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COMPANY / INDUSTRY NEWS

Essex Bio-Technology Limited [1061.HK, HK$6.50, Not rated] — Solid 1H2018 results, high growth visibility

Analyst: Harry He (harryhe@chinastock.com.hk; Tel: (852) 3698 6320;

Wong Chi Man, CFA (cmwong@chinastock.com.hk; Tel: (852) 3689 6317);

Essex reported strong 1H2018 results (Figures 3 & 4). Going for-
ward, the surgical segment is expected to continue to serve as the
growth driver, while the Ophthalmic business will deliver stable
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cash flow, making growth prospects highly visible. The Street is
projecting a 21.5% EPS CAGR in 2017-2020E vs. the current valua-
tion of 18.1/15.1/12.2x 2018/19/20E Bloomberg consensus PER, i.e.
an undemanding valuation from the PEG angle. Moreover, the cur-
rent valuation is a discount to its peers’ average of ~20/17x
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2018/19E PER (Figure 1) and below its TTM Figure 2 == Turnover (RH) Price (LHS)
igure and below its average (Figure 2).
(Figure 1) ! s ge (Figure 2). et Cap: US$472.8m: Free Float: 46%
Overall, we believe recent correction provides a re-visit opportuni-
2016A 2017A 2018E 2019E 2020E
ty. Revenue (HKm) 776 900 1,002 1,308 1,559
! . . i YoY % 18.6% 16.0% 21.4% 19.7%  19.2%
Surgical segment the key driver: The surgical business reported reve-  gerating profit (Hkm) 166 192 243 206 357
nue of HK$291m, accounting for 51.8% of 1H2018 total revenue. Surgi- Operating margin (%) 21.4% 21.4% 22.2% 22.7%  22.9%
cal products (Beifuxin and Beifuji series) are used mainly for wound heal- ~ Netprofit Adj+(HKm) 136 167 205 251 301
) dthe C , ¢ ket share | d healing is ~3.3% YoY % 29.9% 22.8% 22.5% 223%  20.2%
ing and the Company’s current market share in wound healing is ~3.3%. Net margin (%) 17.6% 16.6% 16.6% 19.2%  19.3%
We expect the surgical segment to remain the key growth driver, with  EPs Adj+ (HKS) 0.24 0.30 0.36 0.43 0.53
>30% sales CAGR in the coming years due to 1) strengthened academic YoY% 281%  223%  21.0% 194%  24.0%
promotion to get into various hospital departments, including dermatolo- ROE (%) 26.1 258 249 248 297
gy (currently ~2% penetration rate), burns (so far only ~4.5% penetration  Dividend yield (%) 0.5 0.4 0.9 1.0 1.2
rate), stomatology (~12% penetration rate now) and obstetrics (3.7%  PER(X) 267 218 18.1 15.1 122
PBR (x) 6.6 5.0 4.0 3.2 26

penetration rate); 2) penetration of lower-tier hospitals. Of the 3,800 hos-
pitals with surgical segments covered, we estimate ~70% are Grade llI
or Grade |l hospitals. Going forward, Essex will enhance its penetration
of Grade | hospitals; and 3) the expected improving efficiency of its surgi-
cal sales team (~750 salesmen). Currently, annual per-capita sales are
~HK$0.78m vs. its peers’ range of 1.2-1.5m, leaving plenty of room to
improve.

Ophthalmic business: This segment delivered revenue of HK$223m in
1H2018, accounting for 40% of 1H2018 total revenue. Its current overall
share in terms of patient numbers is ~11.5% in the target ophthalmic
market, including the corneal trauma market, refractive surgery market,
cataract market, and dry eye disease market. We expect high single-digit
growth for the segment, considering 1) sales team (~650 salesmen)
efficiency should improve from current annual per-capita sales of
~HK$0.68m; 2) work-related reimbursement constraints for Beifushu Gel
were removed in the 2017 NRDL, so volume surge benefits are ex-
pected starting from 2018; and 3) sales team and hospital coverage
expansion.

External collaboration/investments will take time to ramp up: The
Company has actively enriched its product portfolio in surgical, ophthal-
mic, oncology and nervous areas by acquiring the exclusive distribution
rights to products, or equity investment, or issuing CBs to target compa-
nies, or through joint R&D collaboration with both domestic and overseas
pharmaceutical companies since 2015. For example, Essex invested in

Source: Bloomberg

Mitotech’s SkQ1 eye drops (intended for Dry Eye Disease), which
are about to initiate FDA clinical trial Phase Ill, with a promising
outlook. Essex's US$17m in funding is actually in return for SkQ1
exclusive sales rights in China and Singapore and the right to share
a certain percentage of revenue from SkQ1 after commercialization.
Going forward, although third-party collaboration/investment will
take time to contribute meaningful profit, the Company’s solid bal-
ance sheet (net cash HK$150m as of 1H2018, 4% of market cap)
and expected >HK200m in operating cash flow each year should be
more than sufficient to fund its external development needs.

International certificates/collaboration: Following our sector re-
port dated August 8, after the impact of the recent vaccine incident
and the movie Dying to survive, we understand investors are pru-
dent in picking stocks. We therefore look at international certificates,
collaboration, foreign R&D pipelines, etc. that can strengthen inves-
tors' faith in the Company’s trustworthiness. 1) The Essex Zhuhai
plant has applied for a European GMP certificate and is expected to
obtain it in 2019; and 2) the Company has collaborated with Russia
Mitotech on FDA clinical trials.

Risks: High selling expenses-to-revenue ratio (~55% vs. peers’ 25-
40%); slower-than-expected growth of key products; continued
RMB depreciation or weakness.
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Figure 1: Peer comparison

Prce Mkt cap PER(x) PBR(x) ROE(%) EV/EBITDA (x)

Compan Ticker HK$ HK$m 2017 2018E 2019E 2017 2018E 2019E 2017 2018E 2019E 2017 2018E 2019E
ESSEX BIO-TECH 1061 6.50 3,712 21.8 18.1 15.1 5.0 4.0 3.2 26.8 251 24.4 n.a 14.9 12.2
FOSUN PHARMA-H 2196 36.35 97,733 23.9 211 17.9 3.1 2.7 2.5 13.6 13.6 14.8 32.6 23.5 19.2
SINO BIOPHARM 1177 10.46 132,191 48.1 36.7 30.1 9.7 6.9 5.6 23.9 251 24.0 31.2 20.3 15.6
CSPC PHARMACEUTI 1093 20.20 126,109 44.9 33.8 26.6 10.0 71 6.2 23.5 22.2 24.3 29.7 22.4 17.8
BAIYUNSHAN PH-H 874 33.30 65,386 26.0 18.9 16.5 2.5 22 2.0 10.3 12.7 13.4 23.0 18.1 14.6
LUYE PHARMA GROU 2186 7.50 24,562 22.8 18.1 15.3 2.9 2.6 2.3 13.6 15.7 16.0 16.0 14.2 12.2
3SBIO INC 1530 16.56 42,124 41.6 31.4 24.7 5.0 4.4 3.8 12.5 156.2 16.7 27.6 211 16.8
LIVZON PHARM-H 1513 35.90 31,425 24.2 20.4 171 2.2 2.0 1.9 29.1 9.8 10.8 14.5 13.1 11.2
TONG REN TANG-H 1666 11.74 15,036 19.6 18.0 15.9 2.6 2.0 1.8 13.1 12.1 12.0 n.a n.a n.a
TRAD CHI MED 570 6.00 30,215 19.9 17.3 14.4 1.8 1.6 1.5 9.3 10.3 1.1 14.0 10.7 9.0
CHINA SHINEWAY 2877 11.74 9,709 20.9 14.0 11.5 1.5 1.4 1.3 71 10.1 11.6 9.8 6.3 4.6
CONSUN PHARMACEU 1681 5.97 5,224 11.0 9.7 8.2 2.0 1.9 1.6 21.4 24.8 24.9 6.7 5.8 4.6
SIHUAN PHARM 460 1.62 15,343 n.a 9.4 8.8 11 1.1 1.0 14.5 12.9 12.7 4.4 6.4 5.4
THE UNITED LABOR 3933 7.52 12,331 33.7 17.7 14.5 21 1.8 1.6 6.3 9.8 10.9 9.3 7.3 6.1
LEE'S PHARM 950 7.29 4,316 16.3 15.4 13.8 23 22 2.0 14.2 14.6 14.2 n.a n.a n.a
Simple average 271 20.1 16.8 3.5 29 2.5 15.2 14.9 15.5 18.2 14.1 1.4
Median 23.9 18.1 15.6 2.4 21 1.9 13.6 13.3 13.8 15.3 13.6 1.7

Source: Bloomberg

Figure 2: TTM
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Figure 3: 1TH2018 revenue breakdown
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1H2016 1H2017 1H2018 16-17YoY 17-18YoY
28.5% 36.4%
26.7% 41.8%
58.1% -36.7%

Surgical products 166.2 2135 291.2
Beifuji series 156.9 198.8 281.9

Third party products 9.3 14.7 9.3
Ophthalmic products 179.5 2144 2234
Beifushu series 138.8 1504 158.4

Third party products 40.7 64 65
Marketing services 18.2 9.7 46.7
Total 363.9 437.6 561.3

Source: Company

19.4% 4.2%
8.4% 5.3%
57.2% 1.6%

-46.7% 381.4%
20.3% 28.3%

Note: Third party products were previously agency sales, due to the two invoice system requirements; they have now been shifted to
“‘marketing services”. Third party and marketing services revenue must be combined to see the full picture. 1H2018 third party prod-
ucts reported sales of HK$121m, up 37% YoY from HK$88m in 1H2017.

Figure 4: 1H2018 results highlights

HKS 1H2017 1H2018 YoY
Revenue 438 561 28.3%
COGS (80) (102) 27.4%
Gross profit 358 459 28.5%
Other income 4 3 -15.6%
Selling expenses (248) (313) 26.2%
Admin expenses (17) (25) 43.5%
Operating profit 96 125 29.7%
Finance cost (5) (3) -31.4%
Pretax income 91 122 33.0%
Tax (14) (23) 58.6%
Net profit 77 99 28.3%
GPM 81.7% 81.8%

Selling ratio 56.6% 55.7%

Operating margin 22.0% 22.3%

Net margin 17.6% 17.6%

Source: Company

1H2018 results highlights: The Company’s 1H2018 net profit came in at
HK$99m, up 28.3% YoY (vs. Bloomberg consensus 2018E full-year estimate
of 22.5%). If consensus accounted for RMB appreciation of ~6% in 1H2018
against 1H2017, then Essex beat the market. If the market does not consider
RMB appreciation (i.e. uses the same exchange rate for 1H2017 and
1H2018), then Essex is in line with consensus, since adjusted for exchange,
real business in RMB grew ~22% in 1H2018 YoY. In summary, Essex’s
1H2018 results were strong, beating or at least in line with market expecta-
tions, driven mainly by the surgical product Beifuji. Margins were stable, in-
cluding the gross margin, operating margin and net margin. The Company’s
balance sheet remained strong with net cash of HK$150m. Operating cash
flow was HK$90m, largely in line with reported net profit, i.e. good earnings
quality.
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Company background: Essex was incorporated in the Cayman Islands on 31 July, 2000, and has been listed on the Stock Exchange
of Hong Kong since 27 June, 2001.

Essex specializes in biopharmaceutical drug development, based on recombinant DNA technology. It is engaged principally in the
manufacture and sale of biopharmaceutical products for the treatment and healing of surface wounds and eye wounds. The Group is
also engaged in the research and development of bF GF products for new indications, as well as other ophthalmic pharmaceutical pro-
jects.

Chairman Yan’s family holds a 52.4% interest in the Company.
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