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Rmb m 2015 2016 2017 2018E 2019E
Revenue (m) 26,408 36,834 32,597 35,805 40,375
Growth (%) 2.7 39.5 -11.5 9.8 12.8
Gross profit (m) 6,000 7,038 7,444 8,313 9,463
GPM (%) 22.7 19.1 22.8 23.2 23.4
Operating profit (m) 2,423 2,828 2,913 3,159 3,631
Operating profit margin (%) 9.2 7.7 8.9 8.8 9.0
Net profit (m) 863 1,160 1,222 1,347 1,580

Net margin (%) 3.3 3.1 3.7 3.8 3.9
EPS (Rmb) 0.16 0.19 0.20 0.23 0.26
ROE (%) 7.2 8.4 8.3 8.5 9.1
Dividend yield (%) 0.4 0.4 0.7 0.7 0.8
PER (x) 29.0 23.5 22.3 20.2 17.3
PBR (x) 2.1 2.0 1.9 1.7 1.6
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Price performance M 3M 12M
Absolute (%) 11.6 2.4 41.7
Relative (%) 47 -129 46.2
Major shareholders % held
AICC 52.8
Airbus SE 4.4
AVIC Airborne SYS Co 2.9

This Eyes On the Ground report represents a
preliminary assessment of the subject
company, and does not represent initiation into
CGl's coverage universe. It does not carry
investment ratings and CGI does not commit to
regular updates on an ongoing basis.
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AVICHINA

More asset operation reforms to come, rerating to
continue

m We hosted an investor call with senior management of AviChina to discuss its
business outlook in 2019 and its asset operation initiative.

m We expect the Company’s earnings to accelerate in 2019, led by rising military
spending and potential pricing reform of military procurement.

m We think its share price rerating will continue, as the parent company has the potential
to accelerate asset management reforms going forward.

Rising military spending and potential pricing reforms for military
procurement to help AviChina’s business growth from 2019

We expect AviChina to resume revenue growth with decent earnings in 2018, thanks to
the growth of the component business and margin expansion. We expect its revenue and
earnings growth to further accelerate in 2019, led by rising military spending and potential
pricing reforms for military procurement. The 2018E military budget was set at
RMB1.1trn, growing 8.1% YoY. We expect China’s military spending growth to further
accelerate in 2019E. The US set its 2019 military budget at US$716bn, implying a >15%
YoY increase. This may escalate an arms race among major countries. In addition,
President Xi asked for deeper coordination between the military, civilians and private
enterprise to facilitate military industry development. To enable more market-oriented
operations for the military industry, potential pricing reforms for military procurement
might be initiated to help key industry players improve their profitability and thereby
attract the private sector to invest in the development of advanced technologies for both
military and civilian usage.

Key beneficiary of SASAC's accelerating capital operation reforms
SASAC is expected to further deepen mixed-ownership reforms in central SOEs in 2019.
It expanded the number of state capital investment and operation companies in 2019
from 10 to 21 in central SOEs. In the latest round of SOE reforms, SASAC will delegate
more power to central SOEs, enabling them to perform more market-oriented equity
management and operations, including actively making use of SOE stock transactions
and introducing overseas capital in SOE reforms. AVIC, AviChina’s parent company, is
among these 11 pilot SOEs. AVIC is scheduled to submit an asset management plan to
SASAC. Once approved, AVIC will have more independence for its own asset
management and operations. We expect the pace of asset restructuring of the aviation
sector to further accelerate upon SASAC's approval of AVIC's plan.

More asset injection and potential stock option incentives to come
AviChina announced two asset management deals in 2H18, one a 100% equity interest
injection in AVIC Helicopter from AVIC and Tianjin Free Trade Investment, and the other
an asset swap deal between Hongdu Aviation and its parent company. Senior
management suggested that more details will be released after detailed documents are
reviewed by SASAC. Considering the accelerating capital operation reforms of SOEs, we
expect more asset injections to come from its parent company from 2019 onwards. The
future injections of AVIC's unlisted five avionics institutes will likely be positive for
AviChina. In addition, AviChina operates two investment funds for potential M&A in
domestic and overseas markets. Moreover, it might introduce some stock option
incentives to motivate talented people for technology and business development.

Valuation

AviChina’s share price has risen >24% since January 2018. The stock currently trades at
only 17.5x 2019E PER vs. its historical trading average of 22.8x. Given greater economic
growth uncertainties, we believe the market should look at the stock again because of its
more secure earnings growth outlook and accelerating asset management reforms.

Rmb m 2015 2016 2017 2018E 2019E
Revenue (m) 26,408 36,834 32,597 35,805 40,375
Growth (%) 2.7 39.5 -11.5 9.8 12.8
Gross profit (m) 6,000 7,038 7,444 8,313 9,463
GPM (%) 22.7 19.1 22.8 23.2 23.4
Operating profit (m) 2,423 2,828 2,913 3,159 3,631
Operating profit margin (%) 9.2 7.7 8.9 8.8 9.0
Net profit (m) 863 1,160 1,222 1,347 1,580

Net margin (%) 3.3 3.1 3.7 3.8 3.9
EPS (Rmb) 0.16 0.19 0.20 0.23 0.26
ROE (%) 7.2 8.4 8.3 8.5 9.1
Dividend yield (%) 0.4 0.4 0.7 0.7 0.8
PER (x) 29.0 235 22.3 20.2 17.3
PBR (X) 2.1 2.0 1.9 1.7 1.6
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Figure 1: AviChina 1H18 results

Rmb m 1H18 1H17 % YoY 2017 2016 % YoY
Awviation entire aircraft 4,516 4,742 -4.8% 10,405 11,149 -6.7%
Aviation parts and components 7,466 6,852 9.0% 16,980 17,068 -0.5%
Aviation engineering senices 2,467 2,356 4.7% 5,212 8,411 -38.0%
Revenue 14,450 13,950 3.6% 32,597 36,834 -11.5%
COGS -11,246 -10,986 2.4% -25,153 -29,796 -15.6%
GP 3,204 2,964 8.1% 7,444 7,038 5.8%
GPM 22.2% 21.2% 0.9% 22.8% 19.1% 3.7%
SG&A -2,111 -1,823 15.8% -4,931 -4,565 8.0%
Other gains and losses 246 128 92.6% 401 355 12.8%
OP 1,339 1,269 5.5% 2,913 2,828 3.0%
OPM 9.3% 9.1% 0.2% 8.9% 1.7% 1.3%
Financing cost -177 -155 14.4% -330 -303 8.9%
Profit contribution from associates and JCE 95 78 22.1% 175 127 37.6%
PBT 1,257 1,192 5.4% 2,758 2,652 4.0%
Tax -160 -179  -10.4% -341 -352 -3.1%
Effective tax rate 12.7% 15.0%"  -2.2% 12.4% 13.3%"  -0.9%
PAT 1,097 1,014 8.2% 2,417 2,300 5.1%
NPM 7.6% 7.3%"  0.3% 7.4% 6.2%"  1.2%
Minority interest -499 -461 8.2% -1194 -1140 4.8%
Profit to common shareholder 598 552 8.2% 1,222 1,160 5.4%
EPS (Rmb/share) 0.10 0.09 8.2% 0.21 0.19 5.7%

Figure 2: AVIC Helicopter 9M18 results

Rmb m 9M18 9M17 % YoY 3018 3017 % YoY
Revenue 8,186 7,801 4.9% 2,826 2,491 13.4%
COGS -7,181 -6,901 4.0% -2,490 -2,112 17.9%
GP 1,005 899 11.7% 337 380 -11.4%
GPM 12.3% 11.5% 0.7% 11.9% 15.2% -3.3%
SG&A -698 -573 21.7% -227 -159 43.1%
Other gains and losses 38 6 522.1% 31 -19 na
OoP 345 332 3.9% 140 202 -30.5%
OPM 4.2% 4.3% 0.0% 5.0% 8.1% -3.1%
Financing cost 8 5 62.7% 7 -1 na
Profit contribution from associates 0 0 na 0 -1 na
PBT 354 338 4.6% 147 200 -26.4%
Tax -55 -67  -18.5% -22 -30 -27.0%
Effective tax rate 15.5% 19.9%"  -4.4% 14.7% 14.8%"  -0.1%
PAT 299 271 10.3% 126 170 -26.3%
NPM 3.6% 35%"  0.2% 4.4% 6.8%"  -2.4%
Minority interest 8 1 890.3% 3 2 74.5%
Profit to common shareholder 306 271 12.8% 128 172 -25.4%

Figure 3: Jiangxi Hongdu Aviation Industry 9M18 results

Rmb m 9M18 9M17 % YoY 3Q18 3017 % YoY
Revenue 823 1,311 -37.2% 431 342 26.1%
COGS -771 -1,216  -36.6% -410 -312 31.5%
GP 52 95 -45.0% 21 30 -30.1%
GPM 6.3% 7.3% -0.9% 4.8% 8.8% -3.9%
SG&A -99 -135  -26.5% -38 -44 -12.5%
Other gains and losses 3 14 -80.3% 1 11 -88.8%
OoP -44 -26 68.6% -16 -3 527.1%
OPM -5.4% -2.0% -3.4% -3.8% -0.8% -3.0%
Financing cost -36 -61  -40.7% -12 -25 -53.4%
Profit contribution from associates 1 1 1.4% 0 0 228.7%
PBT -79 -85 -7.8% -28 -28 -0.2%
Tax 2 -1 na 0 0 na
Effective tax rate 2.2% -1.4% 3.6% -0.6% 1.2% -1.7%
PAT 77 87" -11.1% 28 277 1.6%
NPM -9.4% -6.6% -2.8% -6.5% -8.0% 1.6%
Minority interest 0 -1 -54.1% -1 0 61.3%

Profit to common shareholder -77 -87 -11.4% -28 -28 2.4%
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Figure 4: China Avionics 9M18 results

Rmb m 9M18 9M17 % YoY 3Q18 3017 % YoY
Revenue 4,601 4,036 14.0% 1,628 1,308 24.5%
COGS -3,217 -2,763 16.4% -1,120 -885 26.6%
GP 1,384 1,273 8.7% 508 423 20.1%
GPM 30.1% 31.5% -1.5% 31.2% 32.3% -1.1%
SG&A -959 -951 0.9% -312 -313 -0.3%
Other gains and losses 105 112 -5.9% -4 37 na
OoP 530 435 22.0% 191 147 30.2%
OPM 11.5% 10.8% 0.8% 11.7% 11.2% 0.5%
Financing cost -226 -162 39.4% -82 -64 28.9%
Profit contribution from associates 0 0 na 0 0 na
PBT 304 272 11.9% 109 83 31.8%
Tax -46 -47 -3.9% 1 -6 -114.2%
Effective tax rate 15.0% 17.4%"  -2.5% -0.8% 7.8%" -8.7%
PAT 259 225 15.2% 110 76 44.2%
NPM 5.6% 5.6% 0.1% 6.7% 58%"  0.9%
Minority interest -11 -4 191.6% -11 -1 794.6%
Profit to common shareholder 248 221 12.1% 99 75 32.3%

SOURCES: CGIS RESEARCH, COMPANY DATA]

Figure 5: AVIC Jonhon Optronic Technology 9M18 results

Rmb m 9M18 IM17 % YoY 3018 3Q17 % YoY
Revenue 5,775 4,500 28.3% 2,190 1,467 49.3%
COGSs -3,947 -2,877 37.2% -1,555 -944 64.6%
GP 1,828 1,623 12.7% 635 522 21.6%
GPM 31.7% 36.1% -4.4% 29.0% 35.6% -6.6%
SG&A -965 -780 23.7% -378 -273 38.6%
Other gains and losses -76 -49 55.4% -14 -28 -51.3%
OP 788 794 -0.7% 243 221 10.1%
OPM 13.6% 17.6% -4.0% 11.1% 15.1% -4.0%
Financing cost 18 -56 na 25 -22 na
Profit contribution from associates 23 11 103.7% 12 6 110.2%
PBT 829 749 10.7% 281 205 37.2%
Tax -89 -85 5.4% -31 -19 68.6%
Effective tax rate 10.8% 11.3%"  -0.5% 11.1% 21%"  21%
PAT 739 664 11.3% 249 186 34.1%
NPM 12.8% 14.8%"  -2.0% 11.4% 12.7% -1.3%
Minority interest -42 -35 21.7% -18 2 na
Profit to common shareholder 697 629 10.8% 232 188 23.4%

SOURCES: CGIS RESEARCH, COMPANY DATA|

AviChinain 2017

40%

Figure 6: Revenue and earnings contribution of four A-share listed subsidiaries to

37%

35%

30%

28

25%

22%
19%

20%

15%

10%

5%

0%
AviCopter

China Avionics

ERevenue

Net profit

1%

Hongdu

SOURCES: CGIS RESEARCH, COMPANY DATA|

Jonhon Optronic



http://www.hibor.com.cn/

= =
@ +E R A EE
Aerospace & Defence | Hong Kong CHINA GALAXY INTERNATIONAL
AVICHINA | February 15, 2019

Figure 7: Share price performance since Jan 2018: AviChina vs. HSI index
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Figure 8: AviChina's 12-mth forward PER band Figure 9: AviChina’s market cap vs. subsidiaries
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