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ina State Construction International (CSCI) [3311.HK]

Q3 2017 results in line, but stock rerating remains wait and see

CSCI announced its Q3 2017 operation highlights and hosted a results teleconference yesterday.
The Q3 2017 results were in line with market expectations. Total revenue in 9M17 grew 11.4% YoY,

while
YoY.

operating profit, including profit contributions from joint venture (JV) companies, rose 34.5%
CSCI management remains confident that it can deliver the earnings growth in 2017 the cur-

rent market consensus expects. It separately reported that its unconsolidated JV companies’ reve-
nue rose 140.4% YoY in 9M17, highlighting that its China business was the main driver for its earn-
ings growth. This shows its success in keeping its promise to improve project execution in the China

mark

et from 2H16 onwards. Considering the removal of the share price overhang from the rights

issue and the fact that its earnings growth is on track, there should be limited downside risk to its
share price based on the current valuation of 8.9x 2018E PER. But we think investors are still wait-
ing for more evidence showing the Company’s capability to turn PPP projects into fast earnings
growth without any deterioration in cash flow performance. Hence, we maintain our Hold rating on
CSCI. Our target price (TP) of HK$12.70 is based on a target PER multiple of 10x vs. its historical
average trading PER multiple of 12.2x.

Inve

stment Highlights

9M17 operation highlights in line with market expectations: CSCI reported that its consoli-
dated revenue in 9M17 grew 11.4% YoY to HK$33.7bn, equivalent to around 63% of our and
consensus revenue estimates for the Company in 2017. Operating profit, including its share of
the profit of JV companies, rose 34.5% YoY in 9M17 to HK$5,025m, equivalent to 68% of our
operating profit forecast for the Company in 2017. CSCI management is confident that it can
deliver the earnings growth in 2017 the current market consensus expects.

China business the main driver of CSCI’s earnings growth in Q3 2017: CSCI’s consolidat-
ed revenue growth in 9M17 was below its operating profit growth (including JV companies). Its
consolidated revenue in Q3 2017 declined by 5.9% YoY vs. a 10.9% rise in operating profit
(including JV companies) in the same period. The Company separately reported that its share
of the revenue from JV companies rose 140.4% YoY in 9M17, which underpins the continuous
improvement in the PPP project execution of its China business. CSCI management suggested
that there was an earnings growth slow-down of its HK/Macau business, especially with the
operating profit of its Macau business falling over 60% YoY in Q3 17. This was due to CSClI’s
conservative revenue and earnings booking for some HK/Macau projects which are coming to
an end. But its China business reported operating profit growth of c50% YoY in Q3 2017, which
shows the success of its efforts to improve project execution in the China market.

Share price rerating counting on further PPP project execution and cash flow improve-
ment: CSCI completed its rights issue on 4 October. It received applications for around 478m
rights shares, which represented 85.3% of the total number of rights shares it planned to issue.
The parent company performed its underwriting obligation and subscribed for the under-
subscribed rights shares. Given the removal of the share price overhang from the rights issue
and the fact that its earnings growth is on track, there should be limited downside risk to its
share price, based on the current valuation of 8.9x 2018E PER. But we think the market still
has concerns about its ability to turn PPP projects into fast earnings growth without any deteri-
oration in cash flow performance. Moreover, the market is waiting for more clarity from the 19th
Party Congress regarding the government'’s attitude to future infrastructure development.

Maintain a Hold rating on CSCI: Our TP remain unchanged at HK$12.70, which is based on
a target price multiple of 10x. Historically, CSCI has traded at average forward PER of 12.2x.

HK$ m 2014 2015 2016 2017E 2018E
Revenue 34,440 38,002 46,208 53,272 61,45
Core net profit 3,457 4,524 4,154 5,402 6,565
Net margin 10.0 m.9 9.0 10.1 10.7
EPS (HK$) 0.86 112 0.97 121 130
Change (%) 219 304 (18.7) 245 77
P/E 13.4x 10.3x 1.9x 9.5x 8.9x
Yield 2.3% 2.9% 2.9% 3.2% 3.1%

Sources: Company, CGIS Research
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China construction sector

Hold
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Key financials

Profit & loss (HK$ m) 2014
Revenue 34,440

Costof sales -29,696
Gross profit 4,743

Otherincome 291
SG&A -1033
Other expenses 0
EBIT 4,001
EBITDA 4,496

Finance costs -456
Investment income 184
Share of asso/JCEs 38
Non-recurring items 0
Profit before tax 4,048
Income tax expenses -660
Profit after tax 3,388
Minority interest 70
Net profit 3,457

EPS (HK$) 0.86

DPS (HK$) 0.26

Core net profit

Core EPS (HK$)

Balance sheet (HK$ m) 2014
Cash & cash equivalent 7,452
Inventories 160
Accounts reveivables 12,542
Other current assets %,175
Total current assets 34,330
Fixed assets 2,827
Goodwill & intangibles 778
Other non-current assets 28,644
Total non-current assets 32,250
Short-term debt 587
Accounts paybles 17,261
Other current liabiltiies 13,372
Total current liabilities 31,221
Long-term debt 10,362
Other non-current liabilities 4,999
Total non-current liabilitie 15,360
Share capital 100
Reserve 19,730
Shareholders' equity 19,830
Minority interests 168
Total equity & liabilities 66,579
BVPS (HK$) 494

2015
38,002
-32,889
5,113
775
-1007
0
4,881
5,223
-629
385
496
0
5,182
-660
4473
51
4,524
12
0.33

2015
8,026
109
8,174
6,10
32,418
2,787
764
37,85
40,686
808
21927
8,971
31,707
13,086
5,027
18,113
01
23,083
23,185
100
73,104
5.76

Source: Company data, CGIS Research

2016
46,208
-40,225
5,983
69
-1106
0
4,946
5,308
-688
24
563
977
6,012
-1005
5,007
23
5,130
120
0.33
4,154
0.97

2016
1485
B1
17,644
10,884
40,144
2494
753
42,784
46,031
1456
29,000
9,260
39,716
15,849
4939
20,788
)
25,336
25,448
222
86,174
594

2017E
53,272
-45,629
7,643
107
-1119

0
6,631
7,034
-842
260
928

0

7477
-1495
5,982

5,902
132
0.36

5,402
121

2017E
12,889
250
20,433
17,223
50,795
3,059
753
51133
54,945
1458
32,878
101
45,349
22,846
1132
23,979
16
35,954
36,080
332
105,739
8.06

2018E
13,826
285
25,966
21979
62,057
3,284
753
58479
62,516
1938
37,06
2,751
51,795
30,366
1182
31,499
6
40,71
40,837
443
124,573
8.09

&

Cash flow (HK$ m)
Profit before tax
Depreciation and amortization
Tax paid

Change in working capital
Other operating cash flow
Operating cash flow
Capex

Net (acquisitions)/disposal
Other investing cash flow
Investing cash flow
Change in debt

Net share issues
Dividends paid

Other financing cash flow
Financing cash flow
Forexeffect/others

Net change in cash

Key ratios

Sales growth (%)

Gross profit growth (%)
Net profit growth (%)

EPS growth (%)

Gross profit margin (%)
Net profit margin (%)
ROAA (%)

ROAE (%)
Net-debt-to-equity (%)
Inventory turnover (days)
Receivable turnover (days)
Payable turnover (days)
Quick ratio (x)

Current ratio (x)
Interest-coverage ratio (x)

Key assumptions
New contract (HK$ m)*
Backlog (HK$ m)
Backlog-to-sales ratio (x)

2014
4,048
320

82
-6,621
-1,755

1573
-4
-2,091
5449

-895
-1383
3,172
-48
-674

2014
26.2
26.6
257

219
1.8
0.0
58
03
36.8
20
1329
2122
0.7

838

2014
58,280
90,520
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2015 2016 2017E 2018E
5,132 6,012 7477 8,308
332 305 335 375
-660 -1005 -1495 -1662
-1418 2,76 -4,095 -4,933
-3,089 -5,161 -6,664 -4,509
298 2,867 -4,443 -2,421
-425 -5,261 -101 -1165
-960 0 -4,196 -1346
450 -430 74 725
-935 -5,691 -5,041 -1,786
3,823 341 7,000 8,000
0 4812 6,356 0
-1210 -141 -1626 -1809
-1318 -31 -842 -1047
1,309 6,498 10,889 5,144
220 0 0 0
354 3,458 1,405 937
2015 2016 2017E 2018E
10.3 216 5.3 %8
78 7.0 277 8.5
309 -8.2 30.0 215
304 -B.7 245 77
B.5 29 %3 “8
19 9.0 1041 0.7
6.5 6.4 6.2 57
210 211 0.2 741
419 37.8 314 448
12 12 20 20
1746 1894 40.0 1%65.0
2433 263.1 263.0 260.0
0.8 0.7 06 0.6
10 10 11 12
78 72 79 75
2015 2016 2017E 2018E
67,410 80,630 102,91 116,392
123,390 #9,720 202,016 26041
34 34 3.9 44

*Contribution from Far East Global is not included.
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Figure 1: CSCI 9M17 operating highlights

HK$ m 9IM17 9M16 % YoY chg
Revenue 33,688 30,237 11.4%
Shares of JV revenue 4,463 1,856 140.4%
Operating profit (including JV OP) 5,025 3,736 34.5%
3Q17 3Q16 % YoY chg
Revenue 10,722 11,392 -5.9%
Operating profit (including JV OP) 1,980 1,785 10.9%
Source: Company data, CGIS Research
Figure 2: CSCI earnings estimates: CGIS vs. consensus
2017E (HK$ m, HK$) Sales EBIT EBITDA Rec“"'“gr:f_l: EPSAdj  EPS GAAP
CGIS 53,272 6,631 7,034 5,402 1.21 1.32
Consensus 53,575 6,297 7,043 5,603 1.20 1.28
Diff%
CGIS vs. consensus -0.6% 5.3% -0.1% -3.6% 0.5% 3.0%
2018E (HK$ m, HKS$) Sales EBIT EBITDA Rec“"'“grgfi: EPS Adj  EPS GAAP
CGIS 61,145 7,882 8,312 6,565 1.30 1.30
Consensus 62,307 7,705 8,333 6,856 1.41 1.47
Diff%
CGIS vs. consensus -1.9% 2.3% -0.2% -4.2% -8.0% -11.4%
Source: Bloomberg, CGIS Research
Figure 3: CSCI 12-mth forward PER band Figure 4: CSCI CYTD share price performance
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