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Key takeaways from management presentation regarding the acquisition of a majority stake in Sega Live Creation

Market Cap: US$386m; Free Float: 44.3%; 3-month Average Daily Turnover: US$0.7m

Analyst: Mark Po (markpo@chinastock.com.hk; Tel: (852) 3689 6318)

The Company. China Animation Characters Company Limited (China Animation) is
involved in multi-line businesses in animation and related industries, with the primary
focus on the trading of animation derivative products (mainly toys) and sourcing
these products for toy companies and theme parks in Japan. The Company is also
involved in the indoor animation amusement park business in China. China
Animation was listed on the HKEX in Mar 2015, offering 107.3m shares at HK$3.65
per share. China Animation aims to build a multimedia animation business in China
and in this connection, it has been actively expanding its business in the past two
years, including opening Shanghai JOYPOLIS, licensing proprietary animation
characters and developing a multimedia animation entertainment business featuring
the proprietary animation characters of the Company. China Animation issued 15m
shares at HK$3.60 per share in Sept 2016.

Acquisition of SEGA LIVE CREATIVE. China Animation announced that its wholly
owned subsidiary China Theme Park Ltd. (CTP) entered into a share purchase
agreement with Sega Sammy Holdings Inc. (SEGA SAMMY) [6460.JP] on 31 Oct
2016. CTP agreed to conditionally acquire 85.1% of the shares in issue of Sega Live
Creation Inc. (SLC) from SEGA SAMMY. SLC was established by SEGA SAMMY
through an incorporation-type split of part of the entertainment park business of
SEGA CORPORATION (currently SEGA Games Co., Ltd.) on 1 Apr 2015, and has
conducted the development and operation of indoor theme parks, such as
“JOYPOLIS” and “Orbi.” SEGA SAMMY decided to dispose of its majority stake in
SLC as part of SEGA SAMMY’s restructuring plan to enhance its financial structure
and improve the turnover ratio of capital. The Orbi business will be split from SLC
and transferred to the SEGA Group. According to China Animation management, the
Orbi business is loss-making and does not fit into development of China Animation,
so the Orbi business is excluded from this transaction. Apart from the JOYPOLIS
business, the intellectual property (IP), such as Supersonic, patents, technology and
R&D, and the manufacturing centre will be included in the transaction.

Upon completion, China Animation will own 85.1% of SLC and SEGA SAMMY will
own the remaining 14.9%. The consideration for the acquisition is JPY600m
(equivalent to HK$44.51m) payable by CTP to SEGA SAMMY on the date of
completion. The consideration was determined after arm’s length negotiations
between CTP and SEGA SAMMY. Upon completion of the acquisition, China
Animation will be able to broaden its participation in operating indoor amusement
parks in additional cities on a global basis: Tokyo and Osaka, in Japan; Dubai, in the
United Arab Emirates; and Qingdao, in China. According to the announcement, SLC
reported a net loss of JPY704.7m and JPY780.0m in FY15 and FY16 (FY end-Mar
31), respectively. The transaction is expected to be completed by end-Dec 2016.

Not a drag on operating performance. According to China Animation management,
SLC reported a net loss in FY15 and FY16, which was mainly due to (a) high non-
cash costs, especially depreciation charges, and (b) a cost-sharing arrangement with
SEGA SAMMY. SEGA SAMMY announced it will report a loss of JPY1.4bn from the
disposal of its stake in SLC upon completion of the transaction. The major portion of
the disposal loss reported by SEGA SAMMY s related to provisions made for assets.
Therefore, the non-cash costs of SLC will be reduced substantially going forward.
After the disposal, SLC doesn’t have to share the costs of SEGA SAMMY. China
Animation management said that therefore the acquisition of the majority stake in
SLC will not have a major negative impact on China Animation. According to China
Animation management, the acquisition cost of JPY600m (HK$44.51m) implies mid-
single digit PER based on estimated net profit in FY17 provided by SEGA SAMMY.
According to China Animation management, JOYPOLIS in Tokyo reported turnover
of JPY2.2bn and net profit of JPY220m in FY16. SEGA SAMMY will continue its
efforts to enter the Integrated Resort (IR) business (Phoenix Seagaia in Japan and
Paradise City in Incheon, South Korea) and invest its management resources in
various resort businesses. SLC will supply equipment and machines to the IR
businesses operated by SEGA SAMMY going forward.

[China Animation Characters Company Limited]
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Ao T o FY13 FY14a FY15 FY16
(YE Mar)
Revenue 283.5 338.7 a88.3 544.9
Gross Profit 126.4 165.5 186.9 168.1
Gross Margin % 44.6 48.8 38.3 30.9
Net Profit 85.2 130.6 75.6 110.4
Net Margin % 30.1 38.6 15.5 20.3
EPS (Basic) 0.14 0.22 0.12 0.13
ROE (%) 235.0 215.7 23.5 18.0
Dividend Yield (%) - - - 0.29
PER (x) 24.50 15.59 28.58 26.38
PBR (x) n.a. n.a. 5.27 4.39

Source: Bloomberg, Company Data

Expansion in China. SLC will be renamed CA SEGA JOYPOLIS LTD. after
completion of transaction. The Company will expand coverage of JOYPOLIS
in China by adopting the asset-light model. China Animation is now in
discussions with property developers in China. The property developer will
pay an upfront licensing fee of about HK$25m per project and will take a 49%
stake in the JOYPOLIS project through the contribution of property. China
Animation will form a consortium with other investors to contribute the
remaining 51% of capital. China Animation will also charge a percentage of
turnover as a licensing fee. China Animation will share the net profit if the
JOYPOLIS project hits the pre-agreed KPls. China Animation is now in
discussions with property developers in Shenzhen, Changzhou and Zhuhai
(Henggqin Island) to open JOYPOLIS indoor theme parks.

VR Potential. China Animation highlighted that the Company, through the
relationship between SLC and Zero Latency PTY LTD, will promote a multi-
player VR game, Zombie Survival. This is a specially tweaked version
developed by Zero Latency PTY LTD. for the format in Joypolis. Zombie
Survival is playable by up to six gamers at once, and is the first roll-out to the
public. It is also the first permanent installation for Zero Latency PTY LTD.
According to China Animation, the players have to pre-book Zombie Survival
at least one month in advance to reserve positions, and they have to pay
onsite.

Our view. The acquisition of SLC is in line with China Animation’s strategy of
searching for industry players as partners to develop new business in VR and
indoor theme park-related fields. SEGA is fully committed to supporting China
Animation in the development of JOPOLIS, which will not drag down China
Animation’s operating performance. The shares of China Animation corrected
recently which, in our view, was due to lack of news flow and a broad-based
market correction. After the release of its FY17 interim results later this month
and the release of further details on the acquisition of SCL, we expect China
Animation to communicate more with the market regarding its latest business

update, strategy and roadmap, which may attract market attention.

Catalysts. News flow on business development and partnerships with
indust

players.
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Figure 2: Zombie Survival by Zero Latency PTY LTD Figure 3: Virtual Artist Violet Game in JOYPOLIS Shanghai

Source: jpkedaibiao.com, CGIS Research Source: jpkedaibiao.com, CGIS Research
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Disclaimer

This research report is not directed at, or intended for distribution to or used by, any person or entity who is a citizen or resident of or located in any
jurisdiction where such distribution, publication, availability or use would be contrary to applicable law or regulation or which would subject China
Galaxy International Securities (Hong Kong) Co., Limited (“Galaxy International Securities”) and/or its group companies to any registration or licensing
requirement within such jurisdiction.

This report (including any information attached) is issued by Galaxy International Securities, one of the subsidiaries of the China Galaxy International
Financial Holdings Limited, to the institutional clients from the information sources believed to be reliable, but no representation or warranty (expressly
or implied) is made as to their accuracy, correctness and/or completeness.

This report shall not be construed as an offer, invitation or solicitation to buy or sell any securities of the company(ies) referred to herein. Past perfor-
mance should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is made regard-
ing future performance. The recipient of this report should understand and comprehend the investment objectives and its related risks, and where
necessary consult their own independent financial advisers prior to any investment decision.

Where any part of the information, opinions or estimates contained herein reflects the personal views and opinions of the analyst who prepared this
report, such views and opinions may not correspond to the published views or investment decisions of China Galaxy International Financial Holdings
Limited and any of its subsidiaries (“China Galaxy International”), directors, officers, agents and employees (“the Relevant Parties”).

All opinions and estimates reflect the judgment of the analyst on the date of this report and are subject to change without notice. China Galaxy Interna-
tional and/or the Relevant Parties hereby disclaim any of their liabilities arising from the inaccuracy, incorrectness and incompleteness of this report
and its attachment/s and/or any action or omission made in reliance thereof. Accordingly, this report must be read in conjunction with this disclaimer.

Disclosure of Interests
China Galaxy Securities (6881.hk) is the direct and/or indirect holding company of the group of companies under China Galaxy International.

China Galaxy International may have financial interests in relation to the subjected company(ies) the securities in respect of which are reviewed in this
report, and such interests aggregate to an amount may equal to or more than 1 % of the subjected company(ies)’ market capitalization.

One or more directors, officers and/or employees of China Galaxy International may be a director or officer of the securities of the company(ies) men-
tioned in this report.

China Galaxy International and the Relevant Parties may, to the extent permitted by law, from time to time participate or invest in financing transac-
tions with the securities of the company(ies) mentioned in this report, perform services for or solicit business from such company(ies), and/or have a
position or holding, or other material interest, or effect transactions, in such securities or options thereon, or other investments related thereto.

China Galaxy International may have served as manager or co-manager of a public offering of securities for, or currently may make a primary market in
issues of, any or all of the entities mentioned in this report or may be providing, or have provided within the last 12 months, significant advice or invest-
ment services in relation to the investment concerned or a related investment or investment banking services to the company(ies) mentioned in this
report.

Furthermore, China Galaxy International may have received compensation for investment banking services from the company(ies) mentioned in this
report within the preceding 12 months and may currently seeking investment banking mandate from the subject company(ies).

Analyst Certification

The analyst who is primarily responsible for the content of this report, in whole or in part, certifies that with respect to the securities or issuer covered
in this report: (1) all of the views expressed accurately reflect his or her personal views about the subject, securities or issuer; and (2) no part of his or
her compensation was, is, or will be, directly or indirectly, related to the specific views expressed by the analyst in this report.

Besides, the analyst confirms that neither the analyst nor his/her associates (as defined in the code of conduct issued by The Hong Kong Securities and
Futures Commission) (1) have dealt in or traded in the securities covered in this research report within 30 calendar days prior to the date of issue of
this report; (2) will deal in or trade in the securities covered in this research report three business days after the date of issue of this report; (3) serve as
an officer of any of the Hong Kong-listed companies covered in this report; and (4) have any financial interests in the Hong Kong-listed companies cov-
ered in this report.

Explanation on Equity Ratings

BUY : share price will increase by >20% within 12 months in absolute terms

SELL : share price will decrease by >20% within 12 months in absolute terms

HOLD : no clear catalyst, and downgraded from BUY pending clearer signal to reinstate BUY or further downgrade to outright SELL
Copyright Reserved

No part of this material may be reproduced or redistributed without the prior written consent of China Galaxy International Securities (Hong Kong) Co.,
Limited.

China Galaxy International Securities (Hong Kong) Co. Limited, CE No.AXM459
Room 3501-3507, 35/F, Cosco Tower, Grand Millennium Plaza, 183 Queen’s Road Central, Sheung Wan, Hong Kong. General line: 3698-6888.




