CICC
rhEAal

Hua Hong Semiconductor

Equity Research
February 12, 2018

CICC SH-HK Stock Connect

Rising ASP to drive growth in 2018; new fab to boost growth from 2019

Results Review

4Q17 results in line with expectations

Hua Hong Semiconductor announced its 2017 results: revenue +12%
YoY to US$808mn and net profit +12.8% YoY to US$145mn or
US$0.14/sh. We like Hua Hong's strong position as a specialty foundry
supplier and believe it will continue to bear fruits from rising ASP.
Moreover, we are confident that the company will enjoy multi-year
growth once its Wuxi fab starts mass production from 2019.

Trends to watch

Hua Hong to enjoy continuous rise in ASP: although its blended ASP
dropped by 1.0% in 4Q17, we believe the company will continue to
enjoy ASP uplift this year (+8.0%), thanks to improved product mix,
and technology migrating to 90nm with sales contribution from
<0.13um +9.3% QoQ in 4Q17.

Wuxi fab to efficiently resolve supply restraints: its Wuxi 12” fab will
have a capacity of 40kwpm when it enters mass production in 2H19.
We believe the fab will effectively expand Hua Hong’s total capacity
by 90kwpm after it is fully loaded; moreover, we note it will bring
about strong synergies for technology migration to 65nm. The newly
built up platform will enable the company to manufacture higher
performance products — such as high speed MCUs — at a lower cost.

Earnings forecast

We broadly maintain our revenue forecast, fine-tuning our
2018/19e turnover by +0.7%/+0.4% to US$922mn/1,085mn.
Considering its rising R&D expenses for newly established Wuxi fab,
we trim our net profit by 8.9%/14.4% to US$164/190mn.

Valuation and recommendation

The stock is trading at 1.0x P/B. We maintain our BUY rating and
target price of HK$21.60 (1.61x 2018e P/B).

Risks
Decline in wafer ASP; Wuxi fab capacity and yields ramp up slowly.
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Dividend yield

ROAA

ROAE
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May-2017 Aug-2017 Nov-2017
2016A  2017A 2018E 2019E
721 808 922 1,085
11.0% 12.0% 14.1% 17.6%
129 145 164 190
14.5% 12.8% 12.9% 15.9%
0.12 0.14 0.13 0.15
1.43 1.62 1.72 1.83
0.02 0.04 0.04 0.04
0.20 0.25 0.24 0.20
13.6 121 13.2 11.4
1.2 1.0 1.0 0.9
7.5 6.0 4.6 3.9
1.1% 2.5% 2.8% 3.3%
6.9% 7.4% 7.1% 7.2%
8.6% 9.1% 8.4% 8.3%
Source: Wind, Bloomberg, company data, CICC Research
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Financial summary
Financial statement (USD mn) 2016A 2017A  2018E 2019E Financial ratios 2016A 2017A 2018E 2019E
Income statement Growth abilitv
Revenue 721 808 922 1,085 Revenue 11.0% 12.0% 14.1% 17.6%
COGS 501 -541 617 -726 Operating profit 27.1% 23.7% 14.1%  17.6%
Selling expenses -7 -7 -8 -10 EBITDA 13.9% 23.7% 15.9% 9.5%
Administrative expenses -97 -109 -124 -146 Net profit 14.5% 12.8% 12.9% 15.9%
Other ops income (expense) -3 -11 -12 -15 Profitability
Operating profit 113 140 160 189 Gross margin 30.5% 33.1% 33.1% 33.1%
Finance costs -2 -2 -2 -1 Operating margin 15.7% 17.4% 17.4% 17.4%
Other income (expense) 40 26 28 31 EBITDA margin 27.7% 30.6% 31.1% 28.9%
Profit before income tax 153 172 195 226 Net margin 17.9% 18.0% 17.8% 17.5%
Income tax -25 -27 -31 -36 Liquidity
Minority interest 0 0 0 0 Current ratio 3.00 2.53 4.45 4.98
Net profit 129 145 164 190 Quick ratio 2.60 2.19 4.06 4.53
EBITDA 200 247 286 314 Cash ratio 1.43 1.11 2.84 3.18
Recurrent net income 0 0 0 0 Liabilities / assets 18.5% 18.4% 13.8% 13.1%
Balance sheet Net debt / equity netcash netcash netcash netcash
Cash and bank balances 341 375 875 981 Return
Trade and bill receivables 153 169 180 220 RoA 6.9% 7.4% 7.1% 7.2%
Inventories 95 116 120 140 RoE 8.6% 9.1% 8.4% 8.3%
Other current assets 126 194 194 194 Per-share data
Total current assets 715 853 1,369 1,534 EPS (USD) 0.12 0.14 0.13 0.15
Fixed assets and CIP 677 754 730 706 BPS (USD) 1.43 1.62 1.72 1.83
Intangible assets and others 435 471 471 471 DPS (USD) 0.02 0.04 0.04 0.04
Total non-current assets 1,112 1,225 1,201 1,177 Cash flow per share (USD) 0.20 0.25 0.24 0.20
Total assets 1,827 2,078 2,570 2,711 Valuation
Short-term borrowings 2 61 0 0 P/E 13.6 121 13.2 11.4
Trade and bill payables 65 68 100 100 P/B 1.2 1.0 1.0 0.9
Other current liabilities 171 208 208 208 EV/EBITDA 7.5 6.0 4.6 3.9
Total current liabilities 238 337 308 308 Dividend yield 1.1% 2.5% 2.8% 3.3%
Long-term borrowings 91 32 32 32
Total non-current liabilities 100 46 46 46
Total liabilities 338 383 354 354
Share capital 1,489 1,695 2,216 2,356
Retained profit 0 0 0 0
Equity 1,489 1,695 2,216 2,356
Total liabilities & equity 1,827 2,078 2,570 2,711
Cash flow statement
Pretax profit 129 145 164 190
Depreciation & amortization 84 105 124 125
Change in working capital -4 -34 17 -60
Others 3 42 0 0
Cash flow from operations 212 258 305 255
Capital expenditure -173 -136 -100 -100
Others -61 -61 0 0
Cash flow from investing -233 -197 -100 -100
Equity financing 0 3 400 0
Bank borrowings -86 -2 -61 0
Others -40 -42 -44 -49
Cash flow from financing -125 -41 296 -49
Foreign exchange gain (loss) -22 13 0 0
Net changes in cash -169 34 501 105

Source: Company data, CICC Research

Company description

Hua Hong is ranked second globally amongst pure-play 200mm foundries, and sixth amongst all the pure-play foundries worldwide focusing on
the research, development and manufacturing of semiconductors on 200mm, or 8-inch, wafers for specialty applications, in particular eNVM
and power discretes. Their portfolio also includes several other advanced process technologies such as RFCMOS, analog and mixed signal,
CMOS image sensors, PMIC and MEMS. The semiconductors the company manufactures are incorporated into a wide range of products in
diverse markets, including consumer electronics, communications, computing and industrial and automotive.

Please read carefully the important disclosures at the end of this report
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Earnings forecast and valuation

Hua Hong Semiconductor announced its 2017 results: revenue +12% YoY to US$808mn; GM
+2.5ppt to 33.1%; and net profit +12.8% YoY to US$145mn or US$0.14/sh. In 4Q17, it reported
revenue of US$217mn (+3.3% QoQ), mainly due to increasing wafer shipments. Blended ASP fell
slightly to US$424 after five consecutive quarters of rises. Net income rose to US$42mn.

» The company guides 1Q18 sales of US$209mn—210mn with GM worsening to 30.0%;
although management expects GM will return to a normal level in subsequent quarters.

» Hua Hong anticipates its capex will drop to US$100mn, mainly for capacity expansion in
Fab 3 and routine facility maintenance, and D&A expenses will increase further to
USS$124mn. Hua Hong states government subsidies will be around US$10mn—15mn.

» Management advocates ASP will likely continue to rise in 2018. We believe blended ASP
will rise by 8.0% this year.

»  We broadly maintain our revenue forecast, fine-tuning our 2018/19e turnover by

+0.7%/+0.4% to US$922mn/1,085mn. Considering rising R&D expenses for newly
established Wuxi fab, we trim net profit by 8.9%/14.4% to US$164mn/190mn.

Figure 1: Earnings revisions

1Q18E 2017 2018E 2019E  2020E 2018E 2019E 2018E 2019E
(CICC) A (CICC) (CICC) (CICC) (OLD) (OLD) Diff. Diff.
Capacity (translating to 8", kpm) 155 159 166 168 168 168 178 211 243 179 212 -1% -1%
% chg QoQ 0.0% 2.6% 4.4% 1.2% 8% 6% 18% 15%
Utilization 96% 99% 100% 97% 98% 93% 93% 93%
Turnover 183 198 210 217 210 209-210 808 922 1,085 1,435 916 1,081 1% 0%
% chg QoQ  -5.6% 8.1% 6.0% 3.3% -3.2% 12% 14% 18% 32%
ASP 415 424 429 424 410 423 457 466 475
% chg QoQ 6.5% 2.2% 1.2% -1.0% -3.3% 7% 8% 2% 2%
COGS (128.8) (132.4) (136.0) (143.8) (147.0) (541) (617) (726) (961)
Depreciation (20.0) (21.7) (24.2) (24.7) (25.3) (91.3) (110.7) (111.2) (107.6)
Gross Profit 54.4 65.7 74.0 73.1 63.0 267 305 359 475 302 357 1% 0%
OPEX (24.3) (30.1) (32.6) (39.8) (32.9) (127) (145) (170) (225)
Operating Income 30.1 35.6 41.3 33.3 30.1 140 160 189 249 172 220 1% -14%
% chg QoQ 15% 18.1% 16.1% -19.3% -9.8% 24% 14% 18% 32%
Non-Operating Incomes 4.3 4.9 7.7 15.2 8.6 32 34 37 39
Pretax income 34.4 40.5 49.1 48.5 38.7 172 195 226 288 211 261 8% -14%
% chg QoQ -23.2% 17.6% 21.3% -1.1% -20.3% 12% 13% 16% 28%
Taxes (0.3) (6.1) (13.7) (7.0) (6.1) 27) (31) (36) (45)
Net income 34.1 34.4 35.3 41.5 32.6 145 164 190 243 180 222 9%  -14%
% chg QoQ -10.8% 0.8% 29% 17.4% -21.5% 13% 13% 16% 28%
EPS (US$) 0.03 0.03 0.03 0.03 0.02 0.14 0.13 0.15 0.19
ROE 2.3% 2.2% 2.2% 2.5% 3.8% 9.1% 8.4% 8.3% 9.9%
BVPS 1.47 1.49 1.56 1.62 1.72 1.62 1.72 1.83 1.97
Ratios (%)
Gross margin 29.7% 33.2% 352% 33.7% 30.0% ~30.0%| 33.1% 33.1% 33.1% 33.1% 33.0% 33.0% 0.1pp 0.1pp
OPEX -13.3% -15.2% -15.5% -18.3% -15.7% -15.7% -15.7% -15.7% -15.7%
OPM 16.5% 18.0% 19.7% 154% 14.3% 17.4% 17.4% 17.4% 17.4% 18.8% 20.4% -1.4pp -3.0pp
Net Income margin 18.6% 17.3% 16.8% 19.1% 15.5% 18.0% 17.8% 17.5% 16.9% 19.6% 20.6% -1.8pp  -3.1pp

Source: Company data, CICC Research

Please read carefully the important disclosures at the end of this report
3




CICC
g aEl CICC Research: February 12, 2018

Figure 2: CICC vs. consensus

4Q17 2017 2018E 2019E
Actual Consensus i Actual  Consensus i CICC Consensus i CICC Consensus
Revenue 217 215 1.1% 808 815 -0.8% 922 888 3.8% 1,085 977 11.0%
GM 33.7% 32.5% 1.2% 33.1% 32.6% 0.5% 33.1% 32.8% 0.2% 33.1% 34.0% -1.0%
Operating Profit 33 34 -1.9% 140 146 -4.0% 160 169 -5.0% 189 201 -6.1%
Net Profit 42 37 13.7% 145 139 4.2% 164 161 1.6% 190 187 1.8%
EPS (USD) 0.04 0.04 7.0% 0.14 0.13 3.4% 0.13 0.15 -15.9% 0.15 0.18 -15.8%

Source: Company data, Bloomberg, CICC Research

We maintain our BUY rating and target price of HK$21.60 (1.61x 2018e P/B).

Figure 3: P/E band Figure 4: P/B band
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Figure 5: Peer valuation table

WIND Company Price M/Caps P/E ROE —— Price Change
- —— Growth
TICKER 9-Feb USD mn 2017A 2018E 2017A 2018E 2018E 2018E
2330.TW  TSMC 232.50 215,067 17.7 15.8 3.9 3.5 23.4 11.5% - -10 -1 -3 28
2303.TW UMC 14.05 6,009 18.6 20.3 0.8 0.8 4.2 -4.6% - -3 0 -11 23
0981.HK  SMIC 9.75 6,132 34.1 38.3 1.2 1.1 3.0 -11.1% - =12 =22 =30 -20
5347.TWO Vanguard International Semic 64.10 3,579 23.3 19.8 3.7 3.6 15.8 16.4% - -1 1 8 14
1347.HK Hua Hong 13.08 1,739 12.1 13.2 1.0 1.0 8.4 -8.3% = =ils) -22 -18 Do)
Foundry-Average 21.1 21.5 2.1 2.0 11.0
Foundry-Median 18.6 19.8 1.2 1.1 8.4

Source: Bloomberg, CICC Research. Note: SMIC and Hua Hong are covered by CICC and use our forecasts; all others use Bloomberg consensus data.

Please read carefully the important disclosures at the end of this report
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Figure 6: Hua Hong’s revenue breakdown vs. Vanguard

(USD mn) Platform 1Q17 2Q17 3Q17 4Q17 g-g % End customer
SEES %  Sales % Sales % Sales %
Driver IC (large) 64  30% 67 34% 66 31% 57 27%  -13% TV, PC, Notebook
Driver IC (small) 32 15% 18 9% 27 13% 23 11% -16% Smartphone
Vanguard Driver IC (total) 96 45% 84 43% 93 44% 80 38% -14% TV, PC, handset
PMIC 100 47% 94  48% 104  49% 114 54% 10% Computer, handset, automotive
Others 17 8% 18 9% 15 7% 17 8% 14%
NVM 74 40% 87 44% 83 40% 94  43% 13% Smart card IC, automotive
Logic & RF 26 14% 22 11% 28 14% 19 9% -33% Audio, Bluetooth in mouse &
Hua Hong Discrete 48  26% 52 26% 58 28% 62 29% 8% Home appliance, automotive
Analog & PM 35 19% 36 18% 40 19% 41  19% 2% Power adapter (PC, etc.), LED
Others 1 0% 0 0% 0 0% 1 0% 42% Temperature sensor

Source: Company data, CICC Research

Figure 7: Hua Hong’s quarterly performance vs. Vanguard

Comparison 1Q16 2016 3Q16 4016 1Q17 20Q17 30Q17 40Q17

A A A A A A A A
Revenue QoQ growth (8-inch)
Hua Hong 18.0% 8.1% 4.3% 4.7%  -5.6% 8.1% 6.0% 3.3% -3.6~-3.2% QoQ
Vanguard 13.4% 4.0% 1.4% 06% -5.0% -6.3% 9.0% -0.4% na
GPM
Hua Hong 29.2% 30.8% 31.1% 31.0% 29.7% 33.2% 352% 33.7% ~30.0%
Vanguard 35.2% 34.8% 34.4% 33.7% 32.1% 30.0% 31.8% 31.8% na
Utilization rate
Hua Hong 95% 96%  101%  100% 96% 99%  100% 97% na
Vanguard na na na na na na na na na

Source: company data, CICC Research

Please read carefully the important disclosures at the end of this report
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Important legal disclosures

General Disclosures

This report has been produced by China International Capital Corporation Hong Kong Securities Limited (CICCHKS). This report is based on information available
to the public that we consider reliable, but CICCHKS and its associated company(ies)(collectively, hereinafter “CICC") do not represent that it is accurate or
complete. The information and opinions contained herein are for investors’ reference only and do not take into account the particular investment objectives,
financial situation, or needs of any client, and are not an offer to buy or sell or a solicitation of an offer to buy or sell the securities mentioned. Under no
circumstances shall the information contained herein or the opinions expressed herein constitute a personal recommendation to anyone. Investors should make
their own independent evaluation of the information contained in this research report, consider their own individual investment objectives, financial situation and
particular needs. CICC does not provide tax, accounting, or legal advice to our clients, and all investors are advised to consult with their tax, accounting, or legal
advisers regarding any potential investment. Neither CICC nor its related persons shall be liable in any manner whatsoever for any consequences of any reliance
thereon or usage thereof.

The performance information (including any expression of opinion or forecast) herein reflect the most up-to-date opinions, speculations and forecasts at the time
of the report’s production and publication. Such opinions, speculations and forecasts are subject to change and may be amended without any notification. At
different periods, CICC may release reports which are inconsistent with the opinions, speculations and forecasts contained herein.

The analysts named in this report may have from time to time discussed with our clients, including CICC salespeople, traders, and other professionals, or may
discuss in this report, trading strategies that reference catalysts or events that may have a near-term impact on the market price of the equity securities discussed
in this report, which impact may be directionally counter to the analysts' published price target expectations for such stocks. Any such trading strategies are distinct
from and do not affect the analysts' fundamental equity rating for such stocks as described herein.

CICC's salespeople, traders, and other professionals may provide oral or written market commentary or trading ideas that may be inconsistent with, and reach
different conclusions from, the recommendations and opinions presented in this report. Such ideas or recommendations reflect the different assumptions, views
and analytical methods of the persons who prepared them, and CICC is under no obligation to ensure that such other trading ideas or recommendations are
brought to the attention of any recipient of this report. CICC's asset management area, proprietary trading desks and other investing businesses may make
investment decisions that are inconsistent with the recommendations or opinions expressed in this report.

Unless stated otherwise, any performance data quoted represents past performance. Past performance is not a indicator of future performance. No representation
or warranty is made that any returns indicated will be achieved. Certain assumptions may have been made in this analysis which have resulted in any returns
detailed herein. Changes to the assumptions may have a material impact on any returns detailed.

To the extent this material is provided to any recipient, this material is provided solely on the basis that the recipient has the capability to independently evaluate
investment risk and is exercising independent judgment in evaluating investment decisions in that its investment decisions will be based on its own independent
assessment of the opportunities and risks presented by a potential investment, market factors and other investment considerations.

This report is distributed in Hong Kong by CICCHKS, which is regulated by the Securities and Futures Commission. Queries concerning CICC Research from
readers in Hong Kong should be directed to our Hong Kong sales representatives. The CE numbers of SFC licensed authors of this report are disclosed by the
authors’ names on the cover page.

This report is distributed in Singapore only to accredited investors and/or institutional investors, as defined in the Securities and Futures Act, by China International
Capital Corporation (Singapore) Pte. Limited ("CICCSG”), which is regulated by the Monetary Authority of Singapore. By virtue of distribution by CICCSG to these
categories of investors in Singapore, disclosure under Section 36 of the Financial Adviser Act (which relates to disclosure of a financial adviser’s interest and/or its
representative’s interest in securities) is not required. Recipients of this report in Singapore should contact CICCSG in respect of any matter arising from or in
connection with this report. This report is not intended for and should not be distributed or passed on, directly or indirectly, to any other person in the jurisdiction
of Singapore.

This report is distributed in the United Kingdom by China International Capital Corporation (UK) Limited ("CICCUK"), which is authorised and regulated by the
Financial Conduct Authority. The investments and services to which this report relates are only available to persons of a kind described in Article 19 (5), 38, 47 and
49 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005. This report is not intended for retail clients. In other EEA countries, the report
is issued to persons regarded as professional investors (or equivalent) in their home jurisdiction.

This report will be made available in other jurisdictions pursuant to the applicable laws and regulations in those particular jurisdictions.

Continued on next page
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Special Disclosures
CICC does and seeks to do business with companies covered in CICC Research. As a result, investors should be aware that CICC and/or its associated persons may
have a conflict of interest that could affect the objectivity of this report.

Disclosures in relation to the Companies contained this report could be found at http://research.cicc.com/disclosure_en, or in the published latest
company-specific research.

Distribution of ratings is available at http://research.cicc.com/en/disclosure/general.xhtml.

Explanation of stock ratings: “"BUY” indicates analyst perceives absolute return of 20% or more over the next 6~12 months; “"HOLD" between +20% and -10%;
“SELL" -10% and below. Asterisk denotes coverage initiation or resumption.

Explanation of sector ratings: Analyst expects a sector rated “OVERWEIGHT” to outperform the market by 10% or more over the next 6~12 months,
“EQUAL-WEIGHT"” to end up between 10% below and 10% above the market, and "UNDERWEIGHT" to fall behind the market by 10% or more, over the next
6~12 months.

Copyright of this report belongs to CICC. Any form of unauthorized distribution, reproduction, publication, release or quotation is prohibited
without CICC's written permission.

V160908
Editing: Dom FITZSIMMONS
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Xincheng Town, Xinxing County

Yunfu 527499, P.R. China

Tel: (86-766) 2985-088

Fax: (86-766) 2985-018

Fuzhou Wusi Road Branch

38™ Floor, Henglicheng Office Building
No.128 Wusi Road, Gulou District
Fuzhou 350001, P.R. China

Tel: (86-591) 8625 3088

Fax: (86-591) 8625 3050

Shanghai Pudong New District Century Avenue
Branch

Unit 4609-14, 46™ Floor, Phase II Shanghai IFC, No.8
Century Avenue, China (Shanghai) Pilot Free Trade
Zone, Shanghai, 200120, P.R. China

Tel: (86-21) 5359-9800

Fax: (86-21) 2057-9488

Hangzhou Jiaogong Road Branch
1% Floor, Euro American Center

18 Jiaogong Road

Hangzhou 310012, P.R. China

Tel: (86-571) 8849-8000

Fax: (86-571) 8735-7743

Chengdu Binjiang Road (East) Branch
1% & 16" Floors, Shangri-La Center

Block 9B, Binjiang Road (East)

Chengdu 610021, P.R. China

Tel: (86-28) 8612-8188

Fax: (86-28) 8444-7010

Qingdao Middle Hongkong Road Branch
11" Floor, Shangri-La Center

Block 9, Hongkong Road (M), South District
Qingdao 266071, P.R. China

Tel: (86-532) 6670-6789

Fax: (86-532) 6887-7018

Dalian Gangxing Road Branch
16" Floor, Wanda Center

6 Gangxing Road, Zhongshan District
Dalian 116001, P.R. China

Tel: (86-411) 8237-2388

Fax: (86-411) 8814-2933

Changsha Chezhan Road (North) Branch
3 Floor, Annex Building, Securities Tower
459 Chezhan Road (North), Furong District
Changsha 410001, P.R. China

Tel: (86-731) 8878-7088

Fax: (86-731) 8446-2455

Xi'an Yanta Branch

21" Floor, Capitaland West Tower,

No.64 Second Ring South Road West Sectio
Yanta District, Xi'an 710065, P.R. China
Tel: (+86-29) 8648-6888

Fax: (+86-29) 8648-6868




