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Nine Dragons Paper(2689.HK)

Market leader position with great pricing power to effectively

PhillipCapital

shifting the rising waste paper cost
China | Manufacturing | Company report

Investment Summary BUY (Initially)

- Regarding to the recent trade disputes between &feiAChina, we expect that China CMP HKD9.07

will intend to increase its support for domesticnd@d, in order to further boost its (Closing price at 24 August 2018)
contribution to the overall economic growth andstieduce its reliance on foreign trade - A\RGET HKD14.6 (+60.97%)

Packaging paper industry is highly related to fagving consumer goods industry. We
expect the growing trend of domestic consumer mavikkehelp to continue expand the oupany DATA

demand for packaging paper products. Besidesgfasting online shopping is also an o/s sHARES (MN) 4674
important driving factor for the industry. MARKET CAP (HKDMN) : 43189
52 - WK LO/HI (HKD): 8.06/17.42
-In an effort to tighten control over solid wastepiorts, new regulations on the import of
waste paper to China have been announced. In rgeirchase cheaper import waste  sare HOLDING PATTERN » %
paper, companies need to obtain quotas granteditigthy of Environmental Protection ‘cheung van 66.42
(MEP). Taking into account the lagging factorshia teaction cost of finished paper
products, and the fact that large companies sudhiressDragons can obtain lower-cost
imported waste paper, we expect that the new palittyelp accelerate industry PRICE PERFORMANCE > %
consolidation and eliminate more small and meditraesenterprises. Leading T 13{5;? 3{‘35 22:';
companies will have greater pricing power, which balp them to effectively shifting 5y, A46 -10.04 056
the cost of waste paper. Their profit margins aggeeted to be able to expand further.
RETURN VS. HSI
-As the demand for packaging paper products islgtgeowing, new capacity or s : :
competitors continue to emerge. Nine Dragons haewrced its plan for expanding 3.25
million tons of new capacity within the next twoays. Luckily, these new capacity is .
mainly located outside the core area of the exjdtuisiness and is expected to face less / i
pressure for overcapacity. T ) »
- Due to the recent trade disputes between ChiddJas., RMB exchange rate has B
fluctuated. As the size of debts of Nine Dragonfomeign currencies is limited, and
there are quotas for imported waste paper, we éxipeaegative impacts of RMB
depreciation to burdens of debt repayment and ratemal cost are limited. Source: Aastocks, Phillip Securities
--The company has just announced positive prddittdbr the year ended 30 June 2018. KEY FINANCIALS
If the exchange losses on operating and finanditigites were excluded, the profit RMBmn  FY16 FY17 FYISE FYISE
attributable to equity holders is expected to iaseenot less than 60% y.0.y. The profit NetSales 32,093 39,155 54423 59,909
attributable to equity holders was RMB4765.3millibthe exchange losses on operatingNet Profit 1,122 4384 7,631 8015
and financing activities, and the gain from deiik@financial instruments were excludedgps, RMB 0.2 0.94 1.63 171
PER, x 3304 849 488 465
-FY 2017/18 annual result announcement is expeotéé held in the coming Septembergyps,
as previous years. In FY 2018/19, the restrictmmémported waste paper continued.  RMB 266 644759 8.79
Recently, the Ministry of Commerce announced thaili impose a 25% tariff on solid ~ PBV,x 141 1.24 1.05 091
waste from the US from August 23. We expect thasé¢hfactors will continue to add ROE, % 435 1466 2165  19.62

pressure on domestic waste paper price, and tinesgfrfinished paper, but at the same source: Company, Wind, Phillip Securities Est.

time it will bring cost pressure to companies tmate obtained import quotas such as
Nine Dragons. However, it has just announced theiaition of paper mills in the U.S.  Research Analyst

. . K . . . Tracy Ku (2277 6516)
This upstream integration is expected to provideensecure material supply and offset ¢y u@philip.com.hk

some of cost pressure.

We expect the EPS for the two fiscal years from72@12019 to be RMB 1.63 and 1.71,
respectively, and the corresponding P/E ratiol&88 and 4.65 times respectively. We
give Buy rating, and target price of HK$14.6, cspending target P/E of 7.5 times.
(current price as of August 24, 2018)
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Business Overview

Founded in 1995, Nine Dragons is the world's largesoverd paper making
group. It was listed on the Main Board of Hong K@&tgck Exchange o3
March, 2006. It is engaged in the production oéiboard, high perform
corrugating medium, coated duplex board, printind ariting paper..

Its designed capacity in commercial productionackaging and recycled printing
and writing paper as at 31 December 2017 was 1Blidnrtpa, comprising 7.2
million tpa of linerboard, 3.4miilion tpa of higkegdormance corrugating medium,
2.6 million tpa of coated duplex board and 0.5iomilltpa of recycled printing and
writing paper. Pm2(VN) at the Vietham base commédntsecommercial
production in January 2018, adding an additionaigieand production capacity
of 350,000 tpa for linerboard products, and liftthg design capacity in
commercial production to 14.1 million tpa.

Revenue of FY2017 increased by approximately 22/@4. Revenue of
linerboard, high performance corrugating mediunated duplex board and
recycled printing and writing paper for FY2017 aacted for 49.9%, 23.1%,
20.8%.

The majority of sales continued to be realised ftbendomestic market, which
represented 95.6% of the total revenue, while éhgaining revenue of 4.4% were
sales denominated in foreign currencies which pilgneepresented sales made to
foreign invested processing enterprises.

Figure: Revenue for the past three years
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Source: Company, Phillip Securities
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Figure: Breakdown of production capacities by piitiun bases
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- Since the Lunar New Year Festival this year, the icrease in prices has
continued to pass on cost pressureéfter the Double-11 online shopping boom
last October, the traditional peak season was bsé&agonality. We believed that
this is mainly due to the impact of short-term egsaper price fluctuations. The
market adopted a short-term wait-and-see attitndenaits for price stability or
decline. In fact, after the Lunar New Year Festihd year, the market did
experience an unusually strong off-season phenométaper-making companies
rushed to increase prices to reflect rising papstc

According to the information provided by the marragat team, prices have been
raised several times since the Spring Festival.|diest one was on May 10th. It
raised kraftlinerboard 300 yuan per tonrrugated cardboard 400 yuan, coated
duplex board 200 yuan, coated linerboard 300 yaad,300 yuan for white top
linerboard.

Although sales in 1H of FY2018 increased signifibahy 34.1%, sales volume
dropped by 10.7% to 6.3 million tons. One of th@amant factors for the increase
in selling price was the fluctuations in raw medkviaste paper prices. Benefited
from the increase in prices, the gross profit nmangcreased significantly by 6.2
percentage points to 24.5% during the period, gedading profit margin also
rose by 3.2(ercentage points to 16.76%.

- The policy of importing waste paper is tilted towads large enterprises
According to the management team, the targeted salame of FY2018 is 13
million tons, which is basically similar to the aat sales volume of 13.1 million
tons for FY2017. This implies that the overall newre of FY2018 will be mainly
driven by price increases. We believe that as@ingandustry player, Nine
Dragons has the capacity of cost transfer, anithysofit margin can be
maintained or further expanded.

The domestic supply of waste paper in China istéidhiso paper manufacturing
industry were quite relied on the imported wastegpan the past. The imported
ones are with cheaper price and higher quality.

However, in July last year, the mainland authaaitpounced that they would
restrict some of the solid waste imports from Jaydehis year, causing large
fluctuations in domestic and foreign paper prices.

The “Administrative Provisions on Environmental #ion for Waste Paper
Import” was implemented by MEP in March 2018. lbpose that companies
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applying for importing waste paper quotas must fepeoduction capacity of not
less than 50,000 tons per year. Besides, the itggatio is reduced from 1.5% to
0.5%.

Recently, the Ministry of Commerce has announcedish of tariffs for U.S.
imports. From 12:01 on August 23, solid wastes aagctvaste paper will be added
25% tariff.

According to the statistics of General Adminiswatof Customs, the import
volume of waste paper in the first half year wdsmiillion tons, a sharp drop of
52.5% y.0.y.

On August 6 this year, MEP announced the 17th baftslsrap materials import
quotas. With a total quota of 588,671 tons of wasiger, Nine Dragons was the
one who being granted for the largest volume. & granted 355,963tonnes of
import quota, which accounted for 60.5% of theltgteta.

According to management team, the formerly impoated domestic waste paper
accounted for 60% and 40% respectively. Under #éve policy, the ratio is
expected to change to 40% and 60%. In the firftdiatY2018, domestic waste
paper accounted for approximately 57.3% of the @ygjs total waste paper
purchases.

We believe that the new policy is more friendlyame enterprises that can meet
environmental protection requirements. This isa@#d by the the annual
productivity requirements of enterprises and tlsellis of quota granted. We
expect the new policy will help to speed up theepaicindustry consolidation.
Large companies like Nine Dragons are with greaitieing power, which will
effectively shift the cost of waste paper.

-New upstream acquisition help to secure best-costaterial supply: The
company has just announced the acquisition of pafkrin the U.S. This
upstream integration is still waiting for completito take place. But if it is
successful, it is expected to provide more secwtenal supply and bring

efficient cost control effects to the company. Thasolidation of the acquisition

is a sum of USD175million, which will be satisfifttough cash in hand and bank
borrowing.

The mill in Rumford operates 3 paper productioedinvith a combined annual
production of approximately 550,000tonnes. The hak a combined annual
pulping capacity of approximately 520,000 tonneskiaft pulp, of which
approximately 400,000 tonnes are for internal consion and the rest of
approximately 120,000 tonnes are for market.

The one in Biron operates 2 paper production ling$, a combined annual
production of approximately 340,000tonnes.

-Plan to expand production capacity help driving sas to maintain double-
digit growth : According to the management team, the Vietnandyon base is
mainly used to meet local demand. Taking into antthe costs such as
transportation fees and tariffs, the company hagslao to expand its export
volume from Vietnam to China market. The China picithn base will continue
to meet domestic production capacity.

Last year, Nine Dragons achieved sales volume ohill®n tons and its capacity
utilization rate reached 92.86%, which is nearlygroduction. It has announced
its plan for expanding 3.25 million tons of new aajty within the next two years.
By the end of 2018, Quanzhou Phase Il, Chongqiras®Hhl and Hebei Phase I
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will be commenced production, with a total capatitrease of 1.4 million tons.
By the end of June 2019, new production capaci§hanyang, Dongguan and
Quanzhou is expected to be commenced productidin,aniaggregate production
capacity of 1.85 million tons.

We expect that the scale efficiency of the threallenproduction bases in
Quanzhou, Shenyang and Hebei Yongxin will be sigaiftly improved by the
time of commencement, which will further improve throfitability and cost
optimization in these regional markets. The newacédp at Chongging base can
help to meet the additional market demand and éuiiticrease the scale of the
production base.

Figure: Production expansion plan of Nine Dragon Paper

Production Base Product Design Target Commencement
Capacity Date

Quanzhou (Phase Il) | Linerboard| 350,000 tpa| Before end of 2018

Chongging (Phase lll) Linerboard| 550,000 tpa| Before end of 2018

Hebei (Phase II) Linerboard| 500,000 tpa| Before end of 2018
Shenyang (Phase II) | Linerboard| 600,000 tpa| Before end of Jun, 2019
Dongguan Linerboard| 600,000 tpa| Before end of Jun, 2019

Quanzhou (Phase Ill)| Linerboard| 650,000 tpa| Before end of Jun, 2019
Source: Company, Phillip Securities

- Entry barrier of the industry has been increased cmpared to the past
(environmental protection requirements/financing ewvironment), which limit
new supply amount Given the improvement of environmental protection
requirements by China government, it is difficalt the industry to acquire new
land and grant approval for the construction of péamts. The existing small
paper companies involuntarily reduce its productioarder to meet
environmental protection requirements. Nine Drag@nsduction plants have
already met the national environmental protectemuirements.
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Valuation and risk
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We expect the EPS for the two fiscal years from72@12019 to be RMB 1.63
and 1.71, respectively, and the corresponding &iBsrare 4.88 and 4.65 times
respectively. We give Buy rating, and target poE&lK$14.6, corresponding

target P/E of 7.5 times.

Investment risks include waste paper policy chandesestic waste price drops
dramatically, and import quota not granted. (curpeite as of August 24, 2018)

Figure: Historical P/E ratios

35

30 i‘

25

20

=

15

]
V\\ AP
W

10

Ny
WM W

M

W

1___,_;‘—
=] |
—

——PE Ratio

+2SD

+1 5D

LN mean

5 — ,1SD

0 ——-25D
W00 OO0 daNNNmMmMmMmS T NN OO NSNNMND
Q0 90 90 o o o of o o o o oA A oA A oA o o o
O 000 000000000 00000 CC o
goggdaggoodgndodggadag
M 0w 0t " OmMmO0 W0 m— 0 ~NO 1N m
gegfdarnaiddesdgddaiag
o o~ W ooy ~ = I~ = o 00 oy m G M
o - — O — o O O o o o o o o

Source: Bloomberg, Phillip Securities

Figure:Peers™ PE ratio comparison

Source: Bloomberg, Phillip Securities
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Market | PE

Price | Ratio
02689Nine Dragons Paper 9.07 5.47
02314Lee & Man Paper 7.40 5.71
02002China Sunshine Paper 1.62 2.91
01812ShandongChenming | 6.09 5.15
Paper
00731Samson Paper 0.52 3.08
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Financials

FYE 2015 2016 2017 2018E 2019E
Valuation Ratios

Price to Earnings (P/E) 26.34 33.14 8.49 4.88 4.65
Price to Book (P/B) 1.46 1.41 1.24 1.05 0.91
Per Share Data (RMB)

EPS 0.30 0.24 0.94 1.63 1.71
Book Value Per Share 5.47 5.66 6.44 7.59 8.79
Dividend Per Share 0.07 0.13 0.3 0.49 0.51
Growth (%)

Revenue 4.02% 6.65% 22.01% 38.99% 10.08%
Gross Profit -0.73% 24.28% 36.08% 56.93% 5.29%
Operating Income -10.56% 33.66% 51.48% 62.90% 3.94%
Net Profit -18.50% -21.07% 283.65% 74.09% 5.03%
Margins (%)

Gross Profit Margin 15.67% 18.26% 20.37% 23.00% 22.00%
Operating Profit Margir 10.77% 13.50% 16.76% 19.64% 18.54%
Net Profit Margin 4.84% 3.58% 11.26% 14.11% 13.46%
Key Ratios

ROE (%) 5.71% 4.35% 14.66% 21.65% 19.62%
ROA (%) 2.24% 1.71% 6.66% 8.70% 7.88%
Income Statement

(RMB,Mn)

Revenue 30,093 32,093 39,155 54,423 59,909
- Cost of Goods Sold -25,376 -26,231 -31,179 -41,906 -46,729
Gross Income 4,716 5,861 7,976 12,517 13,180
-Operation Expenses -1,597 -1,784 -1,980 -2,395 -2,636
Operating Income 3,240 4,331 6,561 10,687 11,109
Pretax Income 1,955 1,667 5,435 9,596 10,079
- Minority Interest 45 28 26 45 48
Net Profit 1,412 1,122 4,384 7,631 8,015
Net Profit(adjusted) 1,351 2,894 4,783 7,631 8,015

Source: Company, Phillip Securities (HK) Researstinkates
Exchange raté 0.8784) is one year HKD/CNY forward contract price orf"24ugust from Wind
(Financial figures as at 24August 2018)
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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 aoglyct 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 unlessuah sisks are

understood and an independent determination hasrbade that such transactions would be approp#date 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 finannigrést 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 resplitgsor 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.
© 2018 Phillip Securities (Hong Kong) Limited
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