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DC Holdings [0861.HK]

Clarity on business roadmap will rebuild investor confidence. Upgrade to BUY.

We had a detailed discussion with DC Holdings (DCH) management in an in-house investors luncheon TMT Sector
yesterday. DCH management reiterated that the Company’s business model is evolving toward data tech-
nology service providers, backed by data resources and capabilities. Management elaborated the busi- Software

ness model of the supply chain and Sm@rt City divisions, which will drive the near-term growth of DCH.

Regarding the application of data technology, we believe the Company also sees growth potential in sec-

tors such as healthcare, agriculture, government, finance and manufacturing. Its leading position in the

banking segment and increasing investment in data technology by the banking sector will offer growth

opportunities for DCITS. Management will integrate different business units, such as supply chain finance, B UY (upgrade from HOLD)
Sm@rt City and others to create synergy. Based on our understanding, the issue related to wealth man-

agement products has been sorted out, which we think will remove market concerns. We believe that DCH Close: HK$3 87 (NOV 21. 201 8)
and DCITS are well-recognized IT-related names among Chinese investors and that the Company is a ’

leading toB name in the TMT non-hardware segment. We upgrade our recommendation from HOLD to . 0
BUY and raise our target price from HK$4.55 to HK$4.74 (based on a 24x 2018E PER instead of the Target Price: HK$4'74 (22'6 /°)
previous target of 23x), as concerns about the Company are expected to fade.

Investment Highlights

Clarity on business model. During an in-house investor luncheon, DCH management presented the Share Price Performance

business model of its supply chain operations and Sm@rt City operations. IT Logistics (ITL) is DCH'’s (HKS) (HKS million)
supply chain operations arm. According to management, ITL is one of the leading end-to-end warehousing ® 2
solution providers in China especially in industries such as IT products, telecommunications and fast- 5 100
moving consumer goods. ITL operates 231 warehouses across China, and its clients include telecom 4 80
services providers Huawei, BYD and Geely. ITL is one of the strategic partners of the Cainiao Network. 3 @

Unlike other logistics names, ITL focuses on providing data driven solution services (automated ware-

2 40
houses, and Big Data & Al-based services) to customers. ITL management demonstrated the “Human- , »
Machine Interact” concept and its latest 3D automated warehouse design. According to DCH manage-
ment, the “Human-Machine Interact” concept requires less upfront capital outlay and offers flexibility in ﬁ,om Jant8  Marfe  Mayls  Juis  Sepls 0
dealing with ad hoc increases in traffic. The 3D automated warehouse design offers 2-3x more handling = Tumnover (RHS) == Price (LHS)
capacity than the existing warehouse design. DCH management expects ITL’s gross margin to improve in Source: Bloomberyg.

2019 and 2020 after the heavy investment phase in the past several years and improvement in utilization. Market Cap US$829m
Regarding Sm@art City solutions, DCH management believes that the Company has advantages over its Shares Outstandin 1.667m
competitors, as DCH is a total solutions provider instead of a hardware provider or systems integrator. u 9 ’
DCH has a good track record, as it has implemented over 100 Sm@rt City projects. DCH has applied the Auditor Ernst & Young
API Economy concept to building the infrastructure and platform layer of Cm@rt City projects. DCH will
offer or design application scenarios for local governments to enhance the user experience and improve Free Float 64.8%
efficiency. According to DCH management, the Company’s self-development solution is recognized by 52W range HK$3.64-5.31
Central Government as a technological breakthrough. ’ ’
3M average daily T/O US$0.7m
Concerns about wealth management products will fade. DCH reached a settlement arrangement with 9 Y
e issuer in respect of certain wealth management plans purchased by the Company for an aggregate ajor Shareholding onstruction
the i i t of certai Ith t pl hased by the C f It Major Shareholdi GZ Constructi
principal amount of approximately HK$2.6bn, which was not repaid according to the agreed repayment Group (20.1%)
schedule. Based on our understanding, value of the ultimate underlying assets is more than enough to )
repay the the remaining outstanding unpaid principal totalling approximately HK$1.95bn. DCH manage- Mr. Guo Wei
ment believes that the issue will not be a drag on the Company’s operating performance going forward. (11.54%)
Regarding other potential catalysts, we believe that DCH has growth potential in sectors such as
healthcare, agriculture, government, finance and manufacturing. In addition to a change in fundamentals,
we believe that capital market activities, such as the introduction of strategic investors for DCH’s underly-
ing assets, are share price catalysts.
Key Financials (in HIKDm) Mark Po, CFA — Senior Analyst
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Figure 1: Key assumptions for DCH

2013 2014 2015 2016 2017 2018F 2019F
Turnover (HKD m)
Distribution 37,656.8 26,254.1 o n.a n.a n.a. n.a.
Supply chain 1,211.0 1,064.6 3,959.5 2,080.1 2,251.9 2,884.8 3,425.5
Systems 25,618.5 17,638.4 o n.a. n.a. n.a. n.a.
IT services 9,013.1 7,306.7 8,135.8 8,156.5 9,208.6 9,414.5 11,953.4
Internet finance o o 60.9 328.1 650.9 709.2 922.0
Smart City Operation (o} [0} o 66.0 140.0 238.0 333.2
Total 73,499.4 52,263.8 12,156.2 10,630.7 12,251.4 13,246.6 16,634.2
YoY Change (%)
Distribution (30.3) (100.0) n.a. n.a n.a. n.a.
Supply chain (12.1) 271.9 (47.5) 8.3 28.1 18.7
Systems (31.1) (100.0) n.a. n.a. n.a. n.a.
IT services (18.9) 11.3 0.3 12.9 2.2 27.0
Internet finance n.a. n.a. n.a. n.a. 9.0 30.0
Smart City Operation n.a. n.a. n.a. n.a. 70.0 40.0
Total (28.9) (76.7) (12.5) 15.2 8.1 25.6
Gross margin (%) 6.5 15.2 20.8 20.4 20.1 19.5 19.6
Distribution 3.3 2.0 3.0 n.a. n.a. n.a. n.a.
Supply chain 8.4 16.6 15.9 12.9 12.9 12.9 12.9
Systems 9.5 9.4 9.5 n.a. n.a. n.a. n.a.
IT services 18.0 20.2 19.1 20.6 20.1 20.1 20.1
Internet finance o] 62.2 59.5 37.4 37.4 37.4 37.4
Smart City Operation o 30.0 30.0 20.0 20.0 20.0 20.0
Net margin (%) 0.2 5.8 6.2 3.2 (3.1) 2.0 2.3
Cost (HKD m)
Cost of Sales (48,885.9) (10,304) (8,415) (9,748) (10,581) (13,383) (15,180)
S,G&A (3,214.3) (1,478.9) (1,890.0) (2,517.4) (3,061.2) (2,903.7) (3,201.8)
Financial Expenses (178.7) (60.8) (73.7) (197.0) (230.5) (270.2) (296.5)
YoY Change (%)
Cost of Sales (78.9) (18.3) 15.8 n.a. 26.5 13.4
R&D (54.0) 27.8 33.2 n.a. (5.1) 10.3
Financial Expenses (66.0) 21.2 167.3 n.a. 17.2 9.7
CAPEX (HKD m) 139.9 167.5 200.0 500.0 300.0 300.0 300.0
Net Gearing (%) 27.7 46.6 35.3 69.3 45.0 45.4 45.7
Turnover breakdown of DCITS (DC's IT Services segment) (HKD m) 7,150.3 9,208.6 9,414.5 10,269.3 11,291.9 12,536.1
System integration 3,5699.7 4,826.4 4,741.0 4,883.2 5,029.7 5,180.6
Technology consultation 1,950.8 2,573.9 3,021.1 3,323.2 3,655.5 4,021.1
Software development 885.2 1,038.3 1,019.1 1,273.8 1,592.3 1,990.3
Financial IT 379.0 445.8 357.9 375.8 394.6 414.3
Agricultural informatization 335.5 324.3 275.5 413.2 619.8 929.7
Turnover breakdown of Supply Chain Management (HKD m)
E-commerce 953.9 894.9 1,322.7 1,587.3 1,904.7 2,285.7
Logistic 851.6 1,124.9 1,380.8 1,657.0 1,988.4 2,386.1
Maintanence 274.6 232.1 181.2 181.2 181.2 181.2

Source: Company, CGIS Research
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Figure 2: Earnings projection

Income Statement (HKDm) FY2015* FY2016* FY2017* FY2018F* FY2019F* Cash Flow Statement (RMBm) FY2015* FY2016* FY2017* FY2018F* FY2019F*
Revenue 10,631 12,251 13,247 16,634 18,883 Net Income 681 260 72 816 971
Growth yoy% (12.5%) 15.2% 8.1% 25.6% 13.5% Depreciation & Amort. 172 205 312 332 352
Gross Profit 2,216 2,504 2,665 3,251 3,703 Change in Working Capital 3,302 33 (141) (434) (298)
Growth yoy% 19.7% 13.0% 6.5% 22.0% 13.9% Cash from Ops. 4,154 498 242 714 1,025
Selling General & Admin Exp. (1,890)  (2,517)  (3,061) (2,904)  (3,202) Capital Expenditure (200) (500) (300) (300) (300)
Others Operating Expenses/Iltems 0 0 0 0 0 Sale of Property, Plant, and Equipment - - - - -
Operating Income 326 (14) (396) 347 501 Change in Investing Acitivities (2,959) 2,494 772 (234) (530)
Growth yoy% n.a. n.a. n.a. n.a. 44.4% Cash from Investing (3,159) 1,994 472 (534) (830)
Interest Expense (73.7) (197.0) (230.5) (270.2) (296.5) Net increase in bank borrowings 0 0 0 0 0
Interest and Invest. Income 0 0 0 0 0
Income/(Loss) from Affiliates 288.0 348.4 578.6 596.0 616.2 Issuance of Common Stock 0 550 0 0 0
Other Non-Operating Inc. (Exp.) 462.2 559.6 0 0 0 Common Dividends Paid (210) (3,951) 0 0 0
Impairment of Goodwill - - - - - Special Dividend Paid - - - - -
Gain (Loss) On Sale Of Invest. - - - - - Other Financing Activities (1,911) 778 (178) 984 475
Gain (Loss) On Sale Of Assets - - - - - Cash from Financing (2,121)  (2,623) (178) 984 475
Income Tax Expense (207) (149) (144) (100) (124)
Minority Int. in Earnings (264) (159) (222) (242) (263) Net Change in Cash (1,126) (131) 537 1,164 671
Net Income 69 389 (413) 332 434
Growth yoy% (5.6%) (41.2%) n.a. n.a. n.a.
Balance Sheet (RMBm) FY2015* FY2016* FY2017* FY2018F* FY2019F* Ratios FY2015* FY2016* FY2017* FY2018F* FY2019F*
ASSETS Profitability
Cash And Equivalents 3,379 2,698 3,784 4,948 5,619 Return on Assets % 1.9% 1.3% (1.6%) 1.1% 1.3%
Receivables 5,284 5,825 7,159 8,990 10,205 Return on Capital % 2.0% 16%  (4.8%) 0.0% 0.6%
Inventory 812 788 1,221 1,534 1,741 Return on Equity % 7.6% 4.9%  (5.1%) 3.6% 4.5%
Other Current Assets 19,576 3,737 1,341 968 864
Total Current Assets 29,052 13,049 13,506 16,439 18,429 Margin Analysis
Net Property, Plant & Equipment 793 1,088 2,376 2,345 2,293 Gross Margin % 20.8% 20.4% 20.1% 19.5% 19.6%
Long-term Investments - - - - - SG&A Margin % 17.8% 20.5% 23.1% 17.5% 17.0%
Other Intangibles - - - - - EBIT Margin % 3.1% (0.1%) (3.0%) 2.1% 2.7%
Deferred Tax Assets, LT - - - - - EBITDA Margin % 4.7% 1.6% (0.6%) 4.1% 4.5%
Other Long-Term Assets 7,748 9,580 12,033 12,838 13,697 Net Income Margin % 6.2% 3.2% (3.1%) 2.0% 2.3%
Goodwill - - - - -
Accounts Receivable Long-Term - - - - - Asset Turnover
Total Long Term Assets 8,541 10,668 14,410 15,183 15,990 Total Asset Turnover 0.3x 0.5x 0.5x 0.5x 0.5x
Total Assets 37,593 23,716 27,916 31,622 34,420 Fixed Asset Turnover 1.2x 1.1x 0.9x 1.1x 1.2x
Accounts Receivable Turnover 1.1x 2.2x 2.0x 2.1x 2.0x
LIABILITIES & EQUITY |nventory Turnover 13.1x 15.5x 10.8x 10.8x 10.8x
Accounts Payable 4,261 5,196 6,778 8,512 9,663
Accrued Exp. - - - - - Liquidity
Short-term Borrowings 4,335 5,199 5,297 6,652 7,551 Current Ratio 1.2x 1.2x 1.1x 1.1x 1.1x
Curr. Port. of LT Debt - - - - - Quick Ratio 0.3x 0.6x 0.7x 0.8x 0.8x
Curr. Income Taxes Payable - - - - - Avg. Days Sales Out. 181.4 173.5 197.3 197.3 197.3
Unearned Revenue, Current - - - - - Avg. Days Inventory Out. 27.9 235 337 33.7 33.7
Other Current Liabilities 15,279 97 145 160 176 Avg. Days Payable Out. 403.0 1771 206.5 208.5 218.5
Total Current Liabilities 23,874 10,493 12,221 15,323 17,389 Avg. Cash Conversion Cycle 70.4 48.2 52.6 52.3 52.4
Long-Term Debt 2,177 2,466 2,584 2,584 2,584 Net Debt to Equity 35% 69% 45% 45% 46%
Def. Tax Liability, Non-Curr. 85 248 273 300 330
Other Non-Current Liabilities 56 38 43 47 50 Growth Over Prior Year
Total Liabilities 26,192 13,244 15,121 18,254 20,354 Total Revenue (12.5%) 15.2% 8.1% 25.6% 13.5%
Common Stock 110 123 168 168 168 Net Income (5.6%) (41.2%) (206%) (180.3%) 31.0%
Additional Paid In Capital - - - - - Payout Ratio % 0.0% (2,106%) 0% 0.0% 0.0%
Retained Earnings 8,763 7,045 8,942 9,274 9,708
Treasury Stock
Comprehensive Inc. and Other - - - - -
Minority Interest 2,5279 3,303.3 36851 3,926.6 4,189.9
Total Equity 11,401 10,472 12,795 13,368 14,066
Total Liabilities And Equity 37,593 23,716 27,916 31,622 34,420
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