SWS Research Co. Ltd

99 East Nanjing Road, Shanghai | +86 21 2329 7818

www.swsresearch.com

Utilities | Company Research

12 July 2018

Outperform
Unchanged

A

SWS

RESEARCH

18 R @ 5

Honghua Group (196:HK)

Market Data: July 11, 2018

Closing Price (HKS) 0.69
Price Target (HKS) 0.79
HSCEI 10,658
HSCCI 4,273
52-week High/Low (HKS) 1.19/0.57
Market Cap (RMB Mn) 2,980
Market Cap (HKSm) 3,695
Shares Outstanding (m) 5,356
Exchange Rate (Rmb-HKS) 1.24

Price Performance Chart:

60.00%
50.00%
40.00%
30.00%
20.00%
10.00%

0.00%

-10.00%

-20.00%
IR 3 §
O LS LS8 NN AN DY QY o S N
S EEE SIS TS

e=Honghua = HSCEI

Source: Bloomberg

Analyst
Vincent Yu
A0230513070005

BAMS599
yuwj@swsresearch.com

Related Reports
“Honghua Group (196:HK) —-Well
intentioned" 25 May 2018

The company does not hold any equities or
derivatives of the listed company
mentioned in this report (“target”), but then
we shall provide financial advisory services
subject to the relevant laws and
regulations. Any affiliates of the company
may hold equities of the target, which may
exceed 1 percent of issued shares subject
to the relevant laws and regulations. The
company may also provide investment
banking services to the target. The
Company fulfills its duty of disclosure within
its sphere of knowledge. The clients may
contact compliance@swsresearch.com for
relevant disclosure materials or log into
www.swsresearch.com under disclosure
column for further information. The clients
shall have a comprehensive understanding
of the disclosure and disclaimer upon the
last page.

Financial summary and valuation

2016 2017 2018E 2019E 2020E
Revenue (HK$ m) 2,148 2,176 4,100 5,100 6,300
YoY (%) -44.45 1.32 88.43 24.39 23.53
Net income (HK$ m) -610 -1,239 113 333 610
YoY (%) - 92.21 - 195.08 83.54
EPS (HK$) -0.19 -0.26 0.02 0.07 0.13
Diluted EPS (HKS$) -0.19 -0.26 0.02 0.07 0.13
ROE (%) -14.36 -30.00 2.65 7.36 12.14
Debt/asset (%) 61.15 58.50 61.15 62.82 62.67
Dividend Yield (%) - - 0.67 1.99 3.65
PE (x) -2.90 -2.10 23.09 7.82 4.26
PB (x) 0.43 0.62 0.60 0.55 0.48
EV/Ebitda (x) 21.67 -30.70 16.05 11.01 9.80

Note: Diluted EPS is calculated as if all outstanding convertible securities, such as convertible preferred shares, convertible
debentures, stock options and warrants, were exercised.
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Honghua guided that it expects its 1H18 net loss to decrease 60-80% YoY. We attribute the bottom-
line improvement to the strong price-led recovery in the oilfield services sector, as well as sound cost
controls. However, the stronger performance was weighed by ongoing delays in the sale of its loss-
making offshore segment, which is limiting further performance improvement. As such, we revise
down our diluted EPS forecast from Rmb0.04 to Rmb0.02 in 18E (turning around a 17A net loss), from
Rmb0.10 to Rmb0.07 in 19E (+250.0% YoY) and from Rmb0.18 to Rmb0.13 in 20E (+85.7% YoY). We
revise down our target price from HKS$1.06 to HK$0.79, representing 27.0x 18E PE and 9.0x 19E PE.
We are still positive on the company’s development potential as amid high oil prices. With 14.5%
upside, we maintain our Outperform rating.

Oil price support. Given Saudi Arabia’s desire for a high IPO valuation for national oil company Saudi
Aramco, as well as long-lasting concerns among the Organisation of Petroleum Exporting Countries
(Opec) members over the US shale oil threat, we assume Opec production cuts are unlikely to exceed
1m bpd, while the potential Iran shortfall under US sanctions and a collapse in Venezuelan production
may exceed 1m bpd. As such, Brent futures remain above US$75/bbl, having steadily approached
USS$80/bbl in early July. High oil prices drive a recovery in upstream Capex, facilitating Honghua'’s
order inflow. Honghua received another US$53m order for drilling rigs in June 2018, equivalent to
81% of its land drilling rig segment revenue in 2017.

A delay in sales. Due to prolonged negotiations with potential buyers, we would expect the sale of
Honghua’s loss-making offshore segment to close by end-18E, which is longer than our previous
expectation. As such, given the company’s Rmb100m operating loss in 17A and related impairments
booked in 17A, we increase our loss forecast for the offshore business to Rmb100m in 18E. Despite
increasing short-term losses, we expect the strategic sale of the business will benefit Honghua in the
long-run, as removing a substantial (33%) proportion of the firm’s overall operating loss in 17A, and
boosting its cash position, with cash received representing 314% of its end-2016 cash balance.

Maintain Outperform. With slow progress in the firm’s sale of its loss-making offshore segment, we
revise down our diluted EPS forecasts from Rmb0.04 to Rmb0.02 in 18E, from Rmb0.10 to Rmb0.07
in 19E (+250% YoY), and from Rmb0.18 to Rmb0.13 in 20E (+86% YoY). We revise down our target
price from HKS$1.06 to HKS0.79, representing 27.0x 18E PE and 9.0x 19E PE. However, we are still
positive on the firm’s growth outlook on the back of recovering oil prices and strong order inflow.
With 14.5% upside, we maintain our Outperform rating.
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Consolidated Income Statement
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Rmbm 2016 2017 2018E 2019E 2020E
Revenue 2,148 2,176 4,100 5,100 6,300
Cost of Sales (1,790) (1,541) (2,990) (3,570) (4,308)
Gross Profit 358 635 1,110 1,530 1,992
Other Income 136 49 85 90 95
Selling expenses (370) (233) (332) (459) (567)
Adminstrative expenses (589) (555) (601) (601) (601)
EBITDA (238) 190 489 744 1,169
EBIT (465) (103) 262 560 919
Finance Costs 77) (214) (130) (160) (182)
Profit before tax (543) (347) 135 403 740
Income tax expense 25 (49) (20) (61) (1112)
Minority interests (92) (844) (2) (10) (29)
Profit for the year (610) (1,239) 113 333 610
Source: Company data, SWS Research
Consolidated Cash Flow Statement
Rmbm 2016 2017 2018E 2019E 2020E
Profit before taxation (696) (347) 135 403 740
Plus: Depr. and amortisation 205 203 207 184 250
AEINES EosE 256 240 190 225 252
Losses from investments 0 0 0 0 0
Change in working capital 1,426 1,171 (446) (453) (440)
Others (1,059) (860) 2,065 (102) 414
CF from operating activities 222 498 2,171 257 1,217
Capex (135) (104) (197) (245) (400)
Other CF from investing activities 178 (219) (121) (102) 10
CF from investing activities 43 (323) (318) (347) (390)
Equity financing 0 0 0 0 0
Net change in liabilities (5,771) (3,837) (2,895) (2,172) (2,072)
Dividend and interest paid (235) (240) (190) (225) (252)
Other CF from financing activities 5,322 3,727 2,440 3,130 2,932
CF from financing activities (684) (350) (645) 733 608
b LA (419) (175) 1,208 643 1,436
FCFF 87 393 1,975 12 817
FCFE (2,809) (1,807) (125) (1,988) (1,183)

Source: Company data, SWS Research
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Consolidated Balance Sheet

Rmbm 2020E
Current Assets 6,852 7,732 7,793 8,998 11,481
Bank balances and cash 544 1,100 2,279 2,911 4,261
Trade and other receivables 3,431 2,560 2,870 3,315 4,095
Inventories 2,116 1,816 1,952 1,960 2,289
Other current assets 760 2,256 692 812 836
Non-current Assets 4,416 2,334 3,364 3,787 3,004
PP&E 2,794 1,516 1,744 2,132 2,137
Intangible and other assets 231 147 173 161 147
Other non-current assets 1,391 671 1,446 1,494 720
Total Assets 11,268 10,067 11,157 12,785 14,485
Current Liabilities 5,023 3,939 4,511 5,426 6,326
Borrowings 2,213 1,434 1,500 2,400 2,800
Trade and other payables 2,678 1,761 2,841 2,856 3,446
Other current liabilities 132 743 170 170 80
Long term borrowings 2,162 1,950 2,330 2,630 2,830
Total Liabilities 7,184 5,889 6,841 8,056 9,156
Shareholder Equity 4,083 4,178 4,316 4,728 5,329
Share Capital 301 488 434 434 434
Reserves 3,598 3,523 3,635 3,937 4,454
Minority Interests 185 167 246 357 441
Total Liabilities and equity 11,268 10,067 11,156 12,784 14,485

Source: Company data, SWS Research
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Key Financial Ratios

Ratios per share (Rmbm)

Earnings per share (0.19) (0.26) 0.02 0.07 0.13
Diluted EPS (0.19) (0.26) 0.02 0.07 0.13
Operating CF per share 0.07 0.11 0.46 0.05 0.26
Dividend per share 0.00 0.00 0.00 0.00 0.01
Net assets per share 1.28 0.89 0.93 1.02 1.17
Key Operating Ratios (%)

ROIC -7.81 -15.61 1.44 3.73 5.91
ROE -14.36 -30.00 2.65 7.36 12.14
Gross profit margin -11.08 8.72 11.93 14.59 18.56
Ebitda Margin -21.65 -4.75 6.40 10.99 14.59
Ebit Margin 16.66 29.19 27.07 30.00 31.62
Growth rate of Revenue(YoY) -44.45 1.32 88.43 24.39 23.53
Growth rate of Profit(YoY) -70.67 77.46 74.78 37.84 30.20
Debt-to-asset ratio 61.15 58.50 61.15 62.82 62.67
Turnover rate of net assets 0.53 0.53 0.97 1.13 1.25
Turnover rate of total assets 0.19 0.20 0.39 0.42 0.46
Effective tax rate (%) 4.68 -14.04 15.00 15.00 15.00
Dividend yield (%) - - 0.67 1.99 3.65
Valuation Ratios (x)

PE (2.90) (2.10) 23.09 7.82 4.26
PB 0.43 0.62 0.60 0.55 0.48
EV/sale 2.83 2.79 1.48 1.19 0.96

Source: Company data, SWS Research
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Information Disclosure:

The views expressed in this report accurately reflect the personal views of the analyst. The analyst declares that neither he/she nor his/her associate serves
as an officer of nor has any financial interests in relation to the listed corporation reviewed by the analyst. None of the listed corporations reviewed or any
third party has provided or agreed to provide any compensation or other benefits in connection with this report to any of the analyst, the Company or the
group company(ies). A group company(ies) of the Company confirm that they, whether individually or as a group (i) are not involved in any market making
activities for any of the listed corporation reviewed; or (ii) do not have any individual employed by or associated with any group company(ies) of the
Company serving as an officer of any of the listed corporation reviewed; or (iii) do not have any financial interest in relation to the listed corporation
reviewed or (iv) do not, presently or within the last 12 months, have any investment banking relationship with the listed corporation reviewed.

Undertakings of the Analyst

I (We) am (are) conferred the Professional Quality of Securities Investment Consulting Industry by the Securities Association of China and have registered
as the Securities Analyst. I hereby issue this report independently and objectively with due diligence, professional and prudent research methods and only
legitimate information is used in this report. I am also responsible for the content and opinions of this report. I have never been, am not, and will not be
compensated directly or indirectly in any form for the specific recommendations or opinions herein.

Disclosure with respect to the Company

The company is a subsidiary of Shenwan Hongyuan Securities. The company is a qualified securities investment consulting institute approved by China
Securities Regulatory Commission with the code number ZX0065.

Releasing securities research reports is the basic form of the securities investment consulting services. The company may analyze the values or market
trends of securities and related products or other relevant affecting factors, provide investment analysis advice on securities valuation/ investment rating,
etc. by issuing securities research reports solely to its clients.

The Company fulfills its duty of disclosure within its sphere of knowledge. The clients may contact compliance@swsresearch.com for the relevant disclosure
materials or log into www.swsresearch.com for the analysts' qualifications, the arrangement of the quiet period and the affiliates’ shareholdings.

Introduction of Share Investment Rating

Security Investment Rating:

When measuring the difference between the markup of the security and that of the market’s benchmark within six months after the release of this report,
we define the terms as follows:

Trading BUY: Share price performance is expected to generate more than 20% upside over a 6-month period.

BUY: Share price performance is expected to generate more than 20% upside over a 12-month period.

Outperform: Share price performance is expected to generate between 10-20% upside over a 12-month period.

Hold: Share price performance is expected to generate between 10% downside to 10% upside over a 12-month period.

Underperform: Share price performance is expected to generate between 10-20% downside over a 12-month period.

SELL: Share price performance is expected to generate more than 20% downside over a 12-month period.

Industry Investment Rating:

When measuring the difference between the markup of the industry index and that of the market’s benchmark within six months after the release of the
report, we define the terms as follows:

Overweight: Industry performs better than that of the whole market;

Equal weight: Industry performs about the same as that of the whole market;

Underweight: Industry performs worse than that of the whole market.

We would like to remind you that different security research institutions adopt different rating terminologies and rating standards. We adopt the relative
rating method to recommend the relative weightings of investment. The clients’ decisions to buy or sell securities shall be based on their actual situation,
such as their portfolio structures and other necessary factors. The clients shall read through the whole report so as to obtain the complete opinions and
information and shall not rely solely on the investment ratings to reach a conclusion. The Company employs its own industry classification system. The
industry classification is available at our sales personnel if you are interested.

HSCEI is the benchmark employed in this report.

Disclaimer:

This report is to be used solely by the clients of SWS Research Co., Ltd. (subsidiary of Shenwan Hongyuan Securities, hereinafter referred to as the
“Company”). The Company will not deem any other person as its client notwithstanding his receipt of this report.

This report is based on public information, however, the authenticity, accuracy or completeness of such information is not warranted by the Company. The
materials, tools, opinions and speculations contained herein are for the clients’ reference only, and are not to be regarded or deemed as an invitation for the
sale or purchase of any security or other investment instruments.

The clients understand that the text message reminder and telephone recommendation are no more than a brief communication of the research opinions,
which are subject to the complete report released on the Company’s website (http://www.swsresearch.com). The clients may ask for follow-up explanations
if they so wish.

The materials, opinions and estimates contained herein only reflect the judgment of the Company on the day this report is released. The prices, values and
investment returns of the securities or investment instruments referred to herein may fluctuate. At different periods, the Company may release reports
which are inconsistent with the materials, opinions and estimates contained herein.

Save and except as otherwise stipulated in this report, the contactor upon the first page of the report only acts as the liaison who shall not provide any
consulting services.

The clients shall consider the Company’s possible conflict of interests which may affect the objectivity of this report, and shall not base their investment
decisions solely on this report. The clients should make investment decisions independently and solely at your own risk. Please be reminded that in any
event, the company will not share gains or losses of any securities investment with the clients. Whether written or oral, any commitment to share gains or
losses of securities investment is invalid. The investment and services referred to herein may not be suitable for certain clients and shall not constitute
personal advice for individual clients. The Company does not ensure that this report fully takes into consideration of the particular investment objectives,
financial situations or needs of individual clients. The Company strongly suggests the clients to consider themselves whether the opinions or suggestions
herein are suitable for the clients’ particular situations; and to consult an independent investment consultant if necessary.

Under no circumstances shall the information contained herein or the opinions expressed herein forms an investment recommendation to anyone. Under
no circumstances shall the Company be held responsible for any loss caused by the use of any contents herein by anyone. Please be particularly cautious to
the risks and exposures of the market via investment.

Independent investment consultant should be consulted before any investment decision is rendered based on this report or at any request of explanation
for this report where the receiver of this report is not a client of the Company.

Please refer to the last page for important disclosures Page 4
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The Company possesses all copyrights of this report which shall be treated as non-public information. The Company reserves all rights related to this report.
Unless otherwise indicated in writing, all the copyrights of all the materials herein belong to the Company. In the absence of any prior authorization by the
Company in writing, no part of this report shall be copied, photocopied, replicated or redistributed to any other person in any form by any means, or be used
in any other ways which will infringe upon the copyrights of the Company. All the trademarks, service marks and marks used herein are trademarks, service
marks or marks of the Company, and no one shall have the right to use them at any circumstances without the prior consent of the Company.

This report may be translated into different languages. The Company does not warrant that the translations are free from errors or discrepancies.

This report is for distribution in Hong Kong only to persons who fall within the definition of professional investors whether under the Securities and Futures
Ordinance (Chapter 571 of the laws of Hong Kong) (the “SF0”) or the Securities and Futures (Professional Investor) Rules (Chapter 571D of the laws of the
Hong Kong under the SFO).

This report is for distribution in the United Kingdom only to persons who (i) have professional experience in matters relating to investments falling within
Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) order 2001 (as amended) (the “Order”) or (ii) are persons falling within
Article 49(2)(a) to (d) (“High Net Worth Companies, Unincorporated Associations, etc”) of the Order (All such persons together being referred to as “Relevant
Persons”). This document is directed only at Relevant Persons. Other Persons who are not Relevant Persons must not act or rely upon this document or
any of its contents.

Distribution in Singapore

If distributed in Singapore, this report is meant only for Accredited Investors and Institutional Investors as defined under Section 4A of the Securities and
Futures Act of Singapore. If you are not an Accredited Investor or an Institutional Investor, you shall ignore the report and its contents. The Singapore
recipients of the report are to contact the Singapore office of Shenwan Hongyuan Singapore Private Limited at 65-6323-5208, or 65-6323-5209 in respect
of any matters arising from, or in connection with, the report.
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