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finished drugs is the only listed enterprise of dpimarm Group focusing on TCM (Closing price at 21 Dec 2018)

business. During FY15 to FY17, the company's operabhcome maintained a CAGR of 0
49.92%. The company has industry-leading growth @nofitability. We give the target TARGET HKD6.54 (+38%)
price-earnings ratio of 16 times in 2019, the exgeée@arnings per share of 2019 is 0.3, ,cA\y paTA

Investment Summary

RMB, the target price is HK$6.54, Buy ratir(@losing price at 21 Dec 2018) OIS SHARES (MN) - 2,431
. . MARKET CAP (HKDMN) : 23,819
Business Overview 52 - WK HI/LO (HKD): 7.46 | 3.90

The only listed enterprise of Sinopharm Group focuig on TCM business.In 1993,
Rongshan International was listed on HK Exchangel¢c570HK), engaged in the operationsyare HOLDING PATTERN » %

of fuel-fired power plants. In 2006, the listed quany changed their main business frongypac. 36.06
electric power to TCM manufacturing after sellingt @ower plant business and purchasinging An Life Insurance 12.00
Dezhong and Feng Liaoxing Pharma firms. In 2018p@tarm Group became a controllingbirector Wang Xiaochun 7.48
shareholder through its Hong Kong entity, thenligted company was renamed "China TCMPublic 48.46
Co., Ltd." In 2015, it“invest(.ad in Jiangyin Tiarn]'gaPh.arma_an? also_ became the controIIingRICE PERFORMANCE » %
shareholder of Zhejiang Yifang (which was acquited Tianjiang in 2008). So far, the ™ M v
company has earned 50% market share of concenff@®dgranules (CTCMG) in China. In china-TcMm 1159 8.69 18.84
2018, the company introduced Ping An as a straiagéstor. HIS -0.67 -6.35  -12.93

logistics and technology R&D, and evolving the proiibn of TCM decoction pieces, »
CTCMG and finished TCM drugs. For the downstreanprovides ready-to-use TCM
decoction pieces services and healthcare servimes,medical institutions, retail [RsEs
pharmacies and individual customers. :
Centralized TCM decoction pieces business will maiain quick growth. The company is
the market leader owning nearly half of the markleare. Over the next four years, thd
industry scale is expected to maintain a CAGR @&64Growth momentum is mainly coming
from favorable polices like keeping mark-ups, notaunting for drug sales in hospital, Source: Phillip Securities (HK) Research
increasing consumer health awareness and consumptpacity. At present, national

. o ) . KEY FINANCIALS
production and marketing license has not been apaiie believe that whether the market iguemn Evie  FYi? EYIBE FYioE
open will be beneficial to the company. It now deraes national distribution and expandvet Sales 6,533 8,338 11,533 14,063

It forms an integrated TCM industry chain, covering herb planting, warehousing,
RETURN VS. HSI

its market share. We look forward to Matthew Effecfuture, which means the strong will Net Profit 967 1,170 1,558 1,822
EPS,RMB 0.2z  0.2€ 031  0.3€
always be strong. PER, x 2177 17.91 15.2¢ 13.0¢

Productive capacity of TCMDP to ramp up, paving theway for future growth. TCM  BVPS,RMB 26z 281  32¢ 35t
decoction pieces are main raw materials of finisHaays ar_1d CTCM(_S. It o_ccu_pies 22% ofzgg'% é;gg ;:gi ;:32 1(1)@;
market sales of TCM industry. In future, we exp#wt the industry will maintain relatively Source: Company reports, Phillip Securities Est.
rapid growth, given the rising popularization of MChealthcare, accelerated aging, rising

public awareness. Through self-construction anduiaitepn, the company enlarges thegyrus zhou (2277 6515)

production capacity of TCM decoction pieces, antlvaty builds intelligent distribution euruszhou@phillip.com.hk

centers of TCM to enhance sales channel.

Finished drugs will develop steadily.The production and sale of finished drugs are the

traditional business of the company, holding mdrant 500 pharmaceutical production

approvals and over 60 exclusive drugs. In 2016,ctirapany completed the acquisition of

Huayi Pharma, and in 2018 it acquired 51% sharedluddei Zhonglian Pharm, further

enhancing product diversification. It proactivelgvelops OTC channel and we expect steady

development of this segment.
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A National Complete TCM Industry China

China TCM is the only listed enterprise of Sinopham Group focusing on
TCM business In 1993, Rongshan International was listed on Bkchange
(code 570HK), engaged in the operation of fueldfipower plants. In 2006, the
listed company changed their main business fronctride power to TCM
manufacturing after selling out power plant bussnasd purchasing Dezhong and
Feng Liaoxing Pharma firms. In 2009, the companyguaed Guangdong
Universal and Shandong Lukang, expanding the ptotine from traditional
medicines to high-end drugs. In 2013, Sinopharmu@rbecame a controlling
shareholder through its Hong Kong entity, thenlisied company was renamed
"China TCM Co., Ltd." In 2015, it invested in Jiasy Tianjiang Pharma and also
became the controlling shareholder of Zhejiang ivafgwhich was acquired by
Tianjiang in 2008). So far, the company has earBé#o market share of
concentrated TCM granules (CTCMG) in China. Throaglguisition and self-
construction, it continuously expands the productiapacity of TCM granules
and decoction pieces, and also purchases finis@@d drug companies, to further
stretch its layout in TCM industry. In 2018, therguany introduced Ping An as a
strategic investor through issuing 602 million nglrares and raised HK$2.67bn.
Currently, Sinopharm HK, Ping An, CEO Wang Xiaochaimd the public are
holding 32%/12%/7.48%/48.46% shares respectively.

It forms an integrated TCM industry chain, covering herb planting,
warehousing, logistics and technology R&D, and ewgj the production of TCM
decoction pieces, CTCMG and finished TCM drugs. Hwr downstream, it
provides ready-to-use TCM decoction pieces senaceshealthcare services, for
medical institutions, retail pharmacies and indinabcustomers.

Figure: An integrated industry chain

An integrated value-chain covering medicinal herb plantation, logistic and trading services, concentrated TCM granules, decoction pieces and finished drug production to

downstream TCM intelligent distribution centers and healthcare complex
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Source: Company, Phillip Securities
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Building TCM herb planting bases. In recent years, the government has raised
stricter requirements for the quality of TCMs. Aepent, 211 herbs have been
purchased centrally, and the company is layingtle@tplanting bases throughout
the country for 136 main varieties. It has builtnting bases in 14 provinces that
with abundant resources of Chinese herbal medicinetiding Anhui, Gansu,
Sichuan, Shandong, Zhejiang, etc. Expanding theystion capacity of raw
materials in the upstream is conducive to ensutiegaw materials needed for the
production of Chinese medicinal slices and CTCM@ntmlling the cost and
meeting the requirements of national supervision.

The collaborative production systems of two major bsiness: CTCMG &
TCM decoction pieces.CTCMG is now the biggest driving force for the
company's growth. The company's strategy is toQIBEMG s hospital coverage
to speed up the expansion of decoction piecess $o make the business of TCM
decoction pieces a new driving force in the futdre.this end, the company has
established two production systems, Jiangyin Taaugjiand Guangdong Yifang.
Factories are also built in the growing areas ofiugg medicinal materials
through self-construction or m&a. As of the firstithof 2018, the company has 10
GMP bases for extracting TCM, covering 7 provinsesh as Guangdong, Anhui
and Jiangsu; 6 GMP bases for granules, coveringnees such as Guangdong,
Jiangsu, Gansu, Heilongjiang and Sichuan; 12 GM&eddor herbal pieces,
covering 11 provinces such as Guangdong, Anhuigdia and Fujian. According
to the company's development plan, the base pla23oforovinces will be
completed in 2019. It is estimated that the exiwactapacity of TCM will reach
about 80,000 tons, the production capacity of geswill be about 25,000 tons,
and the production capacity of TCM pieces will lbeat 80,000 tons.

Utilizing regional medical resources to build “heathcare complex” to reach
more end-users.The company currently operates three national caédienters
in Chongqing, Guizhou and Foshan, and has five murmmstruction. In
2017/18H1, the revenue of healthcare complex rehciRMB58/25.mn
(accounting for 0.5% of the total income), and #reual number of patients
reached 37,000. The company tends to enhance bssiliersification through
developing healthcare complex. Since that the cectdn is mostly through
cooperation with local famous TCM brand, it can make of local famous brands
to expand the scope of business. Besides, thrdugtoperation of health care
service institutions, the company’s products amdees can reach more end-users
and therefore, improve brand awareness.

Establish a TCM logistics warehousing company to qurantee the supply of
raw materials and build a transaction platform for TCM materials. The
company has established two pharmaceutical waretgpasad trading companies,
and plans to build another four platforms in Garsohui, Sichuan and Guangxi
with a covering area of 600,000 square meters dsagasupporting constructions
of quality inspection center and trading platforiiese four platforms will be
open to external needs. They will not only be usestore the medicinal materials
and decoction pieces, but also provide inspecttorage and other services to
other medicinal materials management organizatibhns.establishment of storage
and trading platform is conductive to ensure ravtemias for production needs,
control costs, and facilitate the distribution,asoto expand hospital sales.
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Leading CTCMG Player Expanding Nationwide

CTCMG are the development trend of modern Chinese edicine industry.
CTCMG is made from single TCM decoction pieces kiyaetion. It guarantees
all the characteristics of the TCM decoction piechas strong medicinal
properties and high efficacy, and has many advastagich as direct flushing,
safety and hygiene, convenient carrying and presery, and is suitable for
industrial production.

The industry of traditional Chinese medicinal grandes will maintain a high
growth rate. From 2006 to 2016, the national sales of traditio@hinese
medicinal granules increased from Rmb228mn to RM&3bn, with a CAGR of
48.42%. In Japan and Taiwan, the sales of CTCM®uatdor most of the TCM
sales, while in China, the proportion is only ab&Ut. Therefore, we estimate that
with technological progress, policy improvement amérket cultivation, the
replacement of granules for pieces will continuadvance. According to Frost &
Sullivan's forecast, the sales of CTCMG are exgkettemaintain a CAGR of
40% in the next four years, reaching about RMB48%»r2020. Industry growth
momentum mainly benefits from following aspects) {lhe state allows the
retention of 15% mark-up for CTCMG, and not accounfor the proportion of
hospital drug use. Due to the implementation ofiged such as tightening
medical insurance expenses, cancellation of drugk-up@as and centralized
procurement bidding, the profit space of pharmadcaluanufacturers has been
squeezed. CTCMG are allowed to retain a 25% maskiuospital sales, which
leaves considerable profit margin for enterprig€3$.The trend of consumption
upgrading. Because the CTCMG have the advantagesast curative effect and
convenient use, patients have a high willingnesssethem. Even in some areas
without medical insurance coverage, sales have teiagd a relatively rapid
growth. With the increasing health awareness angsuwmoption capacity of
consumers, we expect that formula granular produitksnaintain a high growth
rate in the future.

At present, the national production and marketing Ilcense of Chinese herbal
CTCMG has not been openedin 2003, the government has issued six national
licenses to six enterprises (Guangdong Yifang Phaingying Tianjiang Pharm,
Shenzhen Sanjiu Pharm, Sichuan Neo-Green PharmpParalPharm), and after
that the state has suspended the issuance of algti@uuction licenses. The main
obstacle to the opening of national license plasethat there is no uniform
technical standard for CTCMG, which makes it diffido manage the production,
efficacy evaluation, sales and preservation. Iremégears, the state has issued
policies to promote the development of modern Gienmedicine industry, and
improves related favorable policies. In 2015, tl@eggnment issued a document
( P ZERC 7 BORLE BEIEE (BckE HLRRD ) ), allowing enterprises to register
with local regulatory authorities for the productiand sale of CTCMG locally. At
present, the state is actively formulating releviaahnical standards, with 300
formula granule quality standards will be issuedhia near future, and production
and sales licenses will also gradually be opened.

The company is the market leader of CTCMG, accountig for nearly half of
the market share. The company acquired Jiangying TianJiang in 20l&nin
TianJiang acquired Guangdong Yifang in 2008). Tiweee now it has two
national production licenses (Yifang and Tian J)armgnd production licenses in
six provinces and municipalities. According to thesclosed sales of listed
companies, in 2016, the company's sales of CTCM@Buatted for 49% in market,
making it undisputedly the leading enterprise.
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Figure: Six firms owning national license og CTCMG
Firm Listed Entity Covering Market ~ Market Share (by 2016 sales)

Tianyin Tianjiang China TCM 570HK East and South China 49%
Guangdong Yifang

Kangrentang Hongri Pharm 300026SZ Jing-jin District 21%
Sichuan Nedsreer-- Sichuan, Chongging, Yunnan 16%
Pharm

CR Sanijiu CR Sanjiu 000999HK  Guangdong, Shandong 12%
Pura Pharm Pura Pharm 1498HK Hong Kong 8%

Source: Company, Phillip Securities

Whether the new national license is released or netould be beneficial to the
company. Before the release of new national license, eris&p registered in
provinces and cities are allowed to produce andGahese medicine CTCMG
locally, while enterprises with national licensesild produce and sell CTCMG
nationwide. So the existing six companies would tioore to have relative
advantages. After the opening of the market, CTCMIEbe able to enter more
medical institutions for sale, since that beforerdpg up, they can only be sold in
hospitals above level Il. Hence, it is expected Hfter opening up, the market
itself will increase considerably. Secondly, attee introduction of standards and
the liberalization of the market, there will berantsition period of two to three
years for the existing six producers. During theripd, they can continue to
produce according to their existing standards gnéitlually synchronized with the
national standards.

China TCM actively participate in the formulation of national standards. In
August 2016, the authority promulgated a draft, c§pmg the technical
requirements for quality control and standardizattd CTCMG (1 24 Jy ik &
R B R e BT 2k (R E WLAR) ) ). China TCM has prepared
standard decoction and carried out research on rntere 170 varieties, and
completed research and submitted to the the auithfor evaluation of 123
varieties (68 by Guangdong Yifang, 55 by Jiangyianjiang). The company and
third party research institutes have tackled keghnecal problems such as
fingerprint detection and content determinationCGfCMG. Participation in the
formulation of technical standards verifies the pamy's strong technical strength,
the capacity to produce many products, and alseetethe late comers a certain
cost to follow the existing standards.

The company accelerates its national expansiom the short and medium term,
before the introduction of national standards dred dpening of access policies,
China TCM seizes the opportunity to expand its meadhare and cover more
hospitals and retail pharmacies by laying intelligelispensing machines in
hospitals and building TCM industrial parks. At theme time, the company also
actively improves capacity of producing TCM decoutipieces and CTCMG,
strives to form scale advantage, ensuring raw fhadtasupply and meeting
expansion demand. As for the protection barrieregfional governments, the
company purchases the local enterprises with petalinrand municipal pilot
licenses, so as to enter more regional marketsh&a@ompany can combine its
CTCM production approval, technical standards withh-quality resources of
local enterprises to achieve Matthew effect, makinegystrong remain strong.
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Time : Province

Enterprise

Figure: Acquiring regional CTCMG firms to overcomoeeal protectionism

_ Capitalmn © Ownership

Benefits

2018.3 Heilongjiang Shuanglanxing Expand market share in Northeast China.

2018.3 Jiangsu Jiangkang 35.1 51% Expand regional coverage of production badeshance tF
production capacity of TCM decoction pieces.

2018.4 Fujian Chengtian Jinlin 69.6 51% The first company in Fujian to gain concentrated T@MNnul
provincial-level pilot license. Expand market share

2018.4 Sichuan Sangiang 78.1 51% The only company in Sichuan to gain concentrated Tgeamul
provincial-level pilot licence. Expand market share

2018.6 ‘Anhui Hongda 50.0 51% Expand regional coverage of production baBmhance tF
production capacity of TCM decoction pieces.

2018.7 Hubei Zhonglian 261.8 51% Have abundant finished drug products. Attain proxhapprove
for CTCMG production and sales.

Source: Company, Phillip Securities

Intelligent dispensing machine quickly occupies thenarket. The company is
able to expand large and medium-sized hospitalomets with the intelligent
dispensing machine systems that it developed. ®pedsing machine is specially
designed for its CTCMG, setting a high thresholdider competitors as well as a
higher cost for the hospitals to replace suppligrgs improving the stickiness of
hospital customers. By laying dispensing machimembre hospitals to occupy
the hospital sales pipeline, and by continuouslgrowing the intelligent level of
prescription granules in hospitals, the company mavide patients with better
experience. At present, the company has alreadyida® 4,546 dispensing
machines to medical institutions, covering 2,903ditals. The proportion of sales
through dispensing machines increased from 29.6%7 il to 44.1% in 18H1.

Figure: Expansion of intelligent dispensing machine

2015

The amount of IDM 4,54¢ 3,87 2,541 1,474
YoY Growth (%) - 52.4Y% 72.4%  104.4%
The number of hospital covered 2,907 2,66¢ 1,661 95@
YoY Growth (%) 8.96% 60.6% 74.8% 93%

Source: Company, Phillip Securities

Ping An Life becomes a strategic shareholder, to froduce advanced overseas
experience On March 19, 2018, the company signed a sharecsdpbon
agreement with Ping An Life Insurance. Ping An suibed for 604.3 million new
shares at HK$4.43 per share, raising about HK$2i6.7After the completion of
the placement, Ping An has 12% of total sharesprhigny the second largest
shareholder. By introducing Ping An Group as a {rg strategic partner, China
TCM will gain the advantages of Ping An in termgethnology, online platform
and resources of customer base, sales pipelireddition, Ping An is the largest
shareholder of Tsumura & Co, the leading companjajpanese Kampo Medicine
(a CTCMG producer with the largest market shargaipan). In the future, China
TCM will cooperate with Tsumura & Co in the fieldématerial planting, storage,
R&D of classical prescriptions and sales of healtbducts, introducing leading
technologies, so as to achieve synergistic effects.
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The production capacity of Chinese Herbal Pieces mps up

TCM decoction piecesare processed (such as cleansing, cutting, stgarstin
frying, baking, shaking, etc.) according to TCMdhe. Chinese herbal decoction
pieces are the main raw materials of Chinese fadshedicines and CTCMG. In
2016, the sales of TCM industry amounted to RMBB@Qof which RMB190 bn
(22%) were TCM decoction pieces (including CTCMG).

Figure: Strategic position of TCM decoction piegesmdustry

)
~ | Finished Drugs
-—
) EE——
TCMDP < CTCeMG
-/
-—
| Raw material I g Ointment products
) EE——
-
End users
-/

Source: Phillip Securities

TCM decoction pieces will maintain a relatively rapd growth in the future. A
research institute g{ i & £ 5 5¢) predicts that the sales revenue of TCM
decoction pieces industry will maintain a CAGR bbat 15% in 2018-2023, and
the sales scale is expected to exceed RMB50bn Bg.20n the supply side,
compared with the common pressure of drug pricéy Técoction pieces enjoys
a favorable price policy, as it is allowed to reta 25% mark-ups in public
medical institutions and not account for the prdiparof hospital drug use, which
promotes the enthusiasm of production enterprisgsn the view of consumption
side, due to the popularization of TCM, the acedlen of aging and the
enhancement of residents’ health awareness, thendigior TCM is increasing.

The production capacity of the company's slices habeen improved to
achieve the national layout.Through self-construction and m&a, the company
has established TCM decoction bases in six prosicel municipalities, with a
production capacity of nearly 40,000 tons (in courgdton capacity of 14680 tons).
In the future, the company plans to continue tddbar merge TCM decoction
factories, targeting at a production capacity gb80 tons in 2019.
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Figure: TCM decoction pieces bases

Source: Company, Phillip Securities

Intelligent distribution centers are built, focusing on small and medium-sized
hospitals and retail pharmacies. The products andces provided by intelligent
TCM distribution centers include: distribution oéabction pieces and CTCMG;
TCM decoction (ointment production) and deliverg:-hiospital TCM formula
preparation; the distribution of finished drugse thedicinal wine making service.
Traditional supply mode can not meet the needsnwillsand medium-sized
medical institutions, while the intelligent diswition center has differential
competition with small and medium-sized suppliersbetter meet the needs of
clients. This mode has developed rapidly. As of fingt half of 2018, seven
distribution centers have come into service, inclgdGuangdong Zhongshan
Distribution Center and Hebei Shijiazhuang Disttib Center (that are newly
put into operation this year). Besides, Foshan €@ehts signed cooperation
agreements with 139 local community hospitals. @iisribution center supplies
decoction pieces to hospitals, and provides ses\soeh as frying and distribution
of decoction pieces.

80,000 tonnes

w decoction pieces

Capacity expansion target

* Existing decoction pieces bases

* Ne

bases
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Figure: Intelligent distribution centers

TCM decoction pieces Intelligent distribution
centers

TR

TCM and western finished TCM decoction (ointment In-hospital TCM formula

drugs distribution production) and delivery preparation

TCM decoction pieces and granules TCM decoction pieces and TCM micro-

) TCM granules and
Hospitals: decoction pieces
7 + Decrease operating costs and
Target increase efficiencies oiarpress

« Improve patient satisfaction 2 Eiie st vk o

+ Ease over capacity issues

Source: Company, Phillip Securities

Finished drug business remains steady growth

Chines finished medicines are processed from mateis like TCM herb. They
have various dosage forms, such as capsules, geampdwders, pastes or pills.
China TCM has many well-known finished drug bramdgth a long history, such
as "Dezhong", "Fengliaoxing”, "Tongjitang". It heldmore than 500 drug
production approvals, including more than 60 exckrisirugs. Eight exclusive
products, such as Xianling Gubao Capsule, Yupirggferanule, Jingshu Granule,
Runzao Zhiyang Capsule, Biyankang Tablet, FengshimuCapsule and Zaoren
Anshen Capsule, have been included in NationalristéMedicines Catalogue.
The production and sale of finished drugs is trelitional business of the
company. From 2006 to 2015, the company mainly gegan the production and
sale of Chinese finished drugs. Not until the asitjon of Tianjiang Pharm that
its core business was changed to CTCMG. In 20k ctimpany completed the
acquisition of Huayi Pharm. In 2018, the companguared 51% of the shares of
Hubei Zhonglian Pharm from the Sinopharm and ie@atapital, to continuously
enrich its drug varieties.

Figure: Chinese finished drugs

— ——

Source: Company, Phillip Securities
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Acquisition of Zhonglian Pharmaceutical Co,. Ltd. In July 2018, through
equity transfer and capital increase, the compamyralled 51% of the equity of
China Union Pharmaceutical Co., Ltd. ("China UniBharmaceutical”) of the
State Pharmaceutical Group. With a history of mihien 400 years, Zhonglian
Pharmaceutical Industry is an old name in the Gl@meedicine industry, focusing
on the production and sale of classical finishedgds, focusing on products
involved in liver medication, respiratory medicatjogynecological medication,
cardiovascular and cerebrovascular medication aher ocharacteristic areas.
There are 348 registered medicines, 161 nationdigakinsurance varieties, 70
varieties listed in the national basic medicineaktgjue and 18 national exclusive
varieties. The first one is Biejiajiajian pill, wdhi is a TCM for pulmonary fibrosis
in the medical insurance catalogue. It has a hisibmore than 2,000 years and is
the classic prescription of Zhang Zhongjing in tren Dynasty. The second one is
Jinyebaidu Granule, which is the respiratory medicin the medical insurance
catalogue. After the merger and acquisition of litarg Pharmaceutical Industry,
the product line of exclusive varieties of propaigt medicines will be increased.
The company will reform the sales mode of finistdrdgss in China Union
Pharmaceutical Industry, strengthen academic ptiom@nd expand the market
share of its products.

Financial Analysis

In FY15 to FY17, the company’s business revenuataaied a CAGR of 49.92%,
mainly due to the rapid growth of sales after theorporation of TCM CTCMG
business in 2015. (1) TCM CTCMG: From 2017 to 18HhE, sales of CTCMG
maintained a rapid growth of 26.2%/37.2% respelstiend the gross interest rate
was stable at about 58%. It is expected that thikkypanefit from the expansion of
new hospitals and the sales volume of intelligg@dMTindustrial park in the future
and maintain a relatively high growth rate. (2) T@Mcoction Pieces: Since the
company merged and purchased Chinese Medicine Becdenterprises in2017,
this sector has achieved a high growth rate of @®@@0% in 2017/18H1,
accounting for 11.7% of revenue. It is expectedt tties proportion would
continue to increase rapidly with the expansiontt@ production capacity of
Chinese Medicine Decoction Pieces, and gross bstteede will rise steadily to
normal level with the further integration of pursirey enterprises. (3) Finished
drugss: In 2016, because of the unfavorable pslisiech as two-ticket system,
second round bargaining, zero-markups, the comganythe price of finished
drugss, promote inventory digest thus recordeddlirgein revenue. In 2017/18,
the business of proprietary medicine gradually veced after adjustment (with
the effect of TIS removed, the real growth rate d%/9%). At present, the
proportion of the finished drugs business in thempany's revenue is still about
one-fourth. With the consolidation of Zhonglian, igt expected to be further
enlarged. The business of finished drugs is preditt maintain steady growth in
the future.
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Figure: Segment revenue (mn) and GPM

2011 2017H1 2018H]

Total Revenue 6,53¢ 8,33# 3,89¢ 5,46

Growth 76.1% 27.6% - 40.09 FY15-17 CAGR 49.92%
Concentrated TCM Granules
Revenue 4,35¢ 5,50( 2,54 3,491
Weight 66.7% 66.0% 65.2% 63.9%
Growth 345.2% 26.20/4 - 37.2%  Sales in tier-three hospitals and primary hospigedsv fastly
GPM 59.6% 58.0% 58.0% 58.5% Relatively stable gross profit margin
TCM decoction pieces
Revenue 104 39¢ 18% 64C
Inclusion of new decoction pieces firms raises prtpn of segmer
Weight 1.6% 4.8% 4.7% 11.7% income
Growth 283.00/4 - 245.3%
New firms included have relatively low GPM whicht@ésimprove in
GPM 17.2% 19.6% 22.3% 14.6% future
TCM Finished Drugs
Revenue 2,38 1,14« 1,30¢
Weight 28.6% 29.3% 23.9%
Price cuts in 2016 facilitated digesting inventd@yganic growth ir
Growth 15.5% -- 14.1% 17/18H1 reaches 12%/9%
GPM 57.2% 56.1% 60.2% Climbing GPM is arising from TIS and rising ASP of O products

Source: Company, Phillip Securities

Key business indicators.Due to the low inventory base in 17H1, the invento

turnover in 18H1 increased, and is now at the skewel as the overall level in

2017. The receivable turnover in days have beencestl under the accounting
standards of Sinopharm; the receivable turnoves deye increased by 30 days
due to the increase of raw material consumption, thie ability of suspending

payment to suppliers was enhanced. The overalhbssicycle decreased from
254 days in 17H1 to 243 days, showing that theressi efficiency improved.

Gross profit margin is generally stable and sligldiéclined, mainly due to the low

gross profit margin of newly merged decoction pseesterprises. Operating profit
margin decreased by 1.9 percent, mainly due toitlceesase in sales costs
(increased input in dispensing machines of CTCM@hsolidation of sales costs
of new subsidiaries and high opening costs of patesdicine business affected
by TIS). The net profit margin dropped by 1.7 ppitss estimated that the profit

margin will rise after the newly-acquired enterpssun smoothly. Debt level is

stable and liquidity is sufficient, because thevimes placement enlarges capital,
repays some debts, and prepares more cash foerfetbernal expansion.
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Figure: Key operation ratios

2017H1
Efficiency
Inventory turnover days 20¢ 271 23t 275
Receivable turnover days 117 84 124 103
Payable turnover days a0 117 10t 135
Business cycle 23€ 23¢ 254 243
Profitability
Selling costs ratio 30.1% 29.2% 26.2% 27.3Y
Management fees ratio 7.9% 6.6% 7.4% 6.8Y
GPM 58.0% 55.8% 55.6% 53.79
OPM 21.1% 21.4% 22.7% 20.89
NPM 16.6% 15.7% 17.0% 15.39
Liquidity & Solvency
Debt to equity ratio 34.0% 41.4% 41.4% 34.19
Liquidity Ratio 2.2 2.4 2.4 2.7

Source: Company, Phillip Securities
Investment Thesis, Valuation & Risk

Our valuation model suggests a target price of HK$64. The company has
notable growth and profitability in industry. Wevgia target PE ratio of 16x in
19E, predict earnings per share to be RMBO0.36 &&t, and derive a target price
of HK$6.54, Buy rating. (Exchange Rate: 0.885 RMRI}N)

Risks include Inefficiency in the integration after acquisitgjnLess than
expected sales growth; Fierce competition; Indystiicy risks.

Figure: Peers valuation
Code |MktCapmn PE(TTM) | 18EPE | 19EPE 19E PEG | PB(MRQ) | 18H1 GPM% | 18H1 ROE%

0570.HK 23,970.: 15.17 14.37 11.5] 0.47 137 53.6¢ 5.5
Max 64,856.. 76.7¢ 17.0¢ 15.6¢ 1.8 2.4z 71.2( 8.7¢
Medium 14,472.¢ 165 143 11.48 0.4 13 53.6 5.3
Average 24,514.. 24.0 135 11.42 0.7 1.4 50.8 5.6
300026.SZ 9,514.¢ 20.5 14.2 11.3¢ 0.4 . 70.0 5.3
600518.SH 51,429, 10.72 10.2 8.3¢ 0.3¢ - 29.6¢ 7.91
1498.HK 468.: 76.7¢ B - - 0.8¢ 61.1C 2.4
1666.HK 14,472 ¢ 17.8 17.0 15.6¢ 1.8 2.4 52.3 8.7
2877.HK 6,888.¢ 11.03 10.3j 8.4 0.33 1.03 71.23 4.4j
3320.HK 64,856.. 16.5¢ 15.0¢ 13.1¢ 0.8¢ 1.5¢ 18.01 5.37
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Figure: PE Band
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Financials

FY2015 FY2016 FY2017 FY2018E FY2019E
\Valuation Ratios
Price to Earnings (P/E) 28.0¢ 21.7i 17.91 15.2¢ 13.0¢
Price to Book (P/B) 1.91 1.81 1.6¢ 1.44 1.33
Per Share Data (RMB)
EPS 0.17 0.2z 0.2¢ 0.31 0.3¢6
Book Value Per Share 2.4¢ 2.62 2.81 3.2¢ 3.55
Dividend Per Share 0.0C 0.1C 0.1C 0.12 0.14
Growth & Margins (%)
Growth
Revenue 39.9¢ 76.12 27.6% 38.3:2 21.94
Operating Income 36.9¢ 82.13 29.7¢ 29.62 16.02
Net Profi 55.4¢ 48.5: 21.0¢ 33.1: 16.9(
Margins
Gross Profit Margin 59.1¢ 57.9¢ 55.7¢ 53.11 51.8¢
Operating Profit Margin 20.3i 21.0i 21.4: 20.0¢ 19.1(
Net Profit Margi 17.5¢ 16.6: 15.7: 15.01 14.3¢
Key Ratios
ROE (%) 8.6¢ 8.51 9.74 9.4t 10.18
ROA (%) 7.1: 7.01 7.7¢ 6.14 6.62
Income Statement (RMB Mn) FY2015 FY2016 FY2017 FY2018E FY2019E
Revenue 3,70¢ 6,53 8,33¢ 11,53 14063
- Cost of Goods Sold (1,515) (2,745) (3,686) (5,408) , 766
Gross Income 2,19¢ 3,78¢ 4,652 6,12¢ 7,297
- Operating Expenses (1,438) (2,411) (2,865) (3,810) ,61(%)
Operating Income 75€ 1,371 1,78¢ 2,31¢ 2,68¢
"- Net Non-Operating G/L 4 (73) (219) (254) 277
Pretax Income 76¢ 1,30¢ 1,567 2,061 2,41(
- Income Tax Expenses (118) (217) (256) (330) (B86)
- Minority Interest 0 12C 141 173 202
Net Profi 651 967 1,17( 1,55¢ 1,822

Source: Company, Phillip Securities (HK) Researstinkates
(Financial figures as at 21 Dec 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 omltioee 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 paricuheeds 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 aogyrct described in
this material is suitable or appropriate for thapient. Recipients should be aware that many efittoducts which may be described in this publiceinvolve 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 approp#date discussion of the risks contained herein wébpect to any
product should not be considered to be a disclosiuaé 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 informaticluding 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 listegp@ation.

Availability

The information, tools and material presented neaeé 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.
© 2018 Phillip Securities (Hong Kong) Limited
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