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AK Medical (1789 HK)

2023 guidance cut, expecting recovery in 2024

AK Medical cut its FY23 sales and net profit guidance, primarily due to the
declined orthopaedic surgery volumes amid the challenging business
environment in China. The Company now expects 2023E revenue to remain flat,
down from its previous guidance of 30% YoY revenue growth for 2023E. NPM
may slightly drop because the anti-corruption activities hurt the sales of high-
margin non-VBP products in 2H23. AK medical expects the business to recover
in 2024E and forecasts at least 30% YoY revenue growth and above 20% NPM

in 2024E.

B High-margin non-VBP products have been disproportionately affected

since Aug with slight turnaround of surgery volumes in Oct. In 1H23,
48% of AK Medical’s domestic revenue was from the high-margin non-VBP
products such as revision and reconstruction joints, 3D-printed spinal
implants, partial knee products and customized products (ICOS), etc.
However, the management noted that clinicians preferred to use VBP
products rather than the non-VBP products since Aug due to the anti-
corruption campaign. Thus, the Company’s revenue and NPM were both
negatively impacted from 3Q23. AK Medical has seen slight recovery of
surgery volumes in Oct as it was flat YoY compared to a 10% YoY drop in
Sep. Academic conferences have gradually resumed while the marketing
events led by the Company are still suspended. AK Medical expects surgery
volumes to be back on track after the Spring Festival.

Expect moderate price recovery in the upcoming VBP renewal. AK
Medical believes the joint VBP renewal will be initiated by the end of the year
and be implemented in 2Q24E. We expect the VBP renewal of joints to follow
the rules of coronary stents and trauma products which led to the
convergence of the bidding prices. AK Medical has relatively low bidding
prices in the previous VBP with hip joint price of ~ RMB5,900/unit (vs.
average price of ~ RMB7,000/unit), and knee joint price of ~ RMB 3,400/unit
(vs. average price of ~ RMB5,000/unit). AK Medical lose market share in hip
joints because distributors received less margins from AK Medical than other
domestic brands and were less motivated to promote AK’s products. We
expect AK Medical’s bidding prices to increase during the VBP renewal,
which will allow the Company to offer higher margins to its distributors while
maintain relatively stable out-of-factory prices. Therefore, we believe AK
Medical will regain market share in the hip joint market in 2024E, leveraging
its high product quality and wide distribution network.

Maintain BUY. To factor in the lower-than-expected sales in 2023E and our
expectation on the surgery volume recovery in 2024E, we revised our TP to
HK$8.44 based on a 9-year DCF model (WACC: 11.08%, terminal growth
rate: 2.5%), implying 31x 24E P/E.

Earnings Summary

(YE 31 Dec) FY21A FY22A FY23E FY24E FY25E
Revenue (RMB mn) 761 1,052 1,058 1,384 1,770
YoY growth (%) (26.5) 38.2 0.6 30.8 27.9
Net profit (RMB mn) 92.6 204.8 198.1 277.7 3715
YoY growth (%) (70.5) 121.1 (3.3) 40.2 33.8
EPS (Reported) (RMB) 0.08 0.18 0.18 0.25 0.33
YoY growth (%) (70.8) 121.8 (4.3) 40.2 33.8
P/E (x) 77.7 35.1 36.6 26.1 19.5
Yield (%) 0.3 0.8 0.7 1.0 1.3
ROE (%) 4.6 9.1 8.3 10.7 12.9
Net gearing (%) Net cash Net cash Net cash Net cash Net cash

Source: Company data, Bloomberg, CMBIGM estimates
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Figure 1: Earnings revision

New old Diff (%)
RMB mn FY23E FY24E FY25E FY23E FY24E FY25E FY23E FY24E FY25E
Revenue 1,058 1,384 1,770 1,368 1,777 2,315 -22.6% 22.1% -23.6%
Gross profit 614 824 1,071 834 1,088 1,422 -26.5% -24.3% 24.7%
Operating profit 220 313 422 305 392 516 -28.1% -20.1% -18.2%
Net profit 198 278 372 269 342 449 -26.3% -18.9% -17.2%
EPS (RMB) 0.18 0.25 0.33 0.24 0.31 0.40 -26.3% -18.9% -17.2%
Gross margin 58.00% 59.50% 60.50% 61.00% 61.20% 61.40% | -3.00ppt  -1.70 ppt  -0.90 ppt
Operating margin 20.76% 22.61% 23.83% 22.32% 22.03% 22.28% | -156ppt  +0.58 ppt  +1.55 ppt
Net Margin 18.72% 20.06% 20.99% 19.64% 19.26% 19.39% | -0.92 ppt  +0.80 ppt  +1.60 ppt

Source: Company data, CMBIGM estimates

Figure 2: Risk-adjusted DCF valuation

DCF Valuation (in RMB mn) 2024E 2025E 2026E 2027E 2028E 2029E  2030E

EBIT 220 313 422 527 654 804 981 1,187 1,425
Tax rate 15% 15% 15% 15% 15% 15% 15% 15% 15%
EBIT*(1-tax rate) 187 266 359 448 556 684 834 1,009 1,211
+ D&A 80 80 80 96 115 135 159 184 211
- Change in working capital -13 -157 -168 -201 -239 -283 -331 -383 -441
- Capex -115 -115 -115 -138 -164 -194 -227 -263 -302

FCFF 139 74 156 205 267 343 435 547 679

Terminal value 8,116

FCF + Terminal value 139 74 156 205 267 343 435 547 8,795

Terminal growth rate 2.5%

WACC 11.08%

Cost of Equity 14.0%

Cost of Debt 5.0%

Equity Beta 1.10

Risk Free Rate 3.00%

Market Risk Premium 10.0%

Target Debt to Asset ratio 30.0%

Effective Corporate Tax Rate 15.0%

PV of enterprise value (RMB mn) 7,791

Net debt (RMB mn) (729)

Minority interests (RMB mn) 0

Equity value (RMB mn) 8,520

Equity value (HK$ mn) 9,466

# of shares outstanding (mn) 1,121

Price per share (HK$) 8.44

Source: CMBIGM estimates

Figure 3: Sensitivity analysis

WACC
10.08% 10.58% 11.08% 11.58% 12.08%

3.5% 11.20 10.20 9.34 8.59 7.94

3.0% 10.53 9.64 8.86 8.19 7.59

Terminal growth rate 2.5% 9.95 9.14 8.44 7.83 7.28

2.0% 9.44 8.71 8.07 7.50 7.00

1.5% 8.99 8.32 7.74 7.21 6.75

Figure 4. CMBIGM estimates vs consensus
CMBIGM Consensus Diff (%)

RMB mn FY23E FY24E FY25E FY23E FY24E FY25E FY23E FY24E FY25E
Revenue 1,058 1,384 1,770 1,370 1,787 2,293 -22.8% -22.5% -22.8%
Gross Profit 614 824 1,071 841 1,101 1,417 -27.0% -25.2% -24.4%
Operating Profit 220 313 422 301 396 503 -27.0% -20.9% -16.1%
Net profit 198 278 372 267 350 446 -25.7% -20.6% -16.6%
EPS (RMB) 0.18 0.25 0.33 0.24 0.31 0.41 -25.5% -20.9% -18.4%
Gross Margin 58.00% 59.50% 60.50% 61.37% 61.59% 61.79% -3.37 ppt -2.09 ppt -1.29 ppt
Operating Margin 20.76% 22.61% 23.83% 21.96% 22.13% 21.93% -1.20 ppt +0.48 ppt +1.90 ppt
Net Margin 18.72% 20.06% 20.99% 19.47% 19.58% 19.43% -0.75 ppt +0.48 ppt +1.56 ppt

Source: Company data, Bloomberg, CMBIGM estimates
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Financial Summary

INCOME STATEMENT 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec (RMB mn)

Revenue 1,035 761 1,052 1,058 1,384 1,770
Cost of goods sold (321) (262) (416) (444) (561) (699)
Gross profit 715 499 636 614 824 1,071
Operating expenses (346) (400) (416) (394) (511) (649)
Selling expense (154) (187) (180) (178) (235) (301)
Admin expense (83) (105) (118) (116) (145) (182)
R&D expense (105) (113) (111) (111) (141) a77)
Others (4) 6 @) 11 11 11
Operating profit 369 99 220 220 313 422
Net Interest income/(expense) 8 9 20 13 14 15
Pre-tax profit 377 109 240 233 327 437
Income tax (63) (16) (36) (35) (49) (66)
Net profit 314 93 205 198 278 372
Minority interest 0 0 0 0 0 0
Net profit attributable to shareholders 314 93 205 198 278 372
BALANCE SHEET 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec (RMB mn)

Current assets 1,903 1,934 2,065 2,158 2,367 2,653
Cash & equivalents 713 476 626 727 744 820
Account receivables 451 388 467 435 531 630
Inventories 361 423 402 426 522 632
Other current assets 378 648 570 570 570 570
Non-current assets 624 671 709 744 778 813
PP&E 364 382 436 482 529 576
Deferred income tax 51 76 75 75 75 75
Intangibles 76 80 85 73 61 49
Goodwill 133 132 113 113 113 113
Other non-current assets 0 0 0 0 0 0
Current liabilities 418 489 436 415 450 492
Short-term borrowings 0 0 0 0 0 0
Account payables 146 93 155 134 169 211
Tax payable 42 52 23 23 23 23
Other current liabilities 230 345 258 258 258 258
Non-current liabilities 66 84 94 94 94 94
Deferred income 12 12 13 13 13 13
Other non-current liabilities 54 72 81 81 81 81
Total liabilities 484 574 531 509 545 586
Share capital 9 9 9 9 9 9
Other reserves 2,033 2,022 2,234 2,383 2,591 2,870
Minority interest 0 0 0 0 0 0
Total shareholders equity 2,043 2,032 2,244 2,392 2,601 2,879
Total equity and liabilities 494 583 540 519 554 596

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE 3
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CASH FLOW 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec (RMB mn)

Operating

Profit before taxation 377 109 240 233 327 437
Depreciation & amortization 58 73 79 80 80 80
Tax paid (45) (29) (57) (35) (49) (66)
Change in working capital (186) 31 (40) (13) (157) (168)
Others 1 (7 22 (13) (14) (15)
Net cash from operations 205 177 243 252 187 269
Investing

Capital expenditure (351) (76) (122) (115) (115) (115)
_Net proceeds from disposal of short-term (548) (1,039) (1,921) 0 0 0
investments

Others 542 818 1,960 13 14 15
Net cash from investing (356) (297) (82) (102) (101) (100)
Financing

Dividend paid (75) (37) (24) (50) (69) (93)
Net borrowings 2) 0 0 0 0 0
Proceeds from share issues 701 0 0 0 0 0
Others (13) (64) (13) 0 0 0
Net cash from financing 612 (101) (37) (50) (69) (93)
Net change in cash

Cash at the beginning of the year 277 713 476 626 727 744
Exchange difference (24) (16) 26 0 0 0
Cash at the end of the year 713 476 626 727 744 820
GROWTH 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec

Revenue 11.7% (26.5%) 38.2% 0.6% 30.8% 27.9%
Gross profit 11.1% (30.1%) 27.5% (3.6%) 34.2% 30.0%
Operating profit 16.9% (73.0%) 121.2% (0.2%) 42.5% 34.8%
Net profit 17.6% (70.5%) 121.1% (3.3%) 40.2% 33.8%
PROFITABILITY 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec

Gross profit margin 69.0% 65.6% 60.5% 58.0% 59.5% 60.5%
Operating margin 35.6% 13.1% 20.9% 20.8% 22.6% 23.8%
Return on equity (ROE) 15.4% 4.6% 9.1% 8.3% 10.7% 12.9%
GEARING/LIQUIDITY/ACTIVITIES 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec

Net debt to equity (x) (0.4) (0.3) (0.3) (0.3) (0.3) 0.3
Current ratio (x) 4.6 4.0 4.7 5.2 5.3 5.4
Receivable turnover days 127.3 201.0 148.3 150.0 140.0 130.0
Inventory turnover days 335.6 545.4 362.4 350.0 340.0 330.0
Payable turnover days 127.8 166.0 108.9 110.0 110.0 110.0
VALUATION 2020A 2021A 2022A 2023E 2024E 2025E
YE 31 Dec

P/E 22.7 7.7 35.1 36.6 26.1 19.5
Div yield (%) 0.5 0.3 0.8 0.7 1.0 1.3
EV/EBITDA 15.1 38.5 219 215 16.4 12.7
EV/EBIT 17.4 66.7 29.8 294 20.6 15.1
EV/Sales 6.2 8.7 6.2 6.1 4.6 3.6

Source: Company data, CMBIGM estimates. Note: The calculation of net cash includes financial assets.

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE 4
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MARKET-PERFORM : Industry expected to perform in-line with the relevant broad market benchmark over next 12 months
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