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Kingdee International [0268.HK]

Refocusing on Core ERP Business.

Kingdee International [0268.HK] announced that it will sell its stakes in three loss-making inter-
net businesses to Chairman Robert Xu and senior management for a total consideration of
RMB107.4m to allow Kingdee to focus on its core enterprise resource planning (ERP) business.
The reason for selling the three internet businesses, in our view, is keen competition from the
internet giants — Alibaba’s Dingding and Tencent’s Wework. The three internet businesses were
unlikely to turn around in the near term and would have been a drag on overall performance. We
believe market reaction to Kingdee’s disposal of its loss-making internet businesses will be
mixed. Some investors prefer Kingdee to concentrate on its profitable, cash-generative ERP
business, but there are investors who bought Kingdee shares based on its cloud-related busi-
ness as the future growth driver. According to management, despite the disposal of the three
internet businesses, the Company’s target of 30% of turnover to be cloud-based in 2017 remains
unchanged. Its cloud-based ERP business is the growth driver for Kingdee to achieve the target.
We take a positive view on the news flow of the disposal, since Kingdee’s profitability will be less
volatile and the internet businesses will no longer be a drag on its financial position. Since the
positive impact of the disposal of its loss-making businesses will emerge only in 2H2016, any
share price weakness after the release of its 1H2016 results would provide a good re-visit oppor-
tunity. We also maintain the view that Kingdee will be one of the beneficiaries of Shenzhen-Hong
Kong Connect. We maintain our BUY rating with a new target price of HK$3.33 (based on 36.8x
2016E PER, higher than its historical average of 36x, but lower than its A-share listed peers).

Investment Highlights

(] Disposal of loss making businesses. Kingdee announced that it will sell its stakes in three loss-
making internet businesses for a total consideration of RMB107.4m to allow Kingdee to focus on
its core ERP business. Before the disposal, Kingdee's cloud-related businesses included (a)
Cloud Hub, an enterprise social network with 1.8m users, (b) Kuaidi100, an accounting app, (c)
Cloud ERP, (d) Kingdee Medical, and (e) Youshang.com, a financial services cloud platform. After
the disposal, Kingdee will still own a cloud-based ERP business, and a 15% stake in Cloud Hub
and Youshang.com as internet-based operations. In 2015, the three business incurred operating
losses of about RMB100m. The three internet businesses are unlikely to turn around in the near
term and would have been a drag on overall performance. The businesses being disposed of
have 400-500 employees. The financial impact will be reflected in the 2H2016 results.

. Cloud computing remains a growth driver. The cloud businesses being disposed of have not
contributed much to the Kingdee’s top line according to management. The Company'’s target of
30% of its turnover to be cloud based remains unchanged, and management expects this to be
50% of turnover by 2020. Management also noted that most customers for cloud-based ERP are
new customers or acquired from its competitors, so there is no cannibalization of traditional ERP
by cloud ERP. Kingdee’s cloud ERP business reported fast growth in 2015, from RMB18m in
2014 to about RMB115m in 2015. Growth in the Company’s cloud ERP business is expected to
remain strong in 2016 and beyond. Cloud-based ERP is still at the investment stage, so its profit-
ability will continue to improve going forward.

. Upward earnings adjustment. We revised upwards our net profit forecasts for 2016 and 2017 by
11.2% and 9.2%, respectively. The upward earnings adjustment is due to a 2ppt upward revision
in operating margin assumptions for 2016 and 2017 which are the result of a cut in the number of
staff.

Key Financials

(o o e 2013 2014 2015 2016E 2017E
Revenue 1,602.1 1,546.5 1.586.2 1,759.7 2,002.9
Change (yoy %) (9.3) (3.5) 2.6 10.9 13.8
Gross Profit 1,205.9 1,275.8 1,292.1 1,433.4 1,631.6
Gross Margin % 75.3 82.5 81.5 81.5 81.5
Net Profit 126.4 197.0 105.8 224.0 308.3
Net Margin % 7.9 12.7 6.7 12.7 15.4
EPS (Basic) 0.05 0.08 0.04 0.08 0.11
Change (yoy %) n.a. 54.3 (49.5) 101.1 37.7
DPsS $0.000 $0.012 $0.000 $0.024 $0.032
ROE (%) 7.6 10.5 4.1 6.7 8.7
Dividend Yield (%) - 0.58 - 1.13 1.56
PER (x) 41.5 26.9 53.2 26.5 19.2
PBR (x) 3.0 2.7 1.8 1.7 1.6
FCF Yield (%) 1.12% 2.18% 2.05% 4.05% 5.15%
Capex (m) 220.2 234.6 250.0 266.6 284.5
Free cash flow per share 0.0 0.1 0.1 0.1 0.1
Net Gearing (%) 32.7 15.5 Net cash Net cash Net cash

Source: Bloomberg, CGIS Research

Aug 01, 2016
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Close: HK$2.45 (Jul 31, 2016)
Target Price: HK$3.33 (+36.0%)
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Figure 1: Earnings projection

Income Statement (RMB m) FY2013 FY2014 FY2015 FY2016F FY2017F Cash Flow Statement (RMB m) FY2013 FY2014 FY2015 FY2016F FY2017F
Revenue 1,602 1,547 1,586 1,760 2,003 Net Income 239 300 229 329 397
Growth yoy% (9.3%) (3.5%) 2.6% 10.9% 13.8% Depreciation & Amort. 220 235 250 267 285
Gross Profit 1,206 1,276 1,292 1,433 1,632 Change in Working Capital 66 72 17 64 75
Growth yoy% 5.1% 5.8% 1.3% 10.9% 13.8% Cash from Ops. 524 607 496 660 757
Selling General & Admin Exp. (1,266)  (1,210)  (1,347)  (1,402)  (1,534) Capital Expenditure (455) (470) (359) (377) (396)
Others Operating Expenses/Items 299 234 284 298 299 Sale of Property, Plant, and Equipment - - - - -
Operating Income 239 300 229 329 397 Change in Investing Acitivities 8) 56 (384) (38) (18)
Growth yoy% n.a. n.a. n.a. n.a. n.a. Cash from Investing (463) (415) (744) (415) (415)
Interest Expense (110.7) (97.3) (94.3) (96.0) (98.4) Net increase in bank borrowings (17) 273 (380) 27 37
Interest and Invest. Income 8.8 23.8 29.9 35.6 71.3
Income/(Loss) from Affiliates 0.1) (0.6) (2.2) (2.4) (2.5) Issuance of Common Stock 16 33 1,000 0 0
Other Non-Operating Inc. (Exp.) 0 0 0 0 0 Common Dividends Paid 0 0 (31) 0 (67)
Impairment of Goodwill - - - - - Special Dividend Paid - - - - -
Gain (Loss) On Sale Of Invest. - - - - - Other Financing Activities (100) (76) (75) (68) (38)
Gain (Loss) On Sale Of Assets - - - - - Cash from Financing (101) 230 514 (42) (68)
Income Tax Expense 17) (25) (57) (43) (59)
Minority Int. in Earnings 7 (3) 0 0 0 Net Change in Cash (40) 423 266 204 274
Net Income 126 197 106 224 308
Growth yoy% n.a. 55.9%  (46.3%) 111.8% 37.7%
Balance Sheet (RMB m) FY2013 FY2014 FY2015 FY2016F FY2017F Ratios FY2013 FY2014 FY2015 FY2016F FY2017F
ASSETS Profitability
Cash And Equivalents 1,003 1,528 2,174 2,467 3,643 Return on Assets % 3.2% 3.2% 4.7% 2.1% 4.0%
Receivables 277 244 278 308 351 Return on Capital % 7.3% 7.3% 8.2% 4.8% 6.7%
Inventory 4 4 4 4 5 Return on Equity % 7.6% 7.6% 10.5% 4.1% 6.7%
Other Current Assets 296 327 618 450 518
Total Current Assets 1,580 2,103 3,074 3,230 4,517 Margin Analysis
Net Property, Plant & Equipment 760 774 789 805 821 Gross Margin % 75.3% 75.3% 82.5% 81.5% 81.5%
Long-term Investments - - - - - SG&A Margin % 79.0% 79.0% 78.2% 84.9% 79.7%
Other Intangibles - - - - - EBIT Margin % 15.4% 15.4% 20.9% 16.3% 20.7%
Deferred Tax Assets, LT - - - - - EBITDA Margin % 27.1% 27.1% 33.9% 30.0% 34.0%
Other Long-Term Assets 1,588 1,516 1,621 1,781 859 Net Income Margin % 7.9% 7.9% 12.7% 6.7% 12.7%
Goodwill
Accounts Receivable Long-Term Asset Turnover
Total Long Term Assets 2,348 2,290 2,410 2,586 1,680 Total Asset Turnover 0.4x 0.4x 0.4x 0.3x 0.3x
Total Assets 3,928 4,393 5,484 5,816 6,197 Fixed Asset Turnover 0.7x 0.7x 0.7x 0.7x 0.7x
Accounts Receivable Turnover 4.6x 5.4x 5.9x 6.1x 6.0x
LIABILITIES & EQUITY Inventory Turnover 407.0x 407.0x  393.9x 392.0x 392.0x
Accounts Payable 363 303 357 396 451
Accrued Exp. - - - - - Liquidity
Short-term Borrowings 420 546 244 270 307 Current Ratio 1.6x 1.7x 2.0x 3.3x 3.2x
Curr. Port. of LT Debt - - - - - Quick Ratio 1.3x 1.3x 1.7x 2.7x 2.7x
Curr. Income Taxes Payable - - - - - Avg. Days Sales Out. 63.0 63.0 57.7 63.9 63.9
Unearned Revenue, Current - - - - - Avg. Days Inventory Out. 0.9 0.9 0.9 0.9 0.9
Other Current Liabilities 169 181 318 349 385 Avg. Days Payable Out. 462.1 414.8 448.9 409.8 421.7
Total Current Liabilities 952 1,029 919 1,016 1,144 Avg. Cash Conversion Cycle -16.0 -16.0 -8.5 -13.3 -13.3
Long-Term Debt 1,155 1,291 1,213 1,213 1,213 Net Debt to Equity 33% 33% 16% Netcash Net Cash
Def. Tax Liability, Non-Curr. 66 74 106 116 128
Other Non-Current Liabilities 0 0 0 0 0 Growth Over Prior Year
Total Liabilities 2,173 2,395 2,237 2,345 2,485 Total Revenue (9.3%) (9.3%)  (3.5%) 2.6% 10.9%
Common Stock 65 65 72 72 72 Net Income (190%) 55.9% (46.3%) 111.8% 37.7%
Additional Paid In Capital - - - - - Payout Ratio % 0.0% 0.0% 0.0% 15.5% 0.0%
Retained Earnings 1,686 1,924 3,145 3,369 3,610
Treasury Stock - - - 0 0
Comprehensive Inc. and Other - - - - -
Minority Interest 45 9.2 29.6 29.9 30.2
Total Equity 1,755 1,998 3,247 3,471 3,712

Total Liabilities And Equity 3,928 4,393 5,484 5,816 6,197
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Figure 5: Peer comparison
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