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Wumart Stores (1025 HK)

Downgrade to N(V): cash flow disappointment
overshadows strength in earnings

» 2014 recurring profit 18% better than our estimate, beat on
SSSG and consolidated GPM

» Zero dividend was a negative surprise; we expect lower cash
flows to be generated from operations

» Downgrade to N(V) from OW(V), lower DCF-based TP to
HKD®6.5 (from HKD7.7)

2014 results were better than expected. Wumart’s FY same-store sales growth (SSSG)
was 4.4%, much higher than 0.9% in 1H, thanks to its “low price strategies” implemented
from May. Strong suppliers income and rental income offset the negative impact from
lowering prices, leading to a 40bp y-o0-y expansion in consolidated GPM to 21.2%.
Operating profit declined 6.4% y-o-y, as SGA still grew faster at 20% y-o-y than 15.7%
growth in consolidated GP. Thanks to lower tax rate, FY recurring net profit grew 2.1% y-
0-y to RMB476m, a big improvement from 10% decline in 1H14 and 18% better than our
estimate. However, after Wumart booked RMB143m impairment loss from loss-making
and closed stores, the reported net profit showed a decline of 14% to RMB395m.

Zero dividend in 2014 was negative surprise. Despite the strength in operating results,
Wumart for the first time since its listing paid zero dividends (69.8% payout in 2013),
justified by its decline in operating cash flow and the plan to increase capex. Its 2014
operating cash flow fell 35% y-o-y to RMB958m due to the decline in OP and the drop in
prepaid card sales. Capex in 2015e should increase to RMB600-700m from RMB400m as
it plans to open 20 big stores, up from 16. The zero dividend was a negative surprise to us
as we upgraded the stock to OW(V) in August 2014 based on dividend yield and cash
flow yield. We assume the dividend payout will return to 35% in 2015 and forward, as OP
cash flow resumes positive growth from the 35% decline in 2014; but visibility is low.

We turn more cautious on future cash flows. Our previous forecasts on cash flow are
optimistic as prepaid cards sales will remain weak: the new card sales declined by 11% in 2014
y-o0-y and the card used in total sales declined to now 20% from 25% a year earlier. With the
government’s continued focus on constraining extravagant spending, we now expect customer
prepayments to remain flat due to weak prepaid card sales (versus in line with sales growth
previously). Offsetting this, better-than-expected 2014 core earnings have led us to raise our
2015 earnings forecast 16%. Net-net, we have cut our FY15 and FY'16 OP cash flow forecasts
by 25% each, resulting in a cut to our DCF-based target price to HKD6.5 (from HKD7.7)
and downgrade to N(V). The change to our target price are due to the cuts we’ve made to our
earnings and OP cash flow forecasts.

Mndex HSCEI Enterprise value (RMBm) 3,739
Index level 11,566 Free float (%) 42
RIC 1025.HK Market cap (USDm) 923
Bloomberg 1025 HK Market cap (HKDm) 7,175

Source: HSBC Source: HSBC
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Financial statements Key forecast drivers
Year to 12/2014a  12/2015e  12/2016e  12/2017e Year to 12/2014a 12/2015e  12/2016e 12/2017e
Profit & loss summary (RMBm) Effective OFA growth % 9 6 4 4
Same-store sales % 4 3 3 3
Revenue 21,638 24,271 26,953 29778 Consolidated gross margin % 21 22 22 23
EBITOA o 1,079 1115 1,155 1191 Effective tax rate % 25 25 2 2
Depreciation & amortisation -444 -479 -514 -548 Dividend payout ratio % 0 30 30 30
Operating profit/EBIT 635 636 641 643
Net interest 19 19 24 30
PBT 557 666 676 683
HSBC PBT 664 666 676 683 Valuation data
Lae’t‘apﬁggt ggg 133 12491 1;2) Yearto 1220142 1212015e  1212016e  1212017e
HSBC net profit 476 477 484 490 EV/sales 0.2 02 0.1 0.1
EV/EBITDA 37 34 29 25
Cash flow summary (RMBm) EVIIC 24 21 20 18
Cash flow from operations 958 1,092 1,146 1,218 PE* 12.2 121 11.9 11.8
Capex -400 -650 -651 -652 PB 1.5 14 1.3 1.2
Cash flow from investment 638 -640 -641 -642 FCF yield (%) 16.2 10.1 1.2 12.6
Dividends 0 -143 -145 -147 Dividend yield (%) 0.0 25 25 2.5
ggineg:u'i?ynet debt gig gg? ggg ggg *Based on HSBC EPS (diluted)
Balance sheet summary (RMBm) Price relative
Intangible fixed assets 872 867 863 861 19 19
Tangible fixed assets 3,633 3,875 4,082 4,255 17 17
Current assets 6,708 7,469 8,291 9,204 15 15
Cash & others 2,188 2,610 3,089 3,645
Total assets 12,175 13,173 14,199 15,283 13 13
Operating liabilities 7,311 7,859 8,428 9,051 1 11
Gross debt 1,060 1,154 1,249 1,345 9 9
Net debt -1,128 -1,456 -1,840 -2,300 7 7
Shareholders’ funds 3,781 4,116 4,455 4,797 5 5
Invested capital 1,714 1,742 1,719 1,625 ) )
Mar-13 Sep-13 Mar-14 Sep-14 Mar-15
——Wumart Stores Inc. —Relto HSCEI
Ratio, growth and per share analysis
Source: HSBC
Year to 12/2014a  12/2015¢  12/2016e  12/2017e
Y-0-y % change Note: Priced at close of 12 March 2015
Revenue 14.6 12.2 111 10.5
EBITDA -3.2 34 36 31
Operating profit 6.4 0.2 0.8 0.2
PBT -22.3 19.6 1.5 1.1
HSBC EPS 2.1 0.3 15 1.1
Ratios (%)
Revenue/IC (x) 15.0 14.0 15.6 17.8
ROIC 33.0 27.6 278 28.8
ROE 12.7 121 11.3 10.6
ROA 36 39 37 35
EBITDA margin 5.0 4.6 43 4.0
Operating profit margin 29 26 24 22
Net debt/equity -28.3 -33.6 -39.2 -45.4
Net debt/EBITDA (x) -1.0 -1.3 -1.6 -1.9
Per share data (RMB)
EPS reported (diluted) 0.31 0.37 0.38 0.38
HSBC EPS (diluted) 0.37 0.37 0.38 0.38
DPS 0.00 0.11 0.11 0.11
Book value 294 3.20 3.46 373
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Cash flow disappointment
overshadows strength in
earnings

» 2014 recurring profit 18% better than our estimate, beat on SSSG
and consolidated GPM

» Zero dividend was a negative surprise; we expect lower cash
flows to be generated from operations

» Downgrade to N(V) from OW(V) with new DCF-based TP HKDG6.5
(old HKD7.7)

Wumart: Changes to our earnings forecasts

RMBm 2H14e 2H14a Change 2014e 2014a Change 2015e 2015e Change 2016e 2016e Change 2017e
old new old new new
Sales 9,367 9,690 3% 18,579 18,902 2% 20,395 21,113 4% 22,207 23,348 5% 25,691

Other revenue (suppliers income, rental income 941 1,514 61% 2,162 2,735 21% 2,437 3,158 30% 2,724 3,605 32% 4,087
from sub-leasing)

Operating Revenue 10,308 11,205 9% 20,741 21,638 4% 22,831 24,271 6% 24,931 26,953 8% 29,778
Gross profit 1,163 953  -18% 2,064 1854 -10% 2,284 2102 8% 2518 2360 6% 2,637
Consolidated gross profit 2,105 2,467 17% 4,226 4,589 9% 4721 5260 1% 5242 5,965 14% 6,724
Total operating expenses (2,088) (2,135) 2% (3,996) (4,043) 1% (4,520) (4,723) 5% (5,086) (5,435) 7% (6,203)
Rental cost (569)  (618) 9% (1,090) (1,140) 5% (1,257) (1,370) 9% (1,434) (1,608) 12% (1,849)
Staff cost (781)  (735) 6% (1477) (1,431) 3% (1,744) (1,721) -1% (2,056) (2,060) 0% (2,450)
Operating profit 95 213 124% 517 635 23% 515 636 24% 499 641 29% 643
Profit before tax 143 135 -5% 564 557 -1% 576 666 16% 569 676 19% 683
Net profit 98 88  -10% 404 395 2% 413 477 16% 408 484 19% 490
Recurring net profit 98 169 73% 404 476 18% 413 477 16% 408 484 19% 490
Key drivers: Change Change Change Change
SSSG 11% 78% 6.7ppt  1.0%  44% 34ppt 2.0% 3.0% 1.0ppt 20% 3.0% 1.0ppt 3.0%
Effective floor area growth (%) 8.4% 77% 91% 14ppt  51% 64% 13ppt 4.2% 42% 00ppt 4.1%
Staff costs to Revenue ratio 76% 66% -10ppt 71% 6.6% -0.5ppt 7.6% 71% -0.5ppt 82% 7.6% -0.6ppt 82%
Merchandise sales / OP Rev 90.9% 86.5% -44ppt 89.6% 87.4% -22ppt 89.3% 87.0% -2.3ppt 89.1% 86.6% -2.4ppt 86.3%
Direct sales margin 124%  98% -2.6ppt 11.1%  9.8% -1.3ppt 112% 10.0% -12ppt 11.3% 10.1% -1.2ppt 10.3%
Staff costs / OP Rev 76% 66% -1.0ppt 71%  6.6% -05ppt 7.6% 7.1% -05ppt 82%  7.6% -0.6ppt 8.2%
Rental costs / OP Rev 55% 55% 00ppt 53% 53% O00ppt 55% 56% O0.4ppt 58% 6.0% 0.2ppt 62%
Effective tax rate 284% 291% O0.7ppt 25.0% 25.1% O.ppt 25.0% 25.0% 0.0ppt 25.0% 25.0% 0.0ppt 25.0%
Consolidated gross margin 204% 220% 16ppt 204% 21.2% 0.8ppt 20.7% 21.7% 1.0ppt 21.0% 221% 1.1ppt 22.6%
Operating margin 0.9% 19% 1.0ppt 25% 29% Odppt 23% 26% Odppt 20% 24% Odppt 22%
Net profit margin (/ OP Rev) 09% 08% -02ppt 1.9% 18% -01ppt 18% 20% 02ppt 16% 18% 02ppt 1.6%
Recurring net profit margin (/ OP Rev) 09% 15% 06ppt 19% 22% 02ppt 1.8% 20% 02ppt 16% 1.8% 02ppt 1.6%
Yoy %
Sales 102% 14.0% 94% 11.3% 98% 11.7% 8.9% 10.6% 10.0%
Consolidated GP 1.1% 30.2% 11.3% 20.9% 1M.7% 14.6% 1M11% 134% 12.7%
Operating profit -46.3%  20.5% -238%  -6.4% 04%  02% 31%  08% 0.2%
Net profit 17.9%  -25.9% -11.9%  -14.0% 21%  20.9% 11%  15% 1.1%

Source: Company data, HSBC estimates



Wumart: DCF valuation (RMBm)

NPV of cash flows 3,920
Net cash (debt) 2,825
Equity value 6,745
Number of shares (m) 1,288
Value per share (RMB) 5.2
- HKD : RMB 1.24
Target price (HKD) 6.5
Explicit Explicit Explicit Semi explicit Semi explicit Semi explicit Semi explicit Semi explicit Semi explicit Semi explicit Semi explicit Terminal
Free cash flow calculation 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025
Sales 24,271 26,953 29,778 31,267 32,830 34,472 36,195 36,195 36,195 36,195 36,195
Sales growth 12% 11% 10% 5% 5% 5% 5% 0% 0% 0% 0%
EBIT 636 641 643 587 525 454 376 274 173 72 72
EBIT margin 2.6% 24% 2.2% 1.9% 1.6% 1.3% 1.0% 0.8% 0.5% 0.2% 0.2%
NOPAT 477 481 482 440 394 341 282 206 130 54 54
Depreciation 479 514 548 548 548 548 548 548 548 548 548
Gross cash flow 956 995 1,030 989 942 889 830 754 678 602 602
Less minority interest EBITDA 42 44 46 44 42 39 37 33 30 27 27
Increase in working capital 262 347 471 - - - - - - - -
Change in WC as a % of inc sales 1.1% 1.3% 1.6% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Maintenance capex 350 350 350 400 400 400 400 400 400 400 400
Free cash flow 773 828 899 545 500 450 393 321 248 175 175 1,436
Year 1 2 3 4 5 6 7 8 9 10 11 11
WACC 11.00%
PV of cash flow 697 672 657 359 297 240 189 139 97 62 56 456
NPV of cash flows 3,920
Number of shares (m) 1,288
Long-term growth rate 0%
WACC calculation
Cost of equity 11.75%
Cost of debt 6.0%
Tax rate 25.0%
Target equity ratio 90%
Target debt ratio 10%
Risk-free rate (R)\ 3.5%
Equity risk premium 5.5%
Sector beta 1.0
Specific beta 1.5
WACC 11.0%

Source: Company data, HSBC estimates
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Valuation

Though there are fluctuations in earnings resulting from investing in new stores and variations in SSSG
assumptions, cash flows from existing stores continue to have high visibility. As a result, we set our target
price for Wumart based on DCF.

Our DCF approach combines our earnings model and EBITDA estimates with our assumptions on
depreciation, working capital, taxes, and debt levels. We explicitly estimate minority interest EBITDA and
then strip this out of consolidated operating earnings. We model cash flows and EBITDA explicitly up to
2017, after which we build in semi-explicit cash flow estimates running off a sales growth assumption and a
profitability metric through to 2025. After this stage, we move to a terminal valuation phase. Our DCF
assumptions include a 5.5% China equity risk premium and a 0% terminal growth rate, while Wumart has a
6% cost of debt and a target 10:90 debt-to-equity ratio, yielding a cost of capital of 11.0%.

Our new DCF-based target price is HKD6.5 (was HKD7.7). The lower target price results from the cuts
to our FY15 and FY 16 operating cash flow estimates (by 25% for each year).

Under our research model, the Neutral band for volatile stocks equals the local market hurdle rate set by
HSBC'’s Global Equity Strategy team (8.5% for Hong Kong-traded stocks), plus or minus 10ppt. Our
target price implies a potential return of 16%; we therefore downgrade our rating on the shares to
Neutral(V) from Overweight (V). Potential return equals the percentage difference between the current

share price and the target price, plus the forecast dividend yield when indicated.

Downside risks to our rating and estimates include aggressive pricing strategies that do not lead to
market share gains and faster than- expected cost appreciation. Upside risks to our view include (1) a
sector re-rating driven by a pick-up in inflation or a normalization in demand following the government’s
curb on extravagant spending; (2) improvement in the OP cash flow situation; and (3) resumption of
dividend payout.
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Analyst Certification

The following analyst(s), economist(s), and/or strategist(s) who is(are) primarily responsible for this report, certifies(y) that the
opinion(s) on the subject security(ies) or issuer(s) and/or any other views or forecasts expressed herein accurately reflect their
personal view(s) and that no part of their compensation was, is or will be directly or indirectly related to the specific
recommendation(s) or views contained in this research report: Lina Yan and Erwan Rambourg

Important disclosures

Equities: Stock ratings and basis for financial analysis

HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which
depend largely on individual circumstances such as the investor’s existing holdings, risk tolerance and other considerations.
Given these differences, HSBC has two principal aims in its equity research: (1) to identify long-term investment opportunities
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 12-month horizon; and
(2) from time to time to identify short-term investment opportunities that are derived from fundamental, quantitative, technical
or event-driven techniques on a 0- to 3-month horizon and which may differ from our long-term investment rating. HSBC has
assigned ratings for its long-term investment opportunities as described below.

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when HSBC
publishes a short-term trading idea the stocks to which these relate are identified on the website at www.hsbcnet.com/research.
Details of these short-term investment opportunities can be found under the Reports section of this website.

HSBC believes an investor’s decision to buy or sell a stock should depend on individual circumstances such as the investor’s
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research
report. In addition, because research reports contain more complete information concerning the analysts’ views, investors
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not
be used or relied on in isolation as investment advice.

Rating definitions for long-term investment opportunities

Stock ratings
HSBC assigns ratings to its stocks in this sector on the following basis:

For each stock we set a required rate of return calculated from the cost of equity for that stock’s domestic or, as appropriate, regional
market established by our strategy team. The target price for a stock represents the value the analyst expects the stock to reach over
our performance horizon. The performance horizon is 12 months. For a stock to be classified as Overweight, the potential return,
which equals the percentage difference between the current share price and the target price, including the forecast dividend yield
when indicated, must exceed the required return by at least Sppt over the next 12 months (or 10ppt for a stock classified as Volatile*).
For a stock to be classified as Underweight, the stock must be expected to underperform its required return by at least Sppt
over the next 12 months (or 10ppt for a stock classified as Volatile*). Stocks between these bands are classified as Neutral.

Our ratings are re-calibrated against these bands at the time of any ‘material change’ (initiation of coverage, change of
volatility status or change in target price). Notwithstanding this, and although ratings are subject to ongoing management
review, expected returns will be permitted to move outside the bands as a result of normal share price fluctuations without
necessarily triggering a rating change.

*A stock will be classified as volatile if its historical volatility has exceeded 40%, if the stock has been listed for less than 12
months (unless it is in an industry or sector where volatility is low) or if the analyst expects significant volatility. However,
stocks which we do not consider volatile may in fact also behave in such a way. Historical volatility is defined as the past
month’s average of the daily 365-day moving average volatilities. In order to avoid misleadingly frequent changes in rating,
however, volatility has to move 2.5ppt past the 40% benchmark in either direction for a stock’s status to change.
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Rating distribution for long-term investment opportunities
As of 13 March 2015, the distribution of all ratings published is as follows:

Overweight (Buy) 41% (30% of these provided with Investment Banking Services)
Neutral (Hold) 40% (28% of these provided with Investment Banking Services)
Underweight (Sell) 19% (20% of these provided with Investment Banking Services)

Share price and rating changes for long-term investment opportunities

Wumart Stores Inc. (1025.HK) share price performance HKD vs HSBC rating Recommendation & target price history
history
From To Date
Neutral (V) Underweight (V) 20 March 2012
21 A Underweight (V) Underweight 26 February 2013
19 - Underweight Neutral 27 March 2013
Neutral Overweight (V) 11 August 2014
17 .
15 Target price Value Date
Price 1 13.80 22 August 2012
13 1 Price 2 14.20 26 February 2013
1 Price 3 14.50 27 March 2013
9 1 Price 4 15.80 22 August 2013
'S Price 5 12.90 13 January 2014
1 Price 6 8.90 12 March 2014
‘ : " Price 7 8.50 11 August 2014
= ha a8 2 I 2 Price 8 7.70 22 February 2015
g § g g § g Source: HSBC
Source: HSBC

HSBC & Analyst disclosures

None of the below disclosures applies to any of the stocks featured in this report.

1 HSBC has managed or co-managed a public offering of securities for this company within the past 12 months.
HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next
3 months.

3 At the time of publication of this report, HSBC Securities (USA) Inc. is a Market Maker in securities issued by this
company.

4  Asof 28 February 2015 HSBC beneficially owned 1% or more of a class of common equity securities of this company.

5 Asof 31 January 2015, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of investment banking services.

6  Asof 31 January 2015, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of non-investment banking securities-related services.

7  Asof 31 January 2015, this company was a client of HSBC or had during the preceding 12 month period been a client of
and/or paid compensation to HSBC in respect of non-securities services.

8 A covering analyst/s has received compensation from this company in the past 12 months.

9 A covering analyst/s or a member of his/her household has a financial interest in the securities of this company, as
detailed below.

10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of this
company, as detailed below.

11 At the time of publication of this report, HSBC is a non-US Market Maker in securities issued by this company and/or in
securities in respect of this company

HSBC and its affiliates will from time to time sell to and buy from customers the securities/instruments (including derivatives)
of companies covered in HSBC Research on a principal or agency basis.

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment
banking revenues.
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Whether, or in what time frame, an update of this analysis will be published is not determined in advance.

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that
company available at www.hsbcnet.com/research.

Additional disclosures

1 This report is dated as at 15 March 2015.

2 All market data included in this report are dated as at close 12 March 2015, unless otherwise indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC’s analysts and its other staff who are involved in the preparation and dissemination of Research
operate and have a management reporting line independent of HSBC’s Investment Banking business. Information Barrier
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or
price sensitive information is handled in an appropriate manner.
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