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GOTHAM CITY RESEARCH LLC

AAC Technologies LTD (Ticker = 2018):
Why are AAC’s reported profit margins

higher AND smoother than Apple’s? Part |

GOTHAM CITY RESEARCH’S OPINIONS

e AAC has used 20+ undisclosed related parties & dubious accounting to overstate & smoothen
profits since 2014. In this regard, AAC reminds us of Longtop Financial Technologies.

e AAC has used these hidden entities to evade Apple’s labor standards specified in the Apple
Supplier Code of Conduct.

Example #2: ZhongBeiTong Magnetic Materials JifAP LB E R B ER AT

Gotham City Research has reason to believe that ZhongBeiTong Magnetic Materials is a significant
undisclosed related party:

e The company estimated it would enter into RMB 150 million transactions with AAC in 2016.

e ZhongBeiTong Magnetic Materials declared itself (in its filings) as a related party supplier to AAC
because Ingrid Wu, one of the unit’s main shareholders and board members, shares the same
name as the woman who is the wife of AAC CEO Mr. Pan and an AAC board member.

¢ In contrast, AAC has never disclosed ZhongBeiTong Magnetic Materials in its annual report.
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WARNING - The views expressed in this report are opinions based on publicly available information. The
expression of these views should not be construed as statements of facts. GOTHAM CITY RESEARCH
LLC has not sought a response from any of the companies which are the subject of this report and has
not engaged the services of lawyers, accountants, financial advisers or other professionals to advise
upon specific laws and regulations, accounting practices and industry practices which may be relevant
to the views being expressed.

By reading this report, you agree to the following:

(a) Use of this report is at your own risk. In no event will you hold GOTHAM CITY RESEARCH LLC or any
affiliated party liable for any direct or indirect trading losses caused by any information in this report. This report
is not investment advice or a recommendation or solicitation to buy any securities. GOTHAM CITY RESEARCH
LLC is not registered as an investment advisor in any jurisdiction. Gotham City Research LLC is not affiliated or
associated with Gotham Asset Management, LLC or any of its affiliates.

(b) This report is intended only for use by institutional investors, not retail investors. You will do your own
research and due diligence before making any investment decision with respect to securities covered herein.
You represent to GOTHAM CITY RESEARCH LLC that you have sufficient investment sophistication to critically
assess the information, analysis and opinions in this report, including as to the laws and regulations, accounting
practices and industry practices which may be relevant to the views being expressed herein.

(c) You will not communicate the contents of this report to any other person unless that person has agreed
to be bound by these same terms of service.

On the publication date of this report, GOTHAM CITY RESEARCH LLC has a net short position with respect to
the securities (including shares, options, swaps, and other derivatives related to the shares) of the issuer
discussed in this report. GOTHAM CITY RESEARCH LLC stands to profit in the event the price of the issuer’'s
securities declines, and may incur investment losses if the price of such securities increases. GOTHAM CITY
RESEARCH LLC may, without notice to the market, buy, sell, cover or otherwise change its position in the issuer
in its sole discretion at any time

This report includes forward-looking statements, estimates, projections, and opinions prepared with respect to,
among other things, certain accounting, legal, and regulatory issues the issuer faces and the potential impact of
those issues on its future business, financial condition and results of operations, as well as more generally, the
issuer’s anticipated operating performance, access to capital markets, market conditions, assets and liabilities.
Such statements, estimates, projections and opinions may prove to be substantially inaccurate and are inherently
subject to significant risks and uncertainties beyond GOTHAM CITY RESEARCH LLC’s control.

The analysis in this report is based upon publicly available information and field research. GOTHAM
CITY RESEARCH LLC believes all publicly available information contained herein is accurate and reliable.
However, such information is presented “as is,” without warranty of any kind, whether express or implied.
GOTHAM CITY RESEARCH LLC, makes no representation, express or implied, as to the accuracy, timeliness,
or completeness of any such information or with regard to the results to be obtained from its use.

All expressions of opinion are subject to change without notice, and GOTHAM CITY RESEARCH LLC is not
obligated to update or supplement any reports or any of the information, analysis and opinion contained in them.

You should assume that this report, as well as additional material not included in this report, has and/or will be
submitted to various regulators.
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GOTHAM CITY RESEARCH LLC

GOTHAM CITY RESEARCH HAS REASON TO BELIEVE THAT:

AAC has used 20+ undisclosed related parties & dubious
accounting to overstate & smoothen profits since 2014.
At least 20 undisclosed related party suppliers are owned
or managed by AAC CEQ’s family members or employees.
These undisclosed related party suppliers are not listed in
Apple’s supplier list, despite some claiming otherwise.
Some of the undisclosed related entities supply the same
products as AAC does, are based in the same locations as
AAC is, & hire employees under AAC’s name.

AAC has used these hidden entities to evade Apple’s labor
standards specified in the Apple Supplier Code of Conduct.
Apple (and other parties) will conduct independent
investigations, & validate our findings. As a result, AAC’s
profit margins will decline, converging to its peers’ levels.
AAC is in violation of Hong Kong listing rules, Apple’s
supplier code of conduct, and its own representations.

OBSERVATIONS

AAC's operating profit margins have been unusually high &
smooth relative to its peers & Apple, since 2014.

AAC's costs per employee is less than half its peers’.

AAC has no listed CFO since 2010, per its annual reports.
Chunyuan Wu, the wife of AAC’s CEO, is a member of
AAC’s audit & risk committee.

AAC had 3 COOs within 1 year (2013-2014), around the
same time AAC’s margins became unusually smooth.
AAC’s auditor, Deloitte, is considered the Audit Firm That
Has Had the Most Trouble in China.

AAC's relationship with respect to its undisclosed related
parties reminds us of Longtop Financial Technologies’
relationship with its undisclosed related parties.

AAC’s 2016 audit fee as a % of revenue is only 0.02%,
lower than Let’s Gowex’s (a Spanish fraud, where 90% of
the revenues were fake).

Company: AAC
Technologies LTD

Ticker: 2018

Exchange: Hong Kong
(SEHK)

CEO: Zhengmin Pan
CFO: None disclosed

Share price performance
2017 YTD: +58%

Share price (May 10™,
2016): 111 HKD per share

Initial price target: 44 HKD
per share

Market cap: 136.3B HKD
52-week high: 116.50 HKD
52-week low: 55.70 HKD

Shares outstanding:
1,228M

Foreign ownership (as %
of float): 66%

2014-2016 gross margins:
41.4%, 41.5%, & 41.5%

2016 Audit fee as % of
revenue: 0.02%

Auditor: Deloitte Touche
Tohmatsu

Page 4 of 43




INTRODUCTION

GOTHAM CITY RESEARCH first heard about AAC Technologies LTD in 2015, an Apple supplier, when Apple
was said to have found a defect in components produced by AAC for the Apple Watch.! With AAC’s stock
up nearly 3x since then, we decided to re-visit AAC recently. Upon a cursory review, AAC appears to be an
exceptionally good company with notably higher and smoother margins relative to its peers?:

Net Profit Margins - AAC versus Peers

2014 2015 2016
Goertek 13.0% 9.2% 8.6%
ALPS Electric 3.0% 5.8% 6.0%
Knowles Corp 13.1% 1.9% 2.2%
Merry Electronics 10.1% 5.2% 11.9%
Jinlong Machinery 9.5% 10.8% 4.0%
AAC Tech 26.0% 26.5% 26.0%

AAC margins are so good, it has reported higher & smoother margins than Apple, Google, & Microsoft>:

Net Profit Margins - AAC versus the Best
2014 2015 2016

Google 21.9%  21.8%  21.6%
Microsoft 25.4%  13.0%  19.7%
Apple 21.6%  22.9%  21.2%
AAC Tech 26.0%  26.5%  26.0%

What is AAC Technologies’ “secret sauce”? How does AAC, an Apple supplier, achieve higher and
smoother profit margins than Apple, Google, & Microsoft? Some have attributed AAC’s superior & smooth
margins to a myriad of factors, such as workforce automation.* While some of these explanations may
sound plausible, we see it differently.

In our opinion, the evidence supports a more nefarious explanation: AAC uses undisclosed related party
suppliers to inflate and smoothen its margins. Such an explanation may seem far-fetched, except that
there are a number of case studies of companies that relied on nearly identical schemes to overstate
profits (and whose share prices subsequently declined). Take for example, Longtop Financial Technologies
Ltd (“LFT”), a formerly US-listed Chinese company that used undisclosed related parties to overstate its
profits.® In this regard, AAC reminds us of LFT (coincidentally, AAC uses the same auditor as LFT did).

Unlike certain schemes that can last indefinitely, Gotham City Research believes that AAC’s apparent
schemes will come to an end shortly. We believe Apple (and other parties) will conduct their own
investigations, and independently come to similar conclusions as we have.

We believe shares will initially decline to 40 HKD - 50 HKD per share, as the undisclosed related party
supplier revelations are digested. We see far greater downside potential if the company were to
concurrently experience the same problems that other Apple suppliers have in the past, e.g. increased
competition, pricing pressure from its customers, wage inflation, etc. In this and coming report(s), we

will explain our case for these opinions.
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Does AAC Use Undisclosed Related Parties to Inflate Profits?

AAC Gross Margins are Exceptionally High and Smooth — Are Margins Too Good to Be True?

“When | see a bird that walks like a duck, swims like a duck, and quacks like a duck, I call that

bird a duck” — James Whitcomb Riley

AAC Technologies Ltd is an Apple supplier based primarily in China. AAC has managed to report
exceptionally high and smooth profit margins since 2014, especially when compared against its direct
competitors (which sport lower and volatile margins — typical of other Apple suppliers)®:

Gross Profit Margins - AAC versus Peers

2014 2015 2016
Goertek 27.4% 24.9% 22.4%
ALPS Electric 18.5% 20.7% 19.7%
Knowles Corp 38.9% 36.8% 38.2%
Merry Electronics 24.1% 19.6% 19.9%
Jinlong Machinery 28.9% 24.6% 11.5%
AAC Tech 41.4% 41.5% 41.5%

Operating Profit Margins - AAC versus Peers

2014 2015 2016
Goertek 15.2% 10.6% 9.5%
ALPS Electric 4.2% 7.2% 6.8%
Knowles Corp 14.7% 4.2% 5.5%
Merry Electronics 11.7% 6.9% 9.7%
Jinlong Machinery 8.6% 11.8% 3.0%
AAC Tech 29.2% 29.5% 30.3%

Net Profit Margins - AAC versus Peers

2014 2015 2016
Goertek 13.0% 9.2% 8.6%
ALPS Electric 3.0% 5.8% 6.0%
Knowles Corp 13.1% 1.9% 2.2%
Merry Electronics 10.1% 5.2% 11.9%
Jinlong Machinery 9.5% 10.8% 4.0%
AAC Tech 26.0% 26.5% 26.0%

AAC profit margins were not always this smooth. The company’s margins were less smooth prior to 2014:

Gross Profit Margins - AAC

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Gross profit margin 47.3% 41.7% 44.9% 45.1% 44.0% 44.2% 42.7% 41.4% 41.5% 41.5%
YoY change, bps -562 321 20 -114 20 -143 -130 8 4
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Extraordinary claims merit extraordinary explanations

What is AAC’s secret sauce? Why have AAC’s margins been particularly smooth since 2014? In our
experience, companies that make extraordinary claims — for example, report exceptionally high and

smooth profit margins — are extreme outliers?:

Net Profit Margins - AAC versus Peers

2014-2016 average

Google
Microsoft
Apple
Longtop*
Quindell**
AAC Tech

21.8%
19.4%
21.9%
26.8%
26.9%
26.2%

*-2008-2010
** -2010-2013

is AAC more like a Google, Microsoft, or Apple — exceptionally good companies:

IR Dificrent |

Or is AAC more like Longtop Financial Technologies or Quindell — fraudulent companies:

wEARTE

Longtop Group

the ultimate
membership experience
a place where there is
respect for members
and club traditions

in a relaxing

enjoyable social
environment for

friends and family

Microsoft

Quindell PLC: A Country Club Built On Quicksand
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The company’s explanation regarding its “good” margins seems insufficient

In the case of Google, Microsoft, and Apple, their extraordinary feats are apparent. All three companies
have changed the world, pushing the human race forward. It is difficult to imagine a world where one of
those companies were to suddenly disappear. Can we say the same about AAC Technologies? Is there
extraordinary evidence that explains the exceptionally high and smooth profit margins? The company
claims that its gross margins can be explained by the following?:

The Company is a world-class Total Technology Solution Provider. The Company delivers customer
focused solutions across many technology segments. Not only has the Company invested in
advanced materials research, product designs and building up intellectual property portfolio, the
Company has also invested heavily in manufacturing automation to achieve operational
excellence in manufacturing efficiency. The above form the bases of the Company’s good gross
margins achieved.

Gotham City Research believes that the company’s explanations do not sufficiently explain its
anomalously high and smooth profit margins since 2014 for the following reasons:

e Evidence of significant undisclosed related party companies. Undisclosed related parties were
present in both the Quindell & Longtop Group frauds.

e Additional observations that cast doubt on the company’s explanations regarding its profit
margins, as we detail later in this report.

A better explanation: undisclosed related parties & dubious accounting to overstate earnings?

We did, in fact, find extraordinary evidence, but of a different variety. This evidence — which include local
filings & field research — suggests that there are at least 20 undisclosed entities are managed and/or
owned by associates of AAC’s CEO. We summarize below the relationships which the evidence suggests
are involved*:

CEO's . CEO's other

CEO's
assistant

AAC
managers

CEOQ's father CEO's wife CEOQ's uncle mother in
law

family
members

The issue with our findings is that the presence of substantial undisclosed related party transactions tends
to be symptomatic of companies like Quindell and Longtop Financial Technologies, not good companies
such as Google, Microsoft, and Apple.
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Local SAIC filings & field research suggest that at least 20 undisclosed entities managed and/or owned
by those with direct ties to AAC’s CEO (see the next page for a tabular version of the below diagram)>:

AAC Technologies

AAC employees

HuaZhao

SUelEm QN Electronics

CEO's uncle

ShuYang LiSheng

ChangZhou
RuiNan

ChangZhou
LiSheng

YangTai
Electronics

HeSheng
Precision

= LianTai Precision

adiangSu Boruitong

XuanYingTong
Electronics

DongGuan
RuiSheng
Electronics

CEOQ's other family
members

ZhongBeiTong
Magnetic
Materials

GangSheng
Packaging

Wuling TianMa

NingBo Nenglie
Electronics

Wulin Temple
Packaging

JinLi Packaging

SuQian JinLong

Hao Han
Electronics

Wulin Special
Electronics

RuiSheng New
Resources

LiBeiTe Special
Materials

Wulin Temple
Colored Metals
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Company Name (in English)

Company Name (in Chinese)

Product (SAIC Registration Disclosure)

Possible Relationship to AAC

SuQian QjXiang

ShuYang LiSheng
XuanYingTong Electronics
ZhongBeiTong Magnetic Materials
LianTai Precision

ChangZhou LiSheng

JiangSu Boruitong

Wuling TianMa

YangTai Electronics
ChangZhou RuiNan
GangSheng Packaging

Hao Han Electronics
DongGuan RuiSheng Electronics
HeSheng Precision

Wulin Special Electronics
NingBo Nenglie Electronics
RuiSheng New Resources
Wulin Temple Packaging
LiBeiTe Special Materials

JinLi Packaging

Wulin Temple Colored Metals
SuQian JinLong

HuaZhao Electronics

BEEHEFREARAT
JEESEFARAS

RN R BEFARAT
BRI B ERHR R AR A A
ERBEERBCIHARAT
EINTERRBIRAE

AR EmEHMWARAT
EMNHEHRDMENERAS
BEMNHHRBTHERAT
BMNmEETARAT
ENTEELEMMERAR
EMTHEEEE T ARAS
REmihFBEFARAT
AFFEEERRARAT
HEMNTTRBSE TRV ARAT
TiKMEeER T ARAS
ImEHAERRR (BN) ARAT
ENTHRHERHEaEARAT
AHNEFPMRBRAT
ENTHABREAEEFRAT

EMNTRBER AR BHHFARAT

BEIRLBEFREARAT
Nk FBRAT

Cell phone components

Cell phone components

Distribution of cell phone components
Magnetic material (for use in electronic components)
Cell phone casing

Cell phone components

Magnetic material (for use in electronic components)
Micro motors, electronic components
Electronics components

Electronic components

Electronic components and packaging materials
Packaging and machine parts

Electronics components

Machine parts

Electronic machinery and equipment

Electronic components

Lithium ion battery research and development
Packaging materials

Electronics materials

Packaging materials

Metal parts

Cell phone components including casing
Electronic components and earphones

Manager is assistant to AAC CEO + Colocated with AAC
Shareholders are AAC executive and uncle of AAC CEO
Manager is uncle of AAC CEO

Wife of AAC CEO is shareholder and boardmember
Subsidiary of ShuYang LiSheng

Subsidiary of ShuYang LiSheng

Subsidiary of ShuYang LiSheng

CEO family member is shareholder

Uncle of AAC CEO is shareholder

Subsidiary of ShuYang LiSheng

Mother in law of AAC CEO is shareholder

Sisterin law of AAC CEO is former shareholder
Shareholders are AAC executive and uncle of AAC CEO
Uncle of AAC CEO is shareholder

Father of CEO is shareholder

Sister of CEO is shareholder

JV between AAC and CEQ's father's companies

CEO family member is shareholder

CEO family member is shareholder

CEO family member is shareholder

CEO family member is shareholder

Colocated with AAC and claims to be subsidiary
Manager of AAC subs is shareholder
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Are undisclosed associated parties used to offload costs? | of Il

AAC may be using undisclosed entities to offload around 1.5 billion RMB in costs

In this and the next sections, we take a closer look at the evidence that certain parties are related to AAC.

We focus on the largest we could identify, per local filings, some of which we list below?:

English Company Name

Chinese name

Possible i ip to AAC

Revenue

Product (SAIC Registration Disclosure)

SuQian QjXiang

ShuYang LiSheng
XuanYingTong Electronics
LianTai Precision
ChangZhou LiSheng
JiangSu Boruitong

BEERHETREABRAE
IRPARIASEE FARAS
Rl RBEEFARASE
EREENBIAARAE
WINTIEREARAS
P EREHAIRAS

Cell phone components

Cell phone components

Distribution of cell phone components

Cell phone casing

Cell phone components

Magnetic material (for use in electronic components)

Manager is assistant to AAC CEO + Colocated with AAC
Shareholders are AAC executive and uncle of AAC CEO

Manager is uncle of AAC CEO

Subsidiary of ShuYang LiSheng
Subsidiary of ShuYang LiSheng
Subsidiary of ShuYang LiSheng

553.6
479.8
3485
104.0
23.8
13.1

Gross profit Gross Margin
83.1 15.0%|

109 2.3%|

318 9.1%

n.m n.m.

36 15.2%)

33 25.1%)

English Company Name Employee count
SuQian QiXiang 1,000
ShuYang LiSheng 3,000
Xuan YingTong Electronics 60
ZhongBeiTong Magnetic Materials N.A.
LianTai Precision 1,800
ChangZhou LiSheng 100
JiangSu Boruitong 40
Total 6,000

Gotham City Research estimates:

In this section we will take a closer look at:

e SuQian QiXiang TB X B R FRIEBR AT
e ShuYang LiSheng JiPAAIEEEE FBREAT]

total exposure to these entities to be at least 1.5 billion RMB.
Total employee count of these entities to be at least 6,000 employees.

None of these entities are mentioned in AAC’s financial reports.

These entities seem to be owned, managed, and/or controlled by associates of AAC’s CEO.
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SuQian QiXiang BT Bt FRIFER AT

The evidence suggests that AAC formed SuQian QiXiang at the same time that AAC entered the haptic
engine market. AAC may have created this entity to offload the huge development costs that are often
associated with a new smartphone launch.

Reasons we believe SuQian QiXiang might be a significant related party/supplier®:

e SuQian QiXiang generated RMB 554 million of revenue in 2015, making it one of AAC’s largest
component suppliers, per our estimates.

e |s estimated to employee ~1000 people.

e The unit specializes in the production of haptic motors & other mobile phone components.

e The company was established in 2015, the same year that AAC began selling haptic motors with

anomalously high profit margins relative to its peers.
e SuQian QiXiang describes itself as a division of AAC, yet AAC has never disclosed SuQian QiXiang
in AAC’s annual reports.

e SuQian QiXiang is owned by # & Z</Huang Yong Dong, per local filings. A man by the same

name is described as AAC Chairman’s assistant.

e AAC hasn’t disclosed that the unit seems to be owned by the assistant to AAC’s chairman,

e SuQian QiXiang appears to operate within AAC’s manufacturing complex.

e SuQian QiXiang reported property, plant, & equipment of RMB 52 million at the end of 2015.

e Its PP&E as % of Revenue is only 10% which is quite low when compared against 85% for AAC
and 60% for Goertek. This may imply that AAC books SuQian QiXiang at the parent company
level rather than at the SuQian QiXiang level. We believe that AAC’s most recent earnings call
validates our opinion.

e AAC posted a 50% gross profit margin on haptic motors in 2015 while SuQian QiXiang only
earned a 15% gross profit margin on RMB 554 million worth of haptic motor sales to AAC in the
same year.

The profit margin discrepancy is particularly surprising given that SuQian QiXiang appears to operate in
the same complex as AAC’s primary production site in SuYang and produces broadly the same products
as AAC.

Page 12 of 43



The below picture shows AAC’s production complex3:

N wrasizuR

The below picture shows SuQian QiXiang’s lobby inside AAC’s production complex:

ﬁiE#%%#ﬂﬁﬁﬂﬂ

Su Qian Qixiang Electropic Weehnology Co., LTD ‘

| E
| rre— EIEEQL
-
o §
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In online job postings SuQian QiXiang describes itself as an AAC division

Further questions of a subsidiary-like relationship surfaced on a Jiangsu province job board posting

where SuQian QiXiang was listed as a division of AAC*:
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Another source shows a similar self-description®:

T wE EleReEielERE i ERR T RS Rl e TR LM Hmse - EH =

% ﬁm A B B L A HIHE Ein] HiiEih

JBHEH T

AFER JRESHN AL B R

B0 EE
BEA: BRE
BREEE: 1538035757

: FTRAE Ak FLE: hitp:qy.58.com/41040341179155/
LEFHE: 1000 ALA LEjE: TEERARKE @ EEE
SEHT: BHERETES . WMEAWAREEL., ATEAE

SHESERERE

aElERl: EM—&  ElE B e

HWEEHE CGRER) BRRAE

WA (A BRATIEAAC EEEATRIAS], AMCEFETHEEE FHRERILT, EeEE sttt —, 8L
PRI ARSI, FiEE, MEDE. BNFREER. BAIEMANOKIA, =8, BEFH . OPPO, Z=E. NEC, R, BENQ, DellFHAIIER
E FASIRTE . AFREACIREMI L. (TBFE, RARFIRIERE, MERTIT00R . . [ EEERMETS, FRIIE, FE24
PEIRAETE. MELSY A, SRS SR, el EEETE 120 TEONETE KRS RTRmTs DFRRS e

it £

SuQian QiXiang owners include & & Z</Huang Yong Dong, per local filings. A man by the same name is

pictured below at an AAC event. He is described as the Chairman’s Assistant®:

i

e M
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Evidence that Z 88 Z</Huang Yong Dong’s ties run deeper than SuQian QiXiang

CLSA accused Gotham City Research of making “groundless accusations”, a few days ago in a research
note titled “No alternative facts”. One of CLSA’s key claims’:

In AAC’s donation signing ceremony for Peking University, the University website misreported
Huang Yong Dong as the assistant to the CEO. Huang was never an employee of AAC.

It is not clear to us what evidence — if any — exists to support CLSA’s above assertion. To the contrary, we
find the following evidence that shows Huang Yong Dong is in fact tied to AACE:

e B Z</Huang Yong Dong’s connection to SuQian QiXiang (as explained in this section).

e #EZ</Huang Yong Dong’s connection to JEFIFZRRHTI A BR/AE]/Lian Tai Precision, as

discussed later in this report.

e HBEZ/Huang Yong Dong is listed as the legal representative/supervisor of

ER R REESTE (M ) BPRZAE) a subsidiary of AAC until recently, per local filings.

If Huang Yong Dong was/is not an employee of AAC, why is it that he is listed as the legal
representative/supervisor of FgfURASEETE ( BN ) BIRAE], described as a subsidiary of AAC:

BRED 1

BATENAR  ZHE (/search/ZiHE html)
XFIMEE R {FER (http://app.qixin.com/oper/20161022/index.html)

FERER 2

HTERFRDE EHE (/search/ZEFE html)

L FIMEZERAEER (http://app.qixin.com/oper/20161022/index.html)
Ly BB (/search/&EE%.html)

FIFTINEERZAEER (http://app.qixin.com/oper/20161022/index.html)
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TndURREEESTE (M ) BFRAE described as a subsidiary of AAC until October 2016

This entity — which was never disclosed by AAC in its annual reports — was described as a subsidiary of
AAC until recently?®:

51612017 SHABGRIEERTE (REMD IR A AL AR B — R
&Rl TEE
BRFELFEBREAIEE) BRSEATEANDE)
2016-10-28
SETEXE
ELER EEE

EIERD. CHERS. SIREER ; FEE T e, HeHERS. IPRiEEE | E“*Dﬁ:ﬁ
BUREEHNEARE. R EEXE (B=2k %—":ﬁ-ﬁmﬁﬁxﬁﬁﬁﬂﬂﬂﬂﬁ (EEFRELTEE
Hh) FEHOWS, ¥ORSREMEXEE LS. B FINHHORERRERARR, (KR }Hﬂlﬁﬁ’]l}.
FrRHHERNT. (FAEREERZEERR . TR B SEXEIMESSAIRREEED ) .

Ao, FrNEEIER AT ?&@%E?&M;‘Eﬂﬁﬁﬁﬂ

iﬁ) (IREREROERIIRE | SRXE8 JHERTT

~I|=| J-EICZ:I‘ }
2016-10-28
REREETE
ZERI TEF
WmEEFREERAE =i

Despite the apparent changes since October 2016, does AAC still exert control and/or influence? We ask
this question because the contact email address for this entity is still listed as
AAC151 @AACTECHNOLOGIES.COM, which is the web domain of AAC%:

HiHXHArER66S

AAC151@AACTECHNOLOGIES.COM (mailto:AAC151@AACTECHNOLOGIES.COM)

Page 17 of 43



ShuYang LiSheng JiiFHII =8 FH RO T
The evidence suggests that ShuYang LiSheng, may be a significant undisclosed AAC associate?:

e ShuYang LiSheng reported ~RMB480 million of revenue, making it one of AAC’s largest suppliers.

e Its operating margin of 2.4% is a tiny fraction compared to AAC’s operating margin.

e  With only RMB15.6 million of PPE in 2015, its PP&E as a % of revenue is only 3% versus AAC's
85%. Like in the case of SuQian QiXiang, this may imply that AAC books Shuyang Lisheng’s PP&E
at the parent company level rather than at the SuQian QiXiang level. We believe that AAC’s most
recent earnings call validates our opinion.

e This separate entity employs about 2,000-3000 people.

e Shuyang Li Sheng is owned by two shareholders. Mr. Li Z#i, a name shared by an AAC
executive, and Pan Shi Nan &g, a name shared by the uncle to AAC’s CEO.

e AAC has never disclosed the unit as a related party.

e The unit produces the same products from the same location as AAC and seems to recruit new
employees under AAC's banner.

e ShuYang LiSheng has 4 unconsolidated subsidiaries two of which may have links to AAC. One

subsidiary, EZRHBZRHEI 78 BR 2 B)/Lian Tai Precision, will be discussed in detail later.

A Mr. Li listed as an AAC high level executive in an AAC presentation®®

o R TIZI(R) fﬁ’ A VIP

w4 E A4 ..%{m

O #FHALT. SEMER
FMATRUEAMCRDARBER. WHEAD R ARDEHRS 6NN, B2

Kaito Enterprises Corporation. China National Electronics Import & Export
Shenzhen Company EXAWENEREESN. AN ITrxmmnRvSN 2R
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ShuYang LiSheng, like SuQian QiXian, appears to be operating within AAC’s Shuyang Economic
Development Zone, as satellite images show:

LiSheng operates inside of AAC’s manufacturing complex

AAC Science and Technology Park:
RIALF AT R X KN #8S

SuQian QiXiang: &1L J5 ¥
YR RAE

ShuYang LiSheng: IR B FH &
BT ARAH

Shuyang LiSheng recruits employees under the AAC banner and descriptions on the web state that
ShuYang LiSheng is a subsidiary/division of AAC Tech:

L8 (DigH) Be WS —¥5 3 = ] CFas  asep HEN -

gamﬂ&u W07 AR 2RI - m
AHIAERFBRAT

BRME: ABEATIRROS) - s

B v emizs " AAC Technology
B | AEHE R H B ERA SR ACTEA NS A5 HE— SRR A, HEHES AR REBRRAR) (ShuYang) is a
HRESHHESZ—, TREFFIAREW RERENS, ASESFRFHTERTANE wrnis: B9 D0N9-54)7 division of AAC
B Amight: IHEEABRM T

BE#%

AT ER | AERERTHRAS

L8)iTik: EFHNE
BAA: R (RARMESELUWIOEAMAT) 53 LiSheng ShuYang
ABENL: SIAEEAREM TURRE KX Electronics Co.
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ShuYang LiSheng’s second unconsolidated subsidiary ChangZhou LiSheng may also have links to AAC. A
recent job listing describes ChangZhou LiSheng as part of the AAC Group. ChangZhou LiSheng recruits
employees under the AAC corporate name?®:

PR it g | S50 Y L \ER AR
BAnRlesm———————————————— Under Job Description: AAC Technology
G IR S N g ¥, BYSENHA ech 308 M N mi S AFEAAIYTEK
H(BN~E - 153 EPMI t BERM D MNMS S BHEPERAEOLS. B
' e, A, ®e *.mA. N X L. 8. B, o 1%, oM, #
% R . ' ol ¥
W AN 1 a2y I
L XA RRR RRRUN [SSIMAE, Mo
ARZUMBSOEN, RHBRECARRENGHS. RN S00LHNE ~ 7 Under Company Introduction:
" N e ChangZhou LiSheng Technology was
wanam X " - ® BENHE. AT asMSn

registered on September 15, 2014...the
operational manager is Pan Shi Nan

A local credit report provides further evidence that LiSheng is related to AAC?®:
Translation:

e “[LiSheng] is mainly engaged in the manufacture and sale of electronic devices business, its
products include micro-speakers, receiver, headphones, vibration motors.

e The target company is an affiliated enterprise of AAC Technology (Suzhou) Co., Ltd. and has
passed ISO09001, 1ISO14001 certification system. Its products are mainly used in mobile phones,
computer manufacturing and other industries.

e Target company sells domestically, AAC Technology (Shuyang) Co., Ltd. is responsible for the
company’s sales activities. Final customers include Samsung, Apple and other brand enterprises.

e Target company procures raw materials domestically, generally in East China.”
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Are undisclosed associated parties used to offload costs? Il of Il

AAC may be using undisclosed entities to offload at least 1.5 billion RMB in costs

In this section, we continue our examination by looking at other undisclosed related parties. We focus on:

e XuanYing Tong R HRBEFEBRE AT
e ZhongBeiTong Magnetic Materials JCPE it BRI 13 BRE A E]

e Lian Tai Precision ERFRR S IABREAT

Xuan Ying Tong RIIHiF R BLFERAT
We believe Xuan Ying Tong may be a significant undisclosed related party for the following reasons?:

e Xuan Ying Tong seems like an AAC distributor of cell phone speakers, receivers, microphones.

e Produces the same products as AAC and even describes itself as part of AAC in public records.

e In 2015, Xuan Ying Tong generated revenues of RMB349 million.

e The entity generated an operating loss, even while AAC generated a best-of-class 27.4%
operating margin in the same year.

e Xuan Ying Tong has de minimis property plant and equipment (less than RMB 1 million).

e Pan Shi Nan, (a name coincidentally shared by the uncle to AAC’s CEO and is coincidentally tied
to several entities mentioned in this report) is described as the unit’s general manager.

e For some reason, Xuan Ying Tong generated a loss in 2015 even though AAC simultaneously
reported industry leading profit margins.

71t RS Pan Shi Nan: AAC CEO’s uncle or just a coincidence?

7&TER (Pan Shi Nan) is the general manager of Xuan Ying Tong?, and as previously mentioned in this

report, shares the same name as the uncle to AAC’s CEO. Pan Shi Nan seems a very important figure, as
evidenced by his extensive involvement in many entities with possible ties to AAC, as shown below?:

Company Name (in English) C y Name (in Chinese) Product (SAIC Registration Discl e) Possible Relationship to AAC

ShuYang LiSheng SRPATNAS R FARAS] Cell phone components Shareholders are AAC executive and uncle of AAC CEO
LianTai Precision ERBERETIABRAS Cell phone casing Subsidiary of ShuYang LiSheng

Changzhou LiSheng EHMWEREBRAT Cell phone components Subsidiary of ShuYang LiSheng

JiangSu Boruitong I B ARAS Magnetic material (for use in electronic components)  Subsidiary of ShuYang LiSheng

Changzhou RuiNan EINREEFERAT Electronic components Subsidiary of ShuYang LiSheng

XuanYingTong Electronics FNHARBBFHRAS Distribution of cell phone components Manager is uncle of AAC CEO

YangTai Electronics HEMTERETARAG Electronics components Uncle of AAC CEO is shareholder

DongGuan RuiSheng Electronics REMhABFARAD Electronics components Shareholders are AAC executive and uncle of AAC CEO
HeSheng Precision IHAEREEREERAT Machine parts Uncle of AAC CEQ is shareholder

AAC’s disclosed related party transactions between the company and family members of the CEO and
his wife, as shown in its annual reports, would indicate that if Pan Shi Nan were AAC CEQ’s uncle, it
would expand on a well-established pattern of behavior.
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Public sources show that R3IIf 5T 2@ 8 BR /2 E]/Xuan Ying Tong describes itself as part of AAC,
despite not being listed on AAC’s official subsidiary list*:

L mepEen RDARESEE &3 5

AR EREFHRAE

ESMRS : BEXRS

FERA%

RHESRRIANE] BRI
AR PUSER
@llogoigit TAHEHAT
BiFNE SRR
APl FRESREAMR
BIVETEEE  PelEE
ERATERE RS
EHRARIAE
FmsuvisE  EiSFIE.
)| ZEE  APHEERE..
BHEE flER
NERRTEREE  RIERENTE

BHAHETFE BRI

[ Eaal) Bl BEAER WENE  RIESR

R AT ERAR

P e $ 40 3

B EFERFERATDE—RBERIEL , SAACEFATR , SEEFRIBRMI IHETMIIEW, FER ZiE8H. k. £
R. B, Bith, fRADE, RES

AENTFHRE IR ELREEAE.

G THREBIEHER R, AUXRDRAMRARTESIE. B2 Ak,

AR&Z 7 el -

HEAE "BRE—, WEEL" IR, 53R

4] A|
s BT BRI AT

Al R A

NI REFERAT

FTER: BERE

EARAETE ¢ 1970-01-01

Sl | A T N I

FETHEARRILIE  BRAE AL E R

FEE : £7FMT

SRER:

ZhongBeiTong Magnetic Materials 3t P 1L BRI FIRB B RO E]

Gotham City Research has reason to believe that ZhongBeiTong Magnetic Materials is a significant

undisclosed related party for the following reasons®:

e ZhongBeiTong Magnetic Materials makes magnetic components for electrical devices that are

sold to AAC.

e ZhongBeiTong Magnetic Materials declared itself a related party supplier to AAC.

e Ingrid Wu, one of the unit’s main shareholders and board members, shares the same name as
the woman who is the wife of AAC CEO Mr. Pan and an AAC board member.
e |n contrast, AAC hasn’t made the same disclosure in its annual reports.

e The company estimated that it would enter into RMB 150 million worth of transactions with

AACin 2016.

e The unit, is also known as JJLPB % L& /Su Yang Zhong Bei.

ZhongBeiTong Magnetic Materials appears to be partly owned by Ingrid Wu, who shares the same name
as the woman who is the wife of AAC’s CEO and an AAC director. A woman by the name Ms. Wu is also a
board member of Su Yang Zhong Bei. The unit has already declared that it’s a related party to AAC,

according to a local Chinese filing but AAC hasn’t made a similar disclosure:
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2. HEBa/REFT F XKL
ABRLHE
£BA - " ACE X EH D) Related Party
2

EAMTREE (KFB) ARAE | REFFH mI% 100, 000. 00
GENERAL MAGNETIC MATERIAL

INTERNATIONAL CORP. (&8 /\ 4 | #HEFHS ¥ 4 5,000, 000. 00

S JB 2 A PR 22 B1)

RERBERARLATIRAXTRL

5 (A A FREGM) ARAF.

BARE GRFE) R/ mEl L. e
ERBE (XM HRAT. o ST 150,000, 000. 00 subsidiaries
AAC Technologies VIET NAM

C0. LTD. %)

~_ AACTechnologies Group and

Coincidentally, the CEQ’s wife’s family members are listed as connected persons in AAC’s most recent

annual report®:

The Connected Relationship
The relevant parties to the above continuing connected transaction with the Group and a description of their connected
relationship with the Group are as follows:

The connected person The connected relationship

Jiangsu Yuanyu A company indirectly owned by Mr. Pan Zhonglai, father of Mr. Pan (“Mr. Pan's
Father") and Ms. Xie Yufang, mother of Mr. Pan (“Mr. Pan's Mother”) as to
51.72% and Mr. Pan's Father as to 48.28%

Shenzhen Yuanyu A company wholly-owned by Ms. Ye Huamei, mother of Ms. Wu ("Ms. Wu's Mother”)

Ms. Ye Huamei Ms. Wu's Mother

Changzhou LFY A company owned by Mr. Pan’s Father and Mr. Pan’s Mother each as to 50%

Changzhou ZKLF A wholly-owned subsidiary of Jiangsu Yuanyu

Chengdu Yindile An indirect subsidiary of Jiangsu Yuanyu

HGCJ A company wholly-owned by Ms. Wu's Mother

Changzhou Yousheng A company owned by Mr. Pan’s Mother as to 30% and Ms. Pan Lijun, sister of Mr.
Pan as to 70%

Changzhou Model A company wholly-owned by Mr. Pan’s Father

HVPC A subsidiary of HGCJ

Chengdu ZKLP A subsidiary of Jiangsu Yuanyu
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Lian Tai Precision EHHBZREIHERAT

Gotham City Research has reason to believe that Lian Tai Precision is an undisclosed related party for
the following reasons’:

e |n 2016, Lian Tai generated revenue of RMB104 million and CNY-33.7 million of operating losses.

e Lian Taiis described as employing between 1,800-4,000 people.

e Is supposedly an independent AAC supplier-- AAC has never disclosed the unit as a related party.

e Lian Tai cites Apple as a customer.

e Lian Tai may be owned by the uncle of AAC’s CEO.

e Lian Tai could be a prime example of AAC’s apparent modus operandi whereby AAC may be
using a parallel off balance sheet entities to produce identical products during the ramp stage of
production.

e Inaddition to 2 % Huang Yong Dong and ;&1 Pan Shi Nan — who may have ties to AAC

and some of the entities mentioned earlier in this report — there is a man by the name of Sun

Wenijing (#3Z#%) who may be connected to AAC as well.

Remember E= 5 Zk Huang Yong Dong and ;& 1B Pan Shi Nan? Coincidences?

Lian Tai is owned by a Hong Kong company called United Land Holdings which is owned by Huang Yong
Dong and Pan Shi Nan. As discussed earlier, the former appears to be an employee of AAC and the latter
shares the same name as the uncle of the CEO. Both men appear to play critical roles in the entities
identified in this report.

Lian Tai was recently transferred by the earlier discussed LiSheng to a Hong Kong entity
BEXEEH A BR/AT]/United Land (HK), which is owned by Huang Yong Dong and Pan Shi Nan. (Source:

Hong Kong Corporate Filing). United Land ownership file in Hong Kong reveals it is owned again by a
person sharing the same as AAC’s Assistant to the CEO and the CEQ’s uncle?:

i 43 W7 Class of Shares I Ordinary ‘

It %51 570 B 4 &9 B 48 77 68 & Total Number of Issued Shares in this Class 1,000

B {7 Shares

X P ] o B R1R ® LI
Name Address Current Transferred * Remarks
Holding

®H B
Number Date
Huang Yong Dong |Reom A, 7/F., Building 10, 300 Address
EHEEH Bihai ‘Yuntian, Qiaocheng Changed
East Road, Futian District,

Shenzhen City, Shenzhen,
China

Zhang Zunhua 5H, Phase 2, Tower 11, - 5 29.4.2016 |To Huang
e Caribbean  Coast, Tung| Yong Dong
Chung, Hong Kong.

: No. 30, San Jia Li, Qianjin| 700
?an Shillian Cun Wei Qianhuang Zhen,
e Wujin Qu, Changzhou Si,
Jiangsu Province, China.
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#\XE% Sun Wenjing appears connected to AAC and Lian Tai: another coincidence?

Like # B % Huang Yong Dong and ;&R Pan Shi Nan, Sun Wenjing appears to be an important figure with respect

to several possible undisclosed related parties. He is referred to as a representative/key member of Lian Tai per SAIC
registration filings®:

Eﬁﬁﬁ_ﬁ;‘lﬁﬁmz\a frl( FFES TR Zron Lian Tai Precision Technology Jiangsu Co., Ltd.
ﬁ—ﬁ%{%‘mrﬁﬂ : 91321322MAIMBQLI15
EERRA 1 700
BioH : ARELBIEEETES -
EE3ZHH] - 20155F11526H SEFTH

FEOFAIER TBYHER NNFERBEERER FINEEELERIER (BER) 28
ElnEEER
- —HAERKE - 91321322MAIMBQLI15 - VER :  EREERESTIERAS
C ¥R GREEATGEREAIRR) CHEEREA L T
- SH®A :  5000.000000555¢ - BSZEE: 20154118260
- EVERRREY :  20154F11H26H - BERRRE : 2025118258
- B :  ABHEThinIETEETES - BoEER - 2016608502H

CEHEWRS: T (R Fhl m)
CEEEE W RSH e YUNTHE. Sis. BE SRR S EEEESER | BENRESEBREEATBHEONYSE ( ERmEEl
SELBCAHOATERARS ) (HEREIHITRE | SIS MUHEAITRESEN )

R HEER R HAESEIE201452F28H. 2014528280 e TRAAamiRARLEE | EfthHEEEddlEFAT.

FS BFER BegRaeE TEER/ TR IEBRATFSE R
1 HABERETEIR AR SREI(BX) Hith 2143675
4 EEE 1 KIER L1 H #m || b | I‘ | 7= || &= |
TEASEE ¢ i Key personnel information Ht 3 FER
i La=] EER TSR Sun Wenjing
o HUTE®R R
General manager

HAUEHEE
BASZHHIER

Page 25 of 43



Sun Wenjing is also, coincidentally, referred to as a representative/key member of ShuYang LiSheng

GRPERIAEEE FE R A ), a possible significant undisclosed related party we discussed earlier™®:

AHIERTFERAFE
H—HSMAKE : 01321322670118219N
ERARA : P
BicHI% . AEETHLREEER
sz : 20075125178

TRFOIER TBANTHER FINGERHERER FINEEEREESLES (RBR) B
EHERER
- —HSEEEE . 91321322670118219N - fWEH: AENAEFERAE
CNE . ARECLAREAARAIEE) CERARA . B
- %4 :  1000.0000005 ARH - BEXZEH : 20074125178
- BUWHIRRE : 20074128178 - BWHRRE : 20174125168
C BCHX . REEThAEEER - BofEEE : 20165045208

C WS TR (EE. U &)

C R RIBRSRTAKBRICEE

- REEE: SFESRCFR. L. HE OFNCESXHRREAANEHOVE (BRRACWESERRIDEHOOBRMEARY ) . (RZASIENTE | £
BRI HERS R REEER )

FBRARER
= EHE P g
mE PTER [Ees:E

Sun Wenjing is described as representing ‘AAC Group’ in articles that describe an award ceremony involving a
vocational school and AAC Technologies'®:

FE ML F B KAR R (1) A SRR AR
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How is Lian Tai not a related party, given #/3Z 5% Sun Wenjing, 81 & Z= Huang Yong Dong & ;& 115 Pan Shi Nan?

BT M

1. QONGH

fa iE MR F BB KRR R A () R SCRR A

——5hiE RS RSN 107120, IR YR S0 S R S 1E
TR A 2 e BT . BB AR i MK A A E R A 5] R B AV CR IRk )
Sl F S 53 TR R EMARIR, ZPealbe i

RS N CEF AT R AR B P

SR L, VR REEFRITER 7 XU Fed & ERAEMEAELL, RE T T
— B TIEER. ACHNE T ARME, AaE . 1TRARFSmEEER, a0 mE
MR ETERHT YU, FoREs ARt — P REERE. ATHER BRI, T R5%k
B A ERERRE, EXMSGERRZR. BirAEL, IREESERFRIAEF I
BCE, FEPURE UK RRIEFR AL R EDR, BT & F AT LUERE & A A 2K P, 27147
EAEFRREE. IR R WENIH PRS2 AR, HEFA SRR ZEH F T
%, URKEAESENTN, RIEN BARVASMEES, KRBREEEEAER.
Bl /5k#5)

TEH%E: linshi?
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FEERIFE (A ) ARFRShmSASEITREEIENY

Translation: Zheng Qiang Vice President (right) on behalf of the Academy and AAC Group signed the
cooperation Agreement between schools and enterprises
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More Sun Wenjing*?

FINSRRIRTE
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Based on a site visit to Lian Tai Precision, Address:
SIFHEMPAE R ER T H A XILEXKERE 40 S, Lian Tai’s factory has the AAC logo on the

outside rather than its own name?®3:

It is our understanding that someone in Chinese social media, as well as a Citigroup Asia employee,
accused us of photoshopping and/or fabricating the above images. We did not; in fact, AACin its responses
last week seems to have validated our findings, that the AAC logo appeared on those buildings show above.
We would not be surprised if more recent claims discrediting us — for example, that “Lian Tai’s owner
has no relationship with AAC’s CEO Pan. He is not a relative, a family member nor an (ex) employee”

turns out to be false, as well.
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Lian Tai in employment recruiting adverts claims it is one of Apple’s partners, clearly using this connection

to attract recruits'*:

ERDE  AERHO)

SRR

2,

ik,

5 EELRETHR
s FEREE

L ETE

We know based on Apple’s supplier disclosures, that Apple does not purchase casing from AAC.

Based on additional field research related to Lian Tai, we found:

e Allsales inquiries were directed to AAC; Lian Tai does not appear to have a sales department.
e According to the site visits, Lian Tai primarily produces cell phone casings and other cell phone

components; Lian Tai began operations in March 2016.

e Local sources allege that Lian Tai may be reliant on AAC for all of its orders.

Please see the Lian Tai Precision-related appendix section for more information.
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Additional inconsistencies we see with AAC’s explanations

The company’s explanation for its apparent success

Gotham City Research is skeptical of AAC’s explanations as to why its margins are so high, for reasons
beyond those described in prior sections.

The company’s explanations seem dubious for these additional reasons:

e Free cash flow has been consistently lower than net income since 2007 (only about 24% of profits).

e Despite its highly-touted investment in automation, employee count growth actually exceeded
revenue growth from 2013 to 2016.

e (Capex vs automation explanation - AAC completed the major phase of automation production (in
2012 AR)

e It's unclear how much of an automation edge AAC has over its peers, given that AAC’s automation
development has been ongoing since 2007, according to Credit Suisse.

e If AAC’s margins are as high and smooth as reported, why haven’t Apple, Samsung, or other
handset makers entered the space and/or vertically integrated to enjoy the cost savings for
themselves?

e Boasting about patents — IBM has many patents, but is not seen as an innovator.

e AAC's explanations regarding its margin advantage don’t explain the quarterly smoothness, even
when revenues decline quarter over quarter.

Free cash flow has been cumulatively only ~25% of net income, since 2007

Since 2007, free cash flow has been cumulatively a tiny fraction of net income. Over the long term, free
cash flow is seen by many as a measure of true earnings power. Companies whose free cash flow is
consistently lower than its accounting earnings tend to exhibit low earnings quality. The variance between
free cash flow and net income does not seem supportive of the company’s explanations regarding its
“good” margins, even after accounting for growth capital spending (the variance just seems too wide)*:

AAC's free cash flow* is consistently lower than net income
RMB '000 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016| 2007-2016
Free cash flow -20,552 308,066 604,194 174,025 -280,414 195,092 1,616,442 -194,489 1,402,918 867,742| 4,673,024
Net income 548,042 590,603 609,800 987,477 1,032,933 1,756,573 2,571,458 2,310,401 3,110,194 4,024,435|17,541,916
FCF as a % of net income <0% 52.2% 99.1% 17.6% <0% 11.1% 62.9% <0% 45.1% 21.6% 26.6%

* - we define FCF as cash flow from operations less capex

The above may suggest aggressive accounting 101 for a highflying stock where the internal incentives for
management are tied to the stock price and stock liquidity—rather than maximizing cash flow.
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If AAC has invested heavily in automation, why has cumulative employee count growth exceeded
cumulative revenue growth since 2013?

Revenue nearly doubled between 2013 and 2016, while employee count more than doubled during the
same time period%:

Revenue and employees - AAC
RMB’000 2012 2013 2014 2015 2016
Revenue 6,282,946 8,095,889 8,879,300 11,738,866 15,506,828
Employees 26,575 23,011 32,172 35,687 46,396
Revenue growth 29% 10% 32% 32%
Employees -13% 40% 11% 30%

The company and some Wall Street Analysts have referenced automation as a driver of better margins,
yet we see no evidence of improved operational efficiency as gauged by revenue growth per employee
growth. In fact, the above table does not include the employee counts of the undisclosed entities we
discussed earlier in this report. If we were to combine the employees of those entities, this would cast
further doubts regarding the claimed margin advantage AAC enjoys.

Adding further suspicion: in 2013, AAC actually attributed its reduction in employee count (which
coincided with an increase in revenue) to the success of its ‘ongoing automation programme’3:

As at 31st December, 2013, the Group employed 23,011 permanent employees, a reduction from
a total of 26,575 as at 31st December, 2012, brought about by the Company’s ongoing
automation programme.

Using AAC’s own implied logic, would this not suggest that AAC’s automation programme has failed in
its objectives, seeing that employee growth since then has exceeded revenue growth? How did margins
remain so high and smooth since 2013?

How is AAC’s automation superior to its peers if SG&A + R&D spending per employee is a fraction of its
peers?*

SG&A* per employee - AAC vs peers
USD '000 2016
ALPS Electric 23.4
Jinlong Machinery 35.2
Knowles Corp 14.9
AAC Tech 6.3

* - including R&D expense
2016 average exchange rates:

USD/CNY 6.64
usD/JpY 107.76
USD/TWD 32.25
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If AAC’s automation development began in 2007, what has kept its competitors or customers from
simply replicating their “secret sauce”?

According to Credit Suisse, AAC’s “proprietary automation” development began in 2007°:

W
CREDIT SUISSE 21 May 2012

Proprietary automation drives
earnings sustainability

We visited AAC's manufacturing plant in Changzhou post our Hong Kong NDR. We met
with AAC's VP of operations and visited three main manufacturing lines in its Changzhou
facility, as well as the in-house tooling factory. AAC adopts a vertically integrated approach
with 95% in-house manufacturing capability with four major manufacturing facilities
(Changzhou, Suzhou, Shuyang and Shenzhen). The rising cost of Chinese labour and
material costs (rare earth elements) are increasing margin pressure for AAC.

In order to improve the consistency of its product quality and lower its manufacturing cost,
AAC embarked on production automation development since 2007. After years of
development, AAC now employs a professional team in structural design, automation
control and software research and owns proprietary automation equipment technology for
micro-acoustic products which were successfully applied in mass production.

Figure 24: AAC's production facility profile
Plants Province Productions Production automation Comments

Changzhou Jiangsu Speakers, receivers, vibrators Semi / lean / full - automation  Low-mix high-volume acoustic products
Shuyang Jiangsu Speakers / receivers Non-automated  High-mix low-volume acoustic products
Suzhou Jiangsu Lenses ‘Semi-automation High-end optics production
Shenzhen Guangdong Microphones: ECM and MEMS Semi / full Microphone production

Source: Company data

What has kept AAC’s competitors and/or the Apple, Samsung, etc. of the world, from achieving the
same margins as AAC? The margin variance, recall, is quite dramatic®:

Net Profit Margins - AAC versus Peers

2014 2015 2016

Goertek 13.0% 9.2% 8.6%

ALPS Electric 3.0% 5.8% 6.0%

Knowles Corp 13.1% 1.9% 2.2%

Merry Electronics 10.1% 5.2% 11.9%

Jinlong Machinery 9.5% 10.8% 4.0%

AAC Tech 26.0% 26.5% 26.0%

Operating Profit Margins - AAC versus Peers Gross Profit Margins - AAC versus Peers

2014 2015 2016 2014 2015 2016
Goertek 15.2% 10.6% 9.5%| Goertek 27.4% 24.9% 22.4%
ALPS Electric 4.2% 7.2% 6.8%| ALPS Electric 18.5% 20.7% 19.7%
Knowles Corp 14.7% 4.2% 5.5%| Knowles Corp 38.9% 36.8% 38.2%
Merry Electronics 11.7% 6.9% 9.7%| Merry Electronics 24.1% 19.6% 19.9%
Jinlong Machinery 8.6% 11.8% 3.0%|Jinlong Machinery 28.9% 24.6% 11.5%
AAC Tech 29.2% 29.5% 30.3%| AAC Tech 41.4% 41.5% 41.5%
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AAC’s “margin advantage” explanation does not explain margin smoothness amidst seasonality

As shown below, AAC’s quarterly revenue declines, quarter over quarter, from Q4 to Q1. How is that
margins remain rather resilient?’

RMB '000 Q42013 Q12014
Revenue 2,181,953 1,854,007
QoQ % change -15.0%
Gross margin 42.8% 40.2%
Operating margin 30.8% 29.6%
Net margin 27.6% 26.2%
RMB '000 Q4 2014 Q1 2015
Revenue 3,098,894 2,304,711
QoQ % change -25.6%
Gross margin 41.1% 41.5%
Operating margin 28.6% 28.5%
Net margin 25.4% 26.2%
RMB '000 Q4 2015 Q12016
Revenue 3,848,260 2,544,746
QoQ % change -33.9%
Gross margin 41.4% 40.5%
Operating margin 28.9% 26.7%
Net margin 26.3% 24.3%
RMB '000 Q4 2016 Q12017
Revenue 5,736,578 4,215,065
QoQ % change -26.5%
Gross margin 41.7% 41.6%
Operating margin 32.3% 30.0%
Net margin 27.4% 25.2%
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Valuation

Why we believe shares are worth no more than 40-50 HKD per share
We use two different methodologies for the purpose of valuation:

1. Free cash flow as a more accurate measure of earnings.
2. Adjusting AAC'’s earnings for possible offloading of costs via the undisclosed related parties.

Free cash flow approach implies up to -70% downside

Free cash flow has consistently been a small fraction of reported earnings, and over a long time horizon®:

AAC's free cash flow* is consistently lower than net income
RMB '000 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016| 2007-2016
Free cash flow -20,552 308,066 604,194 174,025 -280,414 195,092 1,616,442 -194,489 1,402,918 867,742| 4,673,024
Net income 548,042 590,603 609,800 987,477 1,032,933 1,756,573 2,571,458 2,310,401 3,110,194 4,024,435|17,541,916
FCF as a % of net income <0% 52.2% 99.1% 17.6% <0% 11.1% 62.9% <0% 45.1% 21.6% 26.6%

* - we define FCF as cash flow from operations less capex
Assumptions:

e Let’s be conservative and use 5.32 HKD per share (which is on the high end of consensus estimates)
as our estimate for 2017 EPS.

e We believe that AAC’s true earnings is closer to 25% of whatever earnings is reported, given the
historical variances between free cash flow and earnings as shown above.

e 25% of 5.32 HKD per share implies a true earnings power of around 1.33 per share.

o If we apply a 20x-30x P/E multiple we arrive at a measure of intrinsic value closer to 27-40 HKD
per share, implying significant downside (up to -70% downside) from current market prices.

Adjusted earnings approach implies shares are worth around 40-50 HKD per share

We believe investors may have failed to take account for what appears to be suspect accounting based
on our findings discussed earlier in this report; specifically, we estimate that at least RMB1.5 billion of
costs might be off AAC's books. We make the following adjustments:

Adjustments/assumptions:

e 40% of the revenues come from haptics and 60% come from acoustics & other.

e AAC's revenue will grow 24% this year.

e We applied operating margins of 12%-15% (using Goertek and Nidec’s margins as proxies); this is
the adjustment factor for the suspect behavior we flagged in this report.

e We use a20x-25x P/E multiple for 2017 to arrive at a stock price of HKD 41/share based on a 0.886
Chinese yuan to Hong Kong dollar foreign exchange rate.

We do not penalize AAC for possible competitive pressures and threats, as other Apple suppliers have
faced; shares would be worth meaningfully less than 40-50 HKD per share, if AAC were to face such threats.
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APPENDIX

Lian Tai Precision Field Research
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END NOTES

Introduction
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https://www.wsj.com/articles/apple-watch-faulty-taptic-engine-slows-roll-out-1430339460

Company filings, Bloomberg, and/or CapitallQ
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AAC analyst reports, AAC earnings call(s).
OLP Global

Does AAC Use Undisclosed Related Parties to Inflate Profits?
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Company filings, Bloomberg, and/or CapitallQ
AAC’s recent further clarification announcement
SAIC registration filings and field research
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Are undisclosed associated parties used to offload costs? | of Il
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7.
8.
9.

10.
11.
12.
13.

14.
15.
16.

SAIC filings and/or other local filings, field research, and job/web postings

SuQian QiXiang SAIC filings and/or other local filings, field research, and job/web postings
Field research

http://www.jsrsrc.com/jobs/jobs-show.php?id=151444

http://qy.58.com/41040341179155/
http://school.freekaoyan.com/bj/pku/dongtai/2016/05-09/1462778832588693.shtml , cached
version via baidu

CLSA research note titled, “No alternative fact”
SAIC registration filings

awn
“un

“un

ShuYang LiSheng SAIC filings and/or other local filings, field research, and job/web postings
http://wenku.baidu.com/link?url=q8yrrb3mMzwM8292d89Lvy YDTenWOJWBzOad 3iE5n9RPo
Y2MryXOMpPdmjhFLskb1sikg VerajiH-VUIO7KRoPKLNyg50TxVKMJDVWdO
http://www.ganji.com/gongsi/117332/?agentCompany=34148599
http://cz.58.com/zpshengchankaifa/26340670025267x.shtml

Local filings

Are undisclosed associated parties used to offload costs? Il of Il

1.

Xuan Ying Tong related SAIC filings and/or other local filings, field research, and job/web
postings
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14.

http://www.tianyancha.com/human/2054184456/%E6%BD%98%E4%B8%96%E5%8D%97/1459
9142867?hbase=gd
Various SAIC filings and/or other local filings, field research, and web postings

http://scsxsdzschsxsdzscshixsdzscsxuansdz.cn.biz72.com/introduction/

ZhongBeiTong Magnetic Materials related SAIC filings and/or other local filings, field research,
and job/web postings

AAC Technologies Annual Report 2016

Lian Tai Precision related SAIC filings and/or other local filings, field research, and job/web
postings

Hong Kong filing

Lian Tai SAIC registration filing

ShuYang LiSheng SAIC registration filing

http://www.gnr.cn/news/2016/201610/1217782.html
http://www.slzyjsxy.com/show.php?id=1535&cid=86

Lian Tai field research

http://www.ganji.com/gongsi/39433977/?rec_platform=ganjicom pg

Additional inconsistencies we see with AAC’s explanations
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AAC annual reports

AAC 2013 annual report
Various company filings
Credit Suisse research report
Various company filings

AAC quarterly releases

Valuation
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AAC annual reports
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