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competitors to oligopoly and the continuously upgrading product mix. Throughout
forty years' development, China's beer industry has moved towards an era of stable
market scale and increasing product price, as well as reducing costs and increasing
operating efficiency. China's beer industry has experienced multiple stages of
development including introduction, growth, and maturity, and competitive factors also
have shifted from early production capacity to product mix. In 2013, China's beer
production peaked at 50.62 million kiloliters and a "five-oligopoly" competition pattern
of China Resources Beer, Tsingtao Beer, Budweiser, Chongqing Brewery and Beijing
Yanjing Brewery, has gradually formed. Under the competition in existing markets, we
believe that 1) the trend of consumption upgrade is driving the acceleration of product
upgrade of domestic beer brands from low-end to mid-to-high end, opening up the
product price space; 2) the product mix upgrade contributes to cost-reduction and
efficiency-enhancement on the production side, and process upgrade will continue to
improve the profitability of companies as well.

Opportunities in distress: Increasing cost drives price to rise, and profitability of
beer companies may continue to improve. Since the outbreak of covid-19 pandemic in
2020, raw material prices such as barley, glass bottles and aluminium cans have
continued to rise, leaving the beer industry under great cost pressure. Since April 2021,
the leading beer companies have announced price rises for various products and our
expectation of the increase level for most products is about 5%- 10%. The review of past
three rounds of price rises in beer industry suggests that cost increasing and product mix
upgrading are two main reasons for price increases. We believe that this round of price
rise is similar to the situation in 2018 where the cost pressure can be passed to consumers
smoothly via price rises, and a greater profit elasticity would be obtained when the raw
material prices fall. At the same time, leading companies can further improve product
positioning with brand advantages, raise product prices and strengthen their profitability.

Under the competition for existing markets, product mix optimization & cost
reduction open up the medium and long-term growth potential. As the market
concentration continues to rise, it comes to be a consensus for leading companies to shift
product positioning from "low-end" to "high-end". In terms of quantity, benchmarking
with the US and Japan, China's per capita beer consumption already topped out, and
demand tightening may limit the entry of emerging brands to some extent, resulting in
higher beer industry entry barriers and fiercer competition in existing markets. In terms
of price, in the long term leading companies will benefit from 1) product mix upgrades
(the increasing proportion of mid-to-high-end products will further improve the unit
price). 2) optimizing production costs by improving the use of cans when packing. 3)
reducing costs, increasing operating efficiency and other trends. Also, the top companies
can combine their brand, channel and product advantages to further increase their market
share and open up the medium and long-term growth space.

Recommendations: We are bullish on the expected earnings improvement of leading
beer companies in the context of price rises and higher-end products trends. Rising costs
and the long-term trend towards premium products drive the upgrade of beer products'
supply side, thereby meeting the growing demand for high-quality consumption. Leading
companies show significant advantages in the layout of high-end products, production
and sales channels. The trend of high-end products will drive leading companies to
merge small and medium-sized factories so as to achieve the scale effect, leading to the
expectation of further increase in market concentration in the future. We recommend
focusing on China Res Beer, Tsingtao Brewery and Chongqing Brewery.

Risks:
companies; lower-than-expected price rises.

Recurrent pandemic risk; policy tightening risk; fiercer competition among beer
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