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Stock RatingStock Rating OverweightOverweight
Industry ViewIndustry View AttractiveAttractive
Price target HK$6.50
Up/downside to price target (%) 22
Shr price, close (Jun 19, 2015) HK$5.31
52-Week Range HK$7.28-3.92
Sh out, dil, curr (mn) 2,557
Mkt cap, curr (mn) Rmb10,876
EV, curr (mn) Rmb16,842
Avg daily trading value (mn) HK$20

Fiscal Year Ending 12/14 12/15e 12/16e 12/17e

ModelWare EPS (Rmb) 0.28 0.38 0.46 0.52
Prior ModelWare EPS
(Rmb)

- 0.37 0.45 0.51

Consensus EPS (Rmb)§ 0.43 0.44 0.53 0.64
Revenue, net (Rmb
mn)

30,723 31,091 34,652 37,506

EBITDA (Rmb mn) 1,989 2,268 2,694 3,064
ModelWare net inc
(Rmb mn)

707 977 1,165 1,330

P/E 13.0 11.1 9.3 8.2
P/BV 1.8 1.8 1.6 1.4
RNOA (%) 12.3 12.6 15.1 15.8
ROE (%) 15.1 19.2 19.7 19.2
EV/EBITDA 7.6 7.0 5.9 5.1
Div yld (%) 1.1 1.3 1.6 1.8
FCF yld ratio (%) (1.3) 10.0 2.1 5.2
Leverage (EOP) (%) 116.0 83.7 70.7 56.0
Unless otherwise noted, all m etrics are based on Morgan Stanley ModelWare fram ework
§ = Consensus data is provided by Thom son Reuters Estim ates
e = Morgan Stanley Research estim ates
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Evolving business model; upgrade to
OW

Amid industry consolidation, we believe the strong growth of
Baoxin's used car business (via its O2O auto platform) and after-
sales business, plus other value-added services, are set to improve
its margin in the next few years. We think its evolving business
model justifies a higher multiple.

What's Changed?What's Changed? From:From: To:To:

Baoxin Auto GroupBaoxin Auto Group
Price Target HK$5.50 HK$6.50
Rating Equal-weight Overweight

Changes in dealership industry are positive for Baoxin: Since the new car
sales business is no longer as profitable as before, small dealers with that as
their single business are likely to be phased out of the industry amid industry
consolidation. We believe leading dealers with multiple businesses, such as
Baoxin, should be able to maintain their profitability and gain market share at a
relatively lower cost.

O2O auto platform to drive used car sales growth: Supported by Cox Auto
and China Merchants Bank, Autostreets is likely to grow as one of the leading
O2O auto platforms, in our view. Moreover, its cooperation with over 5,000
dealers provides it with sufficient used car supply. Baoxin could get 2-3% of
the used car price as commission, and stronger-than-expected growth of its
used car sales could lead to fast growth of its profits.

Evolving business model justifies a narrowing of the P/E gap vs. global
peers: Baoxin is also improving its business composition with more
contribution from high-margin businesses such as after-sales services and
other expanding services. This business model has been proven successful in
developed countries such as the US. Based on Bloomberg consensus, auto
dealers gloablly (mainly in the US) currently trade at an average 2016e P/E of
16.7x, a ~120% premium over Baoxin's P/E of 7.7x We think a higher multiple
for Baoxin is justified.

Our new price target implies 22% upside: In addition to our EPS estimate
increases, we lift the terminal EBIT margin in our DCF model to 4.2% from 4%
to reflect long-term margin improvement from its optimal business
composition.

Morgan Stanley does and seeks to do business with
companies covered in Morgan Stanley Research. As a result,
investors should be aware that the firm may have a conflict
of interest that could affect the objectivity of Morgan
Stanley Research. Investors should consider Morgan
Stanley Research as only a single factor in making their
investment decision.
For analyst certification and other important disclosures,For analyst certification and other important disclosures,
refer to the Disclosure Section, located at the end of thisrefer to the Disclosure Section, located at the end of this
report.report.
+ =  An alysts emp loyed  by n on -U .S.  a ff ilia tes are n o t reg istered  w ith  F INRA, may
n o t be associated  person s o f th e member an d  may n o t be su b ject to  NASD/NYSE
restriction s on  commu n ication s w ith  a  su b ject compan y, pu b lic appearan ces an d
trad in g  secu rities h eld  by a  research  an alyst accou n t.
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Bull HK$8.0
14.1x bull case 2016e EPS

Robust sales growth and stable margins: Dealership network
maintains fast expansion, while per-dealership sales performance
continues to improve.

Base HK$6.5
11.4x base case 2016e EPS

Stable growth with more contribution from high-margin
business: Greater profit contribution from high-margin after-sales
services, accessories, and used car sales, with healthy pricing and
new car margin recovery.

Bear HK$5.0
8.8x bear case 2016e EPS

Sluggish profitability recovery: Sluggish new store expansion
with intensifying competition, which further compresses margins
and affects profit growth.

Why we move to overweightWhy we move to overweight

We expect Baoxin's expanding services to record
strong growth in the next few years, which will
help to improve its margins.

After-sales business contribution to total gross
profit keeps improving, to 52% in 2014 from 44%
in 2013. We expect further increases in future.

We expect Baoxin's new car margins for BMW
dealerships to face less pressure in 2015, since
BMW has cut its 2Q15 sales targets and is likely to
increase subsidies to dealers.

As one of China’s largest auto dealer groups,
Baoxin should benefit from the long-term growth
trend we forecast for China’s luxury car market.

Baoxin has slowed its network expansion since
2014; it will only open 5-7 4S stores in 2015,
which prevents it from sustaining significant new
store losses.

Our price target of HK$6.5 implies 11.5x 2016e
P/E, which is still at the low end of its historical
forward P/E range of 10-17x since 2013.

Key Value DriversKey Value Drivers

Network expansion.

New car sales pricing recovery with steady growth
in sales volume.

Fast-growing after-sales business and other
services with high and stable margins.

Potential CatalystsPotential Catalysts

OEMs further lower sales targets in China, causing
supply to normalize and easing dealers’ inventory.

Success in expanding the used car business,
especially for BMW and Audi.

Strategic investment in Baoxin's O2O auto
platform, Autostreets, by a strong Internet
company could help attract online traffic.

Risks to Achieving Price TargetRisks to Achieving Price Target

Weaker-than-expected new car sales margins if
OEMs maintain aggressive targets in China,
leading to even tougher price competition.

Slower-than-expected growth of after-sales and
other expanding services, as high-margin nature of
these businesses could attract more competitors.

If no Internet company endorses its O2O platform,
online traffic could be lower than expected.

 

Risk-RewardRisk-Reward

More upside than downside on our revised scenario values

Sou rce: Th omson  Reu ters,  Morgan  Stan ley Research  estimates

Exhibit 1:Exhibit 1: After-sales service and other expanding service become more important

Sou rce: Morgan  Stan ley Research
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Investment PositivesInvestment Positives

 Evolution of dealership industry is positive for BaoxinEvolution of dealership industry is positive for Baoxin

We believe China's dealership industry has entered into a stage of consolidation. Since the new car sales
business is no longer as profitable as before, many small dealers with a single business, new car sales, are likely
to be phased out of the industry in the next few years. However, supported by multiple businesses (i.e, after-
sales business and other expanding services) and relatively strong balance sheet, leading dealers such as Baoxin
are able to maintain profitability and continue to consolidate the market or even gain market share from small
dealers at relatively lower cost.

 Optimal business composition justifies a higher multipleOptimal business composition justifies a higher multiple

After-sales business contributed 52% of Baoxin's gross profit in 2014. With more service centers to be opened
in the next few years, especially in the Yangtze Delta area, we believe Baoxin is well positioned to absorb the
growing demand for after-sales services in affluent cities and enjoy sustainable profit growth, given its good
reputation in this area. As such, we expect after-sales to account for 57% of Baoxin's gross profit in 2017.
Moreover, we expect its commission income from expanding services (used cars sales, auto financing and
insurance business) to record strong growth in the next few years due to increasing demand.

We believe Baoxin is improving its business composition with more contribution from high-margin business;
this business model has been proven successful in developed countries such as the US. Based on Bloomberg
consensus estimates, auto dealers around the world (mainly in developed countries such as the US) currently
trade at an average 2016e P/E of 16.7x , a ~120% premium over Baoxin's 2016e P/E of 7.7x . We believe the
reason that dealers' stocks in developed countries command higher multiples is that a higher proportion (over
50%) of their sales comes from used-car sales, after-sales services and other high-margin business. These
businesses have higher margins and are less capital-intensive vs. new-car sales. In terms of free cash flow, these
businesses can generate more FCF and hence deserve a higher multiple. As such, we believe Baoxin warrants a
higher multiple, given its improving business composition.

 O2O auto platform to drive used car sales growthO2O auto platform to drive used car sales growth

Baoxin’s used car trading business has been growing much faster than its new car sales, and used car sales also
have higher gross margins, above 10%. Supported by Cox Auto's car trading technology and China Merchants
Bank's auto financing service expertise, Baoxin's Autostreets is likely to grow as one of the leading O2O auto
platforms. Moreover, over 5,000 auto dealers have cooperated with Autostreets, and Baoxin is targeting over
400 additions each month, which provide it with sufficient used car supply. Baoxin could get 2-3% of the vehicle
price as the commission and stronger-than-expected growth of its used car sales could make us more bullish on
fast growth of its value-added services.

 Recovering new car sales marginsRecovering new car sales margins

BMW already confirmed that it will offer Rmb5.1b in subsidies to compensate new car sales of Chinese dealers
for 2014. Although inventories for luxury vehicles declined to ordinary levels in 1Q15, intensifying competition
among dealers appears to be dragging down dealer margins. BMW has already lowered its 2Q15 sales target by
15%. We expect BMW to reach further agreement with Chinese BMW dealers on lower sales targets in 2H15 and
higher subsidies, which could help the margin recovery of dealers’ new car business and improve their working
capital status.

Moreover, we expect lower prices for imported BMW vehicles given the depreciation of the Euro since last May.
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This might further help the sales volume and market share recovery of dealers’ new car business. As the largest
BMW dealer in China, Baoxin is well positioned to benefit from BMW’s lower sales targets, increasing subsidies
and lower vehicle prices in 2015, in our view.
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Earnings Estimate RevisionsEarnings Estimate Revisions

We raised our earnings forecasts by 2.4% for 2015, 2.3% for 2016, and 2.2% for 2017: We believe the
strong growth of Baoxin's used car business, auto financing and auto insurance are set to improve its margin in
the next few years. We expect consistent stable growth in its after-sales services, where margin should continue
to improve with lower costs of spare parts sourced through parallel imports.

Exhibit 2:Exhibit 2: Major changes in our forecast

Sou rce: Morgan  Stan ley Research  (E ) estimates
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Relative Valuation and RatingRelative Valuation and Rating

Based on Bloomberg consensus, Baoxin's 2016e P/E is currently 7.7x, higher than its HK-listed peers
(Zhongsheng, Zhengtong and Yongda) at 6-7x. We believe Baoxin deserves a premium to peers, given its higher
new-car sales margins and retention rates for after-sales vs. peers.

Our 2016 net profit forecast is 13% lower than consensus. We believe the market is already anticipating lower
earnings vs. consensus, as the company has guided down market expectations since May. Our price target of
HK$6.50 implies a 2016e P/E of 11.4x (based on our estimate). This is still near the low end of its historical
forward P/E range of 10-17x since 2013.

Our new price target of HK$6.50 implies 22% upside from Baoxin's current trading price of HK$5.31. We believe
the recent weakness in Baoxin's share price is due to (1) some investors' taking profits, as the stock rose more
than 80% from April 1st to end-May, vs. a 10% advance in the Hang Seng Index during the same period; (2) the
company reported weak May auto sales numbers in early June, and most investors still treat dealers' results as
proxies for new-car sales. However, this is where we differ from the market: We believe that dealers are in the
process of transforming their business models, and we expect their stocks to be driven by after-sales, used-car
sales and other high-margin services.

As such, we raise our rating on Baoxin from Equal-weight to Overweight. We believe there is limited downside
risk to our target price, given unstretched valuation, and more upside potential comes from its improving
fundamentals.

We expect Baoxin to face lower pressure on new car prices and margins for the BMW brand given the increasing
bargaining power of BMW dealers and higher subsidies, which could help its new car margins to recover from
2015. Also, its brand mix is improving following the opening of new luxury dealerships, while we expect after-
sales services to continue strong growth following ramp-up of its new dealerships. Moreover, its strong growth
of used car sales, auto financing and auto insurance are set to improve its margin in the long run.

Given Baoxin’s strong position as the No. 1 dealer for both BMW and JLR, we expect it to have higher bargaining
power to negotiate with OEMs on sales targets and subsidies. Both of these two OEM brands offered dealers
large subsidies to compensate their new car sales in 2014, while we expect this trend to continue especially for
BMW, as 68% of its sales in China were contributed by the top 10 dealers in 2014. Moreover, we expect Baoxin’s
gross margin for after-sales services to improve because it would outsource part of its spare parts from parallel
import with lower costs.
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Valuation methodologyValuation methodology

We base our HK$6.5 price target on our DCF valuation model. Our 9.3% WACC is unchanged. It incorporates a
10.0% cost of equity. We use a beta of 1.0, an equity risk premium of 4.5%, a risk-free rate of 3.3%, and a China
risk premium of 2.0ppt. We lift our terminal EBIT margin by 20bps in our DCF model to 4.2% from 4% to reflect
Baoxin's long-term margin improvement potential through more contribution from high-margin after-sales
service and other expanding services. As a result, our price target rises more sharply than our earnings
estimates.

Base Case

We derive an EV per share of HK$6.5 per share (up 18% from HK$5.5). This implies 11.4x 2016e P/E, which is at
the lower end of its historical forward P/E range since 2013.

Bull Case

We derive EV per share of HK$8.0 per share (up 7% from HK$7.5), which implies 14.1x 2016e P/E. This is in the
middle of its historical forward P/E range since 2013.

Bear Case

We derive EV per share of HK$5.0 (up 11% from HK$4.5), which implies 8.8x 2016e P/E, ~20% premium over
average 7.4x 2016e P/E of HK-listed auto dealer stocks (based on consensus).

Stable dealer network expansion, adding 5-6 new stores per year in 2015-17. This is the same as in our
last forecasts.

We forecast Baoxin's commission income as a percentage of sales to increase 10bps p.a. to 1.6% in
2015, 1.6% in 2016 and 1.7% in 2017 (vs. 1.5% in 2015, 1.5% in 2016 and 1.6% in 2017), driven by its
strong growth of expanding service.

Faster dealer network expansion, adding 6-10 new stores p.a. in 2015-16. This is the same as in our last
forecasts.

We assume Baoxin's commission income as percentage of sales to increase 20bps p.a. to 1.7% in 2015,
1.7% in 2016 and 1.8% in 2017 (vs. 1.5% in 2015, 1.5% in 2016 and 1.6% in 2017), driven by its higher-
than-expected growth of expanding service.

Slowdown in network expansion, without new stores being added in 2015-17 (again unchanged).

We forecast Baoxin's commission income as percentage of sales to increased by 5bps p.a. to 1.55% in
2015, 1.55% in 2016 and 1.65% in 2017 (vs. 1.5% in 2015, 1.5% in 2016 and 1.6% in 2017), implying
lower-than-expected expanding service growth than our base case scenario.
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Exhibit 3:Exhibit 3: Baoxin: DCF model

Sou rce: M  o rgan  Stan ley Research  estimates
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Exhibit 4:Exhibit 4: Financial Summary

Sou rce: Compan y data ,  Morgan  Stan ley Research  estimates
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such securities and shall be responsible for obtaining all relevant approvals, licenses, verifications and/or registrations from the relevant governmental
authorities themselves.
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takes responsibility for its contents in Canada; in Germany by Morgan Stanley Bank AG, Frankfurt am Main and Morgan Stanley Private Wealth
Management Limited, Niederlassung Deutschland, regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin); in Spain by Morgan Stanley,
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warranties or representations relating to the accuracy, completeness, or timeliness of the data they provide and shall not have liability for any damages
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INDUSTRY COVERAGE: China Autos & Auto Parts

COMPANY (TICKER) RATING (AS OF) PRICE* (06/19/2015)

Yeung, Jack
BAIC Motor (1958.HK) O (01/25/2015) HK$9.17
Baoxin Auto Group (1293.HK) O (06/22/2015) HK$5.31
Brilliance China Automotive (1114.HK) O (10/22/2013) HK$10.92
BYD Company Limited (002594.SZ) E (06/04/2015) Rmb61.90
BYD Company Limited (1211.HK) E (06/04/2015) HK$47.80
CAR Inc. (0699.HK) E (10/23/2014) HK$16.60
China Rundong Auto Group Ltd (1365.HK) E (09/22/2014) HK$4.64
China Yongda Automobiles Services (3669.HK) E (07/12/2013) HK$5.17
China Zhengtong Auto Services (1728.HK) E (05/08/2013) HK$5.13
Chongqing Changan Automobile (200625.SZ) O (11/28/2013) HK$17.60
Chongqing Changan Automobile (000625.SZ) O (12/30/2014) Rmb19.46
Dah Chong Hong Holdings (1828.HK) U (06/13/2014) HK$4.32
Dongfeng Motor Group (0489.HK) O (05/30/2014) HK$10.78
Geely Automobile Holdings (0175.HK) E (09/27/2014) HK$3.74
Great Wall Motor Company Limited (2333.HK) E (06/05/2015) HK$38.00
Great Wall Motor Company Limited (601633.SS) E (06/05/2015) Rmb42.76
Guangzhou Automobile Group (2238.HK) U (07/17/2014) HK$7.19
Guangzhou Automobile Group (601238.SS) U (10/29/2014) Rmb17.41
Minth Group Limited (0425.HK) O (03/20/2014) HK$17.12
SAIC Motor Corp. Ltd. (600104.SS) E (05/15/2015) Rmb22.49
Zhongsheng Group Holdings (0881.HK) E (11/04/2014) HK$5.51

Stock Ratings are subject to change. Please see latest research for each company.
* Historical prices are not split adjusted.
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