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Investment Summary

Yunnan Baiyao is a pharmaceutical firm engaged &DRproducing and distribution. Accumulate (Initially)
Baiyao, developed in 1902, is a famous anti-infectand hematostatic traditional c\P RMB99.34

Chinese medicine (TCM). The Baiyao formula is atestavel secret with a strong (Closing price at 14 Dec 2017)
customer base and high brand awareness. Recest ylearcompany based on BaiyaorARGET RMB117.7 (+18.5%)
series develops other medicines, cosmetic produadsnourishing healthcare products, ' '
as well as exploits distribution business. The camyprecorded FY07-16 revenue/net., o.\\v paTa

profit CAGR of 20%/27%, and we expect it to mainteglatively high growth with EPS /5'shares mn) 1.041.4
RMB3.13/3.55 in 17E/18E. Assuming PE 33x (roughdy [ 2y historical average plusmaRKET CAP (RMBMN) : 103,453
1.5x standard deviation), we initiate TP of RMBI1With 18.5% upside, "Accumulate’ 52 - WK HILO (RMB): 109.87/70.56
recommendationClosing price at 14 Dec 2017)
Business Overview SHARE HOLDING PATTERN » %
Yunnan Baiyao Holdings 41.52
Yunnan Hehe 10.09
Bright Outlook of Manufacturing Sector Egﬁaﬁuadu 3;2‘3
With Baiyao series as cornerstone, the company skesyploring great healthcare Chen shufa 0.86

industry involving Western and Chinese medicinesl aaw materials, personal

healthcare products, TCM, etc. The company now ofhproduction lines producing PRICE PERFORMANCE » %

X . 1M 3M 1Y
over 19 formulas and 390 products. The manufagusector delivered FY11-16 V- e i ™ 03 1576 434
revenue CAGR of 15.68% with 61.8% average groséitpmargin (GPM). In 1H17, sua 3.9¢ 2.3¢ 1.8t
manufacturing sector recorded sales RMB4.97bn (42%opline) with 9.5% YoY
growth and 66% GPM (+4.79ppts, 1H16: 61.23%). RETURNVS.SHA _
Figure: Segment Turnover and Gross Profit Margin T W«p e
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KEY FINANCIALS
5,000,000 62% RMB/mn FY15 FY16 FY17E FY18E
Net Sales 20,738 22,411 25,880 29,338
4,000,000 . NetProfit ~ 2,771 2920 3.263 3,699
3.000.000 60% EPS,RMB 2.6  28C 312 35t
P PER, X 37.3t  35.4¢ 3171 27.9i
2,000,000 BVPS, 12.9C 151C 17.5¢ 20.2¢
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0 56% ROE, % _ 20._4_5 18.4_5- 17.84  17.5€
Source: Wind, Phillip Securities Est.
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Source: Company, Phillip Securities

(1) Medicine segmentMedicine segment reported RMB4.98bn sales (22%6pline) in
2016. Three main products, namely Yunnan Baiyaal{zad, aerosol preparation and
ointment, were ranked NO.1 in terms of sales volameng peers in PRC market. Sales
of another main product Qinxuekang oral solutisoajrew fast in 2016. In future, the
company will strengthen promotion of key produstdect and nurture around 10 special
products of great market potential as future gromtimentums. We estimate this sector
to remain 3% YoY growth in 17E/18E.
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(2) Healthcare product segmentThis segment reported 2016 sales RMB3.76bn
(17% in topline) with FY11-16 CAGR over 25%, involg products like
toothpaste, shampoo, and sanitary towels. The uB@yao Toothpaste makes
up 16.5% national toothpaste market, ranking atIN&nong native brands. To
further expand client base, the company launchedtoethpaste products for kids
and pregnant women in 2016. For shampoo produassee continuous sales
growth of Yangyuanging series and new series lik®niishui, Essential Oil
launched in 2016. This year leveraging on the arflte of hot IP like =4 = {tt,
+#EHk{L", the company launches related products to attracte young
customers. Meanwhile, we see sanitary towel salesrwes to climb. In addition
to existing Rizi series, the company starts to @xkphiddle and high end market
with new brands such as Feiyang and Xinanshu. Begdidditional channels like
supermarkets, Yunnan Baiyao's healthcare produetslao distributed through
online flagship shops on mainstream platforms. Thmpany sets up Internet
promotion center in Hangzhou city in order to aecate business development
under E-commerce environment. We predict this segneequickly grow at 15%
YoY in 17E/18E, given the strong brand image of amm Baiyao and intensifying
distribution network under the consumption upgraided.

(3) TCM resource segmentTCM segment reported RMB944mn sales (4.2% in
topline) in 2016 with FY13-16 CAGR of 39.7%. Thetural geographical
environment and climate bring Yunnan the uniqueaathge of biological
resources with most plants species among Chinestpes. Given its advantages
in TCM industry, the company has built planting émsf Chinese medical
materials through strategic cooperation or JV. Meddle, it explores offline
channel in Yunnan through providing consumers pitfcisely customized TCM
products and healthcare services. We project dgment to grow at 30% YoY in
17E/18E given the relatively small base.

Distribution Sector Rapidly Growing

We see distribution sector grew at CAGR 14.8% dufiY11-16 with average
GPM of 6.81%. In 1H17, distribution business reeardRMB6.92bn revenue
(58% in topline) with 17.5% YoY growth and 7.07% BR+1.06ppts, 1H16:
6.01%). Yunnan Baiyao is a regional distributiorader with three main
subsidiaries as distribution platform (namely Yumr@harmaceutical Company,
Yunnan Baiyao Pharmacy and one E-commerce compé&ay)the traditional
offline channel, the company has covered all magdioal institutions in PRC and
all hospitals above county level within Yunnan Rnge. At the same time, the
company continues to enhance e-commerce businessgth cooperation with
Tmall, Taobao, JD, Wechat, etc. In future, the canypwill provide more
customized service to hospitals of county and atbewels and boost businesses of
retail pharmacy chains, hospital pharmacy trusipesimnd online shops. We
expect the distribution sector to grow at 15% i&/I'BE.
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Figure: Segment Turnover and Gross Profit Margin
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Source: Company, Phillip Securities

Composite Ownership Reform Underpins Growth at NewStage

Currently, Yunnan Baiyao Holdings Limited (YBH) dools 41.52% of the listing

company shares. YBH was wholly-owned by the Stateenl Asset Supervision
and Administration Commission (SASAC) of Yunnan Wmngial Government.

After composite ownership reforms, YBH is now owrnsdSASAC, New Huadu

and Jiangsu Yuyue (45%, 45%, 10%). The stake redgidon not only

introduces abundant cash (c.RMB30bn) into YBH, &lisb helps to build up
market-oriented governance structure, under whitlha directors, supervisors
and management team are appointed according tcetiraton principal, with no

one enjoying politically administrative titles. berms of the strategic investor,
Jiangsu Yuyue, controlling listed firms i.e. Yuyudedical (002223.S2),

Wandong Medical (600055.SH), is a leading privategorise in fields of medical
image and household healthcare. After Jiangsu Yyarécipated in Wandong
Medical's reform in 2014, Wandong in 2016 realined profit of RMB71.54mn,

which was nearly three times to 2014 NP. In futume, expect that market-
oriented decision making system and synergies iustlstrategic investors can
serve as new growth momentums.

Improved Compensation to Management Team

We see the compensation to management kept belerager level in past. The
management salary in 2016 totaled RMB7.74mn makim@nly 0.265% of net
profit attributable to shareholders, while the isoly average was around 0.92%.
In November 2017, the board of directors approwed teform schemes about
compensation to management and independent disefidrich specified that
annual allowance for per independent director sh@uhount to RMB 216,000
after tax). We estimate that the current compemsasi around industry average,
and we expect that the incentive plan can encoutiagenanagement to work
more proactively for better operation results.
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Figure: Key Ratios of Top 10 TCM Firms
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Code Firm Mar.Cap | Management Salary | NP CAGR
/RMB mn / Net Profit (2016) FY10-16
600518.SH | Kangmei Pharma  107,888(48 0.181% 29.3%
000538.SZ | Yunnanbaiyao 103,515.13 0.265% 21.1%
600332.SH | Baiyunshan 49,247.28 0.303% 33.4%
600085.SH | Tongrentang 44,682.50 0.758% 18.1%
002773.SZ Knaghong 41,165.45 2.053% 28.9%
Pharma
000423.SZ | Dong-E-E-Jiao 39,725.27 0.466% 21.3%
600535.SH | TSL 39,199.6p 1.749% 17.4%
600436.SH | Pianzaihuang 38,600.24 0.698% 18.4%
603858.SH | Buchang Pharma 35,603{60 1.940% -
600566.SH | Jumpcan Pharma 29,850.84 1.163% 119.0%
Industry Average 0.918% 24.4%

*These firms are top 10 in terms of market cap pdau13 Dec 2017 according to
Wwind. Industry average data is calculated excludireghighest and the lowest. (NP,
net profit)

Source: Wind, Phillip Securities

Policy Tailwinds

According to PRC National Bureau of Statistics, thEM market turnover
recorded 20.59% CAGR during 2006 to 2016. In 2016g,Athe State
Administration of TCM made the Thirteenth Five-Yed&lan for TCM

Development, in which it expected the manufacturimgustry turnover to be
RMB1252.3bn in 2020, implying 15% CAGR. Therefone see still quite room
for the development of TCM business. Meanwhile, fimeher rollout of two-

invoice system is expected to increase concentratiaistribution industry. We
predict that Yunnan Baiyao as a regional leadeulshioenefit from the policy and
further enhance network through accretive M&A drestcooperation.

Page | 4 | PHILLISECURITIES (HK) RESEARCH



AOLGELRCENELM (kY40 Company report

Investment Thesis, Valuation & Risk

We initiate target price of RMB117.7.We project the sales growth of mentioned
four segments to be 3%/15%/30%/15% in both 17E1&#] thus derive 17E/18E
EPS of RMB3.13/3.55, assuming relatively stablefiprargins. Given PE 33x
(roughly par to 2y historical average plus 1.5mdtad deviation), we give TP

RMB117.7 with 18.5% upside, "Accumulate’ recommdioda

Figure: Historical PE from Dec 2015 to Dec 2017
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Source: Bloomberg, Phillip Securities

Risk:

Rising price of raw materials;
Sales growth fails expectation;
Policy risks.
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Financials

FYE FY2014 FY2015 FY2016 FY2017E FY2018E
Valuation Ratios

Price to Earnings (P/E) 41.22 37.35 35.48 31.71 27.97
Price to Book (P/B) 9.25 7.70 6.58 5.66 491
Per Share Data

(RMB)

EPS 2.41 2.66 2.80 3.13 3.55
Book Value Per Share  10.74 12.90 15.10 17.56 20.23
Dividend Per Share 0.50 0.60 0.80 0.88 0.9¢
Growth (%)

Revenue 18.97 10.22 8.06 15.48 13.36
Gross Profit 20.84 11.58 5.69 16.01 13.36
Operating Income 7.23 11.96 4.78 14.28 13.3p
Net Profit 7.95 10.56 5.38 11.75 13.36
Margins (%)

Gross Profit Margin 30.16 30.53 29.86 30.00 30.0D
32?5?;‘“9 Profit 15.04 15.28 14.81 14.66 14.66
Net Profit Margin 13.32 13.36 13.03 12.61 12.61
Profitability

ROE (%) 22.19 20.48 18.43 17.84 17.56
ROA (%) 15.34 14.36 11.88 11.77 11.59
FYE FY2014 FY2015 FY2016 FY2017E FY2018E
Income Statement (RMB Mn)

Revenue 18,814.4 20,738.1  22,410.7  25,879.29,338.1

- Cost of Goods Sold 13,139.2 14,405.9 15,718.0 1189 20,536.7
Gross Income 5,675.2 6,332.2 6,692.7 7,764.0 8480[L.
- Operating Expenses 2,845.3 3,164.0 3,372.9 3970. 4,500.5
Operating Income 2,829.8 3,168.2 3,319.8 3,794.0 30M0

+ Net Non-Operatin

Gair/Loss perating  go.3 47.1 77.7 0.0 0.0
Pretax Income 2,910.1 3,215.3 3,397.5 3,794.0 40301
- Income Tax Expenses 412.8 459.8 466.6 531.2 602.1
- Minority Interest -8.7 -15.3 11.0 0.0 0.0
Net Profit 2,506.1 2,770.8 2,919.9 3,262.8 3,698.8

Source: Company, Wind, Phillip Securities (HK) Resh Estimates
(Financial figures as at 14 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 pge
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely omltioe quantitative return bands. We consider tizde factors like (but not limited to) a stock’s
risk reward profile, market sentiment, recent mitshare price appreciation, presence or absenstok price catalysts, and speculative undertones
surrounding the stock, before making our final reowendation

GENERAL DISCLAIMER
This publication is prepared by Phillip Securit{e®ong Kong) Ltd (“Phillip Securities”). By receivinor reading this publication, you agree to be lobloy the terms and
limitations set out below.

This publication shall not be reproduced in whoteiro part, distributed or published by you for apyrpose. Phillip Securities shall not be liable &y direct or
consequential loss arising from any use of mateoatained in this publication.

The information contained in this publication haeib obtained from public sources which Phillip Sit@s has no reason to believe are unreliable aandanalysis,
forecasts, projections, expectations and opiniookeCtively the “Research”) contained in this goation are based on such information and are ssgjmes of belief only.
Phillip Securities has not verified this informatiand no representation or warranty, express oliechgs made that such information or Resear@dt@irate, complete or
verified or should be relied upon as such. Any siaébrmation or Research contained in this pubiarais subject to change, and Phillip Securitieallshot have any
responsibility to maintain the information or Restamade available or to supply any correctionslatgs or releases in connection therewith. In remewill Phillip
Securities be liable for any special, indirectjdental or consequential damages which may be ieddrom the use of the information or Researchevmdilable, even
if it has been advised of the possibility of suemages.

Any opinions, forecasts, assumptions, estimatdsatians and prices contained in this materialzex®f the date indicated and are subject to chahgay time without
prior notice.

This material is intended for general circulatianlyoand does not take into account the specifiestment objectives, financial situation or parécuheeds of any
particular person. The products mentioned in thégemial may not be suitable for all investors angkeson receiving or reading this material shoeleksadvice from a
financial adviser regarding the suitability of sumfoducts, taking into account the specific investimobjectives, financial situation or particulaeds of that person,
before making a commitment to invest in any of spidducts.

This publication should not be relied upon as attiitive without further being subject to the reeit’s own independent verification and exercisgidgment. The fact
that this publication has been made available @atess neither a recommendation to enter into &iquéar transaction nor a representation that aoglyrct described in
this material is suitable or appropriate for thapient. Recipients should be aware that many efittoducts which may be described in this publiceiinvolve significant

risks and may not be suitable for all investorg] #mt any decision to enter into transactions lirikg such products should not be made unlessuzh sisks are

understood and an independent determination hasrbade that such transactions would be appropdate discussion of the risks contained herein wébpect to any
product should not be considered to be a disclosuaé risks or a complete discussion of suchgisk

Nothing in this report shall be construed to beoffer or solicitation for the purchase or sale afezurity. Any decision to purchase securities maet in this research
should take into account existing public informatiscluding any registered prospectus in respestich security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) prepaitimns report nor his associate has any finanniarést in or serves as an officer of the listegha@tion covered in this
report.

Firm's Disclosure: Phillip Securities does not hawg investment banking relationship with the listerporation covered in this report nor any finahimterest of 1% or
more of the market capitalization in the listedpzoation. In addition, no executive staff of Pipilbecurities serves as an officer of the listepp@ation.

Availability

The information, tools and material presented neaee not directed, intended for distribution tause by, any person or entity in any jurisdictiarcountry where such
distribution, publication, availability or use walbe contrary to the applicable law or regulatiorvbich would subject Phillip Securities to anyistgation or licensing or
other requirement, or penalty for contraventioswdéh requirements within such jurisdiction.

Information contained herein is based on sourcasRhillip Securities (Hong Kong) Limited (“PSHKbBglieved to be accurate. PSHK does not bear replitgsor any
loss occasioned by reliance placed upon the cantesreof. PSHK (or its affiliates or employees)yrhave positions in relevant investment products. details of

different product’s risks, please visit the Riskdosures Statement on http://www.phillip.com.hk.
© 2017 Phillip Securities (Hong Kong) Limited
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