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PM Summary: Proven reflective material provider taking share

Daoming Optics & Chemical (Daoming, 002632.SZ) was established in 2007 and listed
on the Shenzhen Stock Exchange in 2011. The company specializes in the sales and
production of reflective materials in China, which are mainly used in traffic signs on
roads/highways, car license plates and reflective clothing for traffic/safety officers. While
the initial focus of the company was on glass-bead reflective materials, Daoming is now
a fast growing player in the higher margin high-end micro prismatic reflective materials.

Positioned well for the recurring demand from niche high-end applications: Daoming has
a significant exposure (c.62% of FY 18 revenues) in high-end reflective material
applications, including prismatic reflective films and traditional glass-bead reflective films
mostly used in car license plates. Both applications have strict quality requirements and
the quality is supervised by the local government authorized organisations. Daoming
with its relevant licenses and certifications has a proven products track record in both
car license plate business and prismatic reflective films in China.

Based on our analysis of the addressable market and the end-market demand (including
traffic signs on highways and car license plates), we estimate the market size for
reflective material used on roads and highways in China to be about Rmb3bn; with 80%
coming from recurring demand. Currently most of these materials are imported and the
market is dominated by 3M (covered by Joe Ritchie) with 70% market share. However,
the shift in end customer interest to domestic suppliers on account of recent US-China
trade tensions and aggressive pricing strategy by Daoming (c.15-20% lower than 3M,
based on our channel checks) is working in favour of Daoming. The company also has a
location advantage of its manufacturing plants being located in China vs. Singapore for
3M, translating to a faster response rate to clients on their orders. With these favorable
fundamentals, we expect Daoming to expand its market share to ¢.20% in 2021 from c.
9% currently.

High entry barriers limit new competition: While multiple reflective material companies in
China appear interested to enter the prismatic reflective material segment, the available
data shows no successful examples yet. We believe the key challenges preventing new
players in this segment are: 1) a relatively higher level of difficulty to make motherboards
to form the complicated prism design of the structure; 2) higher costs associated with
replication and manufacturing of the motherboard; 3) choice of base material (different
applications could have different material requirements, e.g.weathering properties, or
heating properties); and 4) requirement of greater level of precision. These challenges
act as high entry barriers limiting new competition in this sector.

Focus on sales & marketing key for penetration: Daoming has been growing its market
share and penetration in China after commissioning the prismatic film plant in 4Q2016.
However, we believe it will be challenging for Daoming to replace the dominant player
3M in the current market, as it is usually easier to penetrate new order volumes than
existing orders which already has stable suppliers. We believe an increased focus on
sales and marketing will be key to capture the mindshare of end consumers despite the
high quality of products, after-sales servicing and aggressive pricing. Notably, Daoming
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hosted an industry conference in their headquarters (a large scale forum in March 2019).
The event in our view helped in the company’ s brand building and was successful in
signing multiple new contracts.

Financials: We see a strong growth in the demand for reflective materials used in
multiple purposes on roads and highways and for car license plates. We estimate 25%
and 28% CAGR through FY18-21E in revenues and earnings as Daoming increases its
market share from current 9% to c. 20% in 2021. However, we expect the gross margins
to moderate to 43% in 2021 from current 45% as we factor in the potential competition in
pricing with market share expansion.

Valuation: Daoming is trading at 12X, 7.5X, 1.8X on our FY20 estimates, 18%/54%/5%
below its historical average P/E, EV/EBITDA and P/B (since listing in 2011). We believe
the valuations are attractive given the strong earning outlook for the company. Our
12-month price target of Rmb8.30 is based on 15x P/E (applied to a simple average of
2020E/21E net income), discounted back using a discount rate of 10% (our estimate of
Daoming’ s weighted average cost of capital). With 29% potential upside to our target
price, we initiate on Daoming with a Buy rating.

Key risks: Weaker-than-expected product margins and volume growth; limited pricing
disclosure; ineffective sales and marketing initiatives, any challenges for the key
shareholder Zhejiang Daoming Investment to secure back its pledged Daoming shares,
and potential drag on profitable businesses due to investment in new business lines.
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Our thesis in six charts

B3 1: Prismatic reflective film has a better reflective power
than traditional glass bead reflective film

e

— Reflected light

Incident light

Front interface

B3 2: We expect prismatic reflective films to lead the growth
in Daoming’ s reflective films segment...

Reflective film revenue (Rmb mn)
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1,000
800 —_—
600 —_—
638
459
400 340 —
124 179
200 ST
0 T T r r
2016 2017 2018 2019E 2020E 2021E

BRBRIR: A RRE

BRKR: ABHE, SEEHFHE

B3 3: ... and drive the revenue growth at a CAGR of growth
at a CAGR of 25% through 2021...

(Rmb mn) Prismatic reflective film revenue (%)
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B3 4: We forecast gross profit to grow at 24% 3-year CAGR
during 2018-2021E...
Gross profits breakdown (Rmb mn)
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Bk 5: ...while we expect gross profit margins to start
declining modestly in 2020E/2021E mainly on higher pricing
competition
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B % 6: Daoming is trading at valuation of 15X, below its
7-year historical average P/E
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Increased focus on high-end applications

Daoming, since its inception in 2007 was focused on production and distribution of
glass-bead reflective materials in China. However, the company shifted its strategy to
include high-end micro prismatic reflective materials starting 2011, which are mainly
used in traffic signs on roads/highways, car license plates and reflective clothing for
traffic/safety officers. Daoming now has its key products based out of three hubs: 1)
Longyou for the traditional glass-bead reflective films/filaments/accessories; 2) Yongkan
for the prismatic reflective films and aluminum plastic films; and 3) Changzhou for optical
films including light enhancement films.

Reflective Material (including films and related products, 72% of gross profit as
of FY2018) is the key driver of revenues

Daoming has total per year production capacity of 30mn sgm per annum of glass-bead
reflective films, and is equipped to produce reflective flaments, accessory products,
reflective clothing and semi-completed car license plate. The market for the low end
applications such as clothing and filaments is highly competitive in China with many
local players. The high-end car license plate applications require a better quality of
reflective film to avoid any wear-and-tear during usage, and the quality of the material is
supervised by the local government authorized organisations. Daoming is one of the key
players in this segment and as noted by the company, the high-end application is a high
margin business given the pricing is generally double that of low end ones.

Daoming started expanding to high-end micro prismatic reflective material since 2011.
The initial R&D started in 2011, followed by product development and plant completion
in 4Q2016 with production capacity of 10 mn sqm per annum. This high-end prismatic
reflective material will be used in traffic/warning signs on the highways/roads in the
maijor cities and the reflective tapes on trucks and commercial vehicles. The current
material supply is mostly imported and dominated by 3M. However, Daoming has
penetrated this market with a sales volume of 2.75mn sgm in 2018 vs. almost zero in
2015, and currently has a market share of 8%. The price range for these reflective
materials is much higher than traditional basic glass-bead reflective films
(Rmb60-90/m2) given the higher quality requirement, translating to higher margins for
the company.

201958 H3H 6
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B3k 7: Daoming has three main production hubs - Longyou,

Yongkan and Changzhou
Capacity summary, 2018

Location
Longyou
Longyou
Longyou
Yongkan
Yongkan
Changzhou
Changzhou

Products

Glass-bead reflective film
Glass-bead reflective filament
Reflective products

Prismatic reflective film
Aulminum plastic film

Light enhancement film
Quantum Dots film

Capacity
(mn m2)

30.0
13.2
5.0
15.0
15.0
25.0
3.0

B3 8: Major material costs are glass beads and adhesives
Glass-bead reflective film cost breakdown, 2018

Glass bead,

32.04%

Adhesive,
23.37%
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B3 9: Prismatic reflective film mechanism
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B3 10: Basic glass bead reflective material mechanism
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B3 11: Products category and applications of reflective material

Features
Classification Grade Retroreflection Weather Applications
coefficient rank | resistance rank
Super high grade 1 1 Signage of highway,
level Il or above road,
High grade 2 1 and well-lit urban road
Road traffic . .
signage Super engineering grade 3 3 Signage of level Il & IV
road, county road, and
Engineering grade 4 4 normal urban road
Advertising grade 5 5 Advertlsmg and
temporary signage
Reflective film Retroreflection coefficient similar to
License plate reflective film road traffic signage E.rlg|neer|rjg License plate
grade, excellent bending, tensile
and stamping resistance
Transportation Retroreflecthn coefficient slightly | Widely used for wa_ater
: - L lower than High grade, excellent rescue, such as life
equipment Maritime reflective film . o
weather, mold and seawater jacket and maritime
resistance police
Grade | Similar to Super high grade
Auto body Compuls_ory for cargo
. ; motor vehicles, such as
reflective sign
Grade Il Similar to High grade trucks and buses
Highly special professional Washing and high temperature Fire & high temperature
. . resistant professional
suit resistance, or flame retardant suit
High visibility Grade Il High reflective brightness, good | Protective professional
Reflective fabric comprehensive performance suit
Low reflective brightness, bad
Grade | :
comprehensive performance

General usage

Reflective, and different from
normal fabrics

Apparel & luggage

BRBRIR: A RRE
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Steady industry demand growth with room for import substitution

201958 H3H

Positioned well for the niche recurring high-end applications

Strict quality requirement for high-end applications: The high-end application reflective
materials often have strict quality requirements. For example, the production and quality
levels/checks for the car license plate material is highly regulated by the government
and supervised by the local government authorized car plate manufacturer to make sure
it can withstand the normal wear-and-tear. The traffic/warnings signs on highways
requires a much better reflection ability because the cars are running at much higher
speed than regular roads. This translates to the demand for high performance prismatic
reflective films over the basic glass-bead reflective films. Daoming with its relevant
licenses and certifications has a proven products track record in both car license plate
business and prismatic reflective films and is well-positioned to expand its market share
in this segment.

High entry barriers for new players: While multiple reflective material companies in
China appear interested to enter the prismatic reflective material segment, the available
data shows no successful examples yet. We believe the key challenges preventing new
players in this segment are: 1) a relatively higher level of difficulty to make motherboards
to form the complicated prism design of the structure; 2) higher cost associated with
replication and manufacturing of the motherboard; 3) choice of base material (different
applications could have different material requirements, e.g. weathering properties, or
heating properties); and 4) requirement of greater level of precision, not allowing poor
production flow, bubbles or scratches on the reflective films.

Fragmented reflective material market: The reflective material end-market in China is
fragmented. The low-end reflective material application is similar to consumer products
with multiple individual customer bases. Daoming currently leverages its relationship
with some wholesalers or online platform to expand the target end-customer reach. The
high-end applications end-markets are also fragmented, but is dependent on direct
sales. For instance, each city/province will have their own authorized car license plate
manufacturers to arrange the material bidding and procurement. One highway could
often be cut into multiple construction contracts which involve different contractors and
material suppliers. The sales to these segments depends on the reflective material
company’ s salesperson reaching out and connecting to these construction companies
/ manufacturers. The orders for this segment usually has a tenure for about 1-2 years.
The continuity of the business relationship would be dependent on the sales and
marketing efforts of the company supplying the reflective materials. Since the
commissioning of micro-prism reflective material production plant in 2016, Daoming has
secured a total sales of >5mn sqm over these recent 3 years. With ¢.8% market share
as of end 2018, we believe Daoming is still in the growing stage of building its track
record and higher products sales to achieve a better penetration in this fragmented
market of high-end prismatic film or glass bead film.

Addressable market analysis suggest high recurring demand: We estimate the market
size for reflective material used on roads and highways in China to be about Rmb3bn
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(as shown in exhibit 12) using a bottoms-up approach based on the total demand for
road, highway, city area (mainly based on road length and city area size). We note a
majority of the demand is from the replacement/recurring demand. The reflective
material used in traffic/warnings signs on existing highways and roads are often
replaced in a 4-6 years time horizon, mostly due to normal wear-and-tear; or changes to
the names of the roads translating to changes in the entire sign board.

Demand from vehicle license plates moderating: For China car vehicle registration
(license) plates market, we expect the market growth to slowdown in both 2018 and
2019 to +2% yoy and -1% yoy from +5% in 2015 mainly on account of weakness in new
auto car sales, leading to lower number of new license plates (see exhibit 13). Our
estimates are based on our China auto analyst forecasts where FY2019 passenger
vehicle sales decline by 7% on account of hangover from the front-loaded demand
caused by purchase tax breaks in 2015-17 and a variety of other negative factors like
weak consumer confidence, trade tensions, falling asset prices, import car/parts tariff
uncertainties, etc. We expect the demand to recover to 3% and 6% in 2020/2021E. For
more details on China autos forecasts see report 1 and report 2.

K3 12: We forecast a modest increase in reflective material addressable market in 2019-2021E

Nationwide total addressable market
1) Road and highway

2015 2016 2017 2018 2019E 2020E 2021E

- Road mileage (km) 4,577,300 4,696,300 4,773,500 4,846,500 4,910,923 4,966,381 5,012,533

- Principal road mileage (km) 451,378 469,984 485,127 500,758 515,891 530,450 544,358

- Highway mileage (km) 123,523 130,973 136,400 142,052 147,654 153,181 158,610
Recurring demand for reflective material (000 m2) 21,652 22,394 23,101 23,597 24,085 24,537 24,951
New demand for reflective material (000 m2) 3,705 3,538 2,478 2,441 2,261 2,068 1,864
Demand for reflective material (‘000 m2) 25,358 25,932 25,579 26,038 26,346 26,605 26,814
Market size (Rmb mn) 2,536 2,593 2,558 2,604 2,635 2,661 2,681

2) Streets (inner-city)
2015 2016 2017 2018 2019E 2020E 2021E

Existing city area consumption ('000 m2) 4,669 4,887 5,096 5,274 5,458 5,648 5,788
City expansion demand (‘000 m2) 1,093 1,045 888 919 951 702 719
Demand for reflective material ('000 m2) 5,761 5,933 5,985 6,193 6,409 6,350 6,508
Market size (Rmb mn) 576 593 598 619 641 635 651
Total addressable market (Rmb mn) 3,112 3,186 3,156 3,223 3,275 3,296 3,332
yoy change (%) 5% 2% -1% 2% 2% 1% 1%

BRRR: NRHE TG SHELEHR

B3 13: We expect car license plates market to return to growth in 2020E and 2021E
Total addressable marketforcarplates

Vehicles (mn units)

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019E 2020E 2021E

Passengers vehicles 10.92 11.54 12.53 15.65 17.711 19.6 23.2 23.8 224 20.9 214 22.8
Commercial vehicles 4.29 4.04 3.81 4.07 3.79 3.5 3.6 4.2 4.4 4.5 4.7 4.9
New Energy vehicles 0.3 0.5 0.8 1.2 1.7 2.0 2.2
Second hand vehicles 8.50 9.20 9.4 10.4 12.4 13.8 14.5 15.0 15.8
Total car plates demand (mn units) 56.42 61.40 65.6 75.5 82.3 83.6 83.0 86.3 91.4
yoy% 9% 7% 15% 9% 2% -1% 4% 6%
Demand for reflective material (mn m2) 9.40 10.23 10.9 12.6 13.7 13.9 13.8 14.4 15.2
Market size (Rmb mn) 376 409 437 504 549 558 553 576 609
yoy change (%) 9% 7% 15% 9% 2% -1% 4% 6%

BERIER: NRHIE, 75, SEIEFHR
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B3 14: We estimate >80% of the reflective materials
demand is recurring

Consumption volume of reflective materials (%, as of 2018)
New demand

m Recurring demand
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B3 15: The length of highways in China is still growing
steadily...
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B ik 16: ...as well as the total length of roads
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B % 17: Passenger vehicles sales were weak in 2018 and
early 2019
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Greater focus on sales and marketing can further improve Daoming’ s market
penetration

Time and effort required to increase penetration: The high-end prismatic reflective film
market is dominated by global suppliers (mainly 3M). Daoming has been growing its
market share and penetration in China after commissioning the prismatic film plant in
4Q2016. According to Daoming, the company is selling prismatic films at a price of
c.15% to 20% lower than 3M. However, we believe it will be challenging for Daoming to
replace 3M in the current market, as it is usually easier to penetrate new order volumes
than existing orders which already has stable suppliers.

With the recent US-China trade tensions, based on our channel checks with some
wholesalers, we note there is a gradual shift in customer interest to use more films from
local brands than global brands. The response from global suppliers is mainly to
compete on quality of products and value-added services while maintaining competitive
pricing.

Sales and marketing initiatives will be the key differentiator vs. peers: We believe
Daoming needs to focus more on the sales and marketing initiatives to improve its
market penetration in China. Notably, the company has recently shifted its sales strategy
more towards brand building and marketing. Daoming hosted an industry conference in
their headquarters (a large scale forum in March 2019). The event in our view helped in
the company’ s brand building exercise and was successful in signing new contracts
(e.g. they signed c.Rmb80mn contract in the conference for the prismatic reflective film).
Daoming has also showed progress in winning market share in car licenses plates for
electric vehicles, which require a different type of coating technique.

Competitive advantage over peers: We believe Daoming can gain more market share
with its current competitive products pricing of ¢.15-20% discount vs. global brands
without compromising on gross margins. We believe the company is well positioned for
a faster response rate to clients’ request and preference vs. the dominant player 3M as
the 3M manufacturing plants are located in Singapore. The recent US-China trade
tensions also support a gradual shift in interest to use domestic brands than foreign
brands if the product quality and stability are the same. Compared to some local
reflective film suppliers, Daoming has a competitive advantage in prismatic reflective
films but is slightly weaker in the car license plates (as the company entered the market
later than the market leader Huarisheng). However, considering the entire product
offerings, Daoming has a larger business scale and has achieved better profit margins in
the last two years.

3M currently has ¢.70-80% market share in China in reflective film market, and we
expect Daoming to penetrate this market through its initiatives in sales and marketing
and expand its market share from current ¢.9% to ¢.20% in 2021

Key challenges vs. global peers: The existing China high-end reflective material market
is dominated by the global suppliers. They have built a fairly solid brand image with
stable product quality and supply, and have set the industry and products standards at
the beginning of the development stage of reflective films in China. Hence, we believe
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there is no strong incentive for existing customers (if not price sensitive and impacted by
the recent trade tensions) to switch the suppliers.

We forecast revenue CAGR of 25%: We expect Daoming to achieve 25% revenue
CAGR during 2018-2021E (vs. 41% CAGR in 2015-2018E). The major breakthrough for
the company was in 2016 after the commissioning of the prismatic reflective material
plant in 4Q2016. Daoming’ s sales of prismatic reflective film moved up gradually from
zero in 2015 to 2.75mn sgm as of 2018; achieving 2-year CAGR of 109% CAGR. We
believe there is still significant room for sales/production expansion for the micro prism
reflective films as the current plant utilization is at 28% only. We estimate prismatic
reflective film sales growth (2016-2020E CAGR of 71%) to be in line with the trend we
saw in license car plates (2016-2019E CAGR of 77%), given both products share similar
competitive dynamics where Daoming is accessing the market which already has
dominant material supplier. The better and more flexible after-sales services from the
company further aids the revenue growth. We also note that Daoming is winning more
number of local provincial projects bidding, taking share from the existing players such
as 3M.

Potential tailwinds driven by changes in government initiatives: On account of changes
initiated by the local and central governments, we see potential demand tailwinds such
as 1) renewal of traffic/warnings signs on highway due to changes in road names; 2)
renewal of car license plate (the standard/colors/naming); and 3) changes in product
procurement (from reflective films to car license plate semi-product or final car license
plate for electric vehicles). These tailwinds, in our view, can be supportive to the industry
revenue growth particularly for Daoming’ s revenue growth. This could create
significant opportunities for Daoming to access the new clients which was dominated by
the suppliers such as 3M, as the latter may not be able to meet/satisfy the near term
demand hike all by themselves.

Better scale and margins than domestic peers: Based on the companies’ segment
reporting, Daoming has larger revenues and margins than select key domestic reflective
material companies such as Huarisheng and Yeshili. Both of them have their own
product specialty - i.e. Huarisheng focuses on reflective material used in car license
plates and Yeshili on the reflective clothes and their products are export oriented.
However, these companies do not cater to the spectrum and scale of products like
Daoming, which is evident in the company profitability vs. peers (gross profit of 44% vs.
30% for Huarisheng and 40% for Yeshili).

201958 H3H 13
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B3 18: We forecast prismatic reflective films to grow the
revenues further

(Rmb mn) Prismatic reflective film revenue (%)
=& Market share in reflective film (RHS)
=== Market share in car license plate (2015-2019) (RHS)
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B3 19: We expect prismatic reflective films to lead the
growth in reflective films segment

Reflective film revenue (Rmb mn)
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BRIFRE: A TEIE, Gao Hua Securities Research
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B 1% 20: Qualification/standards of several key reflective
material products of Daoming used in transportation industry

Product Qualification / Standard
Product name
type Domestic International
DM7900 H|gh. Inten_sny New National Standard, NA.
Prismatic Class 5
DM7600 High Intensity New National Standard, ASTM D4956 type 4 (US),
Prismatic Class 4 EN12899-1 Class 2
DM1200 High Intensity New National Standard, ASTM D 4956 (US),
Grade Class 3 EN 12899-1 (EU)
Engineering . ASTM D 4956 (US),
DM5600 Grade New National Standard, EN 12899-1 (EU),

Class 2

Prismatic JIS Z 9117(Japan).

B 21: Daoming’ s scale and profitability are better than
peers

Operating data comparison of domestic reflective material
suppliers, 2018

Reflective material business (Rmb mn) (%)
= Revenue Gross profits A Gross profit margin (RHS)
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Financials and valuation

Income Statement

Growth: The revenue and earnings growth for Daoming has accelerated significantly
since 2016 after the commissioning of the new prismatic reflective film plant. We expect
both revenue and gross profit growth to moderate through 2021, partly due to a high
base. We forecast revenue growth of 32%/23%/22% in 2019/2020/2021E vs. 41%
CAGR in 2015-2018 and we assume gross profit to grow at 34%/20%/18% in
2019/2020/2021E respectively. The incremental business aiding the growth is mainly
from the application of car license plates (more sales in the form of semi-car-plate
instead of reflective films, which has a higher products ASP and margins).

Margins: We expect the gross margins to hold up well in 2019 due to a higher sales
portion of high-end reflective materials. We forecast the margins to decline gradually into
2020/2021E to factor in potential price competition when Daoming’ s market share
starts to grow. This is partly offset by the mix changes (i.e. higher contribution from
higher margin high-end applications).

B3k 22: We forecast gross profit to grow at 24% 3-year B3 23: 64% of revenues is exposed to the reflective film

CAGR during 2018-2021E

Gross profits breakdown (Rmb mn)

m Reflective film Reflective filament m Reflective products
Reflective accessories Light enhancement film u Other income

business
2018 revenue breakdown (%)

2018 revenue breakdown (%)
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B3k 24: We forecast gross profit margin to start declining
modestly in 2020E/2021E

(%) =@ Gross profit margin  ==@=EBITDA margin
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B3k 25: We expect returns to further improve with better
plants utilization
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Balance sheet

Gearing: We expect Daoming’ s net-debt-to-equity to increase in 2019E as the
company plans to take on more debt to fund the new land acquisition and new
PC/PMMA plant (to be commissioned by Jan 2020). We note the gearing will decline
over time as the operating cash flow improves.

ROE: We forecast the ROE to grow further as the plants utilizations continue to improve.

Cash flow statement

Capex: We forecast a higher capex in 2019E given the new land acquisition for future
project expansions, and new PC/PMMA plant (announced in early 2019).

Dividend: We forecast the 2019E dividend to be at Rmb0.05/sh, same as 2017, in line

with the company’ s guidance. Notably, 2018 dividend was high at Rmb0.35/sh. We

don’ t expect the company to sustain this payout ratio over the next couple of years
given the higher capex needs through 2019 and beyond.

B3 26: Strong net cash position with very low debt

Net-debt-to-equity (%)
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B3k 27: Cash flow started to grow since 4Q18

EBIT vs. OCF (Rmb mn) —uEBIT ==OCF
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B3 28: We expect Daoming will likely need to increase its
leverage to fund the additional capex

Cash summary (Rmb mn)

A% 29: In our view the high 2018 dividend payout is not
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Valuation

Our 12-month price target of Rmb8.30 is based on 15X P/E (applied to a simple average
of 2020E/21E net income), discounted back using a discount rate of 10% (our estimate
of Daoming’ s weighted average cost of capital). Our target multiple of 15X is 0.5s.d.
below the Daoming’ s historical average (since listing in 2011) P/E multiple of 17X to
factor in the low visibility of penetration into the high-end reflective material market. This
multiple is within the historical trading range (+1 or - 1sd) of 13X to 21X. Daoming is now
trading at 18%/54%/5% below its historical average P/E, EV/EBITDA and P/B (since
listing in 2011). The core matrix we prefer to look at remains P/E, which is a better
representative of the company’ s earnings generating ability, given the company is still
at early stages of growth (vs. the assumed 28% 2018-2021E EPS CAGR). In our view,
we believe the implied PEG of only 0.5 is attractive given the earnings growth outlook.
Hence, we initiate on Daoming with a Buy rating, implying 29% upside.

B 1% 30: Daoming is trading below its historical average P/E

12-month rolling forward P/E (X)
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B 31: Daoming is trading below its historical average
EV/EBITDA

12-month rolling forward EV/EBITDA (X)
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B ik 32: Daoming is trading below historical average P/B

12-month rolling forward P/B (X)
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A1k 33: Daoming’ s valuation summary

Valuation

2019E 2020E 2021E
Earnings (Rmb mn) 275 339 424
Blended 20-21E Earnings 381
Target P/E multiple (x) 15.0
Implied market cap (Nominal) 5,718
Implied market cap (Discounted) 5,198
Implied P/E multiple 18.9 15.4 12.3
Implied P/B multiple 2.3 2.1 1.8
Implied EV/EBITDA multiple 12.26 9.61 8.03
Equity value (Rmb mn) 5,198
Number of shares (mn) 626
Target price (Rmb/sh) 8.30

BRIRIR: A TR, Datastream, Gao Hua Securities Research
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B3k 34: Valuation metrics vs. peers

Net-debt-
Market  Avg.dally  EPSyoy to-equity.

Price 12month  cap tradingvol _change (%) PIE EVEBITDA(X) _ PIB(X) (%) FCF yield (%) Dividend yield (%)

Company Ticker Rating 1Aug2019  targetprice (USSbn) (3-m,US$mn) 2019E 2020E 2019E 2020E 2021E 2019E 2020E 2021E 2019E  2019E  2019E 2020E 2021E 2019E 2020E 2021E
Lomon Billons 002601.5Z Buy CNY  14.02 19.00 41 20 20 28 10 8 7 72 58 50 22 27 80 115 137 72 99 118
Daoming Optics & Chemical  002632.5Z Buy CNY 657 8.30 06 4 34 2 15 12 10 97 75 59 20 9 (71) 54 71 08 15 23
Weihai Guangwei 300699.5Z Neutral CNY  37.83 37.50 28 28 38 30 38 29 23 324 240 187 63 (5) (05 09 23 13 17 22
Yantai Tayho 002254.5Z Neutral CNY  10.30 1025 09 8 23 31 33 25 19 166 137 100 27 30 (167) (21.3) (58) 05 06 08
Hengli Petrochemical 600346.5S Buy CNY 1227 15.36 126 22 131 57 11 7 6 90 63 49 26 199 (152) (05) 104 17 21 26
TongKun Group 601233.58 Neutral CNY  13.20 14.80 35 39 20 51 9 6 6 59 51 47 13 33 39 58 72 11 24 27
Sinopec Shanghai (A) 600688.5S Neutral CNY 473 470 74 5 (2 13 13 11 12 73 63 64 16 (32) 54 85 77 44 50 50
Sinopec Shanghai (H) 0338 HK Neutral HKD 272 340 38 5 (22 13 6 6 6 28 22 21 08 (32) 107 167 151 87 99 99
Rongsheng Petro Chemical 00249352 Sell CNY 1169 1030 107 9 135 8 19 11 8 152 69 59 31 196 (337) 14 26 13 19 24
Average (A-share listed) 17 2 8 7 79 55 49 19 65 (35 72 94 41 52 57

BRI N REIE, SHEIESHSR, Datastream

Given the recurring nature of the reflective material business (>80% is from replacement
demand), we used DCF methodology using a terminal growth of 1% and WACC of 8.4%

to estimate the valuation implied by company’ s 2018 operating cash flow. The implied

DCF value is c.Rmb5.8/sh, ¢.11% below the current share price. This, in our view, helps
set a floor value for Daoming. The implied DCF value will be higher if we flex the
terminal growth rate beyond 1 % (a 3.5% TGR would result in a our TP of Rmb8.30) and
a higher base value (now we are using 2018 EBIT and cash flow as base value).

B3 35: Our DCF scenario analysis is implying a value of Rmb5.8/sh

DCF assumptions

WACC calculation DCF summary results
Equity component Firm value 3,315
Equity market premium 6.0% Net debt (338)]
Risk free rate 3.5% Minority interest 7
Beta 1.00 Equity valuation 3,646
Cost of equity 9.5% Shares outstanding (current) (mn) 626
Debt component
Cost of debt 5.0%
Tax rate 25.0%
After-tax cost of debt 3.8%
Long-run debt-to-capital ratio 20.0%
WACC 8.4% [DCF Valuation 5.82|
Terminal growth rate 1.0%
DCF ion (Rmb mn) 2019E 2020E 2021E 2022E 2023E 2024E 2025E 2026E 2027E 2028E 2029E 2030E
EBIT 249 256 264 272 280 288 297 306 315 325 334 344
- Tax paid 62 64 66 68 70 72 74 76 79 81 84 86
+ Depreciation and amortization 81 84 87 89 92 95 98 101 103 106 109 112
- Increase/(decrease) in net working capital 6 7 8 8 8 8 9 9 9 9 10 10
Operating cash flow 262 269 277 285 294 303 312 321 331 340 350 360
- Capital expenditure
Free cash flow 187 194 202 210 219 228 237 246 256 265 275 285
FCF (nominal) 187 194 202 210 219 228 237 246 256 265 275 4,201
Terminal value 3,916
Discount factor 04 14 24 34 4.4 5.4 6.4 74 8.4 9.4 10.4 1.4
Net present value of FCF 181 173 166 160 154 148 142 136 130 125 119 1,682
% of total DCF 49% 51%

201958 H3H
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&3k 36: Daoming’

s summary financials

Profit model (Rmb mn) 12/18 12/19E 12/20E 12/21E Balance sheet (Rmb mn) 12/18 12/19E 12/20E 12/21E

Total revenue 1,197.4 1,579.1 1,939.8 2,361.7 Cash & equivalents 338.2 415.5 550.5 727.8

Cost of goods sold (671.2) (875.3) (1,094.9) (1,363.3) Accounts receivable 367.4 432.6 478.3 517.6

SG&A (191.3) (244.4) (271.2) (306.5) Inventory 326.2 383.7 449.9 560.2

R&D - -- - -- Other current assets 556.4 55.4 55.4 55.4

Other operating profit/(expense) (13.5) (14.1) (14.8) (15.6) Total current assets 1,087.2 1,287.3 1,534.2 1,861.1

EBITDA 3214 445.2 559.0 676.3 Net PP&E 688.4 1,197.9 1,282.5 1,357.2

Depreciation & amortization (78.2) (97.9) (122.7) (132.7) Net intangibles 349.7 3423 335.0 327.6

EBIT 243.2 347.3 436.2 543.6 Total investments 113.2 113.2 113.2 113.2

Interest income 7.0 5.5 6.7 8.9 Other long-term assets 52.1 52.1 52.1 52.1

Interest expense (6.5) (15.0) (30.0) (30.0) Total assets 2,290.6 2,992.8 3,316.9 3,711.3

Income/(loss) from uncons. subs. - - -- -

Others 8.6 0.0 0.0 0.0 Accounts payable 162.9 2124 265.6 330.8

Pretax profits 252.2 337.7 412.9 5225 Short-term debt 0.5 600.5 600.5 600.5

Income tax (46.9) (62.5) (76.4) (96.7) Other current liabilities 88.4 88.4 88.4 88.4

Minorities 0.1 0.1 0.1 0.2 Total current liabilities 251.8 901.3 954.5 1,019.7
Long-term debt - - - -

Net income pre-preferred dividends 205.4 275.4 336.7 426.0 Other long-term liabilities 33.2 29.9 26.9 24.2

Preferred dividends -- - - - Total long-term liabilities 33.2 29.9 26.9 242

Net income (pre-exceptionals) 205.4 2754 336.7 426.0 Total liabilities 285.0 931.2 981.5 1,043.9

Post-tax exceptionals - - - -

Net income 205.4 275.4 336.7 426.0 Preferred shares - - - -
Total common equity 1,998.4 2,054.4 2,328.4 2,660.5

EPS (basic, pre-except) (Rmb) 0.33 0.44 0.54 0.68 Minority interest 7.3 7.2 7.0 6.9

EPS (basic, post-except) (Rmb) 0.33 0.44 0.54 0.68

EPS (diluted, post-except) (Rmb) 0.33 0.44 0.54 0.68 Total liabilities & equity 2,290.6 2,992.8 3,316.9 3,711.3

DPS (Rmb) 0.35 0.05 0.10 0.15

Dividend payout ratio (%) 106.7 11.4 18.6 221 BVPS (Rmb) 3.19 3.28 3.72 4.25

Free cash flow yield (%) 0.8 (6.9) 5.2 6.9

Growth & margins (%) 12/18 12/19E 12/20E 12/21E

Sales growth 48.4 31.9 22.8 21.7

EBITDA growth 42.9 38.5 255 21.0

EBIT growth 51.6 42.8 256 246

Net income growth 66.0 34.0 223 26.5

EPS growth 66.0 34.0 223 26.5

Gross margin 43.9 44.6 43.6 42.3

EBITDA margin 26.8 28.2 28.8 28.6

EBIT margin 20.3 22.0 225 23.0

Cash flow statement (Rmb mn) 12/18 12/19E 12/20E 12/21E

Net income pre-preferred dividends 205.4 2754 336.7 426.0

D&A add-back 78.2 97.9 122.7 132.7

Minorities interests add-back (0.1) (0.1) (0.1) (0.2)

Net (inc)/dec working capital (162.6) (73.2) (58.7) (84.5)

Other operating cash flow 16.1 6.2 20.3 184

Cash flow from operations 137.0 306.2 420.9 492.4

Capital expenditures (97.4) (600.0) (200.0) (200.0)

Acquisitions (3.5) - - -

Divestitures 62.4 - - -

Others (59.5) - - -

Cash flow from investments (98.0) (600.0) (200.0) (200.0)

Dividends paid (common & pref) (36.8) (219.3) (62.6) (94.0)

Inc/(dec) in debt (175.1) 600.0 - -

Common stock issuance (repurchase) - - - -

Other financing cash flows 99.3 (9.5) (23.3) (21.1)

Cash flow from financing (112.6) 3711 (85.9) (115.1)

Total cash flow (73.5) 77.3 135.0 177.4 Note: Last actual year may include reported and estimated data.

Source: Company data, Goldman Sachs Research estimates.
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Key risks

The key risks include:

Product margins (-): Worse-than-expected product margins (particularly reflective
material) due to their respective demand/supply dynamics. The historical prices for
reflective material remains fairly stable. A price competition initiated by local or global
competitors could result in downside risk to our revenue and margin forecasts.

Weaker-than-expected volume growth (-): While we think the company’ s product
quality is high and is starting to get clients attention and recognition, there is no
guarantee on future incremental penetration. Increased penetration is heavily dependent
on the company’ s sales and marketing effort and pricing strategy and the pace of
penetration increase could vary. A weaker-than-expected volume growth will negatively
impact the earnings forecast of that period.

Limited pricing disclosure (-): Unlike other commoditized chemical products, it is difficult
to track the pricing data of reflective materials. The pricing could differ a lot across
clients and applications. The limited pricing data points could make it hard for investors
to forecast a trend.

Ineffective sales and marketing effort (-): The sales and marketing strategy varies across
companies, products and also clients. Any ineffective sales and marketing initiative
could result in both weaker-than-expected volume growth and a higher administrative
costs.

Major part of stake held by a key shareholder pledged (-): Zhejiang Daoming
Investment, the major shareholder, has pledged 33.16% (out of 39.85%) of the total
shares outstanding to banks for financing. While the company announced there are no
risks associated with this, Zhejiang Daoming Investment’ s inability to pay the banks in
time could result in potential offloading of shares by the bank that can negatively impact
the share prices.

Investment in new business lines (-): Daoming has expressed interest to enter other
optical film and fiber businesses, beyond reflective materials. The company has started
to tap into new business lines such as light enhancement films (for electronics) and
aluminum plastic films (for battery). The target is to diversify the product lines exposure
and grow the company’ s scale further. This we believe could potentially be a drag on
the profits from reflective material business if the new businesses lines are not
performing well.
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M&A score

Across our global coverage, we examine stocks using an M&A framework, considering
both qualitative factors and quantitative factors (which may vary across sectors and
regions) to incorporate the potential that certain companies could be acquired. We then
assign an M&A rank as a means of scoring companies under our rated coverage from 1
to 3, with 1 representing high (30%-50%) probability of the company becoming an
acquisition target, 2 representing medium (15%-30%) probability and 3 representing low
(0%-15%) probability. For companies ranked 1 or 2, in line with our standard
departmental guidelines we incorporate an M&A component into our target price. M&A
rank of 3 is considered immaterial and therefore does not factor into our price target, and
may or may not be discussed in research.

Under our M&A framework for the Asia Pacific Energy and Chemical sector we
recognize a myriad of factors could influence the probability of a deal, and our regional
team see the following as five key common denominators:

® Regulation on ownership that prohibits or discourages acquisitions, including by a
foreign entity, on grounds of national security.

m  Regulatory risks that discourage potential buyers from an acquisition and complicate
realization of planned synergy and restructuring upside.

B Management stance in terms of its openness to a deal (e.g., being target of
acquisition, management buyout), especially by government appointees.

m Strategic assets that offer the owners a strong competitive advantage due to a high
entry barriers (e.g., monopoly) or a low cost structure.

®m [ndustry attractiveness based on a growing profit pool as a function of asset
expansion, revenue growth, or profitability improvement.

Within this context, we have ranked Daoming Optics & Chemicala “3” and weight our
M&A value by 0% (reflecting the probability implied by this ranking) within our price
target methodology.

B ik 37: Summary of M&A score

Regulation on Regulatory Management Industry
Company Ticker M&A Rank Ownership Risks Stance Strategic Assets Attractiveness
Daoming Optics&Chemical 002632.SZ 3 2 3 3 3 2

BRRR: BEIEHFMER
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