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China Railway Group Limited-H [390.HK]

We remain bullish on the earnings growth outlook for 2019E

We have updated our earnings forecast for CRG in 2018-2019E. CRG reported net profit growth of
18.2% YoY in 9M18 against largely flattish overall infrastructure investment growth. As a central
SOE construction company, CRG was able to gain market share and increase its exposure to the
higher-margin PPP investment business in 9M18. Facing strong downward pressure on economic
growth, the central government will rely heavily on infrastructure FAI to secure steady economic
growth. Infrastructure FAI growth picked up in October, especially railway FAI. Accelerating infra-
structure FAI should benefit CRG the most, given its leading position in the domestic construction
market. We fine-tuned our earnings forecast for CRG in 2018-2019E. We maintain our BUY rating
on CRG. We lift our target price (TP) from HK$7.90 to HK$8.30. We raise our target EV/EBITDA
multiple from 5.7x to 6.0x (Fig 6). We used our 2019E EBITDA and net debt forecast to derive our
TP. The recent share price rally hasn'’t fully reflected the infrastructure FAI growth acceleration in Q4
2018. Given the great uncertainty about economic growth in 2019E, CRG’s high earnings growth
visibility should further drive its share price re-rating in the near term.

Investment Highlights

e Strong earnings growth in 9M18 was boosted by margin expansion: Total revenue in
9M18 rose 5.0% YoY, with growth coming from all business segments. The strong earnings
growth momentum continued in Q3 2018. Total net profit rose 18.2% YoY in 9M18, driven
mainly by margin expansion due to rising revenue contribution from its higher-margin PPP-
related construction business. Its gross profit margin expanded by 0.7ppt YoY to 9.5% in 9M18.
Its operating profit margin improved by 0.4ppt YoY in 9M18 with rising SG&A costs. As increas-
ing exposure to PPP projects led to an increase in debt leverage, CRG reported its net financ-
ing cost rose 55.0% YoY in 9M18. Its net profit margin expanded by 0.3ppt YoY in 9M18.

e Key beneficiary of accelerating railway investment from Q4 2018: The strong earnings
growth in 9M18 was helped by margin expansion from its increasing exposure to higher-margin
PPP-related construction business. The central government started to push infrastructure FAI
growth in July 2018 to stabilize economic growth. Infrastructure FAI growth picked up in Octo-
ber 2018. Railway FAI growth recovered earlier than other segments, as railway investment is
driven mostly by the central government, or China Railway Corporation (CRC). Railway FAI in
9M18 rose 4.9% YoY, a reversal of the 1.4% YoY decline in 7M18. We expect railway FAI in
2018E to reach RMB800bn, 9.3% above the initial full-year railway FAI target. We expect rail-
way FAIl in 2019-2020E to exceed RMB800bn, considering an increase in new line additions
and an increasing number of project starts. With around a 45% share of the railway construc-
tion market, CRG should enjoy fast contract wins and earnings growth from rising railway in-
vestment in 2019E.

e  Debt-to-equity swap to give more room for its PPP business growth: CRG will complete a
debt-to-equity swap in 2018, with the subject assets being the equity rights of certain subsidiar-
ies of the Company to be acquired by investors. The debt-to-equity swap is now waiting for final
share issuance to the nine investors to exchange their stakes in CRG’s above-mentioned sub-
sidiaries. The debt-to-equity swap should help the Company reduce leverage and leave room
to increase its exposure to the PPP investment business. As the Company is to repay
RMB10.8bn in debt, we estimate that its net debt/equity ratio will be reduced from 33.8% at the
end of 2017 to 25.8%.

e  Maintain BUY: We lift our TP from HK$7.90 to HK$8.30. We derived our TP using a target EV/
EBITD approach. We raise our target EV/EBITDA multiple from 5.7x to 6.0x (Fig 6). We used
our 2019E EBITDA and net debt forecast to derive our TP.

Y/E Dec 31 2015 2016 2017 2018E 2019E
Turnover (RMB m) 599,942 632,856 688,773 742,544 808,235
Recurring net profit (RMB m) 11,675 11,808 15,280 18,163 21,197
Net margin (%) 1.9% 1.9% 2.2% 2.4% 2.6%
Recurring EPS (RMB) 0.53 0.52 0.67 0.79 0.86
% change 10.0% -2.5% 29.4% 18.1% 9.3%
PER(x) 12.0 12.3 9.5 8.1 7.4
PBR(x) 1.1 1.0 0.9 0.9 0.8
EV/EBITDA(x) 8.4 6.7 6.5 5.5 5.2

Sources: Company data, CGIS Research
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Key financials

CRG (390 HK)
P&L statement

RMB m, except for per share amount
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FY ended 31 Dec 1H16 2H16 1H17 2H17 1H18 2H18E P&L 2015 2016 2017 2018E 2019E
Sales Revenue 268,447 364,409 298,553 390,220 316,102 426,442 Sales Revenue 599,942 632,856 688,773 742,544 808,235
COGS -246,479 -336,588 -271,106 -354,938 -284,970 -386,023 COGS -551,256 -583,067 -626,044 -670,993 -728,783
Gross profit 21,968 27,821 27,447 35282 31,132 40,418 Gross profit 48,686 49,789 62,729 71,550 79,452
Selling and distribution costs -1,141 -1,419 -1,301 -1,551 -1,503 -2,210 Selling and distribution costs -2,342 -2,560 -2,852 -3,713 -4,041
Administrative expenses -11,907  -16,190 -13,240 -17,982 -14,606 -20,294 Administrative expenses -27,790 -28,097 -31,222 -34,900 -37,987
Other gains and losses 371 2,114 -1,318 -5,343 -1,024 -1,776 Other gains and losses 1,387 2,485 -6,661 -2,800 -2,500
Total EBIT 9,291 12,326 11,588 10,406 13,999  16,139|  (Total EBIT 19,941 21,617 21,994 30,138 34,924
Depreciation & Amortisation 3,920 4,841 4,529 4,529 5,034 5,034 Depreciation & Amortisation 7,813 8,761 9,057 10,068 10,604
EBITDA 13,211 17,167 16,117 14,935 19,033 21,173 EBITDA 27,754 30,378 31,051 40,206 45,528
Net finance costs -1,606 -1,971 -1,056 -1,642 -2,049 -2,584 Net finance costs -3,172 -3,577 -2,698 -4,633 -5,227
Profits from associates and JCEs 119 613 312 1,220 763 846 Profits from associates and JCEs 248 732 1,532 1,609 1,689
Pre-Tax Profit 7,804 10,968 10,844 9,984 12,713 14,400 Pre-Tax Profit 17,017 18,772 20,828 27,113 31,385
Tax Expense -2,410 -3,659 -3,295 -3,329 -3,301 -4,562 Tax Expense -5,231 -6,069 -6,624 -7,863 -9,102
Net Profit After Tax 5,394 7,309 7,549 6,655 9,412 9,838 Net Profit After Tax 11,786 12,703 14,204 19,250 22,284
Minority Interest 69 -263 158 1,705 140 -440 Minority Interest 472 -194 1,863 -300 -300
Perpetual notes -347 -354 -623 -164 -545 -242 Perpetual notes -583 -701 -787 -787 -787
Reported Earnings (attributable) 5,116 6,692 7,084 8,196 9,007 9,156 Reported Earnings (attributable) 11,675 11,808 15,280 18,163 21,197
Adjusted Earnings 5,116 6,692 7,084 8,196 9,007 9,156 Adjusted Earnings 11,675 11,808 15,280 18,163 21,197
EPS (rep) 0.22 0.29 0.31 0.36 0.39 0.40 EPS (rep) 0.53 0.52 0.67 0.79 0.86
EPS (adj) 0.22 0.29 0.31 0.36 0.39 0.40 EPS (adj) 0.53 0.52 0.67 0.79 0.86
DPS 0.00 0.09 0.00 0.11 0.00 0.13 DPS 0.09 0.09 0.1 0.13 0.15
% YoY growth % YoY growth

Revenue 1.5% 8.6% 11.2% 7.1% 5.9% 9.3% Revenue 1.7% 5.5% 8.8% 7.8% 8.8%
Gross profit 2.0% 2.5% 24.9% 26.8% 13.4% 14.6% Gross profit 0.4% 2.3% 26.0% 14.1% 11.0%
EBIT 9.2% 7.8% 24.7%  -15.6% 20.8% 55.1% EBIT -1.5% 8.4% 1.7% 37.0% 15.9%
Net profit 11.8% -5.7% 38.5% 22.5% 27.1% 1.7% Net profit 13.8% 1.1% 29.4% 18.9% 16.7%
Margins and ratios Margins and ratios

Gross profit margin 8.2% 7.6% 9.2% 9.0% 9.8% 9.5% Gross profit margin 8.1% 7.9% 9.1% 9.6% 9.8%
EBITDA Margin 4.9% 4.7% 5.4% 3.8% 6.0% 5.0% EBITDA Margin 4.6% 4.8% 4.5% 5.4% 5.6%
EBIT Margin 3.5% 3.4% 3.9% 2.7% 4.4% 3.8% EBIT Margin 3.3% 3.4% 3.2% 4.1% 4.3%
Net Profit Margin 1.9% 1.8% 2.4% 2.1% 2.8% 2.1% Net Profit Margin 1.9% 1.9% 2.2% 2.4% 2.6%
Source: Company data, CGIS Research

Revenue breakdown (Rm 2015 2016 2017 2018E 2019E

Construction 544,207 559,223 611,095 647,761 699,582

Design 10,711 12,312 13,761 15,137 17,408

Machinery 15,782 17,063 18,521 20,373 22,410

Real estate 29,260 32,976 30,951 34,665 38,132

Other business 40,044 42,671 53,074 63,689 73,242

Elimination -40,062 -31,389 -38,629 -39,081 -42,539

Total 599,942 632,856 688,773 742,544 808,235

% of total

Construction 91% 88% 89% 87% 87%

Design 2% 2% 2% 2% 2%

Machinery 3% 3% 3% 3% 3%

Real estate 5% 5% 4% 5% 5%

Other business 7% 7% 8% 9% 9%

Elimination 1% -5% -6% -5% -5%

Total 100% 100% 100% 100% 100%

% YoY chg

Construction 5.1% 2.8% 9.3% 6.0% 8.0%

Design 4.3% 14.9% 11.8% 10.0% 15.0%

Machinery 8.7% 8.1% 8.5% 10.0% 10.0%

Real estate 0.0% 12.7% -6.1% 12.0% 10.0%

Other business -27.1% 6.6% 24.4% 20.0% 15.0%

Elimination 8.7% -21.6% 23.1% 1.2% 8.8%

Total 1.7% 5.5% 8.8% 7.8% 8.8%

Source: Company data, CGIS Research 3
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Key financials

CRG (390 HK)
Balance sheet, cash flow statements and key ratios
RMB m, except for per share amount

Balance sheet 2015 2016 2017 2018E 2019E Cash flow statement 2015 2016 2017 2018E 2019E
Cash 93,304 114,830 116,688 117,753 117,800 EBITDA 27,754 30,378 31,051 40,206 45,528
Restricted cash 7,414 9,254 13,704 15,000 15,000 Net Interest Paid -8,589 -6,932 -7,461 -4,633 -5,227
Trade and other receivables 206,253 234,229 245,748 274,639 294,507 Tax Paid -5,701 -5,763 -6,435 -10,233 -9,102
Inventories 124,379 113,014 128,005 134,429 144,243 Change in Working Cap 5,835 27,212 -738 -8,949 -8,992
Amounts due from contract customers 122,379 111,791 114,459 129,945 141,441 Others 2,669 2,668 9,300 0 0
Available-for-sale financial assets 3,886 1,210 1,272 280 280 Operating Cash Flow 21,968 47,563 25,717 16,391 22,207
Held-for-trading financial assets 144 123 2,963 4,000 4,000
Other receivables 6,620 9,650 16,990 24,000 28,000 Acquisitions -11,245  -13,929 -28,168 -26,282 -16,000
Tax recoverable 1,030 807 1,602 2,400 2,400 Capex -14,899  -14,802 -15282 -16,812 -17,114
Lease prepayments 192 239 237 244 255 Asset Sales 7,903 11,676 16,392 0 0
Total current assets 565,601 595,147 641,668 702,691 747,927 Others 1,037 -1,921 -5,631 -1,296 0
Investing Cashflow -17,204 18,976  -32,689 -44,390 -33,114
Long-term equity investment 7,889 11,482 21,002 34,611 50,300
Investment properties 3,722 4,547 4,787 4,616 4,452
PPE, net 53,045 56,207 60,695 64,954 68,173 Dividend (ordinary) -1,951 -2,674 -2,719 -3,368 -4,084
Other intangible assets 37,547 36,821 35995 38,016 40,970 Equity Raised 20,837 0 0 11,655 0
Mining assets 5,454 4,664 4,142 4,015 3,896 Debt Movements 1,130 -4,497 2,646 20,778 15,037
Goodwill 829 829 829 829 829 Others -351 -169 9,387 0 0
Lease prepayments 9,290 11,986 11,952 12,584 13,192 Financing Cashflow 19,665 -7,340 9,314 29,064 10,954
Deferred tax assets 4,367 5,258 5,731 5,731 5,731
Trade receivables 7,137 5,209 34,409 48,265 50,919 Exchange difference 196 279 -484 0 0
Available-for-sale financial assets 8,351 12,896 13,418 16,000 18,000 Net Chg in Cash/debt 24,625 21,526 1,858 1,065 47
Other loans and receivables 8,813 6,976 7,777 8,384 9,126
Other non-current assets 1,460 2,323 1,517 1,641 1,641 FCF 4,764 28,587 -6,972 -27,999 -10,907
Total non-current assets 147,904 159,198 202,254 239,646 267,228
2015 2016 2017 2018E 2019E
Total assets 713,505 754,345 843,922 942,336 1,015,155 Valuation
PE(x) 12.0 12.3 9.5 8.1 7.4
Trade and bill payable 365,245 407,418 469,483 459,585 499,166 EPS growth (%) 10.0 -2.5 29.4 18.1 9.3
Short term Debt 84,209 80,017 88,483 99,053 106,703 Yield(%) 1.3 1.4 1.8 2.1 2.3
Amounts due to contract customers 14,857 12,952 14,964 95,000 95,000 PEG(%) 1.2 -4.9 0.3 0.4 0.8
Obligations under finance leases 1,346 451 349 349 349 EV/EBITDA(x) 8.4 6.7 6.5 5.5 52
Tax payable 4,065 5,129 5,672 4,000 4,000 PB(x) 11 1.0 0.9 0.9 0.8
Defined benefit obligations 494 466 395 395 395
Held-for-sales financial liabilities 185 157 57 57 57
Provision 46 13 0 0 0 Operational
Total current liabilities 470,447 506,603 579,303 658,439 705,670 Revenue growth(%) 17 5.5 8.8 7.8 8.8
EBIT margin(%) 3.3 3.4 3.2 4.1 4.3
Long Term Debt 96,213 92,308 85,451 95,659 103,046 Net profit margin(%) 1.9 1.9 22 2.4 2.6
Deferred tax liabilities 920 782 1,006 1,006 1,006
Provision 248 335 637 637 637 Days receivables 134 131 138 148 151
Long-term payables 631 686 2,911 3,300 3,300 Days payables 239 242 256 253 240
Defined benefit obligations 3,779 3,453 3,161 3,161 3,161 Days inventories 25 18 17 18 18
Deferred income 1,537 1,140 1,841 1,841 1,841
Obligations under finance leases 492 42 54 54 54 Current ratio((x) 1.2 1.2 1.1 1.1 1.1
Total non-current liabilities 103,820 98,746 95,061 105,658 113,045 Quick ratio(x) 0.9 1.0 0.9 0.9 0.9
Asset/equity(x) 5.5 5.4 54 5.2 5.1
Total liabilities 574,267 605,349 674,364 764,096 818,715 Net debt/equity(%) 62.6 38.6 33.8 41.5 45.2
EBITDA interest coverage(x) 4.5 5.3 6.5 6.4 6.6
Shareholders Fund 118,300 128,131 143,179 169,629 186,742 ROE(%) 9.0 8.4 9.8 10.0 10.6
Perpetual notes 12,123 12,038 12,038 12,825 13,612
Minority Interest 8,815 8,827 14,341 2,986 3,286
Total S/H Equity 139,238 148,996 169,558 185,440 203,640
Total Liab & S/H Fund 713,505 754,345 843,922 949,536 1,022,355

Source: Company data, CGIS Research
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Figure 4: CRG 9M18 results overview

Rmb m 9M18 IM17 % YoY 3Q18 3Q17 % YoY
Revenue 495,768 472,289 5.0% 179,665 172,011 4.4%
COGS -448,499 -430,483 4.2% -163,216 -157,411 3.7%
GP 47,269 41,806 13.1% 16,448 14,600 12.7%
GPM 9.5% 8.9% 0.7% 9.2% 8.5% 0.7%
SG&A -25,159 -22,140 13.6% -9,691 -8,382 15.6%
Other gains and losses -2,027 -2,287 -11.4% -934 -489 91.1%
OP 20,084 17,380 15.6% 5,823 5,729 1.6%
OPM 4.1% 3.7% 0.4% 3.2% 3.3% -0.1%
Financing cost -3,889 -2,509 55.0% -1,283 -1,065 20.5%
Profit contribution from associates 1,266 409 209.4% 502 97  415.4%
PBT 17,461 15,279 14.3% 5,041 4,761 5.9%
Tax -4,261 -4,198 1.5% -1,254 -1,230 2.0%
Effective tax rate 24.4% 27.5%"  -3.1% 24.9%  258%° -0.9%
PAT 13,199 11,081 19.1% 3,787 3,532 7.2%
NPM 2.7% 2.3%" 0.3% 2.1% 21%"  0.1%
Minority interest -154 -46 238.1% -294 -203 44.6%
Profit to common shareholder 13,045 11,036 18.2% 3,492 3,328 4.9%

Source: Company data, CGIS Research

Figure 5: Earnings estimates: CGIS new vs. old and consensus estimates (RMB m, except for EPS)

2018E Sales EBIT EBITDA Net profit EPS Adj EPS GAAP
CGIS old 755,462 30,014 40,082 18,502 0.81 0.81
CGIS new 742,544 30,138 40,206 18,163 0.79 0.79
Consensus 742,422 29,576 40,461 18,929 0.77 0.81
Diff%

CGIS new vs. consensus 0.0% 1.9% -0.6% -4.0% 3.2% 2.2%
CGIS new vs. old -1.7% 0.4% 0.3% -1.8% -2.4% -2.4%
2019E Sales EBIT EBITDA Net profit EPS Adj EPS GAAP
CGIS old 834,817 34,669 45,273 21,354 0.93 0.93
CGIS new 808,235 34,924 45,528 21,197 0.86 0.86
Consensus 818,213 33,056 44,539 21,387 0.91 0.91
Diff%

CGIS new vs. consensus -1.2% 5.7% 2.2% -0.9% -5.3% -4.9%
CGIS new vs. old -3.2% 0.7% 0.6% -0.7% -7.6% -7.6%

Source: Bloomberg, CGIS Research

Figure 6: Target price EV/EBITDA multiple calculation

Assumption

2018E EBITDA (Rmb m) 45,528
Target EV/EBITDA multiple 6.0x
EV (Rmb m) 273,167
Net debt (Rmb m) 91,949
Target fair value (Rmb m) 181,218
FX 0.89
No of shares (mn) 24,540
Target price (HK$/share) 8.30
% upside to current price 15.4%

Source: CGIS Research




€9 = B SR i [ [

CHINA GALAXY INTERNATIONAL

Figure 7: CRG-H share performance CYTD

Figure 8: CRG-H 12-mth forward EV/EBITDA band
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