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Focus: "GOME — beneficiary of China’s consumer stimulus policy”
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Gome’s credit strength is highlighted by its leading position in
home appliance retails in China, good brand recognition, key
beneficiary of China’s consumer stimulus policies and im-
proved corporate governance.
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Its high dependence on first tier markets, key-man risk and

impacts from the volatile cycles of China’s property market
are our main concerns.
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Its 3% 2014 CB trades at a high parity and thus tracks Gome’s
stock performance closely. Its implied volatility is lower than
the historical realized vol of Gome stock, suggesting an at-
tractive play for hedge funds.
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Biweekly overview: Markets saw mixed economic data over the

period. Treasuries went down before trending upward in the 2"

week and the dollar index posted sizable losses. In Asian credit

market, new issuance was largely quiet while the secondary
market started to see risk adding.
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Biweekly Overview:
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Despite of mixed economic data over the
two-week period, improved tone in the euro
front prompted some risk buying. Treasuries
overall ended mixed. The $70bn auctions of
government debt in the 1°" week drew healthy
demand on the back of lingering concerns over
European sovereign debt crisis. As demand for
safe assets waned in the middle of the week,
Treasury yields rose, attracting some new
buyers. During the 2" week, risk markets
overall performed well, regaining some of the
lost ground. A fresh batch of downbeat eco-
nomic data, including the surprising drop in
U.S. retail sales, a plunge in U.S. home con-
struction and disappointing jobless claims
readings, did raise more questions about the
strength of the economic recovery. Worries
continued on the possibility of a sluggish
economy throughout 2010. Treasuries see-
sawed on the data reports and ended to the
upside. For the period, the 10-year yield fin-
ished higher by 2bps to 3.221%, while the
2-year yield lower by 2bps to 0.713%.

EX

Euro had a decent rebound to reverse some of
the losses in the previous period. The Dollar
Index sank 2.8% to 85.699. On June 19th, PBoC
surprisingly published a statement to lay out
its position on the RMB reform, a new sign of
China’s readiness of making RMB revaluation.
The 1-year RMB forward (NDF) jumped from
6.7950 to 6.6253, up by 2.5% for the period.

Credits

Credit market was seeing risk adding. The
iTraxx ex-Japan Asia ended 26bps tighter to
119bps for the period.

In the cash market, Asian offshore new issu-
ance had been very quiet before Standard
Chartered Bank printed 10-year LT2 subnotes
towards the end of the period. In the secondary
market, HG papers continued to grind tighter.
HUTCH 10-year tightened by 12bps. In the HY
sector, activities remained limited. Retail in-
terests were found in Country Garden and
Shimao bonds.

In China/HK CB market, liquidity remained
meek. Investors are slowly coming back into an
over sold and cheap market. Soho China, New
World Development and Champion started to
attract buying interest, better by 2.5-5pts.
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Focus: GOME - beneficiary of China’s con-
sumer stimulus policy
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Strengths:

- Leading retail distributor of electrical ap-
pliance in China

- Good brand
footprints

recognition and geographic

- Key beneficiary from the government’s
“trade-in” and “go-rural” rebate programs

- Improved corporate governance with repo-
sitioned growth strategy

- Improving financial performance

Weaknesses:

- High market dependence on first tier cities

- Major shareholder risk of jailed
ex-chairman Mr. Wong Kwongyu

- A competitive and fragmented industry

-  Impact from the policy-induced property
market cycles
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CREDIT FUNDAMENTALS

Corporate Business Profile Gome is the market
leader in home appliance and consumer elec-
tronics retail in mainland China, with over 10%
market share. As of Dec. 31° 2009, Gome’s
retail network covered 198 cities with 726
stores (there are 400+ additional stores under
the Gome and Dazhong bands but unlisted).

Historically, Gome has generated consistently
good growth until 2008Q4. The combination of
a criminal investigation on its ex-chairman Mr.
Wong Kwongyu and the global financial crisis
has halted the company’s rapid growth. Since
then Gome has quickly adjusted its aggressive
expansion plan, while at the same time brought
in the new strategic investor Bain Capital to
shore up its balance sheet. The board with
three new directors from Bain and the man-
agement team headed by the highly experi-
enced CEO Mr. Chen Xiao have rolled out a
business overhaul plan, aimed to optimize
network efficiency and enhance individual
store profit. During 2009, Gome closed down
189 underperforming stores, opened 56 new
ones, and remodeled 27 existing ones. In 2009,
Gome recorded a 7% YoY decline of total sales,
but achieved a 2.8% growth in same-store
revenue as comparing to -5.6% of 2008. With
improved corporate governance and investor
confidence, we think the worst is over for

4 A2 R AR ' AT

2R B EZ T EAEG AR 8IS F
BF AR ER, ETHNEY 10%. BE
20094 12 A3 B, BEARBHRENLEZ 198
AT, T 726 K5 (A4 400 B RA LT
B Ef Kb iR TORE ).

A LA, AE 008 FOFEEALE—AR
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b, 25, BEWBRGIFET Zgutegdy kit x|
FEINF 6 BT H N BT ALNEELF = 7
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& P LA R JE B AR . 2009 SFEAE), E A
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VE. BET 2IAMAE. 200045, BEd
BHEAHEHRRITET 7%, 12385 R JE45E N
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Gome.

Of the 198 cities Gome is currently operating,
26 are first-tier cities and the rest are second-
and third-tier ones. Despite the geographical
diversification, Gome still has a high sales
percentage from first tier markets, while its
progress of expanding into second to third tier
cities remains slow. As of Dec. 31, 2009,
Shanghai, Beijing, Guangzhou and Shenzhen
accounted for 45.33% of its total sales.

Corporate governance and operation have
been improved with the new management team
in place after the removal of ex-Chairman Mr.
Wong and the new strategic investor Bain
Capital now as non-executive directors on the
board. The current Chairman Mr. Chen Xiao
founded the largest electronic retail chain of
Shanghai Yongle in 1996 and had been the op-
erating head of Gome for 2 years before the
management transition in 2008Q4. The transi-
tion has proved to be far smoother than the
market had expected. Bain pointed three di-
rectors to the board after its RMB3,000mm
investment in Gome.

However, the key-man risk of Mr. Wong re-
mains. This risk was fully displayed at the last
shareholder meeting in May when Mr. Wong,
who hold 34% of the company shares and has
fully participated in a new share offering, ve-
toed the reappointment of Bain directors to the
board, despite having been recently sentenced
to a 14-year prison term (The three directors
were later reappointed for the new term by a
board decision). We think Mr. Wong is deter-
mined to hold on to his status as the largest
shareholder of Gome and to exert his influence
on the company’s operation, considering he
still owns 400+ unlisted Gome and Dazhong
stores. On the other hand, Bain is expected to
exercise its CB option before the next annual
general meeting for gaining more shareholder
voice. After the conversion, Bain would hold
10% of the company and the Mr. Wong’s share
would be diluted to 30%.

The industry outlook China’s consumer retail
industry has seen a rapid growth in recent
years, fuelled by accelerated urbanization and
wealth growth in cities. The average growth
rate of retail sales is at about 16% since Jan.
2005 (see Fig. 1). After a good-sized dip during
2008Q4 and 2009Q1 due to the global financial
crisis, the industry has since been on a fast
upward trend again.
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The Chinese property market is also a key fac-
tor for the development of the industry. Sales
of major home appliances are correlated with
the cycles of property market at a 6-9 month
lag. The current downturn of the property
market is expected to negatively impact the
sales of large home appliances. This decline,
however, should be offset by the continuing
growth in computer, digital and telecom prod-
ucts, which contributed 25.2% of Gome’s 2009
revenue.

from the

|n

The sales growth government’s
“trade-in” and “go-rura policies are also a
boost, which is expect to contribute even more
in 2010. The programs have been expanded
first from 9 to 28 provinces on June 1, 2010 and
then soon to go nation-wide. Moreover, strong
sales during the sizzling days of the property
market towards the turning point in Apr. 2010
have generated strong cash flows for the re-
tailers, making them better prepared for the
softened demand ahead.

Retail consumer electronics is a highly com-
petitive and fragmented industry in China.
Gome and Suning are the two largest players,
together accounting for no more than 30% of
total market share. They compete with local
retail appliance chains, supermarkets (such as
Wal-mart, Carrefour, etc), specialty electronics
stores, online shopping, and the growing dis-
tribution network set up by appliance manu-
factures themselves (such as Haier, Gree, etc).
Gome’s expansion into new markets will ex-
perience some hurdles from such highly com-
petitive operating environment.

Financial Profile Gome’s financial has im-
proved significantly, thanks to a combination
of economic recovery, strong management
execution and supportive government policies.
The recent financial performance reflects the
success of its strategy to optimize its network
and to improve store profit. The recent issu-
ance of two new convertible bonds and the
share-offering have raised funds more than
enough to cover the old 2014 CB put in May
2010. Its overall financial profile should im-
prove further in 2010 as the company emerges
from the corporate governance crisis and fur-
ther benefits from the government appliance
consumer stimulus policy.

2010Q1 Overview On a quarterly basis, we see
good recovery in Gome’s performance (see Fig.
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B 2: BEM%3EE/Fig. 2: Gome financial highlight
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#)3i8 & /Income statement

Z AN /Revenue

A& g i /SG&A expense

& v 178 / Operating profit

18 A 44 / Depreciation and amortization
EBITDA/EBITDA

¥4 8 5% F /Gross interest

4414 /Net income

#38 b % /Earnings protection

EBTIDA #i# % (%) /EBITDA/Revenue (%)

EBITDA #| & 4%4%/EBITDA interest coverage

AR B b o A (%)/SG&A/ Revenue (%)

% 7i #k /EBITDA/Total Debt/EBITDA

4 1 17 /EBITDA/Net Debt/EBITDA

¥ /= fi 1% & /Balance sheet

#4/Cash and equivalents

J 47 P4 /Pledged bank deposit

X % 7= [Total assets

%2 1 1 1% / Short-term debt

K A 7 £t /Long-term debt

£ 38 XA 3 /Common equity

¥ T A /Total capitalization

% /= futf o £ /Balance-sheet ratios

38 AR AR (%) /Common equity/total capital (%)
B R/ B AL (%) /Total debt/total capital (%)

R A/ 3 F A () /Net debt/ net total capital (%)
4 A/ Cash flow

% 72 M %4 /Funds from operations

FEh T4 T AL /Working capital change

4% 75 M P47 /Net operating cash flow

AR E 4 /Net capital expenditure

W 2 & I Free operating cash flow

E.4+4-41 /Dividend paid

A 7R E [Cash flow adequacy

Z B4/ % 5k (%) /Funds from operations/total debt (%)
2B P4/ % 5k (%) /Funds from operations/net debt (%)
42 & M 35 4% /Operating meausres

I J& 4 /Number of stores

PSR T #L/Number of cities entered

18 & @A (-F-7 &) /Total store area (sqm)
T34 3 54442 B (A T) /Average sales are per store(RMB)
F345-F R4 E B (AR T) /Average sales per sqm (RMB)
ST ) JE 38 K & (%)/Same store sales growth (%)

12.31.2009
eF it
Audited

42,667
5,688
1,703

355
2,058
349
1,426

4.8%
5.9
13.3%
2.77
-0.16

6,029
8,796
35,763
2,530
3,175
11,802
17,507

67.4%
32.6%
-2.8%

2,263
2437
(174)

330

(504)

0

39.7%
-73.2%

726

198
2,675,000
3,685
14,725
2.8%

12.31.2008
eFit
Audited

45,889
5,831
1,944

306
2,250
212
1,098

4.9%
10.6
12.7%
1.66
031

3,051
4,840
27,495
170
3,569
8,560
12,299

69.6%
30.4%
7.4%

1,682
(1,928)
3,610
1,722
1,888
661

45.0%
-152.8%

859

205
3,120,000
3,632
15,934
-5.6%

) B /YoY %

-7.0%
-2.5%
-12.4%
16.0%
-8.5%
64.6%
29.9%

97.6%
81.7%
30.1%
1388.2%
-11.0%
37.9%
42.3%

-3.1%
7.2%
-137.9%

34.5%
-226.4%
260.9%
-80.8%
-126.7%
-100.0%

-15.5%
-3.4%
-14.3%
1.5%
-7.6%
-150.2%

12.31.2007
eF it
Audited

42,478
4,839
1,803

265
2,067
193
1,167

4.9%
10.7
11.4%
1.69
=815

6,269
6,615
29,837
300
3,184
10,303
13,787

74.7%
25.3%
-37.0%

1,891
(669)
2,560
1,578
982
364

54.3%
-60.4%

726

2,640,000

17,198
3.1%

TA R R NE ML, F4EFR/ Source: Company reports, BOCI
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3). Quarterly revenue has been trending up
steadily since 2008Q4, and the Q1 numbers has
reached RMB11.782bn, up for the second
quarter in a row. Despite the total retail floor
area has decreased, sales per sqm has shown a
consistent growth (for 1Q, it’s up 38.8%YoY and
10.6%Qo0Q). At the same time, cost-saving ini-
tiatives have reduced the SG&A expense ratio
to 12.2%, the lowest in one and half year. Op-
erating margin has also showed a strong re-
covery, but net profit margin remained pres-
sured due to increased interest costs and ac-
counting losses from derivatives related to
convertible bonds.

A 3. B£FEM54A % B/Fig. 3: Gome quarterly

revenue and sales per sqm

5,000 - 1 14,000
4,000 12,000
3,000 10,000
2,000 8,000
2008Q3 2009Q1 2009Q3 2010Q1
—a— B RN (BHFAR T, &%) /Revenue (RMB
mm; RHS)
PR E KA (AR T)/Sales per sqm
(RMB)

FHkB: A8HA. F4E R/ Source: Company report, BOCI

Profitability Gome has closed a net of 132
stores under the company’s network optimiza-
tion plan. Its revenue thus dropped 7%YoY to
RMB42.667bn in 2009. The low profitability
during the first half of 2009 affected the over-
all profitability of 2009. EBITDA margin was
down from 4.9% in 2008 to 4.8% in 2009, and
EBITDA interest coverage dropped from 10.6x
to 5.9x, mainly a result of increased interest
expenses from the two new CBs. We expect
interest expense to decline moderately after
the old 2014 CB gets put in May 2010. Ac-
counting on derivative losses from its CBs could
continue to impact Gome’s overall profitability.
On the store level, same store profit growth
returned to positive at 2.8% in 2009 from -5.6%
in 2008. We expect to see further recovery in
the fronts of revenue, EBITDA margin and indi-
vidual store profit.

Cash flow Gome generated funds from opera-
tion of RMB2.263bn in 2009, which was not
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sufficient to cover the increased working
capital needs of 2.437bn and capital expendi-
ture of 330mm. The increased working capital
needs came from an initiative to adjust con-
tract terms with suppliers, which should ulti-
mately strengthen Gome’s relationship with
vendors. Gome’s top 5 suppliers accounted for
over 30% of total procurement.

Gome raised funds of 6.167bn from the com-
bination of two new CBs (3.947bn), an open
share-offering (1.360bn), and a new bank loan
(870mm). The new financings are more than
enough to cover the repurchase of old 2014 CB
of 1,820mm in 2009 and a potential put of
2,626mm in May 2010 (which Gome success-
fully put on May 18" 2010). With the largest
financing need for the old 2014 CB resolved, we
should see improved operating cash flow in
2010 and the company remains in prudent
capital expenditure in the future.

Capital structure Total debt/total capitaliza-
tion was at a healthy 32.6% in 2009 (32.0% in
2008). The current total debt/ EBITDA ratio is
at a relatively high of 2.8x, but is expected to
come down to around 2.0x in 2010 after the old
2014CB is redeemed. However, if the total
10.376bn of off-balance sheet operating lease
commitment is included, the total debt/total
capitalization would be increased to 54%.

Liquidity As of Dec. 31st 2009, Gome had a
free-cash of 6,029bn, which is enough to meet
its short-term debt obligation of 2.530bn (in-
cluding the old 2014 CB, non-cancelable lease
commitment of 1,788bn and capital commit-
ment on building acquisition of 119mm). It has
a restricted cash of 8,796bn as collateral for
bills payable and bank acceptance credit.

CONVERTIBLE BOND VALUATION ANALYSIS

In September 2009, Gome issued a 3%, 2014
maturity but 2012 putable CB (See Fig. 4). The
CB is denominated in the Chinese currency RMB
but settled in USD and has an outstanding
amount of RMB 2.3572bn.

Due to its high parity level (around 91.4), Gome
CB’s embedded equity option value is high, and
therefore the bond price has been tracking
Gome’s stock price closely (see Fig. 5). Al-
though there has never been any CDS/asset
swap bid for this credit. The hedge accounts
and market makers assume credit of between
600 to 900bps for the current Gome 3% 2014,
which gives a 90'ish bond floor. It works out as
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a cheap implied volatility trade at 35% vs. 50%
historic on the stock, which is attractive to the
hedge accounts if they can hedge their stock
risk. (Analysts: Lucy Liu, Steve Wang, Qiong
Wu)

B5 BETHHEERENAEHSLEQR009F9A 231
#4%=1)/Fig.5: Gome’s CB price vs. stock price
(prices on 23 Sep. 2009=1)
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Listed Companies in this Report

GOME Electrical Appliances Holdings Ltd. (493.HK/HKD2.6, BUY)
Country Garden Holdings Co. (2007.HK/HKD2.18, BUY)

Shimao Property Holdings Ltd. (813.HK/HKD12.12, BUY)

Soho China Ltd. (410.HK/HKD3.92, BUY)

New World Development Ltd. (17.HK/HKD12.64, HOLD)
Champion REIT (2778.HK/HKD3.57, SELL)

Hutchison Whampoa Ltd. (13.HK/HKD47.6, NOT RATED)

Prices as of 18 June 2010
All figures subject to rounding
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DISCLOSURE

The views expressed in this report accurately reflect the personal views of the analysts. Each analyst declares that
neither he/she nor his/her associate serves as an officer of nor has any financial interests in relation to the listed
corporation reviewed by the analyst. None of the listed corporations reviewed or any third party has provided or
agreed to provide any compensation or other benefits in connection with this report to any of the analysts, BOCI
Research Limited and BOCI Group. Member companies of BOCI Group confirm that they, whether individually or
as a group (i) do not own 1% or more financial interests in any of the listed corporations reviewed; (ii) are involved
in market making activities for Hutchison Whampoa Ltd.; (iii) do not have any individual employed by or associ-
ated with any member companies of BOCI Group serving as an officer of any of the listed corporation reviewed,;
and (iv) have not had any investment banking relationship with any of the listed corporation reviewed within the

preceding 12 months.

This disclosure statement is made pursuant to paragraph 16 of the “Code of Conduct for Persons Licensed by or
Registered with the Securities and Futures Commission” and is updated as of 17 June 2010. Waiver has been ob-
tained by BOC International Holdings Limited from the Securities and Futures Commission of Hong Kong to dis-

close any interest the Bank of China Group may have in this research report.
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steps to ensure that the securities referred toisreport are suitable for any particular invesihe
contents of this report do not constitute investnaglvice to any person and such person shall not be
treated as a customer of BOCI Group by virtue oéiéng this report.

Information and opinions presented in this repastehbeen obtained or derived from sources believe
by BOCI Group to be reliable, but BOCI Group mak®srepresentation as to their accuracy or
completeness and BOCI Group accepts no liabilityléss arising from the use of the material
presented in this report unless such liabilityeiander specific statutes or regulations. Thisntdp
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issued other reports that are inconsistent witd, r@ach different conclusions from, the informatior)
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necessarily represent those of BOCI Group.

This report may provide the addresses of, or coritgperlinks to, various websites. To the exthat t
this report refers to material outside BOC| Groupien website, BOCI Group has not reviewed the
linked sites and takes no responsibility for thaeteat contained therein. Such address or hyperlink
(including addresses or hyperlinks to BOCI Groupis website material) is provided solely for your
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report. Accessing such websites shall be at yownr risk.

BOCI Group may, to the extent permitted by lawtipgrate or invest in financing transactions with
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thereon. BOCI Group may, to the extent permittedalay act upon or use the information or opinions
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BOCI Group and the analysts preparing this reatki an “analyst” and collectively the “analysts”)
may have relationships with, financial interestsombusiness relationships with any or all of the
companies mentioned in this report (each a “listeboration” and collectively the “listed corpora-
tions”). See “Disclosure”.

Information, opinions and estimates are providedmfias in” basis without warranty of any kind and
may be changed at any time without prior noticathig in this report constitutes investment, legal
accounting or tax advice nor a representationahgtinvestment or strategy is suitable or approgria
to your individual circumstances. Nothing in theport constitutes a personal recommendation to you.

This report has been prepared and issued by BOS3#dReh Limited. This information is confidential
and is intended solely for the use of its recipiefhis report is distributed in Hong Kong by BOCI
Research Limited and BOCI Securities Limited; inggipore by BOC International (Singapore) Pte.
Ltd. This report and any information, material aahtents herein are intended for general circutatio
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Financial Advisers Act (Cap. 110) of Singapore (4%} BOC International (Singapore) Pte Ltd is in
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