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Hengan (1044.HK)

Positive view on Ameba reform; expansion to beautgare

businesses
31 December 2018

China | Consumer | Company report

Investment Summary Buy

- Hengan has recently been attacked by short-gadliganization, alleging the CMP HKD56.8

fabrication of the profitability of sanitary napkimusiness, bank deposits and interest (Closing price at 27/12/2018)
income, and the non-dlsclc_)s_ure of connected deats feal estate project. Althpugh the TARGET HKD 77.5(+36.4%)
allegations have been clarified by Hengan one ley we expect that the negative
impacts on the overall image of the company wilbifécult to be digested by the

market in the short term and the stock price vellimder pressure. We believe thatthe ..o,y pata

stock price under pressure provides good oppoyttmibuy in, Hengan has also OIS SHARES (MN) 1206
purchased back 7.08 million shares since DecenthéW& are optimistic about the long-mMARKET CAP (HKDMN) : 68505
term development of Hengan. It continues to promateba reform, while promoting 52 — WK LO/HI (HKD): 51.8/88.7

sales, improving operational efficiency and impngyvthe expense rate.

SHARE HOLDING PATTERN » %

Director Hui Lin Chit 20.09
Director Szeman Bok 19.43

Hengan is more profitable than its peers in sanitapkin business. In our point of
views, it is understandable. As the leader of Clsisanitary napkin industry, its long-
establish customer base and distribution chanrelank help to strengthen its
bargaining power with suppliers on pricing and rt&ima stable supply of raw materials PRICE PERFORMANCE » %

from suppliers. In the first half of this year, th@nitary napkin business accounted for M 3M 1Y
31.8% of total revenue. Thanked for the increaghemroportion of high-end and :gfl‘gan -21-2245 -23-8;1 -i’g-g;‘r

upgraded products in the product mix during théogeioffsetting the impact of rising
petrochemical raw materials costs. Gross profigmancreased by 0.6 pptto 69.3%.  xice vs. Hsi
According to the information given by the managetptire sanitary napkins increased ==

by less than 5% in the third quarter, but still mained a market share of 27% and =
maintained the leading position in the industrye Tacovery trend in the fourth quarter

has been accelerated. Considering the low baser flast year, we expect that this year

end’s performance will be better.

The management also maintains the guidance of lbgatas revenue for the next three
to five years with double-digit growth and samétasissue business. Among them, the
sanitary napkin business is expected to be difficuachieve double-digit growth as the Source: Phillip Securities (HK) Research
market is already saturated, so it will be repos#id as premium personal hygiene

business. Hengan originally planned to launch neslyrct categories such as cosmetics
cotton pads and facial care masks this year. Ad¢a@lR&D and registrations still need
time, it is expected to be launched as soon asyeext We expect it will become a new Net Sales

KEY FINANCIALS
RMB mn FY16  FY17 FYI8E FYI9E

19277 19,825 22,204 24,424

growth driver of revenue. NetProfit 3,597 3,794 3,985 4,472

EPS,RMB 297 315 330 371

- In the first half of this year, Hengan's overallenue increased by 16.3% y.0.y., amon@ER, x 1689 1591 1516 1351
. ) . 0 N . o

which the tissue business grew by 21.1%, sanitapkins 5%, and diapers 9.9%. The BVPS, 1218 1356 1468 1595

management said that due to factors such as tlameelpayment of 618 e-commerce  RMB

consumption, the household paper business recomlgd single-digit growth in July to PBY:x 4120369 34l 314
August, but the growth rate was better than thabaifpetitors. It resumed to double- ~ ROE:% _ 2548% 23.26% 2255% 23.29%
digit growth at the end of the third quarter anel fiurth quarter. Source: Company reports, Phillip Securities Est.

We believe that the overall revenue growth canhrefuble-digit target this year, and ?f:ci,a,ﬁ? é’;%'fgg,m)

the growth is mainly driven by sales volume. Coregawith its competitors™ multiple tracyku@phillip.com.hk
price hikes, Hengan only raised price of 3 to 5%rdédled paper products in the first half

of the year, which made some products cheaperithaompetitors and help driving

sales. Affected by the depreciation of RMB, thesgrprofit margin of tissue business is

expected to be continued under pressure. We epe&PS for the two fiscal years from

2018 to 2019 to be RMB 3.3 and 3.71, respectiaig, the corresponding PE ratios are

15.16 and 13.51 times respectively. We give Buyngata forecast PE ratio of 18.4, and

thus a target price of HKD77.&urrent price as of December 27, 2018)
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Business Overview

Continuing pushing high-margin products, the marketshare of paper towels
has increased

Tissue business is still the largest source ofrmedor Hengan, accounting for
about 50.2% of total revenue in the first halftué t/ear. During the period, the
business recorded a 21.1% increase, which wasdiredriver of overall revenue
growth. It was mainly driven by sales volume. Itswaainly benefited from
Hengan's Amoeba model, traditional channels andenmochannels significant
improvement, e-commerce channel sales continuiogigg, as well as market
share.

During the period, the prices of paper pulp corgthto rise y.o.y, dragging down
the overall gross profit margin by 4.1 ppt to 39.6%ngan has continued to
increase the proportion of high-margin productsl, e revenue of wet tissue has
maintained a rapid growth of more than 10%. Itatetyy was successfully
reflected in the increase in market share. The etatkare of tissue business
reached 22% in the second half of the year, higtear last year's 19 to 20%, and
it still the market leader.

During the period, the company increased brand ptiom, resulting in promotion
and distribution costs and administrative expeirs@gased by 7.1% compared
with the same period of last year, but the proparto revenue still fell by 1.4 ppt
to 17.2%, which was mainly attributable to the iempéntation of “small sales
team” operation model which effectively improvee sales efficiency.

According to the management team, there is invagtineéoranding and special
promotion such as for new products this year. [eott gear, investment will
mainly focus on special advertising next year. Weeet that if the income growth
this year can reach double digits, the expensesvtnue ratio will be improved.

proportion of cooperation with distributors and dir ect sales will increase

The diaper business accounted for 8% of the ovexadinue in the first half of the
year. Traditional channel sales accounted for ah0% of the business revenue.
In recent years, it has been following the marketihg down sharply, with a y.o.y.
decline of more than 30%. Although the proportibe-@ommerce platform
business has risen to over 30%, the overall revehtlee business still recorded a
decline. During the period, the company narrowedahline and offline price
gaps and increased the proportion of high-margmdyts, which helped to
stabilize the gross profit margin at 39.9%, compavéh 40.4% in the same
period last year.

According to the management team, revenue of diagginess has still fallen
since the third quarter, and it has not improvedmeomparing to the first half of
the year. In terms of channels, traditional chasimellude small shops, revenue
has dropped 40 to 50% (about 40 to 50% of the diapsiness), while e-
commerce channel has recorded a 20 to 30% incfabsat 30%), and
supermarket 10% increase (10%), and the materdathitd stores high single
digit increase ( high single digit).

The management had previously proposed at thenntesults meeting that
distributors with poor performance would be elimathand replaced by
Amoeba’s self-operated team, to directly expandeiminal market. However, it
still needs time to judge distributors™ businesisagion and make improvements.
It is expected that the proportion of cooperatiothdistributors and direct sales
will increase next year, and the top line will resupositive growth next year. The
market share of diapers business is 4 to 5%, wikishmilar to last year and ranks
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first among domestic brands.
Continue to pay attention to suitable merger oppomnities

In the first half of the year, Hengan announcedpilnehase of Finnpulp Oy. We
expect this will strengthen the medium and longateost advantage and reduce
the impact of pulp price volatility on gross prafiargin. It is expected to supply
600,000 tons of long-fiber pulp to Hengan by 202also actively explored the
possibilities of sale of excess wood pulp in Chand Southeast Asia as an
additional source of income.

In addition, Hengan has also announced the aciguigit the entire issued share

capital of Sunway Kordis, which is mainly engagednanufacturing of food wrap
film and plastic bags in the PRC. The sales aralynaiport-oriented, which can

help Hengan to diversified income sources and dvgmawth.

According to the management team, it has an opitnds towards suitable M&A
projects in the future, with objectives includingjects that can benefit existing
product portfolios, as well as projects that calp ldevelop new markets in
China’s neighboring countries such as Southeaataks India.

Investment Thesis, Valuation & Risk

Our valuation model suggests a target price of HK$7.5: We give Buy rating, a
forecast price-earnings ratio of 18.4, and thuarget price of HKD77.5. The risks
that need to be watched include top-line growtle ratssing from expectation,
wood pulp prices fluctuating sharply, industry catition increasing significantly,
and Ameba units missing sales targatrrent price as of December 27, 2018)

Figure: Historical P/E ratios
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Source: Bloomberg, Phillip Securities
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Financials
FYE 2015 2016 2017 2018E 2019E
Valuation Ratios
Price to Earnings (P/E) 18.79 16.89 15.91 15.16 13.51
Price to Book (P/B) 4.06 4.12 3.69 3.41 3.14
Per Share Data (RMB)
EPS 2.67 2.97 3.15 3.30 3.71
Book Value Per Share 12.35 12.18 13.56 14.68 15.95
Dividend Per Share 1.74 1.95 2.1 2.2 2.4
Growth (%)
Revenue 2.6% 3.3% 2.8% 12.0% 10.0%
Operating Income 7.0% 3.0% 11.1% 6.2% 11.3%
Net Profit 3.4% 10.3% 5.5% 5.0% 12.2%
Margins (%)
Gross Profit Margin 47.9% 48.8% 46.9% 46.0% 46.5%
Operating Profit Margin 26.2% 24.6% 26.6% 25.2% 25.5%
Net Profit Margin 17.7% 19.5% 19.2% 18.0% 18.3%
Key Ratios
ROE (%) 21.88% 25.48% 23.26% 22.55% 23.29%
ROA (%) 10.02% 11.02% 9.77% 9.84% 10.00%
Income Statement (RMB,Mn)
Revenue 18,663 19,277 19,825 22,204 24,424
-Cost of Goods Sold -9,723 -9,873 -10,526 -11,990 -13,067
Gross Income 8,940 9,404 9,299 10,214 11,357
-Operation Expenses -4,598 -5,204 -5,183 -5,551 -6,106
Operating Income 4,342 4,200 4,116 4,663 5,251
Pretax Income 4,549 4,559 4,961 5,338 5,990
- Minority Interest 4) 165 7 8 9
Net Profit 3,260 3,597 3,794 3,985 4472

Source: Company, Phillip Securities (HK) Researstingates
Exchange rate(0.8821) is one year HKD/CNY forwandtract price on 27December from Wind
(Financial figures as at #December 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 izde 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 eandanalysis,
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 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 approp#deate 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 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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