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Weak 1H18 results, but favorable valuation with earnings growth potential in 2H18

CRSC hosted a 1H18 post-results analysts briefing at 10am on 29 August 2018. The results were
below market expectations. Revenue growth in 1H18 came from its non-core urban transit and con-
struction contracting business (Fig 4). With changes in the revenue mix, earnings rose less than
revenue growth due to margin contraction. But the share price boded well despite the results disap-
pointment. The market expects its core railway and urban transit business growth to pick up from
2H18. We cut our earnings forecast for CRSC in 2018-2019E by around 5% (Fig 6). We try to be
conservative in terms of its full-year earnings growth potential in 2018, given the results miss. See-
ing the potential for recovery in its core railway business growth, CRSC will also likely reduce its
exposure to the low-margin construction contracting business. We expect its earnings to rise 15.3%
YoY in 2018 and 19.9% YoY in 2019, led by core railway business growth acceleration. We maintain
our BUY rating on the stock. We cut our target price (TP) from HK$8.00 to HK$6.80, as we lowered
our earnings estimates and target PER multiple. Our TP is derived from a target PER multiple of 12x
vs. our previous target PER multiple of 13x. But our top pick in the railway equipment sector remains
CRRC (1766 HK), a big-cap name with a clear earnings growth path from both demand growth re-
covery and margin expansion.

Investment Highlights

e  1H18 results below market expectations due to a slow-down in railway and urban transit
investment: Total revenue in 1H18 rose 14.1% YoY, led by its urban transit and construction
contracting business. Railway business revenue fell YoY due to execution delays in a few rail-
way projects in 1H18. China Railway Corporation (CRC) and local governments slowed their
investment in the rail transportation network in 1H18 under the deleveraging environment. With
changes in the revenue mix, the gross profit margin contracted by 3.5ppt YoY to 21.7% in
1H18. SG&A costs fell 4.4% YoY due to a decrease in equipment sales. With a reversal of
some bad debt provisions and a decline in effective tax rate, CRSC managed to deliver 10.1%
YoY earnings growth in 1H18.

e  Earnings growth momentum likely to pick up from 2H18: With the challenging economic
environment, we believe the central government will put more stimulus on infrastructure invest-
ment from 2H18 to stabilize economic growth. Rail transportation is one of the key areas for
infrastructure investment, given its importance in helping reduce traffic congestion, air pollution
and logistics costs. Towards the later cycle of the 13th FYP, increases in new rail line additions
in 2018-2020E should drive demand growth recovery in its railway business. There are also
signs of the government loosening the constraints it recently set for local government invest-
ment in urban transit networks. The Company’s new contract wins growth of its railway busi-
ness started to accelerate from 1Q18 (Fig 5), rising 60.3% (vs. c10% YoY growth in 2017). The
order backlog as at the end of 1H18 reached RMB73bn, which is equivalent to 1.9x our fore-
casted 2018E revenue. We expect its earnings to grow 15.3% YoY in 2018 and 19.9% in
2019, led by its core railway business growth recovery.

o New business strategy remains in a wait-and-see mode: The Company relied heavily on its
construction contracting business to achieve its target of delivering positive earnings growth in
2016 and 2017. But its involvement in the construction contracting business was not favoured
by the market, since this is a lower-margin business, which caused its operating cash flow to
deteriorate in 2017 and 1H18. With its core railway business growth gaining momentum, the
Company should be able to reduce its exposure to the construction contracting business. But
its new business development in other areas, like trams and smart cities, will still take time to
reach a meaningful level. The margin and cash flow performance of these new businesses also
remains in a wait-and-see mode.

e  Maintain Buy: We cut our TP from HK$8.00 to HK$6.80, as we lowered our earnings esti-
mates and target PER multiple. Our TP is derived from a target PER multiple of 12x vs. our
previous target PER multiple of 13x.
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Y/E Dec 31 2015 2016 2017 2018E 2019E
Turnover (RMB m) 23,952 29,402 34,434 39,189 45,811
Recurring net profit (RMB m) 2,496 3,049 3,310 3,817 4,576
Net margin (%) 10.4% 10.4% 9.6% 9.7% 10.0%
Recurring EPS (RMB) 0.32 0.35 0.38 0.43 0.52
% change 11.4% 7.2% 8.5% 15.3% 19.9%
PER(x) 15.1 14.1 12.9 11.2 9.4
PBR(x) 2.3 2.0 1.8 1.6 1.4
EV/EBITDA(X) 8.1 6.9 6.8 6.3 5.3

Kelly Zou—Analyst
(852) 3698-6319

kellyzou@chinastock.com.hk

Wong Chi Man, CFA—Head of Research
(852) 3698-6317

cmwong@chinastock.com.hk

Source: Company data, CGIS Research
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Key financials

CRSC (3969 HK)
P&L statement and key revenue segment forecast
RMB m, except for per share amount

FY ended 31 Dec 1H16 2H16 1H17 2H17 1H18 2H18E 2017 2018E
Sales Revenue 14,347 15,055 16,513 17,921 18,845 20,345 Sales Revenue 23,952 29,402 34,434 39,189 45,811
COGS -10,586  -11,388  -12,354  -13,689 -14,749  -15,556 COGS -17,937  -21,974  -26,043 -30,306 -35,195
Gross profit 3,761 3,668 4,159 4,232 4,095 4,788 Gross profit 6,015 7,428 8,390 8,883 10,615
Selling and distribution costs -341 -343 -306 -386 -216 -372 Selling and distribution costs -647 -684 -693 -588 -687
Administrative expenses -1,483 -1,695 -1,439 -1,976 -1,454 -2,269 Administrative expenses -2,827 -3,178 -3,416 -3,723 -4,352
Other gains and losses -55 112 -96 -34 126 115 Other gains and losses 494 57 -130 241 253
Total EBIT 1,882 1,741 2,318 1,835 2,552 2,261 Total EBIT 3,035 3,624 4,153 4,814 5,829
Depreciation & Amortisation 271 238 273 240 241 302 Depreciation & Amortisation 534 510 513 543 545
EBITDA 2,154 1,980 2,591 2,075 2,793 2,564 EBITDA 3,570 4,133 4,666 5,357 6,374
Net finance costs 73 83 69 31 47 27 Net finance costs 44 156 99 74 38
Profits from associates and JCEs 25 12 15 18 23 25 Profits from associates and JCEs 65 36 34 48 50,
Pre-Tax Profit 1,981 1,836 2,402 1,884 2,622 2,314 Pre-Tax Profit 3,144 3,816 4,286 4,936 5,917
Tax Expense -314 =311 -439 -334 -422 -468 Tax Expense -521 -625 =773 -890 -1,067
Net Profit After Tax 1,666 1,525 1,963 1,550 2,201 1,845 Net Profit After Tax 2,623 3,191 3,513 4,046 4,851
Minority Interest -66 -76 -85 -118 -133 -96 Minority Interest -127 -142 -203 -229 -275
Reported Earnings (attributable) 1,600 1,449 1,878 1,432 2,068 1,749 Reported Earnings (attributable) 2,496 3,049 3,310 3,817 4,576
Adjusted Earnings 1,600 1,449 1,878 1,432 2,068 1,749 Adjusted Earnings 2,496 3,049 3,310 3,817 4,576
EPS (rep) 0.18 0.16 0.21 0.16 0.24 0.20 EPS (rep) 0.32 0.35 0.38 0.43 0.52
EPS (adj) 0.18 0.16 0.21 0.16 0.24 0.20 EPS (adj) 0.32 0.35 0.38 0.43 0.52
DPS 0.00 0.10 0.00 0.15 0.00 0.17 DPS 0.03 0.10 0.15 0.17 0.21
% YoY growth % YoY growth
Revenue 22.0% 23.5% 15.1% 19.0% 14.1% 13.5% Revenue 38.2% 22.8% 17.1% 13.8% 16.9%
Gross profit 25.9% 21.1% 10.6% 15.4% -1.5% 13.2% Gross profit 43.4% 23.5% 13.0% 5.9% 19.5%
EBIT 36.2% 5.4% 23.1% 5.4% 10.1% 23.2% EBIT 34.6% 19.4% 14.6% 15.9% 21.1%
Net profit 41.0% 6.4% 17.4% -1.2% 10.1% 22.1% Net profit 22.8% 22.1% 8.5% 15.3% 19.9%
Margins and ratios Margins and ratios
Gross profit margin 26.2% 24.4% 25.2% 23.6% 21.7% 23.5% Gross profit margin 25.1% 25.3% 24.4% 22.7% 23.2%
EBITDA Margin 15.0% 13.1% 15.7% 11.6% 14.8% 12.6% EBITDA Margin 14.9% 14.1% 13.6% 13.7% 13.9%
EBIT Margin 13.1% 11.6% 14.0% 10.2% 13.5% 11.1% EBIT Margin 12.7% 12.3% 12.1% 12.3% 12.7%
Net Profit Margin 11.2% 9.6% 11.4% 8.0% 11.0% 8.6% Net Profit Margin 10.4% 10.4% 9.6% 9.7% 10.0%

Revenue breakdown (Rmb m) 2015 2016 2017 2018E 2019E

Railway 15,703 16,762 16,606 19,097 22,917

Urban transit 3,930 5,920 7,208 7,928 9,514

Construction contracting 3,440 5,770 9,635 11,081 12,189

Other business 362 234 201 222 244

Owerseas business 517 716 783 861 948

Total 23,952 29,402 34,434 39,189 45,811

% of total

Railway 66% 57% 48% 49% 50%

Urban transit 16% 20% 21% 20% 21%

Construction contracting 14% 20% 28% 28% 27%

Other business 2% 1% 1% 1% 1%

Ovwerseas business 2% 2% 2% 2% 2%

Total 100% 100% 100% 100% 100%

% YoY chg

Railway 15.1% 6.7% -0.9% 15.0% 20.0%

Urban transit 103.7%  50.7%  21.7%  10.0%  20.0%

Construction contracting na 67.7% 67.0% 15.0% 10.0%

Other business 69.4%  -354%  -13.7%  10.0%  10.0%

Ovwerseas business -10.3% 38.3% 9.4% 10.0% 10.0%

Total 382%  22.8%  171%  13.8%  16.9%

Source: Company data, CGIS Research
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Key financials

CRSC (3969 HK)

Balance sheet and cash flow statements

RMB m, except for per share amount
Balance sheet

Cash

Trade and bill receivables

Inventories

Prepayments

Amounts due from contract customers
Other current assets

Total current assets

Long-term equity investment
PPE, net

Other intangible assets
Goodwill

Prepaid land lease payments
Deferred tax assets

Trade receivables

Other non-current assets
Total non-current assets

Total assets

Trade and bill payable

Short term Debt

Other payables and accruals
Amounts due to contract customers
Provision

Tax payable

Other current liabilities

Total current liabilities

Long Term Debt

Deferred tax liabilities
Provision

Long-term payables

Defined benefit obligations
Other non-current liabilities
Total non-current liabilities

Total liabilities
Shareholders Fund
Minority Interest

Total S/H Equity

Total Liab & S/H Fund

2015
14,340
8,285
2,689
2,466
5,905
288
33,973

423
3,105
589
267
2,278
147
936
275
8,020

41,992
10,954
429

5,501
3,999

113
1,064

22,257
18,843

892
19,735

41,992

2016
15,521
11,024

3,243
2,148
9,414
244
41,593

632
3,755
470
268
2,292
215
601
469
8,702

50,295

15,645
931
5,648
3,813
59

223

80
26,399

220
59
125
19
656
125
1,206

27,605
21,657

1,034
22,690

50,295

2017
12,879
12,428

3,330
2,552
17,686
252
49,127

1,003
4,335
367
268
2,137
278
901
2,828
12,118

61,245

24,233
1,329
5,199
3,245
47
333
87

34,474

547
42
107
21
673
157
1,546

36,020
24,019

1,206
25,225

61,245

2018E
12,141
14,144
3,875
2,904
23,513
253
56,830

1,051
4,770
265
268
2,169
278
1,026
3,071
12,898

69,728

29,060
2,329
2,491
5,878

47

333

87
40,226

547
42
107
24
673
157
1,549

41,776
26,518

1,435
27,952

69,728

2019E
12,262
16,534
4,500
3,395
27,486
253
64,431

1,101
5,171
195
268
2,200
278
1,199
3,338
13,751

78,181

32,785
2,329
2,893
6,872

47
333

157
1,553

46,899
29,573

1,709
31,282

78,181

Cash flow statement
EBITDA

Net Interest Paid

Tax Paid

Change in Working Cap
Others

Operating Cash Flow

Acquisitions

Capex

Asset Sales

Others

Investing Cashflow

Dividend (ordinary)
Equity Raised

Debt Movements
Others

Financing Cashflow

Exchange difference
Net Chg in Cash/debt

FCF

Valuation
PE(x)

EPS growth (%)
Yield(%)
PEG(%)
EV/EBITDA(x)
PB(x)

Operational
Revenue growth(%)
EBIT margin(%)
Net profit margin(%)

Days receivables
Days payables
Days inventories

Current ratio((x)

Quick ratio(x)
Asset/equity(x)

Net debt/equity(%)

EBITDA interest coverage(x)
ROE(%)

2015 2016 2017 2018E 2019E
3,570 4,133 4,666 5,357 6,374
44 156 99 74 38
-523 -657 -737 -890 -1,067
-9 -1,497 -5,010 -4,056 -2,800
-314 955 196 3 4
2,768 3,091 -787 488 2,550
-116 0 0 0 0
-946 -926 -926 -908 -908
3 0 0 0 0
-2,016 1,162 -954 0 0
-3,075 236 -1,880 -908 -908
-3,305 -220 -879 -1,318 -1,520
8,907 0 0 0 0
150 684 724 1,000 0
0 -1,075 67 0 0
5,751 -611 -88 -318 -1,520
58 0 0 0 0
5,502 2,716 -2,755 -739 121
-307 3,327 -2,667 -420 1,642
2015 2016 2017 2018E 2019E
15.1 14.1 12.9 11.2 9.4
22.8 221 8.5 15.3 19.9
0.5 2.1 3.1 3.5 4.3
0.7 0.6 1.5 0.7 0.5
8.1 6.9 6.8 6.3 5.3
2.3 2.0 1.8 1.6 1.4
38.2 22.8 171 13.8 16.9
12.7 12.3 121 12.3 12.7
10.4 10.4 9.6 9.7 10.0
164 164 159 159 159
335 354 412 380 370
55 54 47 47 47
1.6 1.6 1.4 1.4 1.4
1.5 1.5 1.3 1.3 1.3
2.2 2.3 25 2.6 2.6
Net Cash Net Cash Net Cash Net Cash Net Cash
69.0 137.6 90.0 45.1 44.3
13.2 14.1 13.8 14.4 15.5

Source: Company data, CGIS Research
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Figure 4: CRSC 1H18 results overview

Rmb m 1H18 1H17 % YoY
Design and integration 4,160 5,055 -17.7%
Equipment manufacturing 2,790 3,041 -8.3%
System implementation 6,230 4,295 45.1%
Core rail control system business 13,180 12,391 6.4%
Contruction contracting 5,646 4,069 38.7%
Other business 19 53 -64.2%
Revenue 18,845 16,513 14.1%
COGS -14,749 -12,354 19.4%
GP 4,095 4,159 -1.5%
GPM 21.7% 25.2% -3.5%
SG&A -1,669 -1,745 -4.4%
Other gains and losses 126 -96 na
OoP 2,552 2,318 10.1%
OPM 13.5% 14.0% -0.5%
Financing cost 47 69 -30.7%
Profit contribution from associates 23 15 48.1%
PBT 2,622 2,402 9.2%
Tax -422 -439 -3.9%
Effective tax rate -16.1% -18.3% " 2.2%
PAT 2,201 1,963 12.1%
NPM 1.7% 11.9%" -0.2%
Minority interest -133 -85 56.8%
Profit to common shareholder 2,068 1,878 10.1%
EPS (Rmb) 0.24 0.21 10.1%

Source: Company data, CGIS Research

Figure 5: CRSC new contract wins CYTD

Rmb m 2015 2016 2017 1Q18 1H18
Railway 14,600 15,775 17,320 3,247 12,650
Urban transit 9,920 7,764 10,910 1,623 6,060
Ovwerseas 1,130 2,768 2,700 34 370
Construction contracting 12,170 23,173 29,800 1,536 12,430
Total 37,820 49,480 60,730 6,440 32,310
% of total

Railway 39% 32% 29% 50% 39%
Urban transit 26% 16% 18% 25% 19%
Owerseas 3% 6% 4% 1% 1%
Construction contracting 32% 47% 49% 24% 38%
Total 100% 100% 100% 100% 100%
% YoY

Railway 6.8% 8.1% 9.8% 25.8% 60.3%
Urban transit 209.1% -21.7% 40.5% 29.8% 19.1%
Ovwerseas 57.6% 145.0% -2.5% 16.9% 640.0%
Construction contracting -5.0% 90.4% 28.6% -3.3% -30.1%
Total 24.4% 30.8% 22.7% 18.2% 4.9%

Source: Company data, CGIS Research
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Figure 6: Earnings estimates: CGIS vs. consensus

2018E (Rmb m, Rmb) Sales EBIT EBITDA Net profit EPS Adj EPS GAAP
CGIS old 40,392 5,145 5,688 4,053 0.46 0.46
CGIS new 39,189 4,814 5,357 3,817 0.43 0.43
Consensus 41,228 4,909 5,551 3,915 0.45 0.44
Diff%

CGIS new vs. consensus -4.9% -1.9% -3.5% -2.5% -2.9% -0.9%
CGIS new vs. old -3.0% -6.4% -5.8% -5.8% -5.8% -5.8%
2019E (Rmb m, Rmb) Sales EBIT EBITDA Net profit EPS Adj EPS GAAP
CGIS old 47,784 6,152 6,697 4,833 0.55 0.55
CGIS 45,811 5,829 6,374 4,576 0.52 0.52
Consensus 48,764 5,700 6,436 4,579 0.52 0.51
Diff%

CGIS new vs. consensus -6.1% 2.3% -1.0% -0.1% -0.1% 2.9%
CGIS new vs. old -4.1% -5.3% -4.8% -5.3% -5.3% -5.3%

Source: Bloomberg, CGIS Research

Figure 7: CRSC 12-mth forward PER Figure 8: CRSC share price performance CYTD vs. HSI Index
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