccessible for patients to
purchase drugs after seeing the doctors. They gitemide a wide range of
products, but offer limited value-added servicesPbharmacies mainly provide
new special medicines for diseases of high incidewith high gross profit margin
and high customer loyalty. At the same time, DTRarptacies offer chronic
disease management service to meet patients” ésngHealthcare needs as well
as other professional and related services. Wek ttiiat under the two-invoice
system, the manufacturers are willing to directbcess to end users. Selling
through DTP pharmacies can help manufacturers tucee intermediate
distributors and collect patients’ feedbacks easilyile patients can also enjoy
more customized services.

DTP business is expected to develop quickishanghai Pharma has more than
40 DTP pharmacies in eastern and northern Chinde Wifardinal China owns 30
DTP pharmacies in 22 PRC cities. Shanghai Pharnmaaalket leader owns rich
upstream resources and Cardinal China traditiorfely advantages in importing
foreign new drugs. After the acquisition, the compavill have the biggest DTP
pharmacy chain in PRC with comprehensive domesitit international medical
resources which can better satisfy patients’ nfsdeew special medicines.

Figure: Main Listed Companies Owning DTP Business

Code Firm Pharmacy Chian No. of DTP Coverage
Pharmacy
2607.HK Shanghai Shanghai Zhongxie, 70 Eastern China
Pharma Cardinal
3320.HK CR Pharma | Yibaoquanxin Pharmacy 81 27 Provinces and
Cites
000028.SZ | CNA Guoda Pharmacy 16 Southern China
603368.SH | Liuzhou Liuzhou Guizhong 17 Guangxi Provinces
Pharma Pharmacy
600713.SH | Nanjing Nanjing Pharmacy - -
Pharma
603883.SH | Laobaixing | Laobaixing Pharmacy - -
002727.SZ | Yixintang Yixintang Pharmacy - Southwestern China
603939.SH | Yifeng Yifeng Pharmacy - -
Pharmacy
000650.SZ | Renhe Beijing Jingwei - -
Pharma Pharmacy

Source: Company, Phillip Securities
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Distribution business recorded stable growth.As up to the end of Sep,
Shanghai Pharma’s distribution business reportezhtee of RMB87.9bn (88.7%
in total revenue) representing 8.33% YoY growthhwiet profit reporting 11.38%
YoY growth. We attribute this to the influence afakinvoice system, which

dragged the revenue growth with limited effect oofip The gross profit margin

and operating profit margin both improved for disition segment (+0.09ppts/
+0.12ppts). The company's sales network directiyer® 24 provinces and cities
in China and 27,712 medical institutions (includihg25 Class IIl hospitals and
727 CDCs). Meanwhile, Shanghai Pharma continuegpand the hospital supply
chain innovation services, with SPD business adt¥fedontracted hospitals, 162
co-hosted hospital pharmacy and 48 medical ingitatco-pharmacy in first half.

We see the income from hospitals accounting fo8B%. of pure sales. Its retail
business also develops quickly owning 1,855 chaptedmacies in 16 provinces
with Shanghai Huashi Pharmacy being one of th@eetawith the largest number
of pharmacies in East China.

Manufacturing business grew quickly. The manufacturing business posted
revenue of RMB11.15bn as up to 9M17 with YoY growth18.7%, while net
profit recorded YoY growth 15.51%. We attributesthib sales hike of core
products and we see both GPM and OPM increased @pfits/+0.77ppts) for
manufacturing segment. The company now produces&3@ kinds of drugs and
20 kinds of dosage forms, mainly focusing on digestand metabolism,
cardiovascular and cerebrovascular, whole bodyiafgction, mental nerve and
anti-tumor. We expect the manufacturing busineseadmtain quick growth as the
company adheres to focus on key products and tngitien the academic
marketing-oriented strategy. Sixty key productsorggd sales of RMB5.86bn
(+12.16% YoY) making up 56.32% of segment turna®&r64% in 9M17) with a
better GPM 70.6% (+1.62ppts). We expect 26 key yetedto achieve more than
100mn sales in 17E.

Pipeline progresses.n 3Q17, the application of Class | innovative drug
“SPH3348 active pharmaceutical ingredients andtdatdet” was approved for
clinical trials. Class | new biological productsrfdreatment purpose -
“recombinant anti HER2 humanized monoclonal antjpodmposition” used for
injection purpose obtained clinical approval. Wee ghat Shanghai Pharma
attaches importance to R&D and has establishedetatipe relationships with
many research institutions. In first half, R&D erpes accounted for 4.97% of
manufacturing segment turnover. We expect furthegmesses made in future.
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Investment Thesis, Valuation & Risk

Our valuation model suggests a target price of HK#.2. The company enjoys
lower PE ratio (13.2x) than peers (industry aver@de??), with better operational
indicators and lower selling expense ratio. We jotetiat the net profit growth in
17E/18E to be 11.5%/16.6% (considering Cardinatatfbon 2018 results), and
give the target price of HKD25.2 assuming PE 14x.

Figure: Key Ratios of Peers

Selling
Code Firm Mar.Cap PE EPS Days De_lys Days Expense
mn RMB Inventory Receivables Payables Ratio %
2607.HK Shanghai 72,056.4( 13.2C 0.72 50.56 82.63 74.08 5.43
Pharma
Weighted Average using Mar.Cap 21.22 0.79 47.71 90.0€ 54.65 5.61
1099.HK Sino Pharm 84,949.8: 15.3¢9 1.00 35.54 102.4z 75.4€ 2.40
3320.HK CR Pharma 62,530.8¢ 20.87 0.25 50.81 113.37 - 6.66
000963.SZEast China 49,811.2¢ 28.62 1.07 53.94 59.92 60.8C 13.57
Pharma
600998.SHIZT 34,721.67 25.27 0.49 55.89 58.8C 46.88 2.85
600056.SHChina 26,092.4: 21.93 0.61 66.96 94.3C 84.0€ 3.41
Meheco
000028.SZCNA 24,380.8: 20.55 1.30 39.14 73.57 68.99 5.41
603368.SHLiuzhou 8,416.1¢ 22.1C 1.28 42.06 134.0 113.51 1.88
Pharma

*Market cap and PE (TTM) are as up to 5 Dec 201theOratios are from Wind
calculated using 1H17 results. (Selling ExpenséoRabelling cost/ Revenue)
Source: Wind, Phillip Securities

Figure: Historical Price and P/E ratios
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Downside Risks | (1): Growth of distribution business fails our egfaion;
(2): Slow than expected progress of the acquisition
(3): Rising R&D expenses.
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Financials

FYE FY2014 FY2015 FY2016 FY2017E FY2018E
Valuation Ratios

Price to Earnings (P/E) 20.23 18.15 16.32 14.65 5@2.
Price to Book (P/B) 1.68 1.54 1.42 1.33 1.24
Per Share Data (RMB)

EPS 0.96 1.07 1.19 1.33 1.55
Book Value Per Share 11.57 12.57 13.70 14.63 15.71
Dividend Per Share 0.29 0.33 0.36 0.40 0.46
Growth (%)

Revenue 18.43 14.20 14.45 10.17 19.38
Gross Profit 11.34 12.19 10.84 13.92 19.38
Operating Income 10.51 18.54 4.22 22.68 15.62
Net Profit 17.05 11.03 11.11 11.51 16.64
Margins (%)

Gross Profit Margin 12.09 11.88 11.51 11.90 11.9
Operating Profit Margin 3.32 3.44 3.13 3.49 3.38
Net Profit Margin 2.80 2.73 2.65 2.68 2.62
Key Ratios

ROE (%) 8.33 8.51 8.68 9.06 9.84
ROA (%) 4.03 3.87 3.86 4.03 4.38
FYE FY2014 FY2015 FY2016 FY2017E FY2018E
Income Statement (RMB Mn)

Revenue 92,398.9 105,516.6120,764.7 133,040.5 158,823.7

- Cost of Goods Sold 81,223.4 92,979.1 106,867.717,208.7 139,923.7
Gross Income 11,175.5 12,537.5 13,896.9 15,831.8 ,9008)

- Operating Expenses 8,112.2 8,906.4 10,112.4 81718 13,531.8
Operating Income 3,063.3 3,631.2 3,784.6 4,643.1 36&%2

+ Net Non-Operating Gain/Loss -238.1 -256.7 -675.4 -417.7 -417.7
Pretax Income 3,301.4 3,887.9 4,459.9 5,060.8 5978%
- Income Tax Expenses 807.7 807.5 809.2 921.0 10058
- Minority Interest 400.9 487.4 633.3 575.5 575.5
Net Profit 2,591.1 2,877.0 3,196.5 3,564.3 4,157(4

Source: Bloomberg, Phillip Securities (HK) Research Estimates

(Financial figures as at 6 Dec 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.

© 2017 Phillip Securities (Hong Kong) Limited
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