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Overview: Cheers to a new strategy; Buy on solid growth outlook

We reiterate our Buy rating on Yanghe with our new 12-month target price of Rmb87.64 implying
25% upside potential. We continue to be bullish on Yanghe as the company further enhances its
competitive advantage in the mid- to high-end market.

(1) Consumption upgrade and strong brand awareness: We are positive on the continuous
expansion of the mid- to high-end market against the backdrop of consumption upgrade,
especially the mid-end market which accounts for more than half of the market share. We believe
Yanghe’s flagship brands Ocean Blue and Sky Blue have nationwide brand cache and channel
advantages in this price range. Currently they have 4%+ market share and we expect the two
brands to maintain faster-than-market growth in the next few years.

(2) Long-term strategy in line with industry direction: In the longer term, we think
Yanghe'’s focus on building its platform, and its internet and health-oriented strategy is in line with
the development trend of the industry. We expect this to create new sources of income for the
company, including new product categories and new channels, to sustain its competitive

advantage and growth potential.

Exhibit 1: Revenue CAGR from 2005-2015 is 37%
Yanghe’s revenue and market share

Exhibit 2: Net income CAGR from 2005-2015 is 58%
Yanghe’s net income and market share (profit before tax)
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Exhibit 3: High-end product revenue as a % of total was
about 15% in the past few years
High-end product revenue and % of total revenue

Exhibit 4: Revenue outside Jiangsu province (focus of
the New Jiangsu Market strategy) reached 40% in 2015
Revenue from out of Jiangsu Province and % of total revenue
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Adjustment completed, entering a new round of growth cycle now

EIRIREMR

A brief review: In the last upcycle of the spirit industry, Yanghe was one of the top performers.
In 2005-2012, revenue grew from Rmb684mn to Rmb17.27bn, at a CAGR of 59%, far exceeding
the industry average of 29%. Yanghe’s market share increased from 0.9% to 3.9% over the same
period. We attribute this high growth to two strategies Yanghe launched in 2005 and successfully
implemented: Nationwide expansion and premium brand strategy. Revenue out of Jiangsu
province grew from 15% to 35% of total revenue while high-end product revenue share grew from
1% to 20%.

However, the growth trajectory was disrupted by the abrupt changes in the spirits sector from
2013. Stringent restrictions on government consumption led to a sharp decline in the high-end
spirit market. As such, Yanghe’s nationwide expansion and premium brand strategy faced
significant challenges in the new industry phase, and the company entered a two to three-year
adjustment period.

In the past few years, Yanghe was actively working on a strategy shift given the new market
environment. Revenue rose 9.4% in 2015, and net income was up 19%, ending two years of
negative growth. Hence, we believe the company’s transition of its strategy is nearly
complete, and Yanghe will now enter a new cycle of growth. Our positive is based on
the following three points:

(1) Completed a product mix optimization phase after the sharp slowdown in 2012-13:
On one hand, mid-end products (represented by Ocean Blue) have maintained stable growth
since 2013 and contributed more to revenue (30% of total revenue in 2013 vs. 36% in 2015). On
the other hand, high-end products (represented by Dream Blue) have gradually recovered, driving
the rebound in revenue growth. Meanwhile, the company continued its efforts in R&D on new
products and product categories, and to optimize its revenue structure (see page 7).

(2) New Jiangsu Market strategy in action: Yanghe has unveiled in 2015 its New Jiangsu
Market strategy and started a new round of nationwide expansion. As a result, sales growth in
markets outside of Jiangsu has rebounded (from 35.3% of total revenue in 2014 to 39.6% in
2015).

(3) Competitive advantage key to Yanghe’s transition to a successful consumer brand.
Moreover, we believe Yanghe continues to build on its competitive strengths (see page 13).
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Continued product mix optimization to cater for industry transition

Yanghe’s products are well known and serialized with different brands like Mianrou Sujiu, Dream
Blue, Sky Blue, Shengtai Sujiu, Zhenbaofang, Ocean Blue, Lanci, Yanghe Laozihao, Yanghe
Daqu, etc. Yanghe has strict market positioning and pricing for its different brands and product
categories. The company offers a full spectrum of high-end, mid-end and low-end products and
the product line is rather long. Within each price range, there is a flagship product. We believe
this provides the company with multiple growth engines.

Exhibit 5: Yanghe has a three-layer product pyramid Exhibit 6: Ocean Blue still had significant growth in 2012-
Product pyramid of Yanghe’s Blue Classical Series 2015
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Source: Company data

We believe this rather long product line has minimized the impact of the severe industry
consolidation in the last three years on Yanghe, and help the company manage to adjust quickly
to the industry transition

In the last three years, Yanghe continuously worked on optimizing its product mix. On one hand,
mid-end products (represented by Ocean Blue) have maintained stable growth since 2013 and
contributed more to revenue (30% of total revenue in 2013 vs. 36%). On the other hand, high-end
products (represented by Dream Blue) have gradually recovered in 2014-2015, driving the
rebound in revenue growth. Meanwhile, the company continued its efforts in R&D on new
products and product categories, and to optimize its revenue structure (see page 13)

Mid-end products maintained stable growth. Mid-end products include Sky Blue, Ocean
Blue, Zhenbaofang, Shengtai Sujiu, Yanghe Daqu, and range from Rmb100 to Rmb500 per bottle
in pricing. In every price range, there is a key product with material revenue contribution.

» Ocean Blue is the representative brand in the Rmb100-200 price range, targeting the mass
market. In the last few years, Ocean Blue has maintained growth thanks to continuous
consumption upgrade demand and was rather immune from the effects of the anti-corruption
campaign. It has gradually emerged as a nationwide super brand’ (Ocean Blue has over
Rmb5bn). We estimate 2016 revenue to exceed Rmb6bn, 13% yoy, implying sales volume of
more than 40mn bottles. In provinces like Jiangsu, Henan, Anhui, Shandong and Hebei,

' “Super brands” are what the industry refers to as brands with revenue exceeding
Rmb1bn.
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Ocean Blue now has the largest market share in terms of revenue in the Rmb100-200 range.
The high growth of Ocean Blue sales has effectively offset the slowdown in the high-end
products and helped the stabilization and recovery of revenue, as well as the nationwide
expansion of Yanghe.

> Sky Blue is the representative brand of Yanghe in the Rmb200-300 price range, and mainly
targets business consumption. This brand was dragged by the overall slowdown of high-end
spirits in 2013 (revenue fell 14%), but has started to stabilize after recovering in 2014 (stable
growth at about 10% from 2015), becoming another growth engine. We attribute the buoyant
sales of Sky Blue to two trends: 1) consumption upgrade in the mass market; and 2)
consumption downgrade from high-end spirits following the anti-corruption campaign. We
consider Sky Blue as another super brand due to its nationwide brand recognition (over
Rmb3bn revenue). We estimate revenue from Sky Blue to exceed Rmb3.9bn in 2016, up c.
10%, with about 16mn bottles in sales volume.

Exhibit 7: Sky Blue maintained revenue growth since Exhibit 8: Ocean Blue had high growth rate in the past

201#
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Sky Blue revenue and as a % of total
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Source: Company data, Gao Hua Securities Research

High-end products stabilized and recovered. Revenue from Dream Blue reached Rmb3.5bn
in 2012 and saw a severe decline against the backdrop of the anti-corruption campaign and the
continuous shrinking of the high-end spirit market. However, the company persisted on its brand
marketing during this period and focused on its transition into the high-end business
entertainment market. Signs of stabilization were evident in 2015: The M3 series saw single-digit
revenue growth, M6 was stable, and the decline in M9 slowed down significantly. We estimate
revenue from the Dream Blue series could reach Rmb2.8bn in 2016 with 2.8k tons of sales
volume, and this implies it would rank #3 in the high-end markets in terms of revenue or volume
(behind only Moutai and Wuliangye). In the short term, we expect the rebound in high-end
product sales (2016-18E CAGR of 17%) to stem the fall in overall gross margin (62% in 2015 to
64% in 2018. In the future, with the gradual recovery of the high-end market, we expect Dream
Blue to have a key market share based on its brand image and strong channel penetration
capability (see page 14).
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Exhibit 9: Dream Blue ranks third in terms of revenue
Revenue of leading high-end spirits

Exhibit 10: The market share of Dream Blue has
stabilized
Revenue and market share of Dream Blue
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Actively innovating new strategic products and product categories

Yanghe has been pushing product innovation in the midst of industry consolidation. The
company launched its new brand “Micro Molecule Spirit” in 2H14. We see this as an important
innovation based on the idea of “technological revolution centered on health and experience”.
According to Yanghe, the major characteristic of the product is its small size in molecular weight,
which would then speed up the metabolism of the alcohol content and aids in minimizing
hangovers. Management believes the product can aid recovery from alcohol consumption and
help increase the threshold before the consumer feels the effects of the alcohol (i.e.,
drunkenness). Yanghe stated that “Micro Molecule Spirit” is a strategic product of the company in
the price range of Rmb400-600, and is a key product to develop in the future. The company is
currently in the midst of building brand awareness and recognition, and focusing on consumers in
the group-buying channels?®. “Micro Molecule Spirit” has completed channel penetration in all 13
cities in the Jiangsu province, and has been introduced into five out-of-Jiangsu markets, mainly in
the group-buying channels. Based on Yanghe’s progress so far, the launch speed of its “Micro
Molecule Spirit” is faster than its Blue Classics series 10 years ago. Given the selling point of
“Micro Molecule Spirit” on health and experience, in line with the industry trend, coupled with
Yanghe’s strong branding and channel operation abilities, we believe it could prove to another

super brand in the future.

Apart from spirits, Yanghe is also focusing on its product category platform strategy, which is
mainly introducing other alcohol categories based on the current channel platform. The
company is active in entering wine operations, and introduced three products (high-end, mid-end,
and low-end) from overseas. In cooperation with local wine chateaus, Yanghe’s wines are
imported directly from overseas, transported in constant temperature and humidity conditions,
before being sold in China. Revenue from wine reached Rmb329mn in 2014, up 34% yoy, and
maintained stable growth in 2015. By leveraging the well established spirit market, the company’s
wine business is mainly based on two channels: group-buying and key hotels. In the future, the
company plans to gradually expand its sales channels. Apart from current brands continuing with
the group buying channel, Yanghe plans to sell relatively lower-end brands in cigarette and
alcohol convenient stores, as well as supermarkets. According to management’s plan, the
company will develop new product categories suitable for the mass market, and aims to build
Yanghe as the largest wine operation platform in China.

% These are mainly corporate clients, removing the need for channel distributors.

EIRIREMR
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We think Yanghe’s product category platform strategy is very unique in spirit companies as most
peers only focus on baijiu. Given its competitive strength in platform and systematic operation
such as strong marketing and channel management, we see the introduction of other alcohol
brands apart from spirits as a natural extension of its capabilities. If successful, this will be
another new growth engine in the long term.

Exhibit 11: Yanghe has introduced three wine products
Description of Yanghe's wine products

Product Price range (Rmb) Target consumer Country of import Time of import
King Face 500-600 High-end France Jan, 2013
Sidus 160-500 Mid-to-high end Chile Jan, 2013
Latin Star 80-160 Mid-to-low end Chile Jan, 2014

Source: Company data

New Jiangsu Market spurs new round of nationwide expansion

EIRIREMR

As highlighted in our previous industry reports, we think the mid-end market will be
the largest in size and fastest in growth rate, benefiting from continuous consumption
upgrade(see Divergence amid a weak recovery: CL-Buy Moutai; Qingkejiu to Sell).
We estimate that mid-end spirits in the price range of Rmb100-300 had sales volume of about
2mn tons in 2015, accounting for 51% of total spirit volume. Target customers of mid-end spirits
are mainly the middle class (annual income of US$8,000-20,000). According to BCG, the middle
class population will grow 40% to 380mn in 2020. We expect consumption upgrade in the mass
market to result in the upgrade from mid-to-low end spirit products priced at below Rmb100 to
mid-end products in Rmb100-300 range. Assuming 8% of mid-to-low end spirit consumers
upgrading to mid-end, this would imply consumption of 3.2mn tons in 2020, with a market size of
Rmb500bn, accounting for 58% of total spirits and resulting a CAGR of 11% for mid-end spirits.

Currently the mid-end spirit market is already huge with hundreds of companies and brands, and
thousands of SKUs. This on the one hand would increase the mid-end market size but on the
other hand it also intensifies competition. Which companies will stand out from intense
competition in the mid-end market? We think the first group of candidates will be nationwide
spirit companies with a full product line and strong channel capabilities. These companies have
well-known high-end brands and strong brand recognition. Their mid-end products are inherently
strong. We believe those who can increase their promotional efforts and improve their mid-end
products will benefit from the market expansion. The second group of candidates will be a few
regionally leading brands with deep channel penetration. While their high-end products are not as
competitive, they have been focusing and increasing their efforts on the mid-end market for many
years and as such we believe these companies would also achieve high growth due to the high
barriers to entry.
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Exhibit 12: We estimate mid-end spirits account for 48%
51% of industry revenue...
2015 revenue structure of different price levels of spirits

Exhibit 13: ...and 16% of industry volume
2015 volume structure of different price levels of spirits
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end
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30), 9%

Lower mid
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(Rmb30-
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High end (> Upper
Rmb500), mid end
0.3% (Rmb300-
500),
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Low end Lower mid
(Rmb0-30), end
58.5% (Rmb30-
100), 24.6%

Source: Gao Hua Securities Research

Source: Gao Hua Securities Research

Exhibit 14: We estimate mid-end spirits to have an 11%
revenue CAGR from 2015 to 2020...
Mid-end spirits revenue forecast

Exhibit 15: ...and a 10% volume CAGR from 2015 to 2020
Mid-end spirits volume forecast
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Source: Gao Hua Securities Research
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Exhibit 16: We expect mid-end spirits to gain revenue
share from consumption upgrade demand...

Market share of different price level spirits, by revenue

Exhibit 17: ...as well as gain volume share
Market share of different price level spirits, by volume
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In this context, we believe Yanghe has a very good product positioning in the mid-end
market. Most of its products are currently in the Rmb100-500 mid-end and upper mid-
end market. Its mid-end products in the Rmb100-300 price range (represented by
Ocean Blue and Sky Blue) account for more than 70% of the company’s 2015 revenue.
The company has about a 2%-3% share in the country’s mid-end spirit market. It already has
nationwide brand recognition and channel advantages. Yanghe already has the biggest share in
the huge mid-end spirit market among the leading spirits companies in China, albeit still small

given the fragmented market.

Exhibit 18: Yanghe has a 2.2% market share in mid-to-low end spirits
Market share in mid-end spirits (price range: Rmb 30-500), 2015

Wouliangye,

1.0%
Moutai, 0.2% |

Others, 95%

Luzhou

Laojiao, 1.1%
— Yanghe, 2.5%

Source: Company data, Gao Hua Securities Research
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New Jiangsu Market strategy to drive a new round of nationwide expansion

In 2015, Yanghe launched its strategy of building a “New Jiangsu Market”. According to the plan,
the new market layout will focus more on concentrating resources in key regions. The top ranking
200 counties are selected as the New Jiangsu Market (the list is dynamic and subject to changes
every year according to sales rank). The company’s New Jiangsu Market is mainly in Henan,
Shandong, Anhui, Hubei, Zhejiang, Tianjin and Beijing. We can see that the New Jiangsu Market
strategy is being implemented in a focused way. The regions are mainly around the Jiangsu
province. By employing a more delicate channel management and local expansion tactics, and
leveraging its business model, resource, and brand advantages, Yanghe is able to outperform
local spirit companies in growth. In 2015, revenue from within the Jiangsu province rose 2%,
while revenue from outside of the province (i.e., the New Jiangsu market) grew 22%. Out-of-
province revenue accounts for 40% of total revenue, which affirms the effectiveness of the New
Jiangsu Market strategy in our view.

We think the New Jiangsu Market will maintain high growth in the coming few years,
and account for nearly half of total revenue in 2020. The reasons are mainly:

(1) With increasing brand awareness of regional consumer groups and further penetration of
channels, we believe the initial stage of the new strategy will set the stage for and generate a new
round of sales growth. According to our calculation, core provinces of the New Jiangsu Market,
namely Hebei, Anhui, Shandong, Zhejiang and Hubei, account for 27% of the total population in
China. The corresponding spirit market is Rmb170bn in size and 30% in market share. These are
key spirit markets, densely populated and with high per capita spirit consumption. They are all
close to the Jiangsu province and within an effective market expansion radius. Yanghe’s revenue
in these regions is now Rmb4.5bn, with a 3% market share. These five provinces have many
local spirit brands in the Rmb100-300 price range to share the huge Rmb80bn mid-end spirit
market, but most of them are not very competitive (compared with Ocean Blue and Sky Blue). We
estimate that Yanghe’s total market share in these five provinces in this price range is about 4%-
5%, still much lower than its 25% market share in Jiangsu. However, with more brand awareness
in the regional consumer groups and further penetration of channels, Yanghe’s market share
could further increase. If we assume the company to have a 10% market share in this price range,
the corresponding revenue would be Rmb10-15bn, which exceeds the current revenue from
Jiangsu, and is equivalent to creating another Jiangsu market.

(2) Replicate the New Jiangsu Market model to more areas. The basis for identifying and focusing
on the New Jiangsu Market is that producing and selling spirits require delicate operations with a
concentration of resources. At the present the company is focused on cultivating 200+ New
Jiangsu Market, which is around the Jiangsu province. Once the model bear fruit, Yanghe plans
to replicate it in other provinces and cities. And once these succeed, and the cultivation of its
consumer base is complete, we expect the upper high-end and high-end products to quickly
follow suit.

1"
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Exhibit 19: Yanghe has a 2%-3% market share in the New Jiangsu Market
Market description of the five provinces in New Jiangsu Market, 2015

Unit: Rmb

Total market size

Current sales

Population

Baijiu expenditure
! P Market share

Key local competitors and revenue in

(bn) per capita local
Headquater-Jiangsu Rmb10bn 40 80 500 25% Jinshiyuan(2.5bn)
New Jiangsu Market
Songhe (2bn), Shedian(0.9bn),
H >1b 42 94 450 3-4%
enan n ? Yangshao(0.8bn), Dukang(0.7bn)
X Gujing(4bn), Kouzijiao(2bn),
Anh 1b 27 60 450 3-49
nhul > 1on % Yingjia(2bn), Jinzhongzi(1.8bn)
Zhejiang 500mn-1bn 28 55 500 2-3%
Shandong 500mn-1bn 48 96 500 1-2% Bandaojing(3bn), Jingzhi(1.5bn),
Gubeichun(1bn)
Hubei 500mn-1bn 29 58 500 1-2% Zhijiang(4bn), Dachuaxiang(4bn),
Baiyunbian(4bn)
Sub total of the 5 provinces 4-5bn 174 363 479 2.2-3.4%
National market 570 1368 417 2.70%

Source: Company data, Gao Hua Securities Research

Exhibit 20: Revenue from out of Jiangsu grew quickly

Yanghe’s revenue from in and out of Jiangsu

Exhibit 21: Revenue from out of Jiangsu has gained

share

Revenue share from in and out of Jiangsu
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Source: Company data
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Source: Company data

12

hssagezs



20164 8H4H

FEIRTRR 19 (002304.SZ)

Systematic competitive edge hard to replicate, continuous
innovation enhances advantages

EIRIREMR

In the past 10 years, Yanghe was able to realize more than 20X revenue growth and more than
90X net income growth (vs. 7X revenue growth for the whole industry). We attribute the solid
performance to its well-rounded and systematic competitive advantage. Moreover, the company
has kept up its innovation to continuously enhance this advantage. We see this systematic
competitive advantage mainly due to the following aspects:

Good corporate governance: The company’s management incentives aim to align key
management’s interest with shareholders. Back when the listco was founded in 2002, 14
management personnel were awarded 8.41% shares (5.6% after the IPO). In the reforms in 2006,
126 managing, technology and sales personnel in middle management level and above were
given 12.61% and 11.83% stakes of Yanghe through its two holding companies (Blue Sky
Commerce and Blue Ocean Commerce; 11.35%/10.65% post IPO, 11.06%/10.38% currently).
Management and key employees currently have 27% of the company’s shares. Controlling
shareholder Jiangsu Yanghe Group (SOE solely owned by the Jiangsu Sugian government) has
34.16%. The remaining 38.84% are public owners. In terms of internal management, the
management team uses advanced management models, such as the Amoeba Management
model by Inamori Kazuo in which smaller management units are created, and every employee
knows clearly his/her contributions and responsibilities. The company also adopted an equity
compensation policy to incentivize employees.

Continuous forward-looking strategies: The company quickly became one of the top three
in China with its premium brand strategy and nationwide expansion efforts. In 2013, the spirit
industry entered a consolidation phase. Management then proposed two directions of strategic
transition: business consumption and mass market consumption. The ability to react to the
changing market landscape quickly enables Yanghe to maintain a relatively stable market share
in the three years of severe industry consolidation, and avoid a significant decline in revenue (e.g.,
Yanghe’s revenue was down 8% CAGR in 2012-2014 vs. Laojiao down 29% CAGR). Early 2015
the company has successfully completed its management changes. The original board director
Mr. Zhang Yubo announced his formal exit from the board, and is appointed board director of
Sujiu Group. He is still one of the key leaders of the company as the captain of the strategy and
reform committee. New board members are elected, with Mr. Wang Yao as the board director.
Against the backdrop of the new industry environment, the new management proposed three
strategic explorations apart from maintaining stable growth of its key spirit business: Technology
innovation centered on health and experience, business model innovation based on internet,
acquisition and consolidation with its capital. As such, the company is has been focusing on new
strategic product launches, internet market channel building, cross-province investment, M&A and
consolidation.

Strong marketing and channel management capabilities. Value chain relationships in the
spirits industry are some of the most complicated among all industries with various channel
business models. Apart from the traditional agency model, there is the sales type model, and
brand development and operations model, among others. However, in every model, the key
focuses are on “the control of the channel” and “the utilization of the brand”. Most companies
would choose models that enable distributors to control terminal resources of distributors, such as
capital investment and staffing, including even the industry leaders Moutai and Wuliangye.
Typically, the only aspect the spirit company can control is mainly on the utilization of the brand.
However, Yanghe made a series of innovation in its channel operations. The company
repositioned value chain relationships and concentrated on brand utilization and channel
operation capabilities within itself. Distributors are now just local resource providers (capital,
interpersonal networks, channels, and logistics). Yanghe has also started organizational reforms
to match this change. First, brand operation units are established for every product series.
Second, “Blue Classics” subsidiaries are established in other provinces. These subsidiaries are in
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charge of agency offices in their respective province, and the latter are in charge of the direct
operation in their local regions. This eventually formed the “1+1” management model between
Yanghe’s agency offices and distributors. After this organizational reform, Yanghe has
streamlined a replicable regional operation model, from controlling key local resources to
engaging key regional consumers. This model enables Yanghe’s basic-level employees to
operate in a uniform way. We believe the systematic organization and operational capabilities and
replicable regional market operation units support Yanghe’s nationwide expansion. Currently
Yanghe has nearly 4000 sales managers and more than 7000 distributors. It has achieved a
broad coverage and deep penetration of the markets with a flat management structure and has
far more efficient channel management than peers in our view.

Since 2014, the company has further promoted its business model innovation based on internet,
gradually exploring B2B e-commerce channels and building O20 market channels. Currently,
“Yanghe Number 1” app has completed its launch in the key markets in the country. It realized full
coverage in the Jiangsu province in May 2014 and currently covers provinces (cities) like
Zhejiang, Guangdong, Hainan, Hunan, Hubei, Shandong, Henan, Anhui, Jiangxi, Beijing, and
Shanghai. Yanghe’s strategy is to have “Yanghe Number 1” cover economically developed
provinces and cities first, and then promotes the platform after it is completed. Given its recent
inroads into 020, we are positive on Yanghe’s competitiveness, based on its 7000-8000
distributors across the country. We believe this will lay the foundation for a three-in-one marketing
model with “selling the products, gaining popularity, and building the platform”.

Exhibit 22: Yanghe’s management and employees have Exhibit 23: Yanghe has launched three new strategies

27% ownership

Yanghe’s ownership structure

Jiangsu Sugian
Government

\L 100%

Yanghe’s new strategies

Technology revolution
centered on health and
experience

Jiangsu Yanghe
Group

Mgmt and key
employees

Public Owners |

| 34.16%

27% 38.84% Keep spirit main

business growing

steadily

Listed Co. / \

Business model Acquisition and
innovation based on consolidation with
internet capital

Source: Company data

EIRIREMR

Source: Company data

Exhibit 24: Yanghe has more distributors and salespeople than Moutai and Wuliangye
Comparison of offline channels of Yanghe, Moutai and Wuliangye

Number of distributors | Number of salesperson
Moutai 2000+ 642
Wuliangye 1000+ 488
Yanghe 7000+ 4088

Note: as of 2015

Source: Company data
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All in we believe Yanghe’s solid products, brand power, and channel management have led to
leading operational efficiency and return on capital.ly Its competitiveness in organizational
innovation, product innovation, and channel innovation is key in its leading financial performance
(Exhibits 25 and 26).

Exhibit 25: Yanghe’s ROE is higher than most peers

ROE comparison, 2015

peers

Exhibit 26: Yanghe’s net margin is also higher than most

Net margin comparison, 2015
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Estimates and target price

Source: Company data

revisions

EIRIREMR

We raise our 2016-20E EPS by 0.2%-6.0% to reflect higher revenue growth and higher margins.
As a result, we increase our 12-month target price by 6% to Rmb87.64, still based on 18x applied
to 2020E EPS of Rmb6.80 (was 6.41) and discount back to 2016 using an 8.7% COE. Maintain

Buy.

The stock has historically traded at 19x NTM P/E on average. Our 12-month target price of
Rmb87.64 implies 19x 2017E P/E, in line with historical valuation.

15

hssagezs



2016 5F 84 H

EIRIREMR

FEIRTRR 19 (002304.SZ)

Exhibit 27: Yanghe’s income statement

Rmb mn/Rmb
2013 2014 2015 2016E 2017E 2018E 2019E 2020E
Total revenue 15,024 14,672 16,052 17,890 20,136 22,885 25,803 28,838
Mid and high end spirit 13,072 12,683 13,945 15,646 17,714 20,237 22,912 25,708
Low end spirit 1,375 1,356 1,371 1,396 1,422 1,449 1,475 1,503
Others 577 634 737 847 1,000 1,200 1,415 1,628
Sales Volume Growth 1% -3% -1% 1% 2% 3% 3% 3%
ASP Growth -16% 0% 10% 10% 10% 10% 10% 9%
YoY - total revenue -13% -2% 9.4% 11% 13% 14% 13% 12%
Mid-to-high end -16% -3% 10% 12% 13% 14% 13% 12%
Low end -2% -1% 1% 2% 2% 2% 2% 2%
Others 145% 10% 16% 15% 18% 20% 18% 15%
Gross profit 9,078 8,895 9,937 11,213 12,799 14,728 16,681 18,715
Mid-to-high end 8,628 8,497 9,413 10,639 12,134 13,963 15,809 17,738
Low end 41 149 165 168 185 188 192 195
Others 409 248 360 407 480 576 679 781
Gross margin 60% 61% 62% 63% 64% 64% 65% 65%
Mid and high end spirit 66% 67% 68% 68% 69% 69% 69% 69%
Low end spirit 3% 11% 12% 12% 13% 13% 13% 13%
Others 71% 39% 49% 48% 48% 48% 48% 48%
Sales tax and add-on 187 190 229 230 259 294 331 370
as % of revenue 1.2% 1.3% 1.4% 1.3% 1.3% 1.3% 1.3% 1.3%
Sales expense 1,388 1,680 1,882 1,950 2,175 2,449 2,709 2,999
as % of revenue 9.2% 11.4% 11.7% 10.9% 10.8% 10.7% 10.5% 10.4%
Administrative expense 1,037 1,267 1,448 1,467 1,611 1,831 2,064 2,307
as % of revenue 6.9% 8.6% 9.0% 8.2% 8.0% 8.0% 8.0% 8.0%
Net financial expenses -196 -237 -196 -71 -111 -144 -182 -225
Impairment losses on PP&E 8 38 12 0 0 0 0 0
Net gains/loss of fair value 0 0 0 0 0 0 0 0
Investment gains/loss 51 53 578 300 309 318 328 337
Other non-operating income 19 45 36 55 61 67 73 81
Other non-operating expense 38 24 11 0 0 0 0 0
Pre-tax profit 6,686 6,031 7,165 7,992 9,235 10,682 12,158 13,681
Income taxes 1,684 1,523 1,800 2,008 2,320 2,684 3,054 3,437
Net income 5,002 4,508 5,365 5,984 6,915 7,999 9,104 10,244
Minority interests 0 1 0 0 0 0 0 0
Net income attributable to parent 5,002 4,507 5,365 5,984 6,915 7,999 9,104 10,244
YoY -19% -10% 19% 12% 16% 16% 14% 13%
EPS - Basic 4.63 4.18 3.56 3.97 4.59 5.31 6.04 6.80
Source: Company data, Gao Hua Securities Research
Exhibit 28: Current valuation at historical average
Yanghe’s rolling NTM PE
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