Gome Electrical (493 HK)

B Profit surges due to product mix improvement and effective cost
control

B Sales through third parties will soar and reach RMB10 bn in 2017
B 2014-15E earnings revised up by 18%/25%, considering
management’s guidance on doubling sales and net profit from 2013-
2017, TP raised to HK$1.8 based on 16.5x2015E P/E, in line with HK
peers, reiterate BUY rating.

What’s new

Gome announced positive profit alert: SSS expected to grow by 7% in
1H14 with increase in net profit by more than 80% YoY and if including
one-off non-operating income RMB100 mn, net profit is expected to grow
by more than 110%. Gross margin is well protected to be above 18% and
net margin is to be above 2%.

Implications

1Q14 net profit surged by 251% due to a lower base in 1Q13 (RMB76
mn), 2Q14 net profit grew over 36%. 1Q and 2Q SSSGs were 8.1% and
6.5%, growth trend well maintained. High-margin differentiated products
(GM: 23%-27%) contributed over 30% of total sales and would continue
to improve to 50% in 2017.

Catalyst

Home appliance sales kept a good momentum from 2013-1H14, but may
be affected by the slowdown of property investment in 2H14. The target
of doubling sales and net profit from 2013 to 2017 equal to a CAGR of
18.7%, much higher than sector’'s growth rate of around 5%. The
company would grow on: 30-50 net new stores per year, sales through
third parties soar to RMB10 bn in 2017; and e-commerce contribution to
total sales will be reaching 15% in 2017.

Valuation
We apply 16.5x2015E P/E to the company, +1 STD of its historical
average P/E, but in line with HK home appliance retailers, we revise up
2014-15E earnings by 18%/25%, considering with company’s guidance
on doubling sales and net profit from 2013 to 2017E, reiterate BUY on
the stock.

Financials
Revenue 47,867 56,401 63,914 72,203 82,990
Growth (%) -20% 18% 13% 13% 15%
Net profit -597 892 1,278 1,530 1,780
Growth (%) 0% 0% 43% 20% 16%
EPS (RMB) -0.04 0.05 0.08 0.09 0.11
DPS (RMB) 0 0.03 0.03 0.04 0.04
P/E (x) _ 20.3 14.3 11.9 10.3
P/B () 13 12 12 1.1 1.0
ROE (%) -5.5% 4.4% 7.2% 9.0% 9.8%

Source: Company data, CMS (HK) estimates
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1) Gome Electrical: Starting a new journey
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Focus charts

Figure 1: Home appliance sales grew by 7.8% YoY Figure 2: Home appliance YTD sales growth recorded
in June 5.3%
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Figure 3: Gome targets to increase its market share Figure 4: SSSG keeps its momentum
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To access our research reports on the Bloomberg terminal, type CMHK <GO> 3
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1H14 results surges due to gross margin expansion and effective costs control

Gome announced positive profit alert: 1TH14 net profit of ordinary business grew over 80%, implying that 1Q grow
by 251% and 2Q grow by 36%. With 8.1% and 6.5% SSSGs in 1Q and 2Q14 according to our estimates, good
growth trend is maintained, besides, we believe that margin expansion and effective costs control were the major
reasons for the good results.

By launching high-margin differentiated products, Gome enjoys higher gross margin than its peers; its exclusive
differentiated products enjoy 23%-27% gross margin vs. regular products’ 15%-18%. The company targets to
increase its differentiated products sales in total sales from 30% in 2013 to 50% in 2017E. In addition, the
management keens to maintain a relative stable ratio of labour costs and rental costs ratio by signing 3-year
contracts with large developers across the country. As a result, the company’s gross margin is to be expanded to
above 18% and net margin to be above 2% in 1H14.

Figure7: Products gross margin and sales mix (2013)

High gross margin products 23%-27% 22%
Regular products 15%-18% 70%
Mass products 10%-13% 8%

Source: Company, CMS (HK)
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An omni-channel operator to enjoy scale advantage

We believe that Gome enjoys cost advantage comparing with peers as it positioned as a supply chain service
provider. It has more regional warehouses to support its offline stores, online sales and third-party sales channels.
It believes that in 2017, 65% of sales will be coming from old stores, 15%, 15% and 5% will be coming from e-
commerce, third parties and new stores respectively.

Wide network of regional logistics centers The company is keen to establish its supply chain, with 428
warehouses built in Beijing, Shanghai, Guangzhou, Shenzhen, Chengdu, Xi'an, Wuhan and Shenyang. The
products sold online, offline and through third party channels - supermarkets and department stores could be easily
delivered to customers in the nearby areas, thus enjoying scale advantage.

Fast and precise delivery = The strategy of 3 deliveries (morning, noon and evening) per day will cover 200 cities
by the end of 2014, and cover 400 cities at the end of 2016. Consumers can specify time of delivery and Gome
also provides installation of appliances upon delivery.

Third-party sales could be another growth driver It targeted that sales through third parties will amount to
RMBO0.8-1 bn in 2014 and will further expand to RMB10 bn in 2017. The company cooperated with Wumart in
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Beijing and Tianjin, and Mopark, Guangzhou to sell home appliances and in the future it will build business
relationship with other retailers.

Establishment of offline stores in third- and fourth-tier cities: A net of 30-50 stores will be opened in 2014 in
China’s third and fourth-tier cities, where competition is less fierce and markets still have potential.

E-commerce is well on track E-commerce sales is expected to reach RMB5-6 bn in 2014, 1H14 e-commerce
grew by 50% with gross margin at 7%. E-commerce will break even in 2015.

Earnings revision and valuation

Management’s guidance on sales and net profit of doubling from 2013 to 2017, which is equivalent to a CAGR of
18.7%. The growth rate is higher than the industry growth rate of around 5% in the next few years. We believe that
sales through third parties would be the major driver. Cooperation with third parties such as supermarkets and
department stores has begun since the end of 2013, and 1Q14 recorded sales of RMB250 mn and expected to
reach RMBO0.8-1 bn at the end of 2014, and will further expand to RMB10 bn in 2017.

Thus, 2014E/2015E earnings are revised up by 18%/25%, in line with market consensus as we factor in 5%/5%
SSSG and gross margin around 18% in 2014-15.

We assign 16.5x2015E P/E to arrive at TP HK$1.8, +1 STD of its historical average P/E. We reiterate BUY on the
stock.

Figure10: Sales forecast

Number of stores 1,142 1,108 1,075 1,125 1,175 1,225
Operating area (1000 sgm) 3,772 3,613 3,592 3,759 3,926 4,093
Average operating area (1000 sqm) 3,302 3,701 3,603 3,676 3,843 4,010
Sales per store (RMB mn) 52.4 43.2 49.3 51.7 541 56.7
SSS (%) 3.1%  -24.5% 13.7% 5.0% 5.0% 5.0%
E-commerce (RMB mn) 3,401 5,000 7,000 9000
Third-party sales 800 1,600 4500
Sales (RMB mn) 59,821 47,867 56,401 63,914 72,203 82,990

Source: CMS (HK), company
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Figure: Net profit forecasts

Sales 59,821 47,867 56,401 63,914 72,203 82,990
YoY 17.5% -20.0% 17.8% 13.3% 13.0% 14.9%
COGS 52,264 41,664 47,899 54,199 61,156 70,292
Gross profit 7,557 6,203 8,502 9,715 11,047 12,697
Gross margin 12.6% 13.0% 15.1% 15.2% 15.3% 15.3%
Other revenue 3,302 1,541 1,852 1,900 2,000 2,200
Comprehensive gross margin 18.2% 16.2% 18.4% 18.2% 18.1% 18.0%
Selling expenses 6,904 6,804 7,153 8,053 8,881 9,959
% of sales 11.5% 14.2% 12.7% 12.6% 12.3% 12.0%
Administrative expenses 1,219 1,423 1,564 1,662 1,805 2,158
% of sales 2.0% 3.0% 2.8% 2.6% 2.5% 2.6%
Other expenses 413 419 623 575 578 747
% sales 0.7% 0.9% 1.1% 0.9% 0.8% 0.9%
Operating profit 2,323 -902 1,015 1,325 1,783 2,034
Operating margin 3.9% -1.9% 1.8% 2.1% 2.5% 2.5%
Finance costs 242 228 61 70 60 60
Finance income 400 441 241 249 290 369
Gain from CB (7.3) 0.0 0.0 0.0 0.0 0.0
Gain from value change of CB 0.0 34.0 0.0 0.0 0.0 0.0
Income before tax 2,475 -654 1,195 1,504 2,013 2,343
Taxation 673 156 517 346 483 562
Effective tax rate 27.2% -23.9% 43.3% 23.0% 24.0% 24.0%
Profit 1,801 -810 677 1,158 1,530 1,780
Minority interests -39 -213 -215 -120 - -
Attributable to equity holders 1,801 -597 892 1,278 1,530 1,780
Net margin 3.0% -1.2% 1.6% 2.0% 2.1% 2.1%
YoY - - - 43.2% 19.7% 16.4%

Source: CMS (HK) estimates, company

Figure 10: Peer valuation

(US$ m) x) (09 I 019 I 0.9 B ©9; x) (%) (%) (%) X)

HK

Gome Electrical 2,997 1.4 207 150 124 1.2 1.1 14.3 6.9 2.6 2.6 0.3
Haier Electrical 7,675 22.2 222 194 161 56 4.4 12.5 25.8 9.8 0.5 0.7
China

Suning Commerce 7,682 71 6.0 8.4 7.2 0.9 0.8 8.7 10.4 3.0 3.6 0.7
us

Target 37,629 6.5 N.A N.A N.A 1.7 1.7 1341 (2.4) (1.2) 0.7 0.4
Bestbuy 10,771 59.4 170 161 138 2.2 2.2 7.7 141 5.3 341 0.5
Amazon 166,047 30.9 129 135 119 23 2.3 4.5 19.2 6.0 2.2 0.3
Walmart 247,057 360.8 155 148 137 3.0 2.7 8.1 7.9 2.2 23 1.8

Source: CMS (HK), Bloomberg
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Current Assets 24324 26345 28779 32589 37470 Revenue 47867 56401 63914 72203 82990
Inventory 7779 8221 9377 10580 12161 Other income 1541 1852 1900 2000 2200
Trading investments 0 0 0 0 0 COGS (41664) (47899) (54199) (61156) (70292)
ST bank deposits 6240 6407 6407 6407 6407 Labour costs (1541)  (1852)  (1900)  (2000)  (2200)
Trade receivables 3046 2579 2768 2803 2850 D8&A (1423)  (1564) (1662) (1805) (2158)
Other receivables 191 123 123 123 123 Rental costs 0 0 0 0 0
Cash 7067 892 676 656 783 Other expenses (419)  (623) (575)  (578)  (747)
Other current assets 0 0 0 0 0 Op profit (902) 1015 1325 1783 2034

Non-current assets 13389 12978 13109 13226 13332 Finance costs (228) (61) (70) (60) (60)
Investment property 918 949 949 949 949 Other income (441) (241) (249) (290) (369)
Property, Plant & Eqt. 4379 4095 4225 4343 4448 Non-operating income 0 0 0 0 0
Intangible assets 437 424 424 424 424  Associates 34 0 0 0 0
Other non-current assets 618 501 501 501 501 PBT (654) 1195 1504 2013 2343

Total assets 37713 39324 41888 45815 50803 Taxation (156)  (517)  (346)  (483)  (562)

Current liabilities 22868 23834 25682 28590 32409 PAT (810) 677 1158 1530 1780
Bank loans 2434 2683 2000 2000 2000  Minority interests (213) (215) (120) 0 0
Trade payables 18017 18077 20325 22934 26360 Net profit (597) 892 1278 1530 1780
Prepaid accounts 1722 2047 2331 2630 3023 EPS (HKD) -0.04 0.05 0.08 0.09 0.11
Other liquid liabilities 694 1027 1027 1027 1027

Long term Liabilities 176 172 172 172 172
Loans 0 0 0 0 0
Others 176 172 172 172 172 YoY growth rate

Total Liabilities 23043 24007 25854 28762 32581 Revenue -20% 18% 13% 13% 15%
Issued capital 422 422 422 422 422 Op profit -139%  -213% 31% 35% 14%
Others 0 0 0 0 0 Net profit -133%  -250% 43% 20% 16%
Reserves 14643 15064 15831 16749 17817 Profitability
Minority interests (395) (610) (730) (730) (730) Gross margin 16% 18% 18% 18% 18%
Dividends 0 441 511 612 712 NP margin -1.2% 1.6% 2.0% 2.1% 2.1%

Total equity and liabilities 37713 39324 41888 45815 50803 ROE -5.5% 4.4% 7.2% 9.0% 9.8%

ROIC -5.5% 2.7% 4.0% 5.4% 5.9%
Liquidity
Debt to asset 164%  164%  162%  159%  156%

Operating cash flow 4137 1702 2616 3231 3915 Net debt to equity 0 0 0 0 0
Profit before tax (654) 1195 1504 2013 2343 Liquid ratio 1.1 1.1 1.1 1.1 1.2
Deprec & Amort. 451 553 469 483 494 Quick ratio 1.5 1.5 1.5 1.4 1.4
Finance costs (214) (180) (179) (230) (309) Operating efficiency
Working capital chg 4277 411 1186 1670 2192 Asset turnover 1.3 1.4 1.5 1.6 1.6
Others 276 (277)  (364)  (704)  (806)

CF from IA 721) (430) (600) (600) (600) Inventory turnover 1.2 1.5 1.5 1.5 1.5
Capital expenditure (783)  (430)  (600)  (600)  (600) AR turnover 002 002 002 002 002
Other investments 62 0 0 0 0 AP turnover 1.69 1.51 1.42 1.41 1.40
Others 0 (1828) 39 33 36 Per share ratios (RMB)

CF from FA (2666) 188 (753) 60) (60) EPS -0.04 0.05 0.08 0.09 0.11
Borrowings (34) 249 (683) 0 o CFPS 0.24 0.10 0.15 0.19 0.23
Share capital 422 422 422 422 422 BPVS 086 090 0985 101 108
Changes of reserves (884) 422 767 918 1068 DPS 000 003 003 004 0.04
Dividends 0 (@41)  (511)  (612)  (712) Valuation ratios
Others (2170)  (462)  (747)  (788)  (838) P/E - 203 143 19 103

Net cash flow 750 1460 1262 2571 3255 P/B 1.3 1.2 1.2 1.1 1.0

EV/EBITDA - 15.8 14.7 11.8 10.8

Source: Company data, CMS (HK) estimates
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Investment Ratings

BUY Expected to outperform the market index by >10% over the next 12 months
NEUTRAL Expected to outperform or underperform the market index by 10% or less over the next 12 months
SELL Expected to underperform the market index by >10% over the next 12 months
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