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China packaging paper sector
Multi-stage recovery ahead
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China packaging paper sector on a multi-stage recovery. We expect the packaging papercser in China to undergo
multi-stage recovery, underpinned by 1) tougher new environmental standards and enforcémesgult in bigger
than officially targetectapacity closure during 20167 and net capacity addition rate of only 18r annumover the
next five years?2) intensifying industry @nsolidationlikely to start from 2017 3) with continued capacity closure
low-margin paper segments th&iaveexperienced severe capacity expansion in the past few yeargxpectto see
a bottoming out in oated duplex priceshat could prelude sustainable margin improvement) recovered pape
based paper companies beneiiit terms ofbetter cost controlfrom more convenient waste paper supply from lo
source and5) cash flomenhancement under the new WAebate mechanismin conclusion, we believe the factors
the supply side wilblay a rising role in driving margins.

Stable consumption outlook underpinned by green packaging and express delivery services. Chinds packaging
paper companiesvould benefi from the rising trend in green consumption behavior and rpgrowing expres
deliveryservicesector lendingsupportto paperconsumption growthin our view Over themedium term we foresee
domestic Chinese paper manufacturerssieek organic oveeas expansioncsas to capture th opportunities arisin
from thosemarketssuch as Vietnam

We prefer Lee & Man Paper as an early-stage recovery play. In view of the positive industry trends and attracti
val uation, we have a kagimggpaperisecten stock@ickswe prefeC lbee & Man PapgrMRX
2314 HK, BUY, PT HKD,/which could outperform in the early stage of the sector recovery givesolid executior
track record, strong balance sheet and prudent capacity managementwd\iéd recommendNine Dragondaper
(NDP 2689 HK, BUY, PT HKIpaAs we move further along the recovery procegsjen thatthe company ismore
levered towards upside in ASBur tigher valuation multiple foLMPover NDP isjustii e d by t kuperidr
ROE.

Duncan CHAN

(CE No.: ALH659)
Emailduncanchan@csci.hk
Telephonet852 3465 5654

Please read the disclaimer on the last page.




China Securities International

(.nﬂ) RIERREE

China packaging paper sector: Multi-stage recovery ahead

Table of Contents

EXECULIVE SUMMAIY ..ccuuiiiiuiiiiiiiiieiiiiiiieeiiiisesiisessisnssimasisiessssrsessisssssrsssssrssssssssssssssssesssssassssssnssns 3
Moderate but sustainable consumption growth..........cccceviiiiiiiiiiiiiiiiiiiinn 4
Growing trend for green packaging and EXPrEBI/ICE. ... .uuuurrrriiiiiiieiieie e e eee e e e e e 4
Over concern about SIOWING eXPOrt GrOWERL...........coooiiiiiii e e e e e e e 5
Decelerating capacity SrOWth ...t seasesssesesenssssansssannnans 7
Capacity groWth SEE 0 SIOWM......ceiiiiiiiiiiii i e e e s e e e e 7
Accelerating iNdustry CONSONAALION..........cuviiiiiiiiiiie e e e e 7
Heighten barrier from the environmental regulations. ..o 8
Porter’'s five analysis ..oun..Chi.na..c.ont.ai.ner.bi®ard i
Profit Margins t0 iIMProVe....... .t rerse e e s e san e s ssenssesssesnsssssesnsssssssnnnnns 12
Margin recovery driven DY ASP INCIEASE.........ccuuuiiiiie ettt e e e nnees 12
Benefit from rising flexibility on materials procurement............cccooiiiiireie e 13
A supplement from VAT refUnd............oooiiiii e e e e e e e e e e 14
Comparison between Nine Dragons Paper and Lee & Man Raper.................cccce e, 14
o oW L3 o] = o 15
Appendix: China tissue paper Market ........cccciciiiiiiiiiiiiiieiiiinieerrie e renssessnssssnnnns 16
R 21 ¥ 1o o 17
Valuation MENOAOIOGY ... ...coiuiiiiiiiie ettt e e e e e e e e s e e e e e e e bt e e e e e e e e annes 17
Company
N Ta TR D] =T [0 g S =T L= ST T R SPPPPPPP 19
T Y = T T =T o= GO TSRPPPPPTPIRIN 21

Please read the disclaimer on the last page. 2 28 July 2016




{

RIERREE

China Securities International

China packaging paper sector: Multi-stage recovery ahead

Executive summary

Build a true green and intellectualised industry. China has been remarkable in
reducing the industrial CD emission intensitguring 12" FYP. On the contrary, Chipa
national water resource management has remained to be a greater challenge relative
to the developed economies. With the environmental green requirements in place, in
particularly lowcarbon andwaste water limits, we believe it would accelerate the
shakeout of obsolete capacities and small scale production plants, given that it is
costly to replace old machines so as to comply with the stricter standastts most of

the small paper millsltimatelyopting to shut down their plants.

Industry consolidation continues during 13" FYP. We believe the geographical
concentration of the paper and paperboard industry in Chinaaasititinue to increase
from a relativefragmented landscapdive years agoAccording to theChina Paper
Associationput of a total 0f3,500 enterprisesonly 17 operated at annnual ca@acity
exceedng one millions tons. CR hasremaired low at less thar87% despitehaving
increasel significantly from the 23% in 2006. With asignificant number of small
production plants still in operation, industry consolidation hazerticularly gathered
pace in those major paper manufacturibgsed provinces, such as Zhejiang

Sustainable new driver from e-sales business for consumption. Benditing from the
rapid development of dusiness in recent yesrand the governmentnitiated
prograns in the rural ecommerceindustry and expressserviceindustry, we estimate
Chinas containerboard consumption growth to moderate to 2fcthe next five yars
from an average of doubldigit percentagegrowth in the past decade.

Shrinking new net added capacity amid supply-side reforms. We foresee Chinas
containerboardindustry to post 1% growth rate per annumin net new capacity
addition on average ovethe next five years We estimate somémn tons of capacity
of containerboard, oequivalent t018% ofthe containerboardproductionin 2015,will
need to be shut down by erg020.

Privilege in wastepaper procurement. Wastepaper or old corrugated container the
major cost component for packaging paper production. Thamksthe latest
development in therecycleindustry, the local supply of waste paper material had
steadily improved iterms ofquality and fibre yield. Paper mills atbus provided with

a wider range of source of supply, resultingammore stable cost outlook for existing
operatiors.

Margin recovery trend continue. We believe stabiling coated duplex boardrices
may suggest thaihdustry profits havestarted to bottom out. Pricing premiumof other
papers over this loweend producthavebeen firming up this year. We foresee product
margirs to continue to recover, driven by modest hike in the prices therboard and
corrugating medium products in theoming year, outpacingfluctuations inwaste
paper price. We expect the two leadingroducers i.e.Nine Dragons Paper (NDP) and
Lee & Man Paper (LMRyould gain market influence with increasing bargaining power
on price increases.

Stock picks. We like LMP high-end product profile,solid eecution capacityand
prudent capitalmanagementWe also like NDP, as we believe in its ability to adapt to
market changes and capability capitalise on the market upturn given its leveraged
position. We project NDB net profitto grow at aCAGR 013% over FYBE18E (FYE
June 30)and LMRs at 18%in FY18-Y17EWehavederivedour target valuation based

on the PBRinstead of theROE methodologyand thus among our coverage universe
LMP is our preferredector pickon the back of itsuperior ROE.

Key catalysts and risks include sower-than expected ASP recovery FYL6E17E and
further shutdown of industry capacity.

Please read the disclaimer on the last page. 3 28 July 2016
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Moderate but sustainable consumption growth

We estimate China containerboardconsumptiongrowth to moderate to 26in the
next five yeas from an average of a doubtigit percentage growth in the past decade
mainlydue to thepromotion of green packaging and gervicing However, despite the
anticipated substantial growth slowdown, the containerboard market China is still
potentially huge considering ithigh base

China’'s paper and paperboard consumption
compared to other developed economiel 2014, he global apparenper capita
consumption ofpaper and paperboard was 56.8kaccording to the da of an article

published by the China National Pulp and Paper Research Instipate,capita
consumption ofpackaging paper in the U.S. and Japan were 3.0x and 2.9x times that of
China respectively.

In 2015, ontainerboardcontributed 56% of total papesind paperboarcconsumption

in China according to the China Paper Association. Ifclessifycoated duplex board
undercontainerboard, containerboard may account for close to 80% of total packaging
paper. Linerboard and corrugating medium are the two maypes of containerboard
Coated duplex board (which is classified under white paperboard) is sometimes
included undercontainerboardf they are used to manufacture corrugated containers.

Figure 1: China’s containerboard consumption growth
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Growing trend for green packaging and express service

Chinahas been promoting greepackagingin recent years, dring the growth in
demand for recovered paper based packging materials In particularly, recovered
paperbased packagingpmmanded a&44% market share in Chisgpackaging industry,
versus 38% for plastigsased packagingThe restwas composed of metallic or
glassbased and packing machinenyanufacturingand ahers. One prime advantage
for using paper for packagingver other packagingmaterials is its recyclability
characteristic.The trend of consumption from the fashoving consumer goods and
consumer packaged goods industries would offer an important sugpogrowth.

Meanwhile the recentrapid developmentof e-commencewill be another growth

driver for packaging papeconsumptionin the longer term albeit mainly for products

smaller in sizeincluding electronicappliance and accessoriethat require snaller

boxes but the growth potential could be huge for thedustry amid the ever changing
consumerbehaviour According to the* Opi ni ons on Promoting t
expressing industry” . ), the State Councivill help
accelerate and facilitate development of tdemesticexpress service sector.

Please read the disclaimer on the last page. 4 28 July 2016
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As a resultalighter boxwith fewer layers of material® substituteheavy borsshould
become more popularin Ching packingindustry. NDP indicatedthat, based on

internal statistis, nearly onetenth of their sales volume waderived from the rising
e-purchase activities.

Figure 2: China online shopping trend
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Figure 3: China’s packaging industry breakdown, 2012
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Over concern about slowing export growth

We noticedthat almost 70% of those larger than one million tons production garg
located alonghe five coastal provinceim proximity to the export manufacturing zones.
Chinas packaging papedirect net export volumes as a percentage of total guation
volumes aremerely lessthan 1%,which isfar below other majorexporting countries
such as Finland and Sweden, according to data from an aptitdéshedby the China
National Pulp and Paper Research InstitMéth China having become net expaoter

of containerboard productsince 2014the resumption of expogwould helpease the
overcapacity problem.

The latest development for downstream manufacturingiaties relocated to Vietnam.
There is a trend for papeandustry moving along with theidownstream customers,
noting NDP and LMP, the other producers from Taiwan and Japan planned to build
capacity in Vietham for serving this and the neighbour markets in ASEAN. Vietham
market is estimated to have about two million tons import each year. &hssw
capacity could make up the market shortage.

Please read the disclaimer on the last page. 5 28 July 2016
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Figure 4: China’s containerboard net export/(import) Figure 5: China’s containerboard market balance/(deficit)
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Figure 6: Industry is concentrated in the coastal provinces
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Decelerating capacity growth

We expect the pace of net increase in newly added capacity to slow down over the
next five years on the back of anticipation of acceleration in the closures of small
production plants.Meanwhile, ve believethe packaging industry in China will likely
undergo a structural reshufflingand hencewe project Chins containerboard
production to post a CAGR affily ¢.24% during 2015020.

Capacity growth set to slow

Essentiallywe believe there are at least the predominant forces driving the slowdown
in capacity growthwhich are:1) the governmeris policy to encourage obsoletapacity
closure, 2)further plant closuresamid strict environment regulations, and 3) threatt
new entrants or new projects appral for variousliceng applicatiors. Hence, we
foreseecapacitygrowth to slowdown significantlyin the coming two years

Since 2007,he governmenthas encouragedo shut down obsolete capacity, with at
least40mn tons of capacitypeingclosed down betwen 2008 and 20%, or equivalent
to about37% ofthe total paper and paperboargroduction volume in 2015. According
to MIIT, the governmens target in 2015 wa$o closedown 1.7mn tons ofobsolete
paper and paperboard capacityhich compares witlthe 2.66mn tons targeted and
4.79mn tonsthat have actually been shut downin 2014. We believe thathe total
capacity closed in 2015 ménaveagain beatn the governments target, driven byhe
stricter environmental regulations.

According toUmpaper 4.13mn tors of new linerboard and corrugated paper capacity
will be in operation by en@016 including the projectsvhich have beerpostponed
sincelast year.In spite of anticipation that 2016 will be the third consecutive year of
capacity expansionfollowing the negative growth in 2013 when the market
experiencel a slowdown amidthe industry consolidation And after cross checking
with the management of botiNDPand LMR we believethe growth would be lower
than the pace seen between 2001 and 2010.

Figure 7: NDP annual capacity additions Figure 8: LMP annual capacity additions
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Accelerating industry consolidation

With the top 10 players commanding a combined market share of only around 37% in
terms of paper and paperboard productiorGhinas packaging industryremains
fragmented. According tdhe China Paper Association, thereeng a total of3,500
manufacturingenterprises with an aggregatepaper and paperboard productioof
107mntons in Chinaas of end2015 Based on our estimateshat would represent
merely an average 080,600 tons of production per enterpriséNe believethere are
still at least 8mn tons ofontainerboardcapacity that needs to be phased out in the
industry by 2020and at least 4.8mn tonef production from smaller producers likely
to be shaken out in the next two year#/e notethat include foreclosure derion
heightened to annual production 26800k tons from less than 100k torSonsilering
that the averageannual production volumés merelyone million tons,the industry
remains fragmentecsonly 17 enterprises can currently meet this standard.

Please read the disclaimer on the last page. 7 28 July 2016
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For example, in a bid to accelerate elimination of backward production capatigy, t
Guangdong provincial governmemreviously announced to shut down 57 small
packaging and household paper plaftg June 2015. The 57 plants either didt
comply with the envionmental regulationsor were operating below the optimal
capacity levelswhilst somewere manufacturinglow-end products.one ofthe largest
domestic linerboard manufacturing base, it is reported that the local government in
Zhejiang will lead the integtiean and form four megaton paper groups with the target
to reduce the total number of enterprises down to a hundr&de believe the leading
manufacturers would benefit from thimdustry consolidation.

Figure 9: CR10 for China paper and paperboard industry
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Figure 10: 17 large scale producers exceed one million annual production volume
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Heighten barrier from the environmental regulations

Industry and government officials stress that they are aggressively shutting down old
and polluting millssincealmost 63% of the enterprises currentlynder operation are
classified as smadicale producers. Meanwhile, it is believed tisatall scale plants are

the major culprits toat least twothirds of the pollutans being dischargedin China
every year

Please read the disclaimer on the last page. 8 28 July 2016
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Figure 11: What pollution generated throughout the production process?
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On 16April 2015, the State Council issued th&ater Pollution Prevention Plan of
Action” (& * 7% (I M L)) whichstipulatesthat allthosesmall
paper, printing and dyeingrojects that do not comply withthe national industrial
policy will be suspended from production by the end of this ydar example, paper
mills are one of the major sources of water withdrawals alongside the thermal power
gereration, iron and steel, oil refining, petrochemical, chemical, textiles, nonferrous
metals, and food and fermentation industrieBulp and paper mills use between
75-225 m3 of freshwater per tonne of paper manufactured. Hence,iiémn tonsof
annual paper manufacturingcapacitywould require at least &illion m3 of water
according toour calculation To put this in perspective, the total annual water
resources of the Pearl River Basin are about 471,00@ccbrding to China Water Risk

The increasing strict environmental protection rules imposed by the Chinese
government have continued to drive up enterprise operating costs and reinforce
pressure on some of the smaller players to exit the indudtryorder to comply with

the existing national dis@rge standards of chemical oxygen demg@®DD)imit not
exceeding@Omg/L, which wasintroducedsincel Jan 2014enterprises have to either
replace old machines with new higitandard maching or to retire the obsolete
machines and opt for machine dispas. Should althe local provinces increastneir
discharge standardshe costsassociated wittenvironmental protectionwould be too
substantial forsmall companies to afford.

For example, NDP is keen to investand upgradeits environmental protection
facilities and plas to spend as much aRMB1.0bn on upgrading its facilitiem

maintenance and improving efficiency, on top of that invest about RMB500mn
specifically related to meet all thgovernments new discharge standasi

Please read the disclaimer on the last page. 9 28 July 2016
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Porter’s five analysis on China containerboard industry

Figure 12: Porter’s five analysis on China containerboard industry
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Figure 13: China containerboard industry overview

Unit 2011 2012 2013 2014 2015E 2020E
Capacity
New addition mn tons 5.0 4.0 4.0 2.0 1.0 12.0
Closure mn tons 2.0 2.0 2.0 1.0 3.0 8.0
Total mn tons 48.6 50.6 52.6 53.6 51.6 55.6
Production mn tons 39.6 41.3 41.3 43.3 44.2 49.7
Growth % YoY - 4.2 0.1 4.7 2.3 2.4
Utilization % 81.6 81.7 78.6 80.8 85.8 89.5
Demand mn tons 40.6 41.8 41.7 43.6 44.6 49.2
Growth % YoY - 3.0 -0.2 4.5 2.2 2.0
Import reliance mn tons 1.0 0.5 0.4 0.4 0.3 (0.5)

SourceCSCI Researebtimates
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Figure 14: Paper industry supply chain & Hong Kong listed companies
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Profit margins to improve

We foreseecontainerboardproduction expansion to cope with stable growth demand
in the next couple of yeardvieanwhile, ve believe supplyand demandwill become
more balancedo maintainproduct priceson asteady upwardtrend.

Exfactory product priceshave remained relatively stable s 2013; in particularly,
duplex paper box prices have slipped by less than 1% YTD and hovered at the current
price levels since 2015. On the contrary, corrugating medium paper and kraft
linerboard prices have increaseed2¥% from the trough. However, we dwt have high
expectations of significant price hikes in the foreseeable future, especially seeing that
raw material prices are still fallingll in all, we expect containerboard pricessee a

rise d 1% this year ané% in 201E

Margin recovery driven by ASP increase

Historically, duplex paper box prices are the most sensitive to fluctuation in the
demand for containerboard products anklighly correlated with recovered paper
prices. We have seen coated duplex pricegersed droppedrom the last yearlow,
which we believe is a precursty further hikes in linerboard and corrugating medium
product prices. At the current price levelthe product spread has recovered
sequentiallyand exceeded the 2013 level. We believe both NDP and LMP will be able
to capitalise on the price hikes during the upcoming peak seas@s $o drive up their
margins.

Figure 15: Ex-factory price of different products Figure 16: Kraft linerboard margin spread trend
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SourceWind, CSCI Research

Figure 17: Gross profit margins

SourceWind, CSCI Research

Figure 18: Total profit growth
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Benefit from rising flexibility on materials procurement

The major advantage of recovered papealso known asold corrugated containes
(OCC), ovenigher purity virgin fibre paper is that it &esscostlyrecycledmaterialfor
making recycledcontent products Moreover, the process involved in collecting
recovered paper isnuch smpler comparatively while storing and baling recoveed
paperare alsorelativelyless complicatedOCCare estimated to account for 6B85% of
COGS for manufacturers of recyclegper products in the foreseeable future.
Meanwhile, paper mills are expected to benefit from more sourcing optiarisch
increasethe flexibility of procurement.

Localising supply of OCC and OMP

In the past, containerboard manufacturers tended to source OCC from the
international markets as these markets offer quality assurance, stable supply and
variety. American waste paper (AOC&hd European waster paper (EOCC) make up the
majority of thefurnacesused by the major paper mills in ChirResearch shosithat

the average lifespan of pulp fibres is normally about five recydlegler normal
circumstancs, the mils would keep 3060 days supply of OCC esite. The inventory is
mainly considered as a buffer against any delays in the transportation.

In recent yearsChina has become less reliable on imported waste pagegomestic
supply ofwaste paper pulphas steadily increaseid the past few yearsAccording to
theChi na Paper Association, China’s total
more than double that of 200%vhile domestic supply represented over 62%tloé¢

figure recorded for2015, rising steadily from 51% in 200®espite so, based on the

data of an article published by the China National Pulp and Paper Research Institute,
the recovery rate in China still lagignificantly behindhe developed economiest

only 49.5%for examplever sus U. S.’ 6a5n%l, Glear pnreannWe' s7 97.53.
esti mat e ydedpapea praductioe t contribute only 381% of the global
paper and paperboard productiovolume assuminghat the major raw material used

in productionis recyclecaper

\

According to NDPRhe largest regcledbased containerboard manufacturéhe portion

of usingdomestic waste paper increase to 40% of total recovered paper, from nearly 90%
relied on import OCC before 2012. We beligkiat an increasing supply source from
local supplywould benefit localpaper mills.

Figure 19: China pulp consumption mix
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Figure 20: NDP net dollar margin trends

A supplement from VAT refund

The Chinesgovernment hagecently launcheda valueadded &ax (VAT)refund policy

to promote the useof recycled paper resourcel our view, he policy,which became
effectiveon 1 July 2015would continue tobenefit compliantenterprisesin the long

run on the back of the subsequent production cost reductiddsr base case scenario

of a stable to modestly upward trend in product prices and relatively slower pace of
OCC price increase is subject to containerboard production, availability of recovered
paper andthe correspondingrecovery rate Based onour undestanding,the higher

the profit per unit of sales, the amount of tax to be rebated would be greater.
According to our estimates, NDP and LMP enjoyed an average VAT rebate of
RMB28/ton and RMB57/ton on paper sales respectively in the second half of 2015.
our view, the rebate would serve as an additional bottom line growth driver.

Comparison between Nine Dragons Paper and Lee & Man Paper
We forecast NDB net profithadincreasel by a CAGR 0i13%during FY&GEFY BE (FYE
June 30), whileMPmayhaverecorded a net profit growth of 16%YoYin FY18-Y1E

Figure 21: LMP net dollar margin trends
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Comparatively speaking, LM®Pproduct mix is mainly focused on high margin products
it is currently shifting product mix towards linerboard. Coated duplex board
contributed merely 8% to thergup's overall revenue inFYL5, compared to 24% for
NDPBesides LMPs business is more concentrated in terms of prodeariety andit is
also less diversifieth terms ofgeographial location of assetsLMP is a newbie in the
tissue paper manufacturingousiness with a small operation scale; moreover, it has
never engagedn recycled printing and writing papenanufacturing though it has
gained experience imxternal sals of market puls. LMP has allocated 55% of its
capacityfor its production plantdocated inGuangdong provincecompared to NDB
38% In terms ofcosts, howeverraw materials and chemicaléincluding recovered
paper and pulg, had made up 73% of LMPperating costs ifFY15, versusonly 75%

for NDP. Meanwhile NDPs net gearing rab is relatively highethan that of LMP.Last
but not least, LMP isurrently planningto foray nto Vietnamthis yearwhereasNDP
hasrecently addedLO0Ok tonsof capacityto its operation in China

SinceNDPs debts are either denominated in US dollag Hbllar or theEuro, exchange

rate fluctuation will adversely impact both its revenue and costs given that OCC
imports make upround30% of itdotal raw material procurement volumend whilst

its exports to the U.S. account for only about 10% of tstles volume, it will also
negativelyimpact itsfinancial statementsince the reporting currency is RMB For

LMP, despite its reporting currency is HKD and 100% of its debts are either
denominated in HK dollar or US dolldepreciation ofRMBwill hawe a greater impact

on its daily operations relative to NDP, since majority of its costs and revenue are
denominated inRMB In view of the YTIRMB exchange rate movements, NP
management intends to maintain itanhedged foreign debt position but tostart
swapping a certaimmountback into the Chinese currency with a néarmm target of
achieving 80% of the loan structure in RMB, ideally at least 65% by the upcoming
interim, up from 26% as of er2015.
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Focus charts

Figure 22: NDP's capacity profile by province

Figure 23: LMP's capacity profile by province
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Figure 24: NDP’s revenue profile by product, FY15
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Figure 25: LMP’s revenue profile by product, FY15
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Figure 26: NDP’s cost profile, FY15
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Figure 27: LMP’s cost profile, FY15
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Figure 28: NDP’s debt profile by currency, FY15
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Figure 29: LMP’s debt profile by currency, FY15
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Appendix: China tissue paper market

Chinas household paper industriras experienced rapid developmeint the pastten
years while per capita consumptiogrowth in Chinaremains potentialf huge in the
foreseeable yearsIn 2015 Chinas household paper markethas continuedto
experiencegrowth, accounting for an about 18% global market shame6.84 million
tons out of thetotal global consumption of 38 million tongnking second in thevorld,
according to RISThe highest per capita consumption of household papeonomies
in the world are North Americathe Nordic countriesand Swedenwith an average
annual paper consumption of 24kg per perspfollowed by theU.S.at 21.9kgand
Sauth Korea, Japan and Taiwahge top three economies in Asiat 19.7 kg, 13.8 kg
and 10.1 kgrespectively Meanwhile, with an average annualonsumption of
household papepf 5.2kg5.6kg per persoin China, the average price per ton of paper
the househdds pay is currently only about RMdBton. As such, we foresee the market
to grow at a steady rate of around®% in the coming few years.

Currently household paper industry overcapacity situation will be phased out no brand,
channel edge backward enteipes, the four leading market share of around 40%,
there is still much room for improvemen&oing forward, we expeche overall supply
landscapewould remainfragmented while producersontinue to leverage heavilgn

their own-established sales channelad brand advantages.

Figure 30: Key top tissue brands nominated in 2015
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Figure 31: Tissue paper in 2015
Hengan (1044 HK)  Vinda (3331 HK)  C&S (002511 CH) Hanky (LMP, 2314 HK)

Sales volume (tons) 1,020,000 657,000 249,291 48,000
ASP (HKD/ton) 10,588 14,758 11,765 8,833
Revenue (HKD mn) 10,800 9,696 2,933 424
Gross profit (HKD mn} 3,845 2,957 946 43
GPM (%) 35.6 30.5 322 10.0

SourceCompary, CSCI Research estimates
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Valuation

We see a couple of reasons that have led to theating of NDP and LMP, the two
major Hong Kondjsted containerboard plays, which are 1) solid earningsovery
amid low cost trend, and 2) diminishing negative impact from RMB currency
depreciation atthe beginning ofthe year. All in all, we believe sector valuation
reversion back to migycle will continue in the foreseeable years on the back of
gradual improvement in the industry fundamentals, and stronger caibw from
steady margins recovery.

We gaugethe sector earnings trend would be negatively correlated to the capacities
addition. We currently expect the industsynet added capacity to peak in Z0and
reduction to acceleratein 2017. Should our supply demand forecasts prove to be
accurate,the recoveing industry earningsvould be the prime catalyst supporting an
uptrend into 2017. Meanwhile, we forecast NBRet profit to increase at a CAGR of
13%between FY@Eand FY&E (FYE June 30), and L#/Ret profit to increase b$6%

in FY5-17E

We believe both NDP and LMP could potentially trade up toayde range, contrary

to their corresponding growth profile back in 2010. Historically, NBRae price has a
higher correlation with OCC price movement, relative to LMP. It might be worthwhile
to note that both share prices traded at dip durirthe previoustwo down-cycles in
2012 and 2009We justify a valuation premium toMPover NDPbased on itstronger
margins and balance sheet.

Valuation methodology

Nine Dragons Paper (2689 HK, BUY, PT HKD7.0)

Our methodologyin setting the price targets based orthe historical PBR multipse
and ROEand by applying them to our forecast earnings for the focasted fiscal years.
We value NDP atiK[¥.0 based on12x PERat parto our estimated FYIHEPS of
RMBO0.2 (FYE June 30and anexchangerate of RMB/HKD exchangef 0.86. Our
target price representsl.0x PBRto our estimated FYIH book value per share of
RMB5.24. We believe the stock would tend to trade towards book value as we foresee
ROE recovery over FYBX8E Historically, the stock has traded below book only during
2012 when the company posted a decline in earnings.

Lee & Man Paper (2314 HK, BUY, PT HKD7.2)

Our methodologyin setting the price targets based orthe historical PBR multipte

and ROEand by applying them to our forecast earnings for the forecasted fiscal years.
We value LMP aHKD72 based onits 5yr average valuation ofi2x PERto our
estimated FY1bB EPS ofHKDO0.6 Our target price representd.75x PBRto our
estimated FY16E book value per shardH#fD4.1 We believe the valuation premium
over NDP is justified given its superior ROE and as we foresee profitability continue to
expand n FY1&and FY1E Historicallythe stock hagraded below book only during
2012 when the company posted a decline in earnings.

Investment risks

1) slowerthan-expected ASP recovery, 2) sharp contraction in consumption in China or
recession in other devepedeconomies 3) unexpected increase in supply and industry
capacity expansion in the next two years, contraryotg expectationof a decline in

net new added capacityscenariofor 2016 and 20174) wider magnitude ofRMB
depreciationin 2016, 5)xpike in raw materials costsnd 6)feasibilityfor corporations

to arrange debt refinancing

Please read the disclaimer on the last page. 17 28 July 2016
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Figure 32: PBR band - NDP

Figure 33: PBR band - LMP
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Figure 34: PER band - NDP

SourceBloomberg CSCI Researektimates

Figure 35: PER band - LMP
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Figure 36: Peer comparison
PER EPS Growth PBR ROE EV/EBITDA Yield Net debt /
712712016 Close Mkt cap (%) (%) (x) (%) (x) (%) Equity (%)
Company Ticker Ccy (Local$) (US$b) 2016E 2017E 2016E 2017E 2016E 2017E 2016E 2017E 2016E 2017E 2016E 2016E
Global
International P aper IP US USD 45.68 18.8 1.3 26 4.7) 5.0 4.2 38 345 314 74 7.1 3.9 186.5
WestRock WRK US USD 43.63 10 17.0 16.0 (34.7) 6.3 10 10 59 6.9 73 75 34 67.5
Smurfit Kappa SKGID EUR 2171 56 102 98 85 48 20 17 203 181 67 66 34 m?2
Packaging Corp PKG US uUsD 75.30 7.1 15.8 15.6 6.1 18 4.1 37 265 247 8.2 8.1 29 7.7
Graphic Packaging GPKUS USD 13.68 4.4 7.3 555 104 16 38 3.6 226 240 8.4 8.0 15 170.3
KapStone Paper and Packaging KSUS USD 1481 14 2.7 ne (27.3) 9.7 16 14 24 11 75 7.2 27 152.3
PH Glatfelter GLTUS  USD 2069 09 B7 U5 203 10 14 13 95 D3 71 65 24 451
Average 1“3 3.2 (3.0) 8.3 26 24 188 182 75 7.3 29 229
Oji Paper 3861JP JPY 435.00 4.2 7.3 1.0 B6 56.7 0.6 0.7 3.8 6.2 8.7 8.6 23 -
Nippon Paper 3863 JP JPY 1876.00 21 2463 128 (96.7) 1830.6 05 05 0.2 3.9 9.0 8.7 32 -
Marubeni 8002JT JPY 488.00 8.0 13.9 62 (447) 1242 0.6 0.6 4.1 10.3 2.6 B4 4.4 207.9
Nine Dragons 2689 HK  HKD 6.33 38 M4 13 333 273 11 10 55 94 83 75 12 87.1
Chenming - H BR2HK HKD 6.54 21 - - - - - - - - - -
Chenming - A 000488CH CNY 8.39 2.1 9.5 8.3 917 4.3 10 0.9 0.1 18 9.8 8.5 46 -
Chenming - B 200488CH  HKD 6.20 21 70 6.2 917 4.3 0.7 0.7 0.1 18 9.8 85 - -
Lee & Man 234 HK HKD 6.28 3.7 10.7 9.5 212 22 15 14 18 19 9.3 8.4 33 613
YFY 1907TT TWD 9.54 05 353 (55.0) - 04 - - - - - - -
Average 443 9.3 6.9 2971 08 08 6.9 9.8 9.6 9.1 32 18.8
Source: Bloombergrices as of 27 July 2016
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Improving debt profiles on falling capex

i We initiate coverage on Nine Dragons Paper (NDP) with a Buy rating
and PT of HKD7.0, based on our blended valuation of FY17E 12x PER
and 1.0x PBR.

 We expect NDP would continue to deliver steady margin expansion
at the core operational level.

i We are concerned that its forex loss overhang would remain in the
near term, given its large forex debt position.

Earnings outlook. NDP isChinas largest containerbard manufacture
with an establishednation-wide production and sales networldaving
completed the major capex growth phase, the compéag pledgedto
lower its gearingratio going forwardWe believeNDPis poised tdbenefit
from the industry recoveryn the back ofaccelerating capacity clost
led by the supply side reformand stricter environmental protectic
regulations,as NDP should be able topick up those marketwhere
smaller plantsare being shaken outAlthough its high net gearing ra
(90% in FY@E) still seems tde a market concerrthe management he
set its sightsto reduce net gearingto 75-80% in the term. We
conservativelyestimate its net gearing to improve t@6% in FYZE
considering the likelihood afew projectsin the pipeline,besides those
that havealready beerannounced is low Management indicated that
will only addnew capacityafter the net gearing ratidalls to within the
target range.NDPaim to restructure itsRMBdenominatedloan mix tc
80% while ¢.50% of totalinterest-bearing debs¢ are in fixedterm. We
expectNDP ' ngt profit to remainlower than LMP s ; h o wgay
will likely narrow as NBstrivesto strengthen its balanceheet.

Valuation. Aswe projectNi ne Dr a g o n sgrow at aCAGR (
13%over thenextthree yearsthe stockdoes not deserve ttrade below
the midlevel range 02011-2015 Our A of HKDO.0, whichis based o
12x FM7E PR, is derived from arestimated EPS ofRMB).52 on
assumption of arRMB/HKD exchangaf 0.86. Our H trandates to 1.0x
FY1E(FYE June 3@stimatedbook value oRMB624.

Key catalysts and risks. Slowerthan-expected ASP recovery W16E17E
and slowerthan-expected progress of capacity shutdown.

Nine DragonsPaper

(2689 HK)
Buy
(initiation)
Price Target HK$7.0
(upside (10.6%)
Close price 6.33
Market cap. US$3807mn
Free float 32.7%
52-week range HKD3.76—HKD6.67
3-mth ave. T/O HKDR1.7mn

Price as 027 July2016
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NDP’s Financial statement

Income statement (RMBm)

Cash flow statement (RMBm)

Year end: Dec 2014 2015 2016E 2017E 2018E Year end: Dec 2014 2015 2016E 2017E 2018E
Revenue 28,929 30,093 31586 31072 32,872 EBIT 3,629 3,235 4,354 4,460 5,021
CcOoGS (2478)  (25376)  (25,709) (2527)  (26,362) Depreciation & amortisation 1771 1838 2,376 2,357 2,339
Gross profit 4,751 4,716 5,876 5,945 6,510 Net interest 1503 1324 1304 1226 1134
Selling expenses (526) (679) (718) (699) (699)  Taxes paid (370) (499) (780) (828) (995)
General and administrative (82) (9B) (929) (903) (903) Changes in working capital n 2,058 (113) 96 (367)
Other opex 218 us 155 152 61 Others (3,067 (533) (1436) (740) (411
EBITDA 5,400 5,073 6,729 6,817 7,360 Cash flow from operations 3,482 7,424 4,686 6,572 6,721
Depreciation & Amortization @779 (1838) (2,376) (2,357) (2,339)
EBIT 3,629 3,235 4,354 4,460 5,021  Capex (25576) (1704) (2,500) (2,000) (2,000)
Interest income 70 130 104 76 63 Acquisitions (19) (80) - - -
Interest expense (1573) (1455) (1408) (1302) (197) Disposals 31 5 - - -
JVs and associates 38 39 41 41 43 Others 3,455 (2,239) (1100) (1636) (1765)
Others - 27) - - - Cash flow from investing 891 (4,007) (3,600) (3,636) (3,765)
Pretax profit 2,157 1,955 3,122 3,310 3,979
Taxation (370) (499) (780) (828) (995)  Dividends (373) (408) (600) (636) (765)
Minority interests (32) (45) (72) (76) (92) Issueof shares - - - - -
Net profit 1,755 1412 2,269 2,406 2,892  Changeindebt 1244 (3,584) (3,000) (3,000) (3,000)
Net profit (adjusted) 1755 1412 2,269 2,406 2,892 Others 20 (8) - - -
Cash flow from financing 891 (4,007) (3,600) (3,636) (3,765)
Basic EPS (RMB) 0.38 0.30 0.49 0.52 0.62
Diluted EPS (RMB) 038 0.30 049 052 062 Change in cash 5,264 (591) (2,514) (702) (809)
DPS (RMB) 0.07 0.08 0.13 0.14 0.6 Freecashflow 906 5,720 2,186 4572 4,721
Balance sheet (RMBm) Key ratios
Year end: Dec 2014 2015 2016E 2017E 2018E Year end: Dec 2014 2015 2016E 2017E 2018E
Cash 7,902 731 4,797 4,096 3,287 Operating ratios
Short term investments - - - - - Gross margin 6.4 57 186 w1 .8
Accounts receivables 7,126 6,749 7,282 7,163 7578 EBITDA margin (%) 87 6.9 213 219 224
Inventory 4523 3,553 4,091 3,999 4,195 Effective taxrate (%) 72 255 250 250 250
Other current assets 53 615 615 615 615 Revenue growth (%) 65 40 5.0 (16) 58
Total current assets 19,604 18,228 16,784 15,872 15,674 Net income growth (%) 236 (19.6) 60.8 6.0 202
PP&E 45,599 45,011 45,135 44,779 44,440 EP S growth adj (%) 236 (19.6) 60.8 6.0 20.2
Intangible Assets 223 252 252 252 252 DPS growth (%) 0.0 13 60.8 6.0 20.2
Total investments 53 64 64 64 64
Other long term assets 1504 1479 1479 1479 1479 Efficency ratios
Total long term assets 47,379 46,806 46,930 46,573 46,235 ROE (%) 73 56 84 84 94
TOTAL ASSETS 66,983 65,034 63,714 62,445 61,909 ROCE (%) 73 6.8 92 95 106
Asset turnover (x) 04 0.5 05 05 05
Short term debt 12,350 12,188 11,045 9,902 8,759 Op cash/EBIT (x) 10 23 11 15 13
Accounts payables 4,893 5145 5,085 4970 5214 Depreciation/ CAPEX (x) 0.7 11 10 12 12
Other current liabilities 357 426 426 426 426 Accounts receivable days 6.1 84.1 811 848 818
Total current liabilities 17,599 17,759 16,556 15,297 14,399 Accounts payable days 106.4 722 726 730 705
Long term debt 23,124 19,802 17,945 16,088 1,231
Deferred tax 1628 1912 1912 1912 1912 Leverage ratios
Bonds payable - - - - - Net gearing (%) 145 978 90.0 764 64.0
Other long term liabilities 31 35 35 35 35 Net debt/ EBITDA (X) 51 49 36 32 27
Total long term liabilities 24,784 21,749 19,892 18,035 16,178 Interest cover (x) 24 24 3.3 36 44
TOTAL LIABILITIES 42,384 39,508 36,448 33,333 30,577 Current ratio (X) 11 10 10 10 11
Sharehol derso f und 24,073 25,227 26,896 28,666 30,793 Valuation
Minority Interests 527 299 371 447 539 PER () 15 8.0 nz 05 8.8
TOTAL LIAB AND EQUITY 66,983 65,034 63,714 62,445 61,909 EV/EBITDA (x) 106 0.7 79 75 6.6
PBR (X 10 10 0.9 09 0.8
Net cash / (debt) (27572)  (24680)  (24,194) (21895)  (19,704)  Dividend yield (x) 13 15 24 25 30
Source: Bloombgr CSCI Research estimagasces as of 27 July 2016
Please read the disclaimer on the last page. 20 28 July 2016
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Tapping into new high-margin products

i We initiate coverage on Lee & Man Paper (LMP) with a Buy rating
and PT of HKD7.2, based on our blended valuation of FY16E 12x PER
and 1.75x PBR.

 We believe LMP would benefit from ramp-up of its new capacity in
Vietnam and tissue paper contribution towards FY17.

9 We expect new growing catalysts as management announces new
development projects during the upcoming interim results briefing.

Earnings outlook. LMP is Chinds secondlargest containerboar
manufacturer LMP is relatively more prudent in capac#éypansion &
compared to Nine Dragons Paper (NCH®nce it has a relatively strong
balance sheet and profitable earnings profil&/ith only one new
containerboardcapaciy scheduledto be builtin Vietham(PM19)and ¢
total of four new tissue paper caeities (TMS3) set to come on streal
by yearend, the prospects for LMP in meeting its planned produc
volume expansion targets, imparticular for FYL7F, have increas:
significantly Thus far, market still awaits the comparg new
development plans, hich we expect will be announced during
interim results presentationDespite so, LMP has continued to del
higher preexceptional net profits versus ND&wing to: 1) its greate
concentration on highmargin linerboard, which contributed7% of totl
revenue ‘ersus 46% for NDP, its major competifoR) its greate
geographical concentration with 55% of its capacities allocated
Guangdong provinceevsus NDR 38%, and 3) lower gearing rat
Meanwhile, ve e x p e cunit né&t grBfit te remain higer than NOF
and to grow at a CAGR of 16%-WM.5-17F

Valuation. We value LMP atiK[Y.2 basedon 12x PERon FYI6EEPS of
HKDO06. We believe the stock should worth to trade towards one
standard deviation above the average level during 2011 and, 288 %e
anticipate the company to achieve an earnings CAGR of at le%sbl 6
FY15-17F. Our P of HKDY.2 translates tol.75x FL6Ebook value of
HKD4.1We justify its premiunvaluationover NDP based on its superi
ROE.

Key catalysts and risks. Slowerthan expeted ASP recovery
FWL6EL17E andslowerthan-expected progresesf capacity shutdowr

Lee & Man Paper

(2314 HK)
Buy
(initiation)
Price Target HKS7.2
(upside) (14.6%)
Close price 6.28
Market cap. US$3689mn
Free float 31.%%
52-week range HKD3.8—HKD6.45
3-mth ave. T/O HKI37.0mn

Price as 027 July2016
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LMP’s Financial statement

Income statement (HKDm) Cash flow statement (HKDm)
Year end: Dec 2013 2014 2015 2016E 2017E Year end: Dec 2013 2014 2015 2016E 2017E
Revenue 16,970 17,099 17,616 18,952 21504 EBIT 2,334 2,459 2,892 3,497 3,896
COGS (14,084) (14,028) (14,037) (14,757) (16,444)  Depreciation & amortisation 680 833 871 1298 1258
Gross profit 2,886 3,072 3,578 4,195 5,060 Net interest 149 215 BB5 21 199
Selling expenses (3R) (330) (318) (369 (456)  Taxes paid (244) (305) (418) (500) (563)
General and administrative (622) (709) (797) (889) (1124)  Changes in working capital (1,280) (256) 335 (767) (770)
Other opex 380 426 428 552 416  Others (365) (404) (292) (428) (398)
EBITDA 3,013 3,292 3,763 4,795 5,153 Cash flow from operations 1,272 2,541 3,542 3,314 3,622
Depreciation & Amortization (680) (833) 871 (1,298) (1,258)
EBIT 2,334 2,459 2,892 3,497 3,896  Capex (2272)  (2050)  (3000)  (2,600) (500)
Interest income 10 6 10 » 1 Acquisitions (50) (296) (16) - -
Interest expense (159) (23) (165) (226) (210) Disposals 3 9 25 - -
JVs and associates 0 (0) (0) - - Others 9) 8 6 - -
Others 0 ) 0) - - Cash flow from investing (2,328) (2,318) (2,986) (2,600)  (500)
Pretax profit 2,185 2,244 2,737 3,283 3,697
Taxation (244) (305) (418) (500) (563)  Dividends (578) (660) (739) (983) (1107)
Minority interests - - - - - Issue of shares (184) (1 (41 - -
Net profit 1,940 1,940 2,318 2,783 3,134 Change in debt 1857 1871 1523 - (2,000)
Net profit (adjusted) 1940 1940 2,318 2,783 3134  Others - - ) ) -
Cash flow from financing 1,094 1,100 372 (983) (3,107)
Basic EPS (HKD) 041 041 0.50 0.60 0.68
Diluted EP S (HKD) 041 041 0.50 0.60 068 Change in cash 53 1322 926 (269) 15
DPS (HKD) 0.5 0.4 0.8 021 024  Freecash flow (1000) 491 542 4 3,122
Balance sheet (HKDm) Key ratios
Year end: Dec 2013 2014 2015 2016E 2017E Year end: Dec 2013 2014 2015 2016E 2017E
Cash n 2,033 2,959 2,689 2,704 Operating ratios
Short term investments - - - - - Gross margin 7.0 8.0 203 221 235
Accounts receivables 5,582 5,891 4,869 5,788 6,568 EBITDA margin (%) 78 9.3 214 253 24.0
Inventory 3,123 3,258 3,092 3,338 3,79 Effective taxrate (%) n2 3.6 53 5.2 52
Other current assets 45 35 2 2 5 Revenue growth (%) - 0.8 3.0 76 B5
Total current assets 9,460 11,217 11,042 11,938 13,116 Net income growth (%) - (0.0) 05 20.1 26
PP&E 20,830 22,465 23,351 24,654 23,896 EP S growth adj (%) - 05 210 20.1 26
Intangible Assets - - - - - DP S growth (%) - () - - -
Total investments - - - - -
Other long term assets 905 1055 1206 1206 1206 Efficency ratios
Total long term assets 21,734 23,520 24,557 25,860 25,102 ROE (%) n9 n1 BS5 46 19
TOTAL ASSETS 31,195 34,737 35,599 37,798 38,218 ROCE (%) 05 0.1 07 »1 B1
Asset turnover (X) 05 05 05 05 0.6
Short term debt 5,661 6,698 5,250 5,250 4,546 Op cash/EBIT (x) 05 10 12 0.9 0.9
Accounts payables 3,165 3,262 3,043 334 3,693 Depreciation/ CAPEX (x) 03 04 03 05 25
Other current liabilities 83 357 156 282 296 Accounts receivable days 108.8 225 ms ms ms
Total current liabilities 8,909 10,317 8,449 8,847 8,536 Accounts payable days 839 836 82.0 82.0 82.0
Long term debt 5,298 6,163 9,012 9,012 777
Deferred tax 641 780 902 902 902 Leverage ratios
Bonds payable - - - - - Net gearing (%) 62.7 62.0 65.6 60.8 454
Other long term liabilities - - - - - Net debt/ EBITDA (x) 34 33 3.0 24 19
Total long term liabilities 5,939 6,942 9,914 9,914 8,618 Interest cover (x) 5.7 s 8.7 6.3 9.6
TOTAL LIABILITIES 14,848 17,260 18,363 18,761 17,154 Current ratio (x) 11 11 13 13 15

Sharehol derso6 f undsi346 7AT7 17,236 19,037 21064  Valuation

Minority Interests - - - - - PER () 552 54 »5 104 93
TOTAL LIAB AND EQUITY 31,195 34,737 35,599 37,798 38,218 EV/EBITDA (x) B2 »7 ni 88 78

PBR () 18 17 17 15 14
Net cash / (debt) (10,249)  (10,828)  (11304)  (11573)  (9,558) Dividend yield (%) 23 23 28 34 38

SourceBloomlerg, CSCI Research estimagaices as of 27 July 2016
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The Benchmark: Hong Kong Hang Seng Index; Time Horizon: 12 months

Buy 12-month absolute total return: >=10%
Hold 12-month absolute total return: 510% but <10%
Sell 12-month absolute total return: <30%
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