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China auto sector
‘New normal’ growth, but more sustainable

China auto industry to enter “new normal” growth. Historically, the robust growth of China’s auto industry was
highly correlated with China’s booming economy. Posting the slowest growth in two decades of 6.9% in 2015, China’s

economy has seemingly entered a “new normal” growth, which, coupled with an aging population, may signal the end
of “hyper growth” for China’s auto industry, in our view. Instead, we foresee sustainable long-term growth prospects
for the domestic auto sector, in view of (1) China’s much lower per capita vehicle ownership as compared with the
developed markets, (2) the strong growth potential in tier-2/3 cities where the low population density suggests great
potential demand, (3) rising demand for fuel-efficient vehicles amid concerns over carbon emissions.

Accelerating NEV sales growth may lead to industry consolidation. Starting from 2016, China will gradually reduce
NEV subsidies, likely being totally scraped by 2020. However, the government’s stricter standards to reduce carbon
emissions makes it critical for automakers to develop NEVs so as to lower their overall fuel consumption, which would
substantially bolster NEV sales. These policy changes make larger automakers more beneficial than the smaller ones
and could lead to an industry consolidation, in our view.

Favourable margin prospects for auto parts and aftermarket plays. Across China’s auto industry supply chain, auto
manufacturers have historically enjoyed the highest profitability (in terms of gross margin and ROE). In 2015, merely
389 auto manufacturers raked in a total of RMB2.7trn in earnings with 18% overall gross margin. This compares with
RMB2.56trn generated by 12,093 auto parts manufacturers and 14.0% overall gross margin. However, amidst looming
overcapacity and rising operating cost burden, automakers’ margins may come under pressure with a swing in favour
of the auto parts manufacturers and aftermarket plays, going forward.

Valuation and stock picks. We initiate coverage on China auto sector with a positive long-term view on the back of 1)
sustainable long-term growth, 2) differentiation in growth opportunities and valuation profile across the auto sector
value chain, and 3) attractive sector valuation. We initiate coverage on Great Wall Motor (2333 HK) with a HOLD
rating, for it being the major beneficiary from the huge growth potential in tier-2 and tier-3 cities. We also reiterate
our BUY rating on BAIC (1958 HK) as we see 2016 likely a transitional year with stronger sales growth and earnings
outlook.
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Executive summary

Slowing emerging auto market growth amid global economic downturn. The global
auto industry has remained weak in the past decade, with an average annual growth
rate of only 3-5%. The CAGR for the past 10 years has dropped significantly from the
peak levels in 1960s and barely returned to the pre-crisis levels, which is partly due to
the slump in demand from the emerging markets. In particularly, auto production
growth in the emerging markets posted an average 4.3% YoY decline in 2014, with auto
sales unlikely to recover strongly in the near future, in our view.

Expanding growth scissors signals overcapacity in China auto market. China’s auto
production has increasingly outpaced auto sales, with the gap widening from 0.6%
prior to the 2008 global financial crisis to around 1.2% post the crisis, primarily due to
slowing growth in auto demand. As suggested by the declining average auto plant
utilisation, we see looming overcapacity in China’s auto market, which will become
increasingly prominent in the next few years.

China’s auto industry to enter “new normal” growth. Historical data suggests there is
a typically positive correlation between per capita disposable income and car parc
volume growth. Slowing growth in per capita disposable income tends to weigh on
auto demand growth and subsequently adversely impact the auto industry. The
slowing growth in the number of consumers that can afford to purchase a car will dent
auto demand in China, in our view.

Lower pace, but more sustainable long-term growth. By comparing the current vehicle
ownership in China with Japan, China’s auto industry is likely to go through a similar
course of development seen in Japan during 1967-1975. The car parc growth rate
would thus likely slow down further as per capita vehicle ownership increases. In
addition, the auto penetration rate may largely improve in the less densely populated
areas such as the tier-2 or tier-3 cities.

Tightening regulation on carbon emission to lead to industry consolidation. In order
to meet the corporate-average fuel consumption standards (fuel consumption of
5L/100km by 2020), China’s automakers were prompted to speed up the launch of
new-energy vehicles (NEVs). However, the government’s plans to cut NEV subsidies by
40% over the next few years and totally scrap subsidies by 2020 will weigh on NEV
manufacturers’ profits, in our view. This may lead to an industry consolidation,
benefiting big players rather than smaller ones. Despite so, we expect the NEV market
in China to grow rapidly for the foreseeable future, in spite of poor profitability outlook
in the medium term.

Across the auto market value chain, upstream and midstream plays to be better off.
With the Chinese auto market becoming increasingly concentrated, majority of the
industry profits will be shared among a smaller number of midstream auto
manufacturers with higher ROE than the upstream and downstream players.
Meanwhile, auto parts manufacturing companies have become more profitable than
aftermarket plays such as the auto dealers, which are currently under immense
pressure to cut prices in a bid to de-stocking.

Stock picks. We initiate coverage on China auto sector with a positive view on the back
of 1) sustainable long-term growth in spite of the hyper-growth period has come to an
end, 2) differentiation in growth opportunities and valuation profile across the auto
sector value chain, and 3) attractive sector valuation that is least reflective of the
sector’s long-term growth outlook. We initiate coverage on Great Wall Motor (2333 HK)
with a HOLD rating, given that it will benefit from the huge growth potential in broader
tier-2 and tier-3 cities. We also reiterate our BUY rating on BAIC (1958 HK) as we see
2016 as a transitional year with stronger sales growth and an improving earnings
outlook.
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Valuation and stock picks

A general look at China auto sector valuation

In general, there is a big price spread between the A-shares and H-shares of dual-listed
Chinese auto players, with their A-shares tend to trade at a relatively huge premium
over the H-share counterparts. After stripping out the new-energy vehicles, the current
average PE ratio of automakers is around 8.5x in the HK, US and European markets,
with the upstream auto parts manufacturers and downstream dealers and services
providers commanding a higher PER (12.5x and 10.0x respectively) relative to the
automakers partly due to their higher profit margins.

e According to the PER valuations of auto stocks in the developed markets, Hong
Kong-listed auto players’ PER valuations, which exhibit a kind of V-shape curve, fits
well with the “smiling curve”, with upstream auto parts manufacturers and
downstream dealers/services providers enjoying higher PER valuations than auto
manufacturers due to the different profitability levels of the players along the auto
industry value chain.

e Benefiting from sufficient liquidity in the mainland market, A-shares generally trade
at a huge premium of almost three times over their H share counterparts.

e Auto sector valuation is highly correlated with the benchmark, since it depends on a
large amount of fixed assets investment to expand production capacity, which is a
major determinant of profit margin, but with higher volatility due to changes in
earnings.

Stock picks

Great Wall Motor (2333 HK, Hold, TP: HKD6.5)

e Great Wall Motor is well positioned to benefit from the significant growth in the
demand for mid and low-end SUVs in China.

e Pickup truck sales revenue growth may be enhanced by the restrictions easing in
long run.

e As more rivals enter into SUV sector, promotional strategy may continue hurt
company’s margin.

Market position to benefit most from the rising demand for mid and low-end SUVs.
Leveraging on the low/medium priced flagship Haval H2/H6 SUV models, we believe
the company is set to reap substantial market share gains in the tier-2 and tier-3
markets in the long run given that the consumers in these markets are relatively more
price sensitive. In addition, in view of the significant sales growth of mid/low end SUVs
relative to high-end SUVs (Haval H8/H9), the newly launched Haval H7 SUV with a price
tag below RMB200k is expected to be a major revenue driver in the 2H of 2016.

Revenue may improve further on easing of auto-purchase and drive restrictions. Due to
the restrictions on the Pickup trucks in China’s urban areas, sector growth has
remained weak since 2010. However, since restriction easing is currently in progress,
we expect Pickup truck sales will return to the positive growth track in the long run
with the company to become the major beneficiary on the back of being the biggest
Pickup truck manufacturer in China.

In near future, company’s profit may continue under downward pressure due to more
intensive competition in SUV sector, as a double-edged sword, promotional strategy
will boost sales revenue but also hurts the margin.

Please read the disclaimer on the last page. 4 7 April 2016
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BAIC (1958 HK, Buy TP:HKD6.6)

e BAIC-Benz will continue to deliver strong sales growth, primarily driven by the
GLC/GLA models, while the launch of the new E class will also give the company an
edge over its rivals which produce mid/large-sized luxury sedans with old models.

The new SUV models (Senova X/BJ-Series) launch in 2016 may enhance BAIC’s local
brand sales, however, we prudently estimate it may continue to be loss-making due
to decreasing overall margins amid additional promotional expenses and higher
production costs.

BJ-Benz revenue would continue to increase lead by SUV sales. Beijing Benz GLA has
overtaken BMW in sales volume to climb to the number 2 spot in the luxury compact
SUV segment in China, although the GLA SUV model has been launched since Apr 2015.
Despite so, we believe BAIC’s GLA will maintain an edge in this sector until its compact
luxury SUV rivals unveil new models in the 2H of this year. As such and together with
the fact that GLC is a replacement of the GLK, we expect GLC will deliver a slightly
higher sales growth of around 10-20% this year.

Expanding the product line-up may improve sales but likely to drag on the margin.
Although BAIC’s local brand sales revenue has increased by 43% in 2015, the profit
growth was offset by a 54% surge in COGS, which was primarily due to the higher
production costs and promotional sales of the X65 model, according to the
management. However, we believe that even if the 2016 SUV and sedan models could
generate a significant growth in sales revenue, it would come with relatively high
promotional and marketing costs, which would substantially erode the company’s
margins and may even result in loss-making.

Figure 1: Key stock calls and valuation

Company name Code Rating Close Mkt cap EPS Growth (%) ROE (%) Net Gearing (%) PER (x) PBR (x) EV/EBITDA (x)
(Local$)  (US$M) FY1l FY2 FY1 FY2 FY1l FY2 FY1l FY2 FY1l FY2 FY1l FY2
GREAT WALL MOTOR  2333-HK HKD  5.85 10,876 15 3.6 175 17.1 (6.6) (6.5) 5.3 51 0.9 0.9 5.53 5.13
BAIC MOTOR 1958-HK HKD  5.95 5,710 40.6 16.8 12.1 12,5 18.9 111 7.8 6.7 0.9 0.8 4.05 3.22

Source: Bloomberg, FactSet, CSCI Research Estimates

Figure 2: Great Wall Motor PER Band

Figure 3: Great Wall Motor PBR Band
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Figure 4: BAIC Motor PER Band Figure 5: BAIC Motor PBR Band
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Figure 6: Sector Valuation
Close Mkt cap Fiscal EPS Growth (%) ROE (%) Gross Margin (%) Net Gearing (%) PER (x) PBR (x) Yield (%)

Company name Code OV (locals) (USsM)  YIE FYL V2 FYL Fv2 FYL Fv2 FYL Fr2 FYL V2 YL Fv2 FYL Fv2
Auto Parts
NEXTEER AUTOMOTIVE 1316-HK _HKD 805 26900 122014 _ 6340 _ 1469 2361 2194 1599 1616 _ 785  -437 1059 923 250 _ 2.03 1.80 2.08
MINTH GRP 425-HK__HKD _ 1916 __ 26982 12/2015 _ 1583 1538 1460 _ 1492 _ 3233 3289 _ -1220 1250 _ 1165 _ 1010 _ 170 _ 151 3.24 3.73
XINYI GLASS HLDGS 868-HK HKD 5.1 25445 1212015 7.99 2116 1652 1808 2875 _ 3006 _ 34.77 2932 877 7.23 145 131 532 6.45
XINCHEN CHINA POWE 1148 HK HKD 117 1951 12/2015 __ 4.07 1037 822 834 1583 1577 1807 _ 1343 _ 521 472043 039 0.00 130
FUYAO GLASS INDUST 3606-HK HKD 1848 59113 12/2015 471 1114 1719 1748 4515 4443 368 -109 1301 _ 1170 _ 224 _ 205 4.64 2.96
JOHNSON ELEC HLDGS 179-HK HKD 231  2,617.7 03/2015 523 1157  9.39 066 2766 2862 _ -1266 _ -1859 1304 _ 1160 122 _ 113 2.17 2.39
HUAYU AUTOMOTIVE S 600741-CN_CNY 1525  7,495.9 12/2015  -3.12 802 1668 1599 1359 1449 _ -46.68  -49.26 _ 850 7.87 142 126 523 558
SONGLIAO AUTOMOTIV 600715-CN_CNY 4144 54063 12/2015 7708 2412 675 875 4265 4364 7313 5892 493 5.5
FUYAO GLASS INDUST 600660-CN CNY 1505 59113 12/2015 810 1113 1719 1748 4520 _ 4452 368 -109 1266 _ 1139 218 _ 199 2.78 532
WANXIANG QIANCHAO 000559-CN_CNY _ 17.03 59937 12/2015 _ 38.24 36.23
Auto Manufacturing
BYD CO 1211-HK _HKD 4105 189501 12/2015 1697 2898 869 981 1755 1798 4754 4584 2496 1935 217 _ 190 0.29 0.26
GREAT WALL MOTOR 2333HK _HKD 585 108761 12/2015 155 350 1754 1711 _ 2370 _ 2311 __ 656 _ -645 _ 531 512 093 088 6.06 6.13
DONGFENG MOTOR GRO 489-HK _HKD 913 10,0209 12/2015 793 549 1330 1241 1301 _ 1791  -1944 2162 _ 512 485 068 060 2.88 3.02
GUANGZHOU AUTOMOBI 2238-HK__HKD 806 162580 12/2015 1811 1597 1224 1282 1335 1389  -463 561 _ 838 7.23 103 093 3.35 3.85
BAIC MOTOR CORP LT 1958-HK _HKD 595 57096  12/2015__ 4059 _ 1675 1204 1251 _ 1975 _ 1996 _ 1886 1111 __ 7.80 668 095 084 2.68 555
BRILLIANCE CHINA 1114-HK HKD 717 46182 12/2015 394 2248 1600 1665 588 8.44 004043 804 657 129 109 131 178
GEELY AUTOMOBILE H 175-HK _ HKD 372 43922 12/2015 3212 2118 1393 1523 1826 1832  -3526 -37.15 _ 8.89 7.33 124 112 144 1.80
SINOTRUK (HK) LTD 3808-HK HKD 404 14418 12/2015 10238 2675  2.04 254 1968 1922 1350 1938 2313 1825 047 046 136 1.82
FAW CAR CO 000800-CN_CNY 1392 35100 12/2015 37268 1629 267 3.00 8.06 186 9061 7792 242 234 0.00 0.00
SAIC MOTOR CORP. L 600104-CN_CNY _ 20.35 34,6801 12/2014 _ 4.24 746 1686 1631 1116 1104 2865 -31.80 _ 7.69 7.16 130 117 6.55 7.10
CHONG QING CHANGAN 000625-CN_CNY 16 109560 12/2014  46.39 593 2516 2197 _ 1905 _ 18.74 _ -7516 _ -7547 _ 675 6.37 170 140 2.98 224
Auto Aftermarket
BAOXIN AUTO GROUP 1293-HK __HKD 475 15597 12/2015 15137 1906 1053 1123 898 023 8462 8126 1702 1430 179 161 1.05 150
CHINA HARMONY NEW 3836-HK _HKD _ 4.39 9387 12/2015 2252 2517 1092 1173 1220 1429 _ -1797 -1169 _ 7.45 595 08l 0.0 3.04 358
ZHONGSHENG GROUP H 881-HK HKD 386 10960 122015 6248 1679 613 6.66 8.25 829 11795 11205 _ 9.7 785 056 052 2.05 251
CHINAZHENGTONG AU 1728-HK HKD 278 7951 12/2015 2587 17.96 _ 8.60 9.28 921 958 6706 6483 _ 6.39 542 055 050 3.90 4.60
CHINA YONGDA AUTOM 3669-HK HKD __ 4.68 8817 12/2014 3986 2049 1462 1554 9893 9343 782 6.49 114101 3.27 3.91
DAH CHONG HONG HLD 1828-HK HKD  3.15 7630 12/2015 2886 1004 7.26 751 1174 1227 5707 5110 _ 786 714 057 054 534 6.06
CAR INC 699-HK _HKD 874 26710 12/2015 -17.36 2210 1468 1547 4292 4412 8292 7189 1451 1188 213 184 0.29 0.36

Source: FactSet, CSCI Research, prices as of 6 Apr 2016
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Global economic downturn to take on
emerging auto market

In the past 15 years, stripping out the impact from the financial crisis, the average
annual growth rate of global auto production was merely around 3-5%. What’s more,
the compound annual growth rate in the past decade was only 3.3% and it was the
highest 10-year compound growth rate. In fact, the global auto manufacturing industry
showed an overall decline in the subsequent few years following the outbreak of the
financial crisis until 2010. However, the global auto market growth rate on a yearly
basis began to slide again in 2012, falling from 5.45% to 2.44% in 2014. In our view, the
tepid growth suggests that the global auto market annual growth rate will not be
expected to return to the pre-crisis levels in the short-term and may remain subdued in
the foreseeable future.

Based on the world’s leading car manufacturing nations’ production figures, China
accounted for 28.7% of the total global production in 2014, followed by the U.S. of 14.1%
and Japan of 11.9%. Among all the auto manufacturing countries, the developed markets
accounted for 54% of the total global production in 2014, while the emerging markets’
share has continued to rise in the past few years, outperforming majority of the mature
national economies like Japan and Germany. As a representation of emerging economies,
the growth of the “BRIC” countries exceeded that of the mature economies.

And in 2000, although emerging markets accounted for only 16.3% of total global
vehicles production, the average year-on-year growth rate reached 38.9% as compared
to 20.1% for the global market on the whole. In fact, within the span of six years between
2000 and 2005, emerging markets’ share increased to 24.4% in 2005, growing at an
average rate of 12% annually versus merely 5.2% average for the global market. Auto
production growth in the emerging markets accelerated after the financial crisis ended in
2010 and saw their aggregate share in total global vehicle production increased to 43.3%
for that year, while their average annual growth rate improved to 42% beating the 30.4%
recorded for the entire global market. In sum, the emerging markets had sustained
relatively high auto production growth rates over the past 15 years.

Out of all the emerging countries in 2000, only China and Mexico were ranked among
the top 10 global auto manufacturing countries, though by 2014 the number of
emerging countries in the top 10 global list had grown to four which included India and
Brazil. Thus, obviously, global automotive production has gradually shifted away from
the developed markets to the emerging markets, which has greatly expanded the local
low-cost auto industry in the respective emerging nations offering more opportunities
to develop their own auto industry.

Figure 7: Global auto production growth (000 units)
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Figure 8: Auto Production in “BRICs” Countries Figure 9: Change of Auto Production in “BRICs”
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Figure 10: Auto production in developed countries Figure 11: Change of Production in Developed Countries
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As we believe the growth prospects of the auto industry in the emerging markets are
ample in light of the relatively low per capita vehicle ownership and low cost of
manufacturing relative to the developed nations, it would accelerate the shift in the
production trend towards the emerging nations. In fact, the annual auto production
growth rate in the emerging markets had almost doubled that of the mature markets
prior to the financial crisis, though the growth rate has been dampened since the
outbreak of the crisis in 2008.

More specifically, global auto production growth started to show signs of slowing down
in 2012 with market fluctuations being seen to be more significant in the emerging
nations than among the developed nations. Average annual global auto production
slumped further in 2014; in particularly, average year-on-year auto production in the
emerging nations deteriorated to -4.3% versus 1.62% reported for the developed
nations. From the chart below we can see the financial crisis in 2008 was a cut-off
point; emerging markets were the main driving force for the robust growth in global
auto production with an average of 20% growth rate prior to the breakout of the
financial crisis in 2008, whereas developed nations had only managed to maintain
single-digit growth rates over that period. The trend was reversed post the financial
crisis with growth mitigating in the emerging markets, which was an indication that the
automakers among the emerging economies were under more pressure than those in
the developed nations as global auto production growth on the whole experienced a
marked slowdown.
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Figure 12: Global Auto Production by Countries

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

1 Argentina 305 340 236 159 169 260 320 432 545 597 513 717 829 764 791 617
2 Australia 303 347 319 344 413 411 395 331 335 330 227 244 224 227 216 180
3 Brazil 1,351 1,68 1,817 1,792 1,828 2,317 2,531 2,611 2,977 3216 3,183 3,382 3,408 3,403 3,712 3,146
4 Canada 3059 2,962 2533 2,629 2,553 2,712 2,688 2,572 2579 2,082 1490 2,068 2,135 2,463 2,380  2,3%
5 China(LEFT) 1,830 2,069 2,334 30287 4444 5235 5718 7,189 8882 9,299 13,791 18265 18419 19,272 22,117 23,723
6 France 3180 3,348 3,628 3,602 3,620 3,666 3549 3,169 3,016 2,569 2,048 2,229 2243 1,98 1,740 1,821
7 Germany 5688 5527 5692 5469 5507 5570 5758 580 6213 6046 5210 5906 6147 5649 5718 5908
8 India 818 801 815 895 1,162 1511 1,639 2,020 2,254 2332 2,642 3557 3,927 4175 3,898 3,840
9 Indonesia 89 293 279 299 322 408 501 297 412 601 465 703 838 1,053 1,206 1,299
10 Italy 1,701 1,738 1,580 1427 1,322 1,142 1,038 1212 1,284 1,024 843 838 790 672 658 698
11 Japan 9,895 10,141 9,777 10,257 10,286 10,512 10,800 11,484 11,596 11,576 7,934 9,629 8399 9,943 9,630 9,775
12 Mexico 1,550 1,936 1,841 15805 1,575 1577 1,684 2046 2,095 2,168 1561 2,342 2,681 3,002 3,05 3,365
13 Russia 1,170 1,206 1,251 1,220 1,279 1,38 1,355 1508 1,660 1,790 725 1,403 1,990 2,233 2,192 1,895
14 South Africa 317 357 407 404 1 456 525 583 534 563 374 472 533 539 546 566
15 South Korea 2,843 3,115 2,946 3,148 3,178 3,469 3,699 3,840 4,086 3,827 3513 4272 4657 4562 4521 4,525
16 Spain 2,852 3033 280 285 3030 3012 2753 2777 2890 2542 2170 2,388 2373 1,979 2,163 2,403
17 Thailand 323 412 459 585 742 928 1,123 1,194 1,287  1,3% 999 1,645 1,458 2,429 2,457 1,880
18 Turkey 298 431 271 347 533 823 879 988 1,099 1,147 870 1,095 1,189 1,073 1,126 1,170
19 UK 1,974 1814 1,685 183 1,846 187 1,83 1648 1,750 1650 1,090 1,393 1,464 1577 1598 1,599
20 US 13,025 12,800 11,425 12,280 12,115 11,989 11,947 11,264 10,781 8672 5709 7,743 8662 10,336 11,066 11,661
21 Global 56,259 58,374 56,305 58994 60,663 64,496 66,720 69,223 73,266 70,730 61,762 77,584 79,881 84,236 87,596 89,734

Source: OICA, CSCI Research
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China auto market entering “new norma
growth, but more sustainable

China Automotive Supply and Demand

For the auto industry in China, although auto sales growth has continued on an
uptrend in the past 10 years, the pace of growth on a yearly basis has clearly slowed
markedly since 2009 when the Chinese government launched the RMB4tn stimulus
package in the wake of the global financial crisis. Auto production growth in China has
never returned to the 2007 levels, but on the contrary annual sales volume growth fell
to as low as 4.7% in 2015, which was only around one-tenth of the growth rate seen in
2009.

Rising domestic auto market overcapacity post 2008 financial crisis

By comparing the monthly growth rates of auto supply and demand over the past 15
years, their trends are basically the same, but if we eliminate the effect from the
financial crisis there would be some discrepancies between the period before and after
the crisis. We calculated the pre-crisis (from 2001/1 to 2007/10) average monthly
growth rates of auto production and sales volume which came to 23.5% and 24.5%
respectively. The post-crisis figures arrived at 19.3% and 17.2% respectively, which
suggested the supply-demand gap has widened after the crisis and thus lead us to
believe that if the growth scissors continue to expand, industry overcapacity would
begin to emerge from a longer term perspective.

Figure 13: Auto Sales by Years Figure 14: Auto Sales by Months
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Figure 15: Auto production volume in year Figure 16: Auto production volume in month
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FAI analysis sheds light on domestic auto production capacity and utilisation

As there is a lack of official data on the potential auto industry capacity, we could only
estimate the potential capacity using open source data instead. In the chart below, we
used auto industry’s fixed asset investment to roughly represent the potential capacity,
though there is a lag between the current FAl and real capacity, while auto production
represents real output. As such, utilization, which is real output divided by potential
output, would approximately equal to auto production divided by auto FAL.

Based on the chart, we have divided the capacity utilization trend of the past 15 years
in three phases with the first phase from 2001 to 2005 whereby auto FAI had grown
much faster than real production. Automakers tended to have maintained utilization
rates at low levels which had led the government to implement capacity constraint
measures for the first time in 2006 on growing overcapacity concerns. FAI fell sharply
subsequent to the government measures, which leads us to the second phase from
2005 to 2010 whereby real production had largely outpaced industry FAI. Utilization
rates were generally kept at a high level with majority of the automakers running their
plants almost at full capacity for a few years until 2010 as the previous investments
were put into production. Coming to phase 3, i.e. from 2010 to 2015, both real and
potential production as well as utilization started to decline gradually despite FAI had
rebounded quickly from the levels of the financial crisis in 2009.

We have compiled the real capacity utilization data for China’s domestic auto sector
based on the guidance of the top management of several auto manufacturing
companies, verifying the changes in capacity utilization throughout the past 15 years.
For example, capacity utilization was only c¢71% as of end-2005 due to an actual
production of only 5.7mn units in spite of a potential annual production capacity of
8mn units by mid-2005. Capacity utilization improved to 91% in 2010 but slipped to 61%
in 2015, generally in-line with the conclusion from the change of FAl and real
production.

Decreasing utilisation to hurt automakers’ profit margin

According to international industry practice, 75% utilization is deemed breakeven but
given that the Chinese automakers usually maintain a higher profit margin than their
global peers, lower capacity utilization would not necessarily make a company turn to a
loss making situation.

We expect auto production capacity in China will continue to increase in 2016 with
some major Chinese automakers having announced plans to build new capacity in the
coming few years. Nonetheless, we believe China’s auto industry’s high demand growth
period has ended already, implying that overcapacity is likely to become more severe in
the longer term as the automakers ramp up production.

Figure 17: Change of Auto Fixed Assets Investment(excluding parts) vs Auto Production
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Demographical dynamics point to “new normal” growth

As a kind of lagging indicator, China’s auto production volume growth began to slow
after reaching the peak level in 2010, in particularly with the growth rate slumping by
40% in 2015 from the levels in 2010, leading to the commencement of a downward
trend in production growth versus the reverse uptrend during 1996 to 2010. The major
reason for the growth to come to an end after 14 years of robust growth was the
change in the macro environment in China post the financial crisis of 2008 as the
domestic economy entered into a new growth mode with GDP growth slowing from
the 2007 high of 14%. Traditional incentive demand has started to show signs of the
diminishing marginal effect, especially after the RMB4tn stimulus in 2009, whereby
further investment in the auto sector thereafter no longer helped stimulate a
significant growth in either production or sales.

China auto market to mimic China’s ‘new normal’ economic growth

The auto industry’s added value expanded from RMB86.4bn in 2000 to RMB917.4bn in
2014, raising the share of GDP from 0.87% to 1.44% respectively. But despite the rise in
the GDP percentage contribution, there were signals that the growth rate has in fact
begun on a downside trend since 2008. As a major sector in China’s manufacturing
industry, the auto industry plays an important role in overall business cycle
developments; according to the consensus view on China’s macro economy, a decline
in auto industry’s added value will likely be a drag on the growth of the auto sector
going forward

A sluggish economy would dent private expenditure demand, especially consumer
discretionary spending such as car and property purchases. According to the statistics
that we have gathered, urban household per capita disposable income steadily
increased from RMB5,425 in 1998 to RMB13,785 in 2007 with a compound annual
growth rate of 11% which was favourable for domestic consumption. However,
personal income growth started to slow after 2007 due to emergence of the financial
downturn and the growth pace gradually turned negative which persisted until 2015. In
general, the growth in personal income was basically in accord with car production
growth for the last 20 years.

Figure 18: Car parc growth declined after 2010 Figure 19: Rapidly growth may have ended
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Figure 20: Per capita disposable income is downside after 2007

35,000 25%
30,000 +—\

\ L 20%
25,000

- 15%

20,000 \ /N

- 10%

- 5%

- 0%

wn %o ~ <o) [e2} o hm) o o < N Y] ~ o) [e2] o — o~ (32} < n

o o o o o 6 ©o © 9o © 9o o 8o 6 6 9 H o9 +9 =9 A

a a o o S S o o o o o

— — - — — o~ o~ [V} [o\] o~ o~ o~ o~ o~ N [o\] o~ N [V} [o\] o~
[ Disposable Personal Income Per Capita /CNY e DP| Per Capita YoY(%)

Source: WIND,CSCI Research

In addition to macroeconomic and personal income factors, structural changes in
China’s population have become an increasingly challenge for the domestic automotive
industry as China approaches the “Lewis Turning Point”. Once this point is reached,
China’s demographic dividend will start to decay and such a change will lend less
support in sustaining the rapid growth of the domestic consumer industry.

China’s aging population signals end of its auto market’s hyper-growth stage

As we believe demographic changes would create an enormous impact on the
automotive industry, based on the historical birth rate (without regard to the mortality
rate), we roughly estimated China’s population for the next 15 years. For the
convenience of comparison, we have divided the auto consumers in China into two
groups, with the first group aged between 20 and 34 years old, which we define as
first-time buyers, and the other group between 35 and 49 years old, defined as
second-time buyers. These two groups constitute 90% of the total auto buyers.

The population of the 20-34 age group reached its peak in around 1996 and also in
2016, and accordingly the peak growth rate of car parc volume came in at around 1994.
And as for the 35-49 age group, its population reached the peak in 2011 while its peak
growth rate was recorded in 2010. In simple terms, we observed that almost every
consumer population peak corresponded to the growth peak of car parc. After 2010,
the growth of car parc started to come down from its peak, which meant that the
demand for cars had also started to slip, while at the same time the 35-49 age group
consumers had also reached the peak and started to fall as well, and this downward
trend will likely continue until at least 2022. Taking into consideration of the population
growth trends of these two age groups, we think the population of those consumers
available to purchase a car will keep on shrinking from 2016 onwards, which could
dampen the demand growth of the domestic automotive market until 2022.

Figure 21: 20-34 years old people Vs 35-49 years old people(ten thousand)
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Lower pace, but more sustainable long-term growth

From a short-term perspective, we believe China’s auto market has entered into a
“New Normal” growth phase as it has hardly managed to maintain the previous high
growth rates, thus we expect a middle-to-low growth pace going forward which should
subsequently raise the car penetration rate. From a longer term perspective, the auto
market in China has not yet reached its growth limitations; from the perspectives of
per capita car parc and regional car density for instance, the automotive market in
China still has ample room to grow in the years ahead.

Per capita ownership in China is far below mature market

Although auto sales volume and car parc growth have slowed down significantly since
2010, total car parc and new vehicle sales have continued on the rise and are
comparatively high versus the peers markets globally, although per capita car
ownership is still far less than the mature markets like the US and Japan. By the end of
2015, the total car parc in China was 172mn units while the total population was
13.75bn, implying a vehicle ownership rate of 125 per 1,000 persons which is only a
fraction of the major developed countries like Japan at 607 and Germany at 580 or
even Russia and South Korea which have each exceeded 300.

We took Japan’s experience as an example since China’s current economic cycle is
similar to that of Japan’s between 1967 and 1975 during which its GDP growth fell from
double-digits to single-digits whilst demographic dividend also diminished. Due to the
business cycle transition, changing economic structure and emergence of new
economic growth drivers, car parc average annual growth slowed to 12% during this
period, from the 18% recorded in the preceding cycle from 1958 to 1968, though
surprisingly the car ownership rate had went up by 136% from 110 to 260.

When Japan entered into a growth period from 1975 to 1983, its car parc average
annual growth slumped to 5% whereas the car ownership rate saw an uptick from 260
to 380, which was basically in line with its GDP growth rate. Thus, based on Japan’s
economic developments, China would probably face the same issues such as slowing
economic growth and rising per capita ownership amid any given economic cycle,
which leads us to believe that China’s car ownership rate will continue to grow in
accord with GDP growth in the range of 5-6% in the near term, though we expect the
growth pace may slow down marginally on a longer-term perspective given the
persistently sluggish domestic economy. For example, in 2015, China’s car parc growth
fell below GDP growth of 6%.

Figure 22: Global Auto Ownership Per Kilo People (both passenger car and commercial car)
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Figure 23: Japan Motor Vehicles Owned Per Kilo People vs Car Parc
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China auto market growth to be increasingly driven by tier-2/3 cities

From looking at the economic statistics of Japan and the US, regions with the highest
per capita vehicle ownership tend to be least densely populated on a relative basis,
since the densely populated regions are always subject to high road use costs and
limited road resources. As such, high car parc growth would be difficult to be sustained
in the densely populated regions. What’s more, these areas are usually catered with
developed public transportation infrastructure and therefore under such circumstances,
normally we would not expect to see growth potential coming from these areas, but
rather from the less densely populated areas with inadequate public transportation
networks. Most of the tier-one cities in China today, like Beijing, Shanghai and
Shenzhen are subject to some sort of restrictions on car purchases or for using a
vehicle on the roads in a bid to ease traffic congestion and address worsening air
pollution in the major cities. On the contrary, the local governments of the smaller
urban cities would tend to encourage vehicle purchase

Vehicles per kilometre of road in China lag substantially behind most of the developed
markets. By the end of 2014, the total length of public roads in China reached 4.46mn
km (vehicle population amounted to 172mn units), resulting in a road density of 38.5
per km which was compatible with the US of 38.6 due to the lengthier roads in the US
(paved and unpaved roads in the US reached a total of 6.55mn km at the end of 2013).
However, the figure was significantly lower than Japan’s 62.7 and Germany’s 72.9 as
there were less roads and more vehicles in these countries which implies that
technically the roads in China should be able to cater for more vehicles, in particularly
in the less densely populated cities or regions, although we should take into
consideration that traffic conditions may vary between cities.

In terms of regions, Beijing has the highest vehicles per km of road at 243, followed by
Shanghai with 181, Zhejiang with 87 and Jiangsu with 69. With a road density higher
than the countrywide average and majority of the developed countries, these regions
may possibly see restrictions being implemented in the future.

Currently, eight cities in China, most of them being tier-1 cities with a huge population
and abundant resources, are subject to certain kind of vehicle purchase restrictions.
We do not eliminate the possibility that more vehicle purchase restrictions would be
introduced into other cities as well in future, but more likely, in regions where the
population density is relatively lower like tier-2 or tier-3 cities, the car parc growth may
continue to be driven.

Please read the disclaimer on the last page.

15 7 April 2016




RIERREE

China Securities International

China auto sector: ‘New normal’ growth, but more sustainable

Figure 24: Population density vs car parc (per kilo people)
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Figure 25: Cities imposed car-purchase restrictions
City Begin Restriction Details
Shanghai 1994 Auction Shanghai government limit car purchases by imposing quota each year and also give
the auction the guiding price.
Beijing Dec 2010 Lottery From 2014 to 2017 annual vehicles quotas are 150,000 NEV quotas allocation
20,000a 30,0002 60,0002 60,000
Guiyang Jul 2011 Lottery Special license plates monthly 2,000 for lottery. Ordinary license plates no quotas
but no access to old town.
Guangzhou Jul 2013 Lottery Auction Quotas 120,000 each year, NEV Lottery/Lottery/Auction = 1/5/4
Tianjin Dec 2013 Lottery Auction Quota 100,000 each year and by month, NEV Lottery/Lottery/Auction = 1/5/4,
private quota 88%, business quota 12%
Shijiazhuang Jun 2013 A family only allow to Family only allowed to purchase two cars totally after 2013
purchase two cars totally
Shenzhen Dec 2014 Lottery Auction Quota 100,000/year = NEV Lottery/Lottery/Auction = 2/4/4
Hangzhou Mar 2014 Lottery_ Auction Quota 80,000/year, Lottery_ Auction

Source: CSC Research

Medium/Low emission SUV is a definitely growth driver in near future

Based on the monthly statistics, there were two major factors driving auto sales growth
in the 10 years between 2005 and 2015: (1) Continuous market share gain of SUVs (c5%
in 2005 vs. 35% in 2015) and MVPs (c4% in 2005 vs. 11% in 2015), and market share
loss of sedans and crossover vehicles (down 20% each). (2) Continuous market share
gain of vehicles with engine size between 1.0L and 1.6L (doubled to ¢c70% in 2015 from
2005), market share slump of vehicles with an engine size of less than 1.0L (shrank
from 29% in 2005 to slightly more than 1% in 2015) and vehicles within 1.0L — 2.0L
come up the 93% of total market share.

In view of these two factors, we expect SUVs with a low to medium level of CO2
emissions, in particularly low emission compact SUVs, to become one of the major
driver of auto sales growth in the future, in another word, lower emission vehicle
always represents the lower price, that is more acceptable for those price sensitive
consumers in the tier2/tier3 regions.

Seeing that China’s vehicle ownership rate has risen from a single digit to 125 over the
past 10 years, while replacement demand has also increased significantly, which create
more demand for SUV instead of sedans, Thus, we foresee the mid and low end SUV
sector to be the outperformer of the auto industry.
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Figure 26: China Passenger Vehicles sales by body style  Figure 27: China Passenger Vehicles sales by emission
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Concerns over environment and energy may lead to industry

consolidation

Technological advancements in the past decade have significantly enhanced the fuel
efficiency of cars, but despite so, with the unprecedented rapid growth of the auto
industry in China in the past ten years, concern has increasingly been drawn towards
environmental issues. Based on the data provided by the Ministry of Industry and
Information Technology (MIIT), automobile accounted for over 60% of China’s total
gasoline and diesel consumption, with 70% of the new increased oil consumption
coming from newly registered vehicles. Thus, if car parc keeps rising, it would surely
drive the nation’s energy intensity further

Nonetheless, according to MIIT’s figures, China’s apparent consumption of petroleum
products (including gasoline, diesel and kerosene) increased to 316mn tons in 2015
from 180mn tons in 2006. It estimated that 186mn tons were consumed by
automobiles, translating into an average annual consumption per vehicle of 1.09 tons,
which improved significantly from the 1.99 tons recorded in 2006.

However, although fuel efficiency has been better, energy costs have become
increasingly unbearable. China consumed a total of 547mn tons of crude oil with over
50% supplied externally as at the end of 2015 and based on our calculation, 34.1% of
the total consumption had come from automobiles, up from 30.8% in 2006. In other
words, automobiles now make up for more than one-third of China’s total annual crude
oil consumption and we expect this figure to surpass 40% before 2020.
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Figure 28: Oil Consumption Growth Rate Figure 29:Cars are getting more fuel-efficient
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Figure 30: Auto Fuel Consumption

China Consumption of Consumption of Petroleum China Oil China Qil

China Car Parc Petroleum Products Products by Auto Consumption of Petroleum Consumption Consumption by

Year (Units) (0000’ tonnes) (0000’ tonnes) Products per car (0000’ tonnes) Auto
2006 49,847,807 18,044.34 9924.387 1.99 32,251.90 30.8%
2007 56,967,765 19,248.28 10586.554 1.86 34,600.31 30.6%
2008 64,672,053 21,507.21 11828.9655 1.83 36,488.78 32.4%
2009 76,193,055 22,061.65 12133.9075 1.59 38,809.50 31.3%
2010 90,859,439 24,517.80 13484.79 1.48 43,929.54 30.7%
2011 105,787,698 26,293.28 14461.304 1.37 45,367.32 31.9%
2012 120,000,000 27,662.90 15214.595 1.27 47,606.80 32.0%
2013 137,406,846 28,603.79 16018.1224 1.17 48,845.87 32.8%
2014 154,474,415 30,170.95 17197.4415 1.11 51,787.64 33.2%
2015 172,000,000 31,635.38 18664.8742 1.09 54,737.47 34.1%

Source: Wind, CSCI Research estimate

Energy consumption comes hand in hand with pollution. Carbon emissions in China
have exceeded the US since 2005 and continued to deteriorate with excessive carbon
emissions from cars being the main culprit for the haze pollution and PM2.5 emissions.
The Chinese government has implemented a variety of countermeasures, including
restrictions on car purchases, subsidies on new energy vehicle (NEV) purchases and
emission standards upgrade, in a bid to control vehicle pollution

Environmental concerns have been a major catalyst driving the sales of new energy
vehicles recently. Based on the statistics of China Association of Automotive
Manufacturers (CAAM), NEV sales increased by more than 3-fold to 331,092 units in
2015, bucking the downward trend of traditional vehicles and way above the 114,022
units in the US, making China the world’s largest NEV market. According to the 13" FYP,
the Chinese government plans to invest RMB100bn in the domestic new-energy
vehicles market over the next five years.

Figure 31: Carbon dioxide emission  in million tonnes”
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In any case, the government’s aim to develop NEVs is a certainty. It has not only set
sales goals but it has also introduced fuel consumption standards targeting a fuel
consumption of 6.9L/100km by 2015 and 5L/100km by 2020, which would reduce oil
consumption by about 3,500 tons per year and reduce carbon emissions by around
113mn tons, according to MIIT, The fuel consumption standards also include a
corporate-average fuel consumption standard to be met by every auto manufacturer,
whereby in each of the years between 2015 and 2020, fuel consumption goals will be
6.7L, 6.4L, 6L, 5.5L and 5L per 100km respectively. Since a corporate-average fuel
consumption standard is included, the more traditional manufacturers may be willing
to include more NEV models in their current production portfolio. And since those
foreign brands and joint-venture brands will be able to meet the fuel consumption
goals relatively easier, leveraging on advanced technology-know how, we believe
self-owned brands, especially those under pressure to reduce their corporate-average
fuel consumption, will potentially become the biggest contributor in terms of NEVs
production in the future, despite NEVs may be less profitable compared with other
models like the SUVs.

Figure 32: Timeline for nationwide implementation of pollutant emission standards

Model vear 2006 2007 2008 2009 2010 2011 2012 2013
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L|grg-aDruty Gasoline Vehicles China Il China lll China IV
Gas Fuel Vehicles China Il China lll China IV
Diesel Vehicles China Il China lll China IV
Hea\ga-lr:)uty Gasoline Vehicles China Il China Il China IV
Gas Fuel Vehicles China I China Il China IV
Two-wheeled China Il China lll
Motorcycle - =
Three-wheeled China ll China lll
Low-speed Vehicles No-Requirement China | China Il
Mobile Diesel Engines No-Requirement China | China Il
Machinery  Gasoline Engines No-Requirement China |

Source: China Vehicle Emission Control Annual Report 2014

Over the past several years, China has encountered the most severe environmental
issues which had led the Chinese government to launch intensive subsidy policies in a
bid to drive mass production and commercialisation of green vehicles. One-off
subsidies based on the vehicle range have been offered to buyers of NEV models. The
subsidies are not handed out to the buyers directly, but forwarded to the automakers
who then lower the price tags on the vehicles. In addition, NEV buyers have also been
exempt from the registrations that are placed on road vehicles.

The Chinese Ministry of Finance issued the “2016-2010 Notice on Financial Supportive
Policy to Promote the Application of New Energy Vehicles” at the end of 2015 which
has adjusted the initial financial subsidy policy as it aims to gradually phase out the
NEV subsidies altogether after 2010. In 2015, NEVs with an endurance mileage of more
than 80km were entitled to the subsidy, but from 2016 onwards, the subsidy threshold
has risen to 100km

With the green vehicle subsidies being gradually phased out entirely, we believe the
automakers’ profits derived from the sales of NEVs will be subject to uncertainty, as a
large part of the profits actually come from the grants, and moreover, given that NEVs
are still in the initial development expansion phase in China. When it comes down to
the last straw, we expect the auto giants will benefit more than their smaller rivals.
Meanwhile, we expect an industry-wide consolidation to begin to take place before
2020, in spite of the anticipated continuous robust growth of the NEV sector in the
subsequent years and the lengthy period needed to reach breakeven.
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China Auto Industry Value Chain

Profit distribution fitting reversed “smiling curve”

In general, profitability among the various sectors in China’s automotive industry
exhibits a kind of V-shape curve, as illustrated in the chart below (with the horizontal
axis denoting the auto industry chain spanning from the upstream to the downstream
and the vertical axis denoting profitability), which fits well with the so-called “Smiling
Curve” (“Smiling Curve” is an illustration of value-adding potentials of different
components of the value chain in an IT-related manufacturing industry with both ends
of the curve commanding higher values than the middle). From the chart we can see
that, among the auto industry chain, auto manufacturing is the least profitable
sub-sector while auto parts manufacturing and auto aftermarket (including repair &
maintenance, financing, and rental) are the most profitable sub-sectors.

However, it is rather different in China and in fact things are almost exactly the
opposite of the global industry norm. In China, auto manufacturing and auto parts
manufacturing command the highest profitability among the industry chain, with 42%
and 36% of total industry profits respectively, as compared with 22% for the
aftermarket. Thus, the profitability curve for the auto industry chain in China should
look like a reversed “Smiling Curve”.

Based on the 2014 annual results of the auto plays listed in the A-share market, we
compared the profitability between the three sub-sectors, namely auto manufacturing,
auto parts manufacturing and auto aftermarket services, and deducted the
non-recurring profits or losses from their annual results to derive the average ROE of
each of these sub-sectors to be 16.5%, 15.1% and 5.9% respectively.

Figure 33: Profit distribution in mature market Figure 34: Profit distribution in China auto industry
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Figure 35: “Smiling Curve” of auto industry value chain
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Upstream: Falling price of raw materials increase margin

There are several cost components in auto production and sales, namely raw materials,
labour, advertising and research, with raw materials in general taking the lion’s share.
Automobiles require a wide variety of raw materials for their production, which include
steel, plastic, rubber, aluminium and glasses, steel being the major component,
accounting for roughly 70% of the weight of an average car, followed by plastic and
aluminium.

Figure 36: Major Cost Factors in Car Production and Sale
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Source: Automobile Engineering Partners, CSCI Research

Among all the cost components, steel makes up for around 50% of the total production
cost of an automobile. We noticed that amid falling industrial metal prices since 2010,
auto manufacturers have continued to see improvement in their profit margins
whereas auto parts manufacturers’ profit margins have remained flat. We believe the
reason for the discrepancy is due to the difference in the underlying structure of their
industry, in particularly, due to the auto parts manufacturing companies’ relatively
weaker negotiating power than the auto manufacturers given it’s more diversified.
With industrial metal prices on the downtrend since 2010 and the global commodity
index sliding since 2008, the room for further decline in commodity prices is narrowing
and thus we expect upstream prices may rally in the near term. Furthermore, taking
into account of the looming industry overcapacity and reduction in cost savings, auto
manufacturers’ margins may come under pressure going forward.

Figure 37: Falling Price in Upstream increase the Margin in Midstream
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Midstream: Auto parts with lower margin and higher FAI

As at end of 2015, there were a total of 389 auto manufacturing companies and 12,903
auto parts manufacturers in China with aggregate core revenues amounting to
RMB2.7tn and RMB2.56tn, respectively. Despite of having derived similar aggregate
core revenues, auto manufacturers were generally more profitable. Auto
manufacturers posted an average gross profit margin of 18% in FY15 versus auto parts
manufacturers’ 13.99%.

In addition, for the first 10 months of 2015, the aggregate profit of auto manufacturers
and auto parts manufacturers reached RMB260bn and RMB186bn, respectively, which
together accounted for 97% of the auto industry’s total profits. Meanwhile, total auto
FAl in in China had exceeded RMB980bn by Oct 2015 with the auto parts
manufacturers raking in RMB688bn and auto manufacturers luring only RMB219bn,
primarily due to the lower capital investment threshold and less time required to reach
breakeven relative to the auto manufacturers.

Other factors include the removal of “encouraged” foreign investment for the auto
manufacturing industry in 2011 on growing concerns that overcapacity was getting
serious as well as restrictions imposed on foreign investment in the domestic auto
manufacturing industry. In fact, FAl growth in China’s auto parts manufacturing
industry has outpaced that of the auto manufacturing industry for the first time in
2015.

Figure 38: Auto Parts Account for more 70% of Fixed Assets Investment
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Figure 39: Change of Fixed Assets Investment on Auto Vs Auto Parts
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Downstream: Cutting price to reduce inventory

As indicated by the National Automobile Dealers Association’s annual report, that in
the US, new car sales contributed 57% of the total revenue of the auto dealers while
contributions from new car sales and auto aftermarket as a percentage of total
revenue were only 30% and 13% in 2014 respectively. This is quite the opposite in
China, whereby majority of the dealers’ revenue (c87%) are derived from new car sales
with auto giants dominating the profit share. In our view, the only way for the smaller
rivals to improve their revenue will be by driving up their sales volume via price cuts so
as to lower their generally high car stock levels. Dealers in China are normally
motivated to maintain a high car stock level despite it may dampen liquidity and
increase the cost of capital. However, in order to balance the trade-off between
revenue and inventory, in particularly amid sales growth pressures, most dealers would
reduce prices, thereby squeezing their profit margins.

According to the China Automobile Dealers Association (CADA), stock levels at the car
dealers have remained high while their profit margins have generally declined in recent
years. Statistics showed that the ending inventory of the 11 listed auto companies in
China has risen to an average of 20.9% (as high as 71.9% for one of them) while profits
have come down by an average of 11.2% with five of them posting a more than 15%
slump and one even recording a loss during the period. Meanwhile, average turnover
ratio has also come down by 8.9%.

On the flipside, overall downstream auto aftermarket revenue has improved gradually
over the past few years. For instance, revenue improved marginally by 0.5% in 2014 as
compared with 2013, aftermarket business offered 49% gross profit by 8.6% of total
dealers’ revenue due to high gross profit margin. Since auto aftermarket include
various after sales services, we expect it to become the most profitable business in the
auto industry value chain in the future, based upon past experience of the mature
markets, with 60-70% of total profit anticipated to come from this sector.

Figure 40: Dealers’ Inventory vs sales
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Figure 41: Classification of Automotive Aftermarket
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Great Wall Motor
More sustainable growth ahead (2333 HK)
e As China’s largest SUV manufacturer, Great Wall Motor is well HOId
positioned to benefit from China’s mid-to-low-end SUV market that
will experience significant growth in the coming few years, in our (initiation)
view. Price Target HKS$6.5
o We expect to see enhanced sales growth in commercial vehicles and (Revision) N/A
pickup trucks in long run, as restrictions on CV will be gradually lifted (upside) (9.4%)
going forward. EPS 2016E  2017E
e We initiate coverage on Great Wall Motor with a Hold rating and revision N/A N/A
price target of HKD6.5, pegging on 2016E 6.0x PER. The company Close price HKD5.94
trades at 2016E 5.4x PER, close to its historically low.
Market cap. USD10,783mn
Market position to benefit most from the rising demand for med and Free float 100%
low-end SUVs. Leveraging on the low/medium priced flagship Haval 52-week range HKD4.94—-HKD20.23
H2/H6 SUV models, we believe the company is set to reap substantial 3-mth ave. T/0 HKD275.1mn
market share gains in the tier-2 and tier-3 markets in the long run given Price as of 2016/4/6

that the consumers in these markets are relatively more price sensitive.
In addition, in view of the significant sales growth of mid/low end SUVs
relative to high-end SUVs (Haval H8/H9), the newly launched Haval H7
with a price tag below RMB200k is expected to be a major revenue driver
in the 2H of 2016.

Revenue may improve further on relaxation of Pickup truck restrictions.
Due to the restrictions on the Pickup trucks in China’s urban areas, sector
growth has remained weak since 2010. However, since restriction easing
is currently in progress, we expect Pickup truck sales will return to the
positive growth track in the long run with the company to become the sl e (b

major beneficiary on the back of being the biggest Pickup truck 20.0%

manufacturer in China. 0.0% . : :
-20.0% -
Profit margins may remain under pressure in short term due to -40.0% 1

intensifying competition. As more rivals enter the medium/low priced pol
SUV sector, the company actively adopted various promotion strategies 'SO'Oﬁpr_ls Aug-15 Dec.1s Mar-1¢
in a bid to boost sales volume with the aim of maintaining its market

share. We believe the lower profit margin may remain as a major drag on
the company’s valuation prior to the launch of new models, and thus
profit margins are likely to remain under pressure in the short-term.

HSI

BAIC MOTOR-H

Valuation

We initiate coverage on Great Wall Motor with a Hold rating and price

target of HKD6.5, pegging on 2016E 6.0x PER, which is below the historical

average of 10x to reflect the short-term pressure on its profit margins. Analysts
TIAN Yang

Key investment risks: (CE No.: BGL791)
Key risks include Cost hikes and promotions, which will lead to a further

decrease in profit margins. (1) Commodity price rally, which would
definitely raise production costs and further squeeze the profits of

tianyang@csci.hk +852 3465 5775

manufacturers. (2) Intensified competition, which would force the
company to cut selling prices further in order to guarantee a certain level
of revenue and market share at the cost of lower margins.
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Income statement (RMBm) Cash flow statement (RMBm)
Year end: Dec 2014 2015 2016E 2017E 2018E Year end: Dec 2014 2015 2016E  2017E  2018E
Revenue 62,599 76,033 83,492 85,432 88,990 EBIT 9,511 9,828 9,953 9,448 9,194
COGS (45,252) (56,864) (62,810) (64,440) (67,124) Depreciation & amortisation 1,672 1,969 2,348 2,690 2,952
Gross profit 17,347 19,169 20,683 20,992 21,865 Netinterest 129 (139) 4 44 48
Selling expenses (2,085)  (2,842) (3,552) (4,262) (5,115) Taxes paid (1,688) (1,599) (1,628) (1,639) (1,507)
General and administrative (3,822) (4,031) (4,421) (4,524) (4,712) Changes in working capital (3,529) 145 (121) (2,116) (3,297)
Other operating expenses Others (0) (171) 61 175 127
EBITDA 10,831 11,373 11,980 11,746 11,709 Cash flow from operations 6,096 10,034 10,617 8,601 7,516
Depreciation & Amortization (1,672)  (1,969) (2,348)  (2,690) (2,952)
Otherincome 352 424 321 392 437 Capex (4,265) (3,959) (4,210) (4,449) (4,449)
EBIT 9,511 9,828 9,953 9,448 9,194 Acquisitions (436)  (461) (471)  (485)  (498)
Disposals 6 18 - - -
Netinterest (129) 139 (4) (44) (48) Others (2,951) (2,577) (32) (620) (634)
JVs and associates Cash flow from investing (7,210) (6,517) (4,242) (5,069) (5,083)
Pretax profit 9,640 9,689 9,957 9,492 9,242
Taxation (1,599) (1,628) (1,639) (1,507)  (1,423) Dividends (2,434) (2,495) (2,495) (2,395) (2,345)
Minority interests (0) 1 1 1 1 Issue of shares - - - - -
Net profit 8,042 8,059 8,317 7,984 7,818 Change in debt (14) (31) 70 84 101
Net profit (adjusted) 8,042 8,059 8,317 7,984 7,818 Others 1,138 (1,587) 761 (100) (50)
Cash flow from financing (1,309) (4,112) (1,664) (2,411) (2,294)
Basic EPS (RMB) 2.70 2.64 0.88 0.91 0.87
Diluted EPS (RMB) 2.70 2.64 0.88 0.91 0.87 Change in cash (2,441) (623) 4,711 1,121 138
DPS (RMB) 0.27 0.27 0.27 0.26 0.26 Free cash flow 1,831 6,075 6,407 4,152 3,067
Balance sheet (RMBm) Key ratios
Year end: Dec 2014 2015 2016E 2017E 2018E Year end: Dec 2014 2015 2016E 2017E 2018E
Cash 3,394 3,642 8,352 9,473 9,612 Operating ratios
Short term investments - - - - - Gross margin 27.7 25.2 24.8 24.6 24.6
Accounts receivables 730 676 744 818 900 EBITDA margin (%) 17.3 15.0 14.3 13.7 13.2
Inventory 3,470 4,120 4,532 4,758 4,996 Effective tax rate (%) 16.6 16.8 16.5 15.9 15.4
Other current assets 4,905 5,098 5,301 5,514 5,737 Revenue growth (%) 10.2 215 9.8 2.3 4.2
Total current assets 35,314 40,390 52,511 62,005 72,413 Net income growth (%) (2.3) 0.2 3.2 (4.0) (2.1)
PP&E 17,273 19,156 21,008 22,788 24,306 EPS growth adj (%) (2.2) 0.2 3.2 (4.0)  (2.2)
Intangible Assets 23813 3,136 3,537 3,952 4380 DPS growth (%) (2.4) 25 0.0 (4.0)  (2.0)
Associates and JVs
Otherlong term assets 5,946 9,228 8,796 8,938 9,082 Efficency ratios
Total long term assets 26,032 31,521 33,342 35,678 37,768 ROE (%) 24.0 21.0 18.5 15.8 14.0
TOTAL ASSETS 61,345 71,911 85,853 97,684 110,181 ROCE (%) 27.0 24.5 21.1 17.9 15.7
Asset turnover (x) 1.0 1.1 1.0 0.9 0.8
Short term debt - 300 360 432 518 Op cash / EBIT (x) 0.6 1.0 1.1 0.9 0.8
Accounts payables 14,093 15,603 20,650 24,780 29,736 Depreciation / CAPEX (x) 0.4 0.5 0.6 0.6 0.7
Other current liabilities 12,052 15,883 17,620 19,572 21,470 Accounts receivable days 4.0 3.4 3.1 3.3 3.5
Total current liabilities 26,145 31,786 38,630 44,783 51,724 Accounts payable days 100.0 95.3 105.3  128.7  148.2
Long term debt - - - - -
Deferred tax - - - - - Leverage ratios
Convertible bonds - - - - - Net gearing (%) (10.1) (8.7) (17.8) (17.9) (16.3)
Otherlong term liabilities 1,682 1,686 2,192 2,367 2,486 Net debt / EBITDA (x) (0.3) (0.3) (0.6) (0.7) (0.7)
Total long term liabilities 1,682 1,737 2,252 2,439 2,572 Interest cover (x) 73.5 (70.5) 2,421.4 216.6 192.0
TOTAL LIABILITIES 27,827 33,524 40,882 47,223 54,296 Current ratio (x) 14 1.3 1.4 1.4 14
Shareholders’ funds 33,452 38,331 44,914 50,403 55,826 Valuation
Minority Interests 67 56 57 58 58 PER (x) 5.6 5.6 5.4 5.7 5.8
TOTAL LIAB AND EQUITY 61,345 71,911 85,853 97,684 110,181 EV/EBITDA (x) 3.9 3.7 3.1 3.1 3.1
PBR (x) 1.6 1.4 1.2 1.0 0.9
Net cash / (debt) 3,394 3,342 7,992 9,041 9,093 Dividend yield (x) 5.5 5.4 5.5 5.5 5.3
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Equity Research | China | Auto BAIC

Expanding product line-up (1958 HK)

e We expect BAIC-Benz will continue to deliver strong sales growth,
primarily driven by the GLC/GLA models, while the launch of the

Buy

new E class will also give the company an edge over its rivals which (Transfer coverage)
produce mid/large-sized luxury sedans with old models. Price Target HK$6.6
e The new SUV models (Senova X/BJ-Series) launch in 2016 may (Revision) N/A
enhance BAIC’s local brand sales, however, we prudently estimate it (upside) (13.2%)
may continue to be loss-making due to decreasing overall margins - e
amid additional promotional expenses and higher production costs. i N/A N/A
e Maintain Buy rating and PT of HKD6.6 which implies 10.0x FY2016E Close price HKD5.83
PER, slightly above the historical average of 9.0x.
Market cap. USD5,562mn
BJ-Benz revenue would continue to increase lead by SUV sales. Beijing Free float 39.7%
Benz GLA has overtaken BMW in sales volume to climb to the number 2 52-week range HKD4.62 — HKD11.5
spot in the luxury compact SUV segment in China, although the GLA SUV 3-mth ave. T/O HKD9.7mn

model has been launched since Apr 2015. Despite so, we believe BAIC’s Price as of 2016/4/6
GLA will maintain an edge in this sector until its compact luxury SUV

rivals unveil new models in the 2H of this year. As such and together with

the fact that GLC is a replacement of the GLK, we expect GLC will deliver

a slightly higher sales growth of around 10-20% this year.

Expanding the product line-up may improve sales but likely to drag on
the margin. Although BAIC’s local brand sales revenue has increased by
43% in 2015, the profit growth was offset by a 54% surge in COGS, which Stock rel HSI performance (%)

was primarily due to the higher production costs and promotional sales e

of the X65 model, according to the management. However, we believe .

that even if the 2016 SUV and sedan models could generate a significant o

growth in sales revenue, it would come with relatively high promotional 20.0%

and marketing costs, which would substantially erode the company’s 60.0%

margins and may even result in loss-making. Apr-15 Aug-15 Dec-15 Mar-16

HSI

BAIC MOTOR-H
Valuation

We maintain our Buy rating and price target of HKD6.6 which is based on
10x 2016E PER, slightly above the historical average of 9.0x, after taking
into account of the potential sales growth of Beijing-Benz and flat sales
growth of the local brands and Hyundai models.

Key investment risks Analysts

Key risks include (1) new models sales missing expectations. (2) more TIAN Yang

intense competition leading to further promotional strategies and (CE No.: BGL791)

related expenses, dragging down on the company’s overall margins as a tianyang@csci.hk +852 3465 5775

result. (We transfer coverage on BAIC from Steven Liu to Tian Yang).

Please read the disclaimer on the last page. 26 7 April 2016



mailto:tianyang@csci.hk

RIEE R E R

China Securities International

China auto sector: ‘New normal’ growth, but more sustainable

Income statement (RMBm)

Cash flow statement (RMBm)

Year end: Dec 2014 2015 2016E 2017E 2018E  Year end: Dec 2014 2015 2016E 2017E 2018E
Revenue 56,370 84,112 97,622 114,573 134,053 EBIT 1,422 4,479 7,036 10,356 12,077
COGS (47,387)  (68,835)  (78,708)  (90,934) (106,840) Depreciation & amortisation 2,364 3,787 4,080 4,396 4,738
Gross profit 8,983 15,277 18,913 23,639 27,212 Netinterest 533 416 360 331 359
Selling expenses (5,647) (8,002) (8,876) (9,718)  (10,736) Taxes paid (1,365) (1,999) (2,516) (3,269) (3,616)
General and administrative (3,455) (4,039) (4,362) (4,689) (5,041) Changes in working capital 1,282 4,322 (1,891) (1,296) (1,999)
Other operating expenses Others (1,974) (831) (721) (662) (717)
EBITDA 2,245 7,022 9,754 13,628 16,173 Cash flow from operations 2,262 10,174 6,348 9,857 10,841
Depreciation & Amortization (2,364) (3,787) (4,080) (4,396) (4,738)
Other income 1,540 1,244 1,361 1,125 642  Capex (9,055) (7,500) (8,000) (8,000) (8,000)
EBIT 1,422 4,479 7,036 10,356 12,077  Acquisitions (6,229) (3,519) (3,691) (3,872) (4,061)
Disposals 807 - - - -
Net interest (533) (416) (360) (331) (359) Others 4,535 3,741 3,767 3,736 3,655
JVs and associates 5,809 4,257 4,180 4,145 4,054  Cash flow from investing (9,941) (7,277) (7,924) (8,135) (8,406)
Pretax profit 6,698 8,320 10,855 14,170 15,772
Taxation (857) (1,999) (2,516) (3,269) (3,616) Dividends (2,793) (2,279) (1,139) - -
Minority interests (1,331) (3,003) (4,158) (5,068) (6,013) Issue of shares 7,910 615 - - -
Net profit 4,511 3,318 4,181 5,834 6,144  Change in debt 7,396 348 (1,926) (594) 1,880
Net profit (adjusted) 4,511 3,318 4,181 5,834 6,144 Others 300 442 - - -
Cash flow from financing 12,813 (873) (3,066) (594) 1,880
Basic EPS (RMB) 0.70 0.44 0.55 0.77 0.81
Diluted EPS (RMB) 0.70 0.44 0.55 0.77 0.81 Change in cash 5,133 2,023 (4,642) 1,127 4,315
DPS (RMB) 0.30 0.22 0.28 0.38 0.40  Free cash flow (6,793) 2,674 (1,652) 1,857 2,841
Balance sheet (RMBm) Key ratios
Year end: Dec 2014 2015 2016E 2017E 2018E  Year end: Dec 2014 2015 2016E 2017E 2018E
Cash 21,923 23,946 19,305 20,432 24,747 Operating ratios
Short term investments - - - - - Gross margin 15.9 18.2 19.4 20.6 20.3
Accounts receivables 6,422 10,949 13,138 15,109 17,375 EBITDA margin (%) 4.0 8.3 10.0 11.9 12.1
Inventory 11,068 9,871 11,699 13,137 15,151 Effective tax rate (%) 12.8 24.0 23.2 23.1 229
Other current assets 4,905 7,471 8,503 9,697 10,950 Revenue growth (%) 341.0 49.2 16.1 17.4 17.0
Total current assets 44,319 52,237 52,645 58,375 68,223 Net income growth (%) 66.2 (26.4) 26.0 39.5 5.3
PP&E 34,218 38,353 42,719 46,794 50,554 EPS growth adj (%) 45.3 (37.8) 26.0 39.5 5.3
Intangible Assets 8,251 11,473 14,844 18,369 22,057  DPS growth (%) (15.7) (28.0) 25.9 39.5 5.3
Associates and JVs 14,066 14,582 14,995 15,404 15,802
Otherlong term assets 9,004 10,748 10,705 10,663 10,623 Efficency ratios
Total long term assets 65,540 75,156 83,262 91,229 99,037 ROE (%) 13.5 9.5 11.0 133 12.3
TOTAL ASSETS 109,859 127,393 135,907 149,605 167,260 ROCE (%) 2.2 6.0 8.5 11.4 12.2
Asset turnover (x) 0.5 0.7 0.7 0.8 0.8
Short term debt 15,983 21,280 20,865 21,257 24,121 Op cash / EBIT (x) 1.6 2.3 0.9 1.0 0.9
Accounts payables 14,978 21,382 22,451 23,574 24,753 Depreciation / CAPEX (x) 0.3 0.5 0.5 0.5 0.6
Other current liabilities 20,539 24,965 26,976 29,076 31,341 Accounts receivable days 40.2 37.7 45.0 45.0 44.2
Total current liabilities 51,500 67,627 70,293 73,907 80,216  Accounts payable days 100.5 96.4 101.6 92.4 82.5
Long term debt 13,935 8,986 7,474 6,489 5,504
Deferred tax 887 840 865 891 918  Leverage ratios
Convertible bonds Net gearing (%) 24.0 18.1 23.7 16.7 9.8
Other long term liabilities 1,568 2,871 3,005 3,146 3,295 Net debt / EBITDA (x) 3.6 0.9 0.9 0.5 0.3
Total long term liabilities 16,390 12,697 11,345 10,527 9,717 Interest cover (x) 2.7 10.8 19.5 313 33.7
TOTAL LIABILITIES 67,890 80,324 81,638 84,434 89,933 Current ratio (x) 0.9 0.8 0.7 0.8 0.9
Shareholders’ funds 33,355 35,010 38,052 43,886 50,029
Minority Interests 8,614 12,059 16,218 21,286 27,298 PER (x) 7.1 11.3 9.0 6.5 6.1
TOTAL LIAB AND EQUITY 109,859 127,393 135,907 149,605 167,260 EV/EBITDA (x) 19.9 6.4 4.6 33 2.8
PBR (x) 0.8 0.8 0.7 0.6 0.5
Net cash / (debt) (7,995) (6,320) (9,035) (7,313) (4,878) Dividend yield (x) 6.1 4.4 5.6 7.7 8.2
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Buy 12-month absolute total return: >=10%
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Sell 12-month absolute total return: <=-10%
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