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More Reforms to Take Place, Maintain "Accumulate"
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o Earnings in 1H2018 fell YoY by 75.3%, in line with profit warning. Sales,

=~ g gross profit and net profit in 1H2018 dropped YoY by 24.1%, 28.1% and Rating: Accumulate
5| é’ 75.3%, respectively. The sharp decline in net profit was mainly due to reduced
" > sales and gross margin decline. Company gross margin was down YoY by 0.7 T Yo
< ppt to 11.9% in 1H2018 as gross margin in key business segments dropped.
£ g‘ Overseas sales contributed 29.9% of total sales and reached RMB 3.8 bn,
8 down YoY by 42.8%. 6-18m TP H 5 HK$3.00
o More reforms are expected to take place to revive Harbin Electric. The
profit decline in recent years was mainly due to thermal downtrend in the Share price K- HK$2.270

domestic market. We expect more reforms and corporate transformation to

take place in order to reverse the current downtrend of Harbin Electric.
Stock performance

° Earnings forecasts were adjusted following the disappointing interim

JBeA 2B
results. We expect sales to drop 22% in 2018 but to remain stable in 2019
and 2020. Gross margin is estimated to be 13.7%/ 13.9%/ 14.1% in 2018 to 00 T ootreum
2020, respectively. Our revised EPS forecasts from FY18 to FY20 are RMB 200 1
- - 0.071/ RMB 0.109/ RMB 0.120, respectively. 100 T
%— ®  We maintain our "Accumulate” investment rating but cut the TP to HK$ 00
#* E 3.00. The new TP corresponds to 0.3x FY18/ FY19 PBR. (100 T
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Year End Turnover Net Profit EPS ERS PER BPS PBR DPS Yield ROE
ML [YON ARG R B B R A2 E) xR [IpEE S 531191958 BREE B
12/31 (RMB m) (RMB m) (RMB) (A %) ) (RMB) ) (RMB) (%) (%)
2016A 30,929 413 0.300 109.8 6.8 9.757 0.2 0.030 15 3.2
< 2017A 31,540 194 0.114 (62.0) 16.6 8.714 0.2 0.015 0.8 1.4
i 2018F 24,464 122 0.071 (37.7) 27.5 8.842 0.2 0.009 0.5 0.8
s 9 2019F 24,535 186 0.109 53.5 17.9 8.980 0.2 0.013 0.7 1.2
IR § 2020F 24,904 204 0.120 10.1 16.3 9.090 0.2 0.014 0.7 1.3
S g Shares in issue (m) & (m) 1.706.5 Maior shareholder K% % Harbin Electric Grouo 60.4%
M § Market cap. (HK$ m) ilifE (HK$ m) 3.873.8 Free float (%) H i@ (%) 36.1
= UCJ 3 month averaae vol. 3 /> A P E3 Bt %2 (4000) 1.739.0 FY18 Net gearing (%) FY18 i £ fit/ B R %6 (%) Net Cash
2 52 Weeks hiah/low (HK$) 52 J& &i/M% (HK$) 4,090/ 2.170
CILG Source: the Company, Guotai Junan International.
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Net earnings in 1H2018 dropped YoY by 75.3% to RMB 31 mn, worse than expectation. Harbin Electric's (the "Company")
operating results during the first 6 months were worse than expectations but in line with the Company’s prior issued profit
warning. Sales and net profit in 1H2018 went down YoY by 24.1% and 75.3%, respectively. The sales of the Company in
1H2018 experienced a sharp drop mainly as revenues from thermal power equipment and power engineering services
continued to fall during the reporting period. Sales of thermal equipment dropped 9.1% YoY to RMB 6.25 bn and that of power
engineering services fell YoY by 43.3% to RMB 3.81 bn. The two contributed roughly 80% of Harbin Electric’s total sales in
1H2018 and caused direct impact to the Company’s revenues decline during the period. Hydro equipment sales and AC/ DC
motor sales recorded YoY growth rates of 26.8% and 3.5%, respectively, during the period, but the two business segments
couldn’t reverse the declining trend of the Company. Total capacity of power equipment produced in 1H2018 amounted to 7.6
GW, down YoY by 18.3%, mainly due to the decrease in demand from the domestic market. Except for the gross margin
recovery of power plant auxiliary products and of AC/ DC motors, all other segments experienced gross margin decline in
1H2018. As a result, the Company gross margin dropped YoY by 0.7 ppt to 11.9%. Net margin was down 0.5 ppt to 0.2%. Asset
impairment loss was down 46.4% to RMB 320 mn and was not the key cause of earnings reduction. Overseas sales
contributed 29.9% of overall sales and amounted to RMB 3.8 bn, down YoY by 42.8%. The decrease in domestic demand on
conventional power equipment as a result of energy structure optimization has negatively impacted the Company and is
expected to continue to influence profitability going forward. As such, we expect industry consolidation to accelerate and deep
reforms to take place over next 12 months. The Company maintained net cash position of RMB 7.7 bn at the end of the
reporting period, and could leverage its resources to transform itself by acquiring new assets should a merger with its peers be
unlikely.

Table-1: Harbin Electric’s 1H2018 Operating Results and YoY Comparison

(RMB mn) 1H2018 1H2017 YoY A Comments
Revenues 12,731.936  16,778.045 -24.1% Due to the sales decline in thermal equipment and engineering services
COGS (11,216.344) (14,668.840) -23.5%

Gross profit 1,515.593  2,109.205 -28.1% GM was down by 0.7 ppt to 11.9%

Other income 293.411 238.060 +23.3%

Distribution expense (237.365) (246.380) -3.7%

Administrative expense (895.566) (935.419) -4.3%

Other operating expense (427.730) (687.289) -37.8% Asset impairment loss went down YoY by 46.4% to RMB 320 mn
EBIT (Operating income) 248.343 478177 -48.1%

Non-operating income / (loss) (38.354) (85.371) -55.1%

Finance cost (65.223) (168.742) -61.3%

Profit before tax 144.767 224.064 -35.4%

Income tax (78.534) (75.966) +3.4%

Minority interest (35.464) (23.504) +50.9%

Net income to shareholders 30.769 124.594 -75.3%

EPS 0.018 0.090 -80.1%

Margins (YoY comparison) YoY ppt A

Gross margin 11.9% 12.6% -0.7 ppt Gross margin of key business segments dropped
EBIT margin 2.0% 2.9% -0.9 ppt

PBT margin 1.1% 1.3% -0.2 ppt

Net margin 0.2% 0.7% -0.5 ppt

Source: the Company, Guotai Junan International.

New contracts signed went down sharply due to a significant drop in overseas new orders. New contracts signed in the
first 6 months of 2018 reached RMB 8.65 bn, down YoY by 27.8%. Among which, thermal, hydro, nuclear and power plant
services contributed 41.8%, 20.8%, 5.3% and 12.2% of new contracts signed, respectively. Overseas new orders contributed
RMB 243 mn during the period, down YoY by 86.2%. The sharp drop in overseas orders was the key cause of the new orders
decline during the first 6 months. Since the overseas strategy is not working well to get the Company out of the difficulty, we
expect that further reforms are needed for a turnaround and improve the profitability of Harbin Electric. Conventional power
equipment orders are expected to further drop as demand in domestic market is set to shrink going forward, especially thermal
power and hydro power equipment orders. The Company would need to add new business segments to its portfolio before its
new orders will surge again in the future.
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Figure-1: Revenues by Segment — Harbin Electric Figure-2: Historical & Forecast Sales — Harbin Electric
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More reforms are expected to take place to revive the Company. We expect that domestic demand on conventional power
equipment will continue to shrink and therefore more reforms are expected to take place to save state owned enterprises in the
power equipment sector from falling. We believe that the thermal sector and power equipment sector are very likely to benefit
from the reforms aiming to reverse their declining trend. The rise in the electricity price as well as the increase in utilization
hours are the answer to the earnings rise amongst thermal power producers in China in 1H2018; both are direct results of
government policy. We expect that Harbin Electric will be a key beneficiary of power equipment sector reforms. We expect the
Company to adopt more stringent measures to control its operating expenses via consolidation of resources, and continue to
develop advanced power equipment with cutting edge technology that meets the new environmental protection standards in
China. Supply-side reform on power equipment will be realized via mergers between competitors within the industry or via
forced shutdown of outdated production capacities. The likelihood of a merger remains high as the Chinese government
re-emphasized the need to restructure and merge state-owned enterprises currently suffering from overcapacity. Should a
merger fail to take place, we believe it will be replaced by corporate transformation, meaning that the Company may enter into
new businesses either via joint ventures or via M&As. The transformation will diversify Harbin Electric but it will take some time
before positive results will start coming out.

Power generating infrastructure investment in China in 7M2018 reached RMB 123.8 bn, down YoY by 1.3%. According to
CEC, nationwide newly installed power generating capacity in 7M2018 reached 66.6 GW, down YoY by 3.2% or YoY decrement of
2.2 GW. Thermal, hydro, nuclear, wind and solar contributed 18.8 GW, 4.8 GW, 2.2 GW, 9.5 GW and 31.3 GW, respectively, of
newly installed capacity in 7M2018. Wind and nuclear power new installations went up YoY by 29.6% and 103.5%, respectively,
while thermal, hydro and solar new installations went down YoY by 0.2%, 28.4% and 10.5%, respectively. Nationwide power
generating infrastructure investment in 7M2018 reached RMB 123.8 bn, down YoY by 1.3%. Thermal, hydro, nuclear and wind
power investment in 7M2018 went up YoY by 1.9%, 17.8%, 11.2% and down YoY by 4.9%, respectively. During the first 7 months
in 2018, renewable energies such as hydro, nuclear and wind power contributed 69.2% of power generating infrastructure
investment in China. Meanwhile, nationwide power grid investment reached RMB 234.7 bn in 7M2018, down YoY by 16.6%.
Power generating infrastructure investment remained stable while investment on power grid continued to decline in the first 7
months. About 70% of the power generating infrastructure investment in China in 7M2018 was spent on renewable energies, and
we believe the investment in renewable energies will continue to dominate power investment in China going forward.

We have trimmed our earnings estimates based on disappointing 2018 interim results. We believe that demand for
conventional power equipment will remain sluggish over the next few years as renewable energy is currently the focus of China.
We expect sales of Harbin Electric to fall in 2018 but to remain stable in 2019 and 2020. With expected segmental margin
recovery, gross margin is estimated to be 13.7%/ 13.9%/ 14.1% from 2018 to 2020, respectively. Furthermore, we expect
operating expenses to be controlled at a low level with no dramatic rise in asset impairment loss during the period. As the SOE
reforms and corporate transformation are quite uncertain at this point, we haven’t factored in the impact to the financials of
Harbin Electric. We have revised our earnings forecasts based on our new assumptions. Our revised EPS forecasts from FY18
to FY20 are RMB 0.071, RMB 0.109 and RMB 0.120, respectively.

See the last page for disclaimer Page 3 of 7
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Maintain the "Accumulate" investment rating but cut the TP to HK$ 3.00. The profitability of Harbin Electric is expected to
gradually improve under more stringent cost control measures. However, the Company is still exposed to the risk of a sharp
rise in asset impairment loss and the further drop in revenues due to thermal downtrend in the China market. Key catalysts for
Harbin Electric are the 1) announcement of structural reform policies in the industry, 2) a merger with its peer within the power
equipment industry, 3) share buyback, and 4) corporate transformation via M&As. We believe that more reforms are set to
come out to help revive Harbin Electric. We therefore maintain our "Accumulate” investment rating but cut the TP to HK$ 3.00.
The new TP corresponds to 23.7 FY19 PER or 0.3x FY18/ FY19 PBR.

Figure-3: Gross Margin by Segment — Harbin Electric Figure-4: Forecast Sales by Segment— Harbin Electric
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Figure-5: Margin Analysis — Harbin Electric Figure-6: Historical New Orders
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Figure-7: Forward PER of Harbin Electric Figure-8: Forward PBR of Harbin Electric
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Source: Bloomberg, Guotai Junan International. Source: Bloomberg, Guotai Junan International.
Table-2: Peers Comparison
Company Stock Code  Currency Last price PE (fiscal year) PB (fiscal year) ROE (%) DIY (%) Market Cap
(in local §) 17A  18F  19F 20F 17A  18F 19F  20F 18F 18F HKD mn
HK - Listed Peers
Dongfang Electric Corp - H 01072 HK HKD 4.34 130 107 100 9.9 0.4 0.5 0.4 0.4 41 1.0 25,451
Harbin Electric 01133 HK HKD 227 139 238 137 133 02 02 02 02 37 1.0 3,874
Shanghai Electric - H 02727 HK HKD 2.50 116 130 132 1241 06 06 06 05 45 34 76,976
Simple Average 128 158 123 118 04 04 04 04 4.1 1.8
Weighted Average 120 127 124 116 05 05 05 05 44 27
Offshore - Listed Peers
Alstom ALOFP EUR 39.69 301 185 191 189 24 22 24 23 125 07 80,982 .
Bharat Heavy Electricals BHEL IN INR 75.10 na. na. 224 117 09 09 08 0.8 14 1.9 30,218 %
Doosan Heavy Industries 034020 KS KRW 14,950.00 na. 247 90 67 05 05 05 05 26 0.0 12,276 9
General Electric GE US usb 12.71 n.a. 136 122 108 17 2.6 29 2.7 12.8 3.8 866,930 g
Hyundai Heavy Industries 009540 KS KRW 127,500.00 28 na 660 242 06 07 07 07 (1.8) 0.2 61,814 =
Mitsubishi Heavy Industries 70117 JPY 4,080.00 156 194 166 127 08 08 08 07 39 29 96,416 s
Siemens Ag SIEGY EUR 109.30 147 149 140 124 21 19 18 17 13.1 35 852,496
Wartsila Oyj Abp WRT1V FH EUR 16.63 256 196 164 1438 42 39 35 31 202 2.9 90,295
Simple Average 178 185 220 148 16 17 17 16 8.1 2.0
Weighted Average 160 150 153 125 19 22 23 21 12.1 33

Source: Bloomberg, Guotai Junan International. Prices are as of 14" September 2018.
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Financial Statements and Ratios

Income Statement Balance Sheet
Year end 31 Dec (RMB m) 2016A 2017A 2018F 2019F 2020F Year end 31 Dec (RMB m) 2016A 2017A 2018F 2019F 2020F g
Total Revenue 30,929 31,540 24,464 24,535 24,904 PPE 6,666 6,825 6,927 6,960 6,898 tl
COGS (26,627) (27,268) (21,109) (21,125) (21,398) Interest in associates 214 203 227 254 285 é
Gross profit 4,303 4272 3,355 3411 3,506 Intangibles & goodwill 650 772 795 813 833 g
Selling expense (638) (639) (563) (589) (610) Other non-current assets 719 1,020 1,060 1,106 1,156 g
Admin expense (2.137) (2:254) (2,055) (2,036) (2,079) Total Non-current Assets 8,249 8,819 9,010 9134 9,171 3
Other gains / expenses (554) (733) (297) (280) (265) Cash & Cash Equivalents 18,090 16,165 14,220 13,455 12,411
Operating Profit 973 646 441 505 551 Inventories 16,424 15,546 12,032 12,041 12,432
Non operating income / (expense) (44) (87) (57) (61) (66) Trade receivable 13,867 14,951 14,678 14,721 15,191
Share of JV / affiliate 2 26 30 35 40 Other current assets 9,237 9,356 8,893 9,439 10,280
Net finance costs (274) (242) (149) (121) (131) Total Current Assets 57,618 56,019 49,823 49,656 50,314
Profit Before Tax 657 343 265 358 394 Total Assets 65,868 64,838 58,832 58,790 59,485
Income Tax (166) (82) (66) (89) (99) Short-term debts 2,089 3,084 1,368 1,571 1,485
Profit After Tax 492 261 199 268 296 Trade payable 18,327 19,532 16,887 15,843 15,620
Non-controlling Interest (78) (67) (77) (83) 91) Depositis & placements from financial
Shareholders' Profit/ Loss 413 194 122 186 204 institutions 2,674 803 1,606 1,606 1,606
Basic EPS (RMB) 0.300 0.114 0.071 0.109 0.120 Others 23,706 23,657 20,499 20,695 21,095
DPS (RMB) 0.030 0.015 0.009 0.013 0.014 Total Current Liabilities 46,797 47,076 40,361 39,716 39,806
Long-term debts 0 200 500 600 720
Corporate bond 2,998 0 0 0 0
Cash Flow Statement Others 1,430 1,420 1,534 1,718 1,924
Total Non-current Liabilities 4,428 1,620 2,034 2,318 2,644
Year end 31 Dec (RMB m) 2016A 2017A 2018F 2019F 2020F Total Liabilties 51225 486% 42395 4204 42450
Netincome 413 194 122 186 204 Total Shareholders' Equity 13,433 14,871 15,090 15,325 15,512
DA 512 530 551 578 607 Minority Interest 1,209 1271 1,348 1431 1,522
Change in working capital (562) 830 (1,552) (1,446) (1,525) Total Equity 14,642 16,142 16,438 16,756 17,035 "
Others 1,225 (4,246) (1,056) (1,160) (1,041) BPS (RMB) 9.757 8.714 8.842 8.980 9.090 T
Cash from Operating Activities 1588 (2,692) (1,936) (1,842) (1,755) 8
Investing activities Financial Ratios 5,
Capital expenditure (1,124) (881) 612) (564) (498) r
Proceeds from disposal 1 U] 7 7 7 2016A 2017A 2018F 2019F 2020F ’:
Others 833 (621) (132) (139) (147) Gross margin 13.9% 135% 13.7% 13.9% 14.1% %
Cash from Investing Activities (290) (1,509) (737) (697) (638) EBIT margin 3.1% 20% 18% 21% 22% &
Financing activties EBITDA margin 48% 37% 41% 44% 47% %
Stock issuance 0 1269 0 0 0 Net margin 1.3% 0.6% 0.5% 0.8% 0.8% ﬁ
Debt raised / (repaid) (298) (540) (612) 303 34 ROE 3.2% 14% 0-8% 12% 1.3% g
Dividend (1) (1) (26) (15) (22) ROA 0.6% 0.3% 0.2% 0.3% 0.3% _cI;E
Others (1,010) 1,606 1,365 1,486 1,337 Net gearing Netcash ~ Netcash ~ Netcash  Netcash Net cash
Cash from Financing Activities (1,329) 2,294 727 1,774 1,349 Inventory turnover(day) 2158 2110 205.2 205.2 209.2
Net Changes in Cash 31 (1,908) (1,945) (765) (1,044) AR turnover (day) 158.1 164.5 216.0 216.0 2196
Adjustments (116) an 0 0 0 AP turnover (day) 246.2 249.9 288.0 270.0 2628
Cash at Beg of Year 18,237 18,090 16,165 14,220 13,455 EVIEBITDA (x) -56 7.0 76 -59 -45
Cash at End of Year 18,090 16,165 14,220 13455 12411 Quick ratio (x) 07 07 07 07 07

Current ratio (x) 12 12 12 13 13

Source: the Company, Guotai Junan International.
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Company Rating Definition
The Benchmark: Hong Kong Hang Seng Index

Time Horizon: 6 to 18 months

Rating Definition
Buy SEN Relative Performance>15%;
or the fundamental outlook of the company or sector is favorable.
Accumulate llog:=4 Relative Performance is 5% to 15%;

or the fundamental outlook of the company or sector is favorable.

Neutral [SeE Relative Performance is -5% to 5%;
or the fundamental outlook of the company or sector is neutral.

Reduce el Relative Performance is -5% to -15%;
or the fundamental outlook of the company or sector is unfavorable.

Sell S Relative Performance <-15%;
or the fundamental outlook of the company or sector is unfavorable.

Sector Rating Definition
The Benchmark: Hong Kong Hang Seng Index

Time Horizon: 6 to 18 months

Rating Definition
Outperform 5T Relative Performance>5%;

or the fundamental outlook of the sector is favorable.
Neutral Ak Relative Performance is -5% to 5%;

or the fundamental outlook of the sector is neutral.
Underperform fik N Relative Performance<-5%;

Or the fundamental outlook of the sector is unfavorable.

DISCLOSURE OF INTERESTS

(1) The Analysts and their associates do not serve as an officer of the issuer mentioned in this Research Report.

(2) The Analysts and their associates do not have any financial interests in relation to the issuer mentioned in this Research Report.

(3) Except for KAISA GROUP (01638 HK),GUOTAI JUNAN | (01788 HK),BINHAI INVESTMENT (02886 HK),VALUE A SHARE (03095
HK),GFI MSCI A | (03156 HK),CAM SCSMALLCAP (03157 HK),MR CSI300 ETF-R (CNY) (83127 HK),GFI MSCI A I-R (CNY) (83156
HK),Guotai Junan and its group companies do not hold equal to or more than 1% of the market capitalization of the issuer mentioned in
this Research Report.

(4) Guotai Junan and its group companies have not had investment banking relationships with the issuer mentioned in this Research Report
within the preceding 12 months.

(5) Guotai Junan and its group companies are not making a market in the securities in respect of the issuer mentioned in this Research
Report.

(6) Guotai Junan and its group companies have not employed an individual serving as an officer of the issuer mentioned in this Research
Report. There is no officer of the issuer mentioned in this Research Report associated with Guotai Junan and its group companies.

DISCLAIMER

This Research Report does not constitute an invitation or offer to acquire, purchase or subscribe for securities by Guotai Junan Securities
(Hong Kong) Limited ("Guotai Junan”). Guotai Junan and its group companies may do business that relates to companies covered in research
reports, including investment banking, investment services, etc. (for example, the placing agent, lead manager, sponsor, underwriter or invest
proprietarily).

Any opinions expressed in this report may differ or be contrary to opinions or investment strategies expressed orally or in written form by sales
persons, dealers and other professional executives of Guotai Junan group of companies. Any opinions expressed in this report may differ or be
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