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Point — CounterPoint
CTCM (570 HK) — Allegations About Governance

Third-Party Report attacks CTCM'’s governance.
Parent company is strengthening control — logical, but with caveats.

We assess that short-selling interest in the stock is relatively subdued.

|
|
m Financials need to improve further to fully regain investors’ confidence.
|
m More disclosures after 2018 results should help re-rate CTCM.

Point

The share price of China Traditional Chinese Medicine (CTCM, BUY, TP$6.50) dropped
7% at one stage on Feb 22, after GMT Research issued an AVOID/SELL report on the
Company. In the past, short-selling campaigns have devastated the share prices of many
Hong Kong stocks, so investors are right to be concerned. The main points of the report
are:

) The departure of eight directors and a CFO, including an INED, who wrote an open
letter complaining about record keeping and unsanctioned salary increases;

Disappointment in the original business when it was listed in the US;
Questions CTCM's financials, including excess capital raising; and

Related-party transactions and acquisitions indicate governance issues.

Counter-Point

We take governance and financial irregularities seriously; hence, we published a report
on the unusual Board-level changes as early as February 1, 2019. Our analyst Harry He's
BUY recommendation mainly reflects his views on CTCM's leadership position in TCM
granules. As outsiders, we do not know whether the allegations are true, but we note the
following:

1) CTCM maintains that the personnel changes should improve management, and the
ex-CFO is assisting in the preparation of the 2018 results. Managing Director Wang
remains in charge of overall operations. As the new non-executive directors, who
have a background in risk management and finance, come from the parent CNPGC
Group, this suggests the parent is tightening its control over CTCM. Whether this is
positive depends on: (i) how CNPGC's interests are aligned with those of the
minority shareholders; and (ii) whether there are additional synergies.

2) We argued in our earlier report that CTCM should strengthen its independent
oversight — the Company then appointed two additional INEDs on February 18,
bringing total INED representation to 33%. The presence of institutional investors
such as Ping An Insurance (12% interest and one board representative) and GIC
(4% stake) should also help. All the newly appointed directors will need to stand for
re-election and be approved by shareholders at the next AGM in June.

3) We firmly believe CTCM needs to better manage its finances. For instance, although
the Company had RMB3.3bn cash in June 2018, it also had RMB4.5bn in
borrowings. This will come down only when the underlying domestic bonds mature in
2019/20. We also believe CTCM should improve its working capital position by
reducing its sizable receivables and inventories (totaling RMB9bn).

4) CTCM is popular with Stock Connect investors, who own 382m shares (7.6% of the
Company). Short-selling activity in the stock is muted, with an aggregate position of
32m shares as at Feb 8, and 5m in new positions as at Feb 22.

5) The Hong Kong Stock Exchange accepted CTCM's earlier clarifications, but doubts
about the management may continue to weigh on its share price. The Company will
host an analyst briefing on March 18. If CTCM can use this opportunity to
demonstrate stronger corporate governance and financial management, we believe it
will lead to a re-rating of the Company.
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Figure 1: Changes in Board Members

old New
IExecutive Directors gExecutive Directors
CNGPC  Mr. WU Xian (Chairman) §CNGPC Mr. WU Xian (Chairman)
Mr. WANG Xiaochun (Managing Director) , Mr. WANG Xiaochun (Managing Director)
CNGPC  Mr. ZHAO Dongiji CNGPC Mr. YANG Wenming
CNGPC  Ms. HUANG He x
Non-Executive Directors ;Non-Executive Directors
CNGPC  Mr. LIU Cunzhou gCNGPC Ms. LI Ru
CNGPC  Mr. YANG Shanhua ;CNGPC Mr. YANG Shanhua
CNGPC  Ms. TANG Hua gCNGPC Mr. YANG Binghua
Pingan  Mr. KUI Kaipin CNGPC Mr. WANG Kan
Ping An Mr. KUI Kaipin
Independent Non-Executive Directors ;Independent Non-Executive Directors
Mr. ZHOU Bajun Mr. XIE Rong
Mr. XIE Rong , Mr. YU Tze Shan Hailson
Mr. YU Tze Shan Hailson i
Mr. LO Wing Yat i

Resumes of the New Board Members

Executive Director: Mr. YANG Wenming

> EERETE, FERBEIEE (Hosts the Party Committee’'s work, in charge of
the Department of Party-Community Work Relationship)

> B REEHEN SEER, TRENE&REM O (Assists the President in
managing the Strategy and Operations Management Department, as well as
Project Construction Management Center)

> FrEESTIENE % (Has a senior engineer professional qualification)

> TP E BT A bk D 2w [ R 2 4 A S B B B A 24 TR A PR A R AE
(Previously worked for China National Medical Equipment Industry Corporation,
CNPGC, and Shanghai Shyndec Pharmaceutical Co., Ltd.)

> T 1985 EIEWIL KA SR AT R, BS540 (Graduated in
1985 from Zhejiang University, majoring in Biological and Medical Instruments,
with a Bachelor’s degree in Engineering)

> BN EEIARHIA R ERAFIRLCESE., PAERERRICARISE (Currently
serves as staff supervisor of Shanghai Shyndec Pharmaceutical Co., Ltd.,

Secretary of the Party Committee and Vice President of China Traditional Chinese
Medicine Holdings Co., Limited)

Non-executive Director: Mr. YANG Binghua

> YUTHEZEKRERZSPAT. KKMBEE KW B4 BETZEEREA TR
(Previously served in the State Council State-owned Assets Supervision and
Administration Commission (SASAC) Office, Daging Oilfield Production Plant No. 2,
and then the State Council SASAC Office again)

> T 2004 EAEH EEFEBUE A LE T RBUAR ¥ 5TBUE T IAREEE, T 2011
HEIRAS AL 5K R B B 2 B A JL A I 122447 (Obtained a Bachelor's degree in
Politics and Administration from the Public Administration Department of China
Youth University for Political Studies, and a Master’s degree in Public Administration
from the School of Government of Peking University in 2011)

> WA EZGEME % B TAEE E/E (Currently Principal of the Department of Party-
Community Work Relationship for CNPGC)
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Non-executive Director: Mr. WANG Kan

> UEIRTHEEL DVARAR . TEAEMBEARBRMAERLF . FMKEGRAR X
[ 24441 (Previously worked for China National Pharmaceutical Industry Company
Limited, China National Biotech Group Company Limited, Suzhou Capsugel Co., Ltd.
and CNPGC)

> T 2007 EAEILRRAEEE A HIBE AERE B 2t T AR L, FF T 2009 FAEILIRRAAE
SR 2 Bt 56 2 LA A AR SRR R A TR B b [ A 50 A PO SE A B Rl
(% +L) iR (Obtained a Bachelor's degree in Pharmacy from the School of
Pharmacy of Peking University Health Science Center in 2007, and a double
Master's degree in Pharmacy from the School of Pharmacy of Peking University
Health Science Center and Economics from China Center for Economic Research of
Peking University in 2009)

> LN E 2GR B Al £4F (Currently deputy manager of the investment
management department of CNPGC)

Non-executive Director: Ms. LI Ru

> W JE AR 2GR A 25D A A BR 24 W) BRI 24 R a2 BE L BB IX A E L HER
X8, RERPAFHZGERAT HHLH (Previously served at China National
Medicines Ltd. as a product manager, regional sales manager and divisional sales
manager, and at Nycomed Pharma AS as a marketing manager)

> T 2001 SELEPLPHZRLRF 2171 Ll Ee . (Obtained a degree in Pharmaceutical
Preparations from Shenyang Pharmaceutical University in 2001)

> BT EBEZERA R A A S e RS S8 B B R EAE . AR, RS S N
HE F{E (Now serving at China National Pharmaceutical Group Corporation as the
deputy director, director of the risk and operations management, and director of the
legal and risk management department)

Independent Non-executive Director: Mr. QIN Ling

> W TAEEAAMR E R E B G E AR R LI = R (Previously served
as the laboratory director of the Department of Trauma & Reconstructive Surgery at
the School of Medicine, Free University of Berlin, Germany)

> T 1992 AR E A E KFRBIE R %40 (Obtained a PhD in Exercise
Science from German Sports University, Cologne, Germany in 1992)

> DEFBTXREEYEERIEMNTLEE T, BEEET)ES)T (Now serving
as a professor of Orthopaedics and director of laboratory in the Faculty of Medicine
and doctorate and post-doctorate supervisor at The Chinese University of Hong
Kong)

> AR E TR AT SR O R BE A R A A K R S A RO . B
BT K2 RFBERIRIT R RMEIT B KR R EIR (Also serving as a
distinguished professor of the State Key Laboratory of Space Medicine
Fundamentals and Application, China Astronaut Research and Training Center, and
a distinguished adjunct professor in the Department of Rehabilitation Sciences and
Department of Health Technology and Informatics at The Hong Kong Polytechnic
University)

Independent Non-executive Director: Mr. LI Wei Dong

> YT EETLERIMES . LI SAERIN$ 5% s L )T (Previously acted
as a professional lawyer at Nanjing Zhongshan Law Firm, and a professional lawyer
at Jiangsu Jingwei Law Firm)

> T 1992 FEAERRURSESRAGE L VR AL, IR T 2004 SEAEAHEL TR 23R
Sk (Obtained a Bachelor's degree in science and law from Nanjing
University in 1992 and a PhD in law from City University of Hong Kong in 2004)

> BUEEIREIEE ST R &%) E{T (Now acting as a director of Haipei Law
Firm (Shenzhen & Hong Kong))

> BUTIRYIZE# AR (002303.SZ) ML # . i (8502 HK) M S A AT 3 i =
£ (002163.52) Jih 57 # 3 K It 2 ol B3 (300269.S2) M 37 ¥ F (Also serving as an
independent director at MYS Group (002303.SZ), Avic Sanxin (002163.SZ), and
Shenzhen Liantronics (300269.SZ), and as an independent non-executive director
at Ocean Line Port Development Limited (8502.HK))
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Disclaimer

This research report is not directed at, or intended for distribution to or used by, any person or entity who is a citizen or resident of or located in any jurisdiction
where such distribution, publication, availability or use would be contrary to applicable law or regulation or which would subject China Galaxy International Securities
(Hong Kong) Co., Limited (“Galaxy International Securities”) and/or its group companies to any registration or licensing requirement within such jurisdiction.

This report (including any information attached) is issued by Galaxy International Securities, one of the subsidiaries of the China Galaxy International Financial
Holdings Limited, to the institutional clients from the information sources believed to be reliable, but no representation or warranty (expressly or implied) is made as
to their accuracy, correctness and/or completeness.

This report shall not be construed as an offer, invitation or solicitation to buy or sell any securities of the company(ies) referred to herein. Past performance should
not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. The
recipient of this report should understand and comprehend the investment objectives and its related risks, and where necessary consult their own independent
financial advisers prior to any investment decision.

Where any part of the information, opinions or estimates contained herein reflects the personal views and opinions of the analyst who prepared this report, such
views and opinions may not correspond to the published views or investment decisions of China Galaxy International Financial Holdings Limited, its subsidiaries and
associate companies (“China Galaxy International”), directors, officers, agents and employees (“the Relevant Parties”).

All opinions and estimates reflect the judgment of the analyst on the date of this report and are subject to change without notice. China Galaxy International and/or
the Relevant Parties hereby disclaim any of their liabilities arising from the inaccuracy, incorrectness and incompleteness of this report and its attachment/s and/or
any action or omission made in reliance thereof. Accordingly, this report must be read in conjunction with this disclaimer.

Disclosure of interest

China Galaxy Securities Co., Ltd. (6881.HK; 601881.CH) is the direct and/or indirect holding company of the group of companies under China Galaxy International
Financial Holdings Limited. China Galaxy International may have financial interests in relation to the subjected company(ies)’ securities in respect of which are
reviewed in this report, and such interests aggregate to an amount may equal to or less than 1% of the subjected company(ies)’ market capitalization unless specified
otherwise.

One or more directors, officers and/or employees of China Galaxy International may be a director or officer of the securities of the company(ies) mentioned in this
report.

China Galaxy International and the Relevant Parties may, to the extent permitted by law, from time to time participate or invest in financing transactions with the
securities of the company(ies) mentioned in this report, perform services for or solicit business from such company(ies), and/or have a position or holding, or other
material interest, or effect transactions, in such securities or options thereon, or other investments related thereto.

Galaxy International Securities may have served as manager or co-manager of a public offering of securities for, or currently may make a primary market in issues of,
any or all of the entities mentioned in this report or may be providing, or have provided within the last 12 months, significant advice or investment services in relation
to the investment concerned or a related investment or investment banking services to the company(ies) mentioned in this report.

Furthermore, Galaxy International Securities may have received compensation for investment banking services from the company(ies) mentioned in this report within
the preceding 12 months and may currently seeking investment banking mandate from the subject company(ies).

China Galaxy International has procedures in place to eliminate, avoid and manage any potential conflicts of interests that may arise in connection with the
production of research reports. The research analyst(s) responsible for this report operates as part of a separate and independent team to the investment banking
function of Galaxy International Securities and procedures are in place to ensure that confidential information held by either the research or investment banking
function is handled appropriately.

Analyst Certification

The analyst who is primarily responsible for the content of this report, in whole or in part, certifies that with respect to the securities or issuer covered in this report:
(1) all of the views expressed accurately reflect his or her personal views about the subject, securities or issuer; and (2) no part of his or her compensation was, is, or
will be, directly or indirectly, related to the specific views expressed by the analyst in this report.

Besides, the analyst confirms that neither the analyst nor his/her associates (as defined in the code of conduct issued by The Hong Kong Securities and Futures
Commission) (1) have dealt in or traded in the securities covered in this research report within 30 calendar days prior to the date of issue of this report; (2) will deal in
or trade in the securities covered in this research report three business days after the date of issue of this report; (3) serve as an officer of any of the Hong Kong-listed
companies covered in this report; and (4) have any financial interests in the Hong Kong-listed companies covered in this report.

Explanation on Equity Ratings

BUY : share price will increase by >20% within 12 months in absolute terms
SELL . share price will decrease by >20% within 12 months in absolute terms
HOLD : no clear catalyst, and downgraded from BUY pending clearer signal to reinstate BUY or further downgrade to outright SELL

Copyright Reserved
No part of this material may be reproduced or redistributed without the prior written consent of China Galaxy International Securities (Hong Kong) Co., Limited.

China Galaxy International Securities (Hong Kong) Co. Limited, CE No.AXM459
20/F, Wing On Centre, 111 Connaught Road Central, Sheung Wan, Hong Kong. General line: 3698-6888.
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