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Texhong Textile Group [2678.HK]

Reaching the next level

On average, shares of HK-listed Companies in the textile and garment supply chain have underper-
formed the market since Oct 2017. We believe their underperformance is due to: a) limited industry
news flow, and b) concern about the growth outlook. We maintain the view that geographic diversifica-
tion and vertical integration are the two directions accepted by the market for textile and garment com-
panies to gain market share going forward. We also share the view that Texhong Textile’s (Texhong)
2017 results may not look exciting to some investors, given a softer-than-expected operating environ-
ment in 2H 2017, but that 2017 was a year for Texhong management to build a foundation for future
growth. Texhong'’s downstream expansion is in line with expectations, and management will focus on
optimizing garment operations to drive top-line growth and achieve higher profitability. Texhong has
been building a fully vertically integrated jeanswear operation into one of the largest jeanswear manu-
facturers in the region. Downstream expansion is one of the long-term growth drivers of the Company.
Despite concern about the margin trend, we still don’t expect to see major volatility in Texhong’s net
profit going forward, given management’s strategy of concentrating on niche products and downstream
diversification. We also maintain the view that expectations for Texhong have been reset, and the re-
cent pick-up in import yarn and US cotton prices implies that downstream demand is resilient, in our
view. Texhong is trading at 7.5x 2017 PER and 6.3x 2018 PER, which we don’t think are excessive.
Given its solid operations, we maintain our BUY rating on Texhong, with a target price of HK$13.02
(based on 9x 2017E PER, lower than its historical average and the average of its HK-listed peers).

Investment Highlights

(] Stable operating environment. The spot cotton price in China is flat YTD at RMB15,698/tonne
and the spot cotton yarn price is down 0.6% YTD to RMB14,400/tonne. The cotton and cotton
yarn price movements haven't offered any upside surprise for Texhong, but we believe the market
has factored in a softer-than-expected market environment, and 2017 became a year of consoli-
dation for Texhong management to build a solid foundation for future growth. We maintain the
view that a stable environment means that management can focus on product optimization and
improving efficiency in 2018. We believe that expectations for Texhong’s 2017 results were reset
and that the upcoming 2017 results can be treated as a base case for the market to re-visit
Texhong. Import yarn and US cotton prices picked up recently, which we believe implies that
downstream demand is resilient, so Texhong should have a good start in 2018. Based on the
current trend, local yarn makers such as Texhong are likely to raise the average selling prices,
which should remove market concerns about the outlook for Texhong.

[ Downstream expansion on track. Texhong acquired Nien Hsin Textile’s factories in Vietnam,
Cambodia and Nicaragua in Mar 2017. Texhong has been building a fully vertically integrated
denim jeanswear operation with annual production capacity of about 20-25m pairs of jeans, as-
suming 100% utilization. Thanks to its co-operation with Toray and Haulida Garment, Texhong
secured trial orders from the leading casual wear brand, and delivery is on track. We believe that
the trial orders are progressing smoothly and that Texhong will secure more business from the
casual wear brand in 2018, which will have a positive impact on its jeanswear business and pro-
vide proof of capability of Texhong’s garment manufacturing capability. The garment operations
were still a drag on the Company’s overall performance in 2017. But we believe the downstream
operations will turn around in 2018, given the foundation work completed in 2017. The gross profit
margin of garment manufacturers is expected to improve gradually to 17 to 18% in the coming
years. We believe that geographic diversification and vertical integration are the two directions
accepted by the market for textile and garment companies to gain market share going forward.
We believe that Texhong management has adopted the right strategy through downstream ex-
pansion and acquisition to capture growth potential.

(] Less pressure on working capital. Compared with some of its peers, Texhong is moving from a
capital intensive model (upstream) to a less capital intensive model (downstream), which should
reduce pressure on its balance sheet regarding future expansion. We expect Texhong to maintain
its pay-out ratio, which will translate into a prospective yield of over 4% in both 2017 and 2018.

Key Financials

TN e 2014 2015 2016 2017 2018E
Revenue 10.470.3 10.574.9 13.647.7 16.008.2 18.451.2
Change (voy %) 27.2 1.0 29.1 17.3 15.3
Gross Profit 1,294.2 1,905.8 2,645.1 2,558.9 3,127.0
Gross Margin % 12.4 18.0 19.4a 16.0 16.9
Net Profit 306.7 590.8 1.187.5 1.,153.9 1.380.2
Net Margin % 2.9 5.6 8.7 7.2 7.5
EPS (Basic) 0.35 0.67 1.33 1.26 1.51
Change (voy %) (64.39) 92.63 94.35 (2.84) 19.61
DPsS $0.103 $0.199 $0.391 $0.228 $0.450
ROE (%) 9.0 16.0 26.0 20.6 21.2
Dividend Yield (%) 1.11 2.14 4.31 4.10 4.1
PER (x) 26.8 13.9 7.2 7.5 6.3
PBR () 2.4 2.1 1.7 1.5 1.3
FCF Yield (%) 5.65% 8.80% -16.40% 25.03% 11.69%
Capex (m) (606.7) (1.106.4) 1.771.0) (671.0) (632.3)
Free cash flow per share o.e 1.1 ©0.8) 1.9 1.1
Net Gearing (%) 67 57 80 a0 2a
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Figure 2: Peer Comparison

yi
2017F 2016 2017F 2016 2017F ™

Price Market Cap 2017F 2018F 2019F 2017F 2018F 2019F 2016 2017F YTD

Lcy US$m X X X X X X X X % % % % % %
HK Listed Textile & Garment Plays
Machinery
641 HK Chtc Fong'S Industries 1.79 252 na. na. na. na. na. n.a. 14 na. 6.7 na. 44 na. 39 na. -22.5 <222 -14.4 -10.1 -23.2
Average n.a. n.a. n.a. na. n.a. n.a. 14 n.a. 6.7 n.a. 44 n.a. 39 n.a. -22.5 -22.2 -14.4 -10.1 -23.2
Yarn manufacturing
2678 HK Texhong Textile Group Ltd 1038 1,215 75 6.3 na. 72 53 na. 17 15 26.0 226 10.2 8.0 43 4.1 -5.8 -3.9 16.0 -9.3 24
2111 HK Best Pacific International H 4.62 613 13.8 10.8 8.8 9.7 7.8 6.6 2.4 22 251 171 12.1 9.7 3.6 23 0.4 -0.9 6.0 -243 -4.1
2698 HK Weigiao Textile Co Ltd-H 4.34 663 na. na. na. na. na. n.a. 0.2 na. 5.7 na. 3.2 na. 8.0 na. 0.0 46 -22.2 -19.6 -23
Average 9.9 8.1 7.0 75 6.2 55 13 17 19.0 19.7 85 8.8 5.6 34 -1.8 -0.1 -0.1 -17.7 -13
Textile manufacturing
321 HK Texwinca Holdings Ltd 4.22 746 178 137 136 73 59 5.4 11 11 17.2 78 28 32 123 9.6 -3.4 -9.6 -14.7 -16.4 -1.9
420 HK Fountain Set Hidgs 1.05 162 n.a. n.a. n.a. n.a. n.a. n.a. 04 n.a. 39 na. 24 n.a. 1.2 na. -2.8 -11.8 5.0 -3.7 -7.1
1382 HK Pacific Textiles Holdings 7.66 1,417 129 113 105 9.7 86 8.1 34 34 328 273 179 175 74 72 -7.0 -83 -12.6 -10.2 72
539 HK Victory City Intl Hidgs Ltd 0.15 97 na. na. na. na. na. na. 01 na. 45 na. 20 na. 0.0 na. -24.2 -35.3 -42.3 -43.4 -23.1
2313HK Shenzhou International 73.80 14,188 24.0 20.0 129 17.1 145 125 4.6 4.5 209 217 15.8 16.8 23 24 0.3 3.6 37.9 54.3 -0.8
565 HK Art Textile Technology Intl 0.43 146 na. na. na. na. na. n.a. 0.9 na. 36.4 na. 29 na. 0.0 na. 49 37 -26.7 -49.4 12
2307 HK Kam Hing International Holdi 0.64 71 na. na. na. na. na. na. 03 na. 39 na. 1.6 na. 23 na. -9.9 -15.8 16.4 231 -8.6
Average 16.1 133 110 104 8.8 7.9 15 27 17.3 19.1 6.7 116 39 5.7 -5.5 9.2 -4.6 <19 -6.1
Garment manufacturing
311 HK Luen Thai Holdings 1.04 138 4.4 n.a. n.a. 2.6 na. n.a. 0.7 0.3 5.6 7.4 3.4 42 5.8 15.0 -39.1 -39.1 -40.6 -41.9 -39.1
2199 HK Regina Miracle International 719 1,126 284 15.5 114 156 102 8.0 33 31 233 113 35 58 0.7 11 4.3 7.8 4.8 139 -6.6
393 HK Glorious Sun Enterprises Ltd 0.90 177 na. na. na. na. na. na. 0.6 na. 39 na. 21 na. 6.3 na. -4.3 11 2.2 9.1 23
333 HK Top Form International Ltd. 177 49 na. na. na. na. na. na. 0.7 na. 5.8 na. 0.8 n.a. 5.6 na. 14.2 5.4 118 18 149
2368 HK Eagle Nice (Intl) Hidgs Ltd 3.41 218 na. na. na. na. na. na. 14 na. 11.4 na. 113 na. 85 na. 03 -143 -4.7 65.5 -0.6
3398 HK China Ting Group Hidgs Ltd 0.39 105 n.a. n.a. n.a. n.a. n.a. n.a. 03 n.a. 35 n.a. 25 n.a. 38 na. -2.5 -4.9 14 -22.6 26
1388 HK. Embry Holdings Ltd 2.64 143 na. na. na. na. na. na. 0.6 na. 5.6 na. 37 na. 2.6 na. 10.0 23 11.4 -25.0 10.9
1982 HK Nameson Holdings Ltd 2.85 831 152 112 89 94 6.8 5.8 32 28 26.1 222 126 133 25 25 -8.7 25.6 97.9 70.7 -10.1
2232 HK Crystal International Group 7.86 2,868 16.8 14.0 11.8 135 10.9 9.4 74 3.0 29.5 25.4 na. na. 17.8 15 6.4 -1.0 n.a. na. 4.0
Average 16.2 135 107 103 9.3 7.7 20 23 128 16.6 5.0 7.8 6.0 5.0 -3.1 -3.6 100 6.7 -2.4
A share Listed Textile Plays
601233 CH Tongkun Group Co Ltd-A 24.04 4,947 182 14.4 115 17 101 8.1 25 23 126 132 83 79 na. 11 -14.8 55.2 522 52.6 6.9
200726 CH Luthai Textile Co Ltd - B 8.20 1,320 6.9 6.7 59 6.3 5.7 5.2 0.9 0.8 11.7 111 8.8 86 na. 8.4 -5.0 -5.5 -5.5 -12.1 -35
000850 CH Anhui Huamao Textile Co-A 4.14 618 na. na. n.a. na. na. na. 08 na. 20 na. 07 na. na. na. -10.8 -17.0 245 -303 9.4
002042 CH Huafu Top Dyed Melange Yar-A 1178 1,887 184 145 119 16.9 137 115 18 18 125 114 55 4.6 na. 06 -10.0 34 8.0 18 -120
002394 CH Jiangsu Lianfa Textile Co-A 11.68 598 9.2 8.4 7.8 na. na. na. 13 12 143 129 8.0 82 n.a. 45 -6.6 -15.4 -18.2 -30.5 -3.6
600483 CH Fujian Funeng Co Ltd-A 6.85 1,681 100 8.7 na. 8.0 6.7 na. 10 11 122 8.1 44 4.5 na. 22 -10.5 217 -29.0 -37.3 -9.4
601339 CH Bros Eastern Co Ltd-A 5.49 1,302 12.8 113 9.9 na. na. n.a. 11 11 8.6 86 53 5.2 na. 4.0 2.6 13 -10.1 -113 44
002015 CH Xiake Color Spinning Co Lt-A 4.84 307 na. n.a. na. na. na. n.a. 6.4 na. -133 na. 5.2 na. na. na. -29.3 -42.4 -42.4 -43.5 -42.4
002087 CH Henan Xinye Textile Co -A 5.26 679 145 117 9.8 118 103 9.1 14 14 83 9.1 37 36 na. na. -12.0 -16.1 -15.4 -23.1 -9.6
Average 129 10.8 9.5 10.9 93 85 1.9 14 77 10.6 4.4 6.1 na. 35 -10.7 -6.5 -9.5 -14.8 -8.7
Other OEM/ODM Names
1477 TT Makalot Industrial Co Ltd 129.00 920 208 17.0 153 126 113 10.1 33 32 173 15.2 101 10.0 na. 4.2 0.0 -23 -5.5 1.2 32
1476 TT Eclat Textile Company Ltd 291.00 2,719 245 189 16.9 151 129 114 5.7 5.1 27.2 215 178 16.3 na. 32 -0.9 -105 -23.4 31 2.2
9938 TT Taiwan Paiho Ltd 99.00 1,005 154 133 n.a. 9.2 7.7 n.a. 37 31 19.7 194 9.0 9.5 na. 37 -18.5 -16.8 -24.7 75 -18.2
9910 TT Feng Tay Enterprise Co Ltd 129.00 2,934 17.2 153 na. 104 95 na. 6.8 5.0 331 305 141 153 na. 4.4 -6.2 -4.8 15 -3.4 -4.8
551 HK Yue Yuen Industrial Hidg 33.95 7,158 129 122 115 8.6 7.9 74 15 16 116 122 72 78 4.1 14 119 76 173 40.2 106
1836 HK Stella International 10.70 1,087 133 112 10.1 8.5 7.6 6.9 11 11 8.3 83 6.1 6.8 5.6 6.1 -6.6 -15.1 -20.0 <17 -93
105630 KS Hansae Co Ltd 24750.00 909 17.9 127 111 120 88 77 21 21 107 116 25 4.5 na. 15 -3.9 -3.5 -29 31 -8.2
005390 KS Shinsung Tongsang Co Ltd 1100.00 145 na. na. n.a. na. na. na. 0.7 na. 0.6 na. 1.7 na. na. na. -5.2 15.2 10.7 -11.6 33
009270 KS Shinwon Corp 2295.00 145 na. n.a. na. na. na. n.a. 0.7 na. -3.1 na. -0.7 na. na. na. -11.7 237 171 315 83
11770KS Youngone Corp 30100.00 1,225 103 94 8.6 6.0 56 52 10 10 9.1 9.9 5.2 56 na. 08 -3.5 -8.6 -29 8.5 -4.4
3402 JP Toray Industries Inc 1022.50 15,208 16.1 143 129 9.2 8.5 7.8 15 15 93 9.6 39 41 n.a. 14 -6.8 -14.5 0.4 4.8 -3.8
Average 16.5 138 123 10.2 8.9 8.1 2.6 26 131 153 7.0 8.9 4.9 4.1 -4.7 2.7 -3.8 7.9 2.3
HSI Index Hang Seng Index 15 53 9.3 29.7 18
HSCEI Index Hang Seng China Ent Indx 6.9 117 244 57
SHSZ300 Index  Csi 300 Index -0.9 7.5 18.6 -0.5
SHCOMP Index ~ Shanghai Se Composite 45 0.6 -14
W2 Index Cotton Futures -13 -0.8 19
H1DQB Index Sse-Sehk Sb D Quota Bal 137 18.8 7.0 10.1
Si100 Index Szse 100 Return Index Sz 7.6 -6.0 7.8 221 -4.3
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