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Investment Summary

Xtep is placed as a brand management company with a clear brand image focusing on
professional running that distinguishes it from the industry. Transforming from a fashion
sportswear company to a Chinese runners’ favorite brand, Xtep continued to rank first among
all domestic brands and fourth among all global sports brands in international class marathons
held in Beijing, Shanghai, Guangzhou and Xiamen, with the market share ranging from 10%
to 20% in 2018. The plan, named "Outline for Building a Leading Sports Nation", was
released recently by the State Council, aimed at helping accelerate China's overall sports
development. According to the outline, by 2035, 45 percent of the population is expected to
get involved in medium intensity exercise three times a week, up from 33.9 percent in 2018.
The country is also developing a robust sports industry bolstered by sports-related
consumption, production of sports goods and sports leisure and tourism into a strong pillar of
economic growth by 2050, according to the plan. According to Frost & Sullivan, China
became the world’s second largest sports footwear and apparel retail market after the U.S. in
terms of total retail sales value in 2018, and it is also among the fastest growing major
markets in the world. The total retail sales value of China’s sports footwear and apparel retail
market increased at a CAGR of 12.8% from 2014 to 2018, and is expected to grow at a
CAGR of 10.2% until 2023.
Xtep’s interim revenue increased by23%,mainly driven by sales volume, ASP increased by
3% to 5%. It is expected that with the upgrading of products, ASP will grow by 3 to 5% every
year in the future. From July to August, retail sales growth followed the trend of the 1H. It
slowed down slightly in September. The management team believe that it was due to the
warm weather. As the weather turns cooler, sales will pick up. It still maintains the annual
core brand revenue growth target of 20%, next year is a double digit. After the announcement
of the interim results, Xtep’s share price dropped, mainly due to the RMB100 million
expenses incurred by the K-Swiss and Palladium acquisition projects, which will be reflected
in 2H. In fact, RMB40 million is for the relevant administrative, legal and auditing costs
involved in the acquisition, and the rest is the one-off expenses for the employee's
contingency expenses and inventory impairment which will be involved in the termination of
the loss business.
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Although Xtep’s multi-brand strategy will increase the operating expenses in the short term, it
will put pressure on the profit margin. However, in the long run, sources of income can be
diversified. Xtep currently focuses on the second- and third-tier cities or below. The new
brands business can help the company to open up high-end first-tier market. The new brand
K-Swiss business still record a loss. It is expected to take 18 to 24 months to consolidate and
will be re-launched to the market in 202. Most of this business is wholesale business, and
Xtep will increase apparel business’ percentage share to the total revenue, and improve
product quality. Palladium has distributors and stores in China and the company plans to
continue this model.

Source: Aastocks, Phillip Securities

For Saucony and Memell, which are operated through joint venture, will expand network
through distributors after two to three years. Merrell will have new stores being opened in the
second half of next year, and Saucony in the second quarter of 2020. The two brands will
retain 30% of their original design products. 70% will be the products that are redesigned for
the China market. We give buy rating, target price-earnings ratio 18 times, target price
HKD6.15. (current price as of October 9, 2019)
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KEY FINANCIALS
RMB mn

FY17
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FY19E

FY20E

Net Sales

5113

6383

7660

9039

Net Profit

408

657

781

918

EPS, RMB
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0.30

0.31

0.37

PER, x
BVPS,
RMB
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ROE, %

21.3

13.3

12.8
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2.46

2.45

2.26

2.41

1.6
8.4%

1.6
12.6%

1.8
14.1%

1.7
15.6%
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Business Overview
About the company
The company was founded in 2002 and listed on the Hong Kong Stock Exchange
in 2008. The company completed a three-year strategic transformation in 2018,
with revenue increasing by 24.8% y.o.y.in 2018. The same-store sales of its retail
network also recorded 1 double-digit growth during the year.
Its multi-brand strategy started with the joint venture with Wolverine, which
owns multiple outdoor, sportswear and casual wear brands, to develop, market and
distribute Merrell and Saucony's apparel and accessories in China, Hong Kong and
Macau.
It entered into the stock purchase agreement to acquire E-Land Footwear USA, for
a cash consideration of US$260,000,000. is principally engaged in the design,
development and marketing of footwear, apparel and accessories for athletic, high
performance sports, adventures for all terrains and fitness activities and casual
wear under three internationally recognised brands, including K-Swiss, Palladium
and Supra as well as two sub-brands, namely PLDM and KR3W. Its revenue of
2018 recorded US$210,000,000, K-Swiss and Palladium were the two main
income sources. Adjusted EBITDA turned into a profit of US$1,668,000. Net
losses after taxation was narrowed to US$14,850,000.
The company believes that the transaction is an attractive opportunity to invest in
a portfolio of global renowned sportswear and lifestyle brands targeting the highend market segment. K-Swiss and Palladium, each with distinct brand positioning
and different target customers, are highly complementary to the company’s current
brand portfolio and will enable the company to transform into a global sportswear
player serving diverse customer needs.
Interim results of FY2019
Its interim revenue increased by 23% to RMB3.36 billion. GPM increased by
0.9ppt to 44.6%, which was mainly contributed by the sale of higher-ASP
functional apparel products. The company also maintain effective cost control
throughout the supply chain by utilizing both in-house and outsourced production,
such that the increase in material costs and manufacturing costs was full absorbed
by the increase in ASP.
For the period, the percentage share of selling and distribution expenses to revenue
increased by 1.4ppt to 19%, which was mainly due to the increase in advertising
and promotional costs. The percentage share of general and administration
expenses decreased and thus the overall SG&A expenses stands at 27.3%. Net
profit increased by 23.4% y.o.y. to RMB463million, with a interim dividend of
HK12.5 cents. The interim dividend payout ratio for the period is 59.3%.
Same-store sales in the second quarter recorded low double-digit growth, while
retail sell-through growth, including online and offline channels, increased by
more than 20% y.o.y, retail discounts ranged from 20% to 25%, and inventory
turnover days were approximately four months. The business performance was
similar to that of the first quarter. The first quarter was affected by the promotion
during the Lunar New Year period. The discount level was as low as 25%.
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Investment Thesis & Valuation

We give buy rating, target price-earnings ratio 18 times, target price HKD6.15.

Potential investment risks include new brand performance missing expectations,
and industry competition intensifying. (current price as of October 9, 2019)
Figure: Historical PE Ratio

Source: Bloomberg, Phillip Securities
Figure: Peers Comparison
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Financials
FYE

2016

2017

2018

2019E

2020E

Valuation Ratios
Price to Earnings (P/E)

16.8

21.3

13.3

12.8

10.9

1.8

1.6

1.6

1.8

1.7

EPS

0.24

0.19

0.30

0.31

0.37

Book Value Per Share

2.27

2.46

2.45

2.26

2.41

1.9%

-5.2%

24.8%

20.0%

18.0%

-0.4%

-21.0%

44.1%

17.7%

16.6%

-15.2%

-22.7%

60.9%

19.0%

17.6%

Gross Profit Margin

43.2%

43.9%

44.3%

44.5%

44.7%

Operating Profit Margin

17.0%

14.2%

16.4%

16.0%

15.9%

Net Profit Margin

10.6%

8.7%

10.5%

10.4%

10.4%

ROE (%)

11.4%

8.4%

12.6%

14.1%

15.6%

ROA (%)

6.4%

5.5%

7.3%

8.2%

9.0%

5397

5113

6383

7660

9039

-3065

-2869

-3555

-4250

-4997

2331

2244

2828

3409

4041

-1513

-1678

-1980

-2376

-2803

Operating Income

917

725

1044

1229

1434

Pretax Income

866

671

976

1161

1365

45

38

13

16

19

528

408

657

781

918

Price to Book (P/B)
Per Share Data (RMB)

Growth (%)
Revenue
Operating Income
Net Profit
Margins (%)

Key Ratios

Income Statement (RMB,Mn)
Revenue
- Cost of Goods Sold
Gross Income
-SG&A expenses

- Minority Interest
Net Profit

Source: Company, Phillip Securities (HK) Research Estimates
Exchange rate（0.9139）is one year HKD/CNY forward contract price on 9 October from Wind
(Financial figures as at 9 October 2019)
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PHILLIP RESEARCH STOCK SELECTION SYSTEMS
Total Return
>+20%
+5% to +20%
-5% to +5%
-5% to -20%
<-20%

Recommendation
Buy
Accumulate
Neutral
Reduce
Sell

Rating
1
2
3
4
5

Remarks
>20% upside from the current price
+5% to +20%upside from the current price
Trade within ± 5% from the current price
-5% to -20% downside from the current price
>20%downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider qualitative factors like (but not limited to) a stock's
risk reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and speculative undertones
surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER

This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the terms and
limitations set out below.
This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct or
consequential loss arising from any use of material contained in this publication.
The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any analysis,
forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are expressions of belief only.
Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such information or Research is accurate, complete or
verified or should be relied upon as such. Any such information or Research contained in this publication is subject to change, and Phillip Securities shall not have any
responsibility to maintain the information or Research made available or to supply any corrections, updates or releases in connection therewith. In no event will Phillip
Securities be liable for any special, indirect, incidental or consequential damages which may be incurred from the use of the information or Research made available, even
if it has been advised of the possibility of such damages.
Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at any time without
prior notice.
This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs of any
particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should seek advice from a
financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or particular needs of that person,
before making a commitment to invest in any of such products.
This publication should not be relied upon as authoritative without further being subject to the recipient’s own independent verification and exercise of judgment. The fact
that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a representation that any product described in
this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products which may be described in this publication involve significant
risks and may not be suitable for all investors, and that any decision to enter into transactions involving such products should not be made unless all such risks are
understood and an independent determination has been made that such transactions would be appropriate. Any discussion of the risks contained herein with respect to any
product should not be considered to be a disclosure of all risks or a complete discussion of such risks.
Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in this research
should take into account existing public information, including any registered prospectus in respect of such security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation covered in this
report.
Firm’s Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial interest of 1% or
more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country where such
distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any registration or licensing or
other requirement, or penalty for contravention of such requirements within such jurisdiction.
Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear responsibility for any
loss occasioned by reliance placed upon the contents hereof. PSHK (or its affiliates or employees) may have positions in relevant investment products. For details of
different product's risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.
© 2019 Phillip Securities (Hong Kong) Limited
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