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Ping An (2318 HK) share pricein HKD = Roll-in to disaster
gl’::z:)‘"d volume (gold, in min We believe Ping An will be forced to cover losses for the defaulted
$80 20 private equity product from Roll-in Capital, a gray-market
$70 1 o investment bank. This will be an immediate hit of roughly 300min
560 | . RMB, but presages worse to come.
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$40 I w0 Trust maturlty pressure

$30 \ h - We estimate Ping An Trust has roughly RMB 70 bin of funding
620 A 1 TN S needs owing to maturing trust products. These products are
610 \ rnd o overwhelmingly tied to property. Whether Ping An can reach such

high trust product sales levels is far from certain.
$0A-13 S-13 0-13 N-13 D-13 J-14 ’
Source: Bloomberg - Reiterate Sell, adjust price target to HKD 44.69
Our assumptions about profitability of “good” assets and recovery

Ping An Group (2318 HK) rates given default are no longer tenable given what we know
Price USD 64.25 about recent defaults. We adjust our price target down to HKD
Rating SELL 4469 based on multiple of book value.

Price Target HKD 44.69

Downside 30%

Market Cap USD 438.9B

Avg 30-Day Vol 151 M

P/E 14.62

Free Float 25%

Source: Bloomberg
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They see me roll-in

A number of Chinese financial institutions may be on the hook for
China’s most recent WMP default, and Ping An is more exposed
than anyone. The default involves three private equity funds
originated by Roll-in Capital, a grey market investment bank,
private equity, and VC institution based in Beijing.

Table 1. Roll-in WMPs

Size (RMB
Product Project 000s) Status

China Commercial Chengdu Jinniu District "Yujia
We believe Ping An will be Wealth Roll-in Fund New Homes" resettlement 240,000 Default
Phase 12 project

held liable for the default perrTETRREEE]

of Roll-in PE products Wealth Roll-in Fund Chengdu Qingbaijiang District

Resettlement project 550,000 Default

Phase 13

China Commercial Chengdu Guang An Jiezi

Wealth Roll-in Fund Industrial Park Land 180,000 Default
Phase 14 Reclamation

Accrued Interest 100,000

China Commercial Due

Tengzhou, Shandong cold

Wealth Roll-in Fund .
storage facility

Phase 16

Source: Licaidian.com, Sohu.com, mc-test.com

50,000 4/11/2
014

Roll-in’s “Zhongshang Caifu Rongdian” product line totaling
approximately RMB 1 bin in principal and accrued interest are
several months past due. They still have not paid out to investors.
The funds were engaged in project financing, and lent money to
social housing and land reclamation projects in the Jinniu, Baijiang,
and Guang’an districts of Chengdu.

The media is widely reporting that the products went bust because
the funds were misallocated. Pinning the blame on embezzlement
suggests there is no endemic financial problem; i.e., there may be
a few criminal elements here and there, but the system is healthy.
Nothing could be further from the truth.

Disclaimers: Last page February 25, 2014




4
, Ping An Insurance Group (2318 HK)
/ CAP

Anne Stevenson-Yang +86 139 1082 0535 anne®jcapitalresearch.com
Matt Lowenstein +1 646 400 1424 matt@jcapitalresearch.com

Chengdu Jinniu District Yujia New Homes Project. Blue lettering on white post
reads “Yujia New Homes Project Phase 1.” Feb 20, 2014. Photo by ) Capital
Research.

Chengdu Jinniu District Yujia New Homes Project. Feb 20, 2014. Photo by )
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Capital Research.

Not only have the funds from Roll-in not been embezzled, but the
projects they were intended to finance are either complete or
nearing completion. The PE products defaulted because the
projects they funded were uneconomical in the first place and Roll-
in was unable to raise rollover financing.

Yujia New Homes is a relocation project. This means that it is
housing given to peasants whose farmland is appropriated by the
local government. After they are kicked off their original farmland
they are given new apartment units as compensation. Generally,
project loans for relocation are paid off by the sale of the
repossessed farmland to a property developer. We speculate that
owing to the weak property market, the land sale fell through and
there was no money to pay off the Roll-in investors. Since virtually
every infrastructure and LGFV project is paid off in a similar
fashion, the Roll-in default therefore has ominous implications for
the Chinese financial system.

Ping An Insurance vice-CEO Xu Shuwu claims that the marketing
of the Roll-in products was “the acts of individuals without
knowledge of the company,” and that Ping An is currently
investigating the situation. The case is reminiscent of the
Zhongding Investment product that defaulted in December of
2012. The product had been distributed by Huaxia Bank and was
packaging loans to already-defunct guarantors and pawn shops in
Henan. As with Ping An, Huaxia claimed that the products had
been distributed by without company permission and so it had no
responsibility to the investors. The regulators disagreed and
Huaxia ended up reimbursing the principal.

We believe a similar outcome is likely with Roll-in. Even more than
in the case of Huaxia, the notion that Roll-in was marketed by a
couple of rogue employees is risible. Du Yongkang, a senior
manager at Ping An and the head of Ping An Insurance’s Beijing
office, presided over a marketing event for the product using Ping
An marketing materials. Receipts for the purchase of the product
could be printed at Ping An Insurance point-of-sales machines.

For the Roll-in products in question, it seems likely that Ping An
will be on the hook for approximately RMB 385 min. In addition to
this, there appears to be another Roll-in product whose failure has
thus far gone unnoticed. For a company the size of Ping An, this is
a rounding error. The real significance is in the fact that Ping An
has this kind of PE exposure in the first place. Investors will not
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find any mention of this exposure in Ping An’s financial filings,
even in its off balance sheet disclosures. In our initial assessment
of Ping An we therefore did not take such grey market products
into account.

But such PE products abound. While some of them are truly grey
market lenders—private individuals aggregating their money to
buy up assets—we believe that most PEs are appendages on the
formal banking system. These PEs such as Roll-in may have
private, non-bank management but they rely on banks, trusts, and
insurance companies for funding and deal flow. We do not yet
have a good estimate of what Ping An’s total exposure is, but
given our estimated 50 bln in exposure to PE through banking and
trust channels alone, another 50bln in the insurance company
seems like a fair estimate. Giving Ping An credit for only 10 bln of
PE products distributed by the insurance company would rerate
detract roughly RMB 1.5 bln from Ping An book value, and lower
our TP by roughly 24 cents per share.

Trust exposure

Roll-in’s default holds ominous implications for the Trust market,
which like Roll-in depends on property to be repaid. The weak
property market could not come at a worse time: the trust industry
is facing an onslaught of maturities in 2014 and Ping An is no
exception.

Chart 1. Ping An Trust self-originated Trust
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Source: Company filings, Wind, ) Capital Estimates
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Ping An has over RMB 10 in self-originated trust products
maturing every quarter, and we estimate that virtually all of its
trust exposure is in real estate or affiliated infrastructure projects.

Chart 2. Ping An Trust assets by type
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Source: Company filings

Though Ping An reports only a quarter of Trust assets in real
estate, a simple look through their most recent product offerings
tell a different story.

Table 2. Ping An Trust’s 10 most recent trust
issuances

Amount
(RMB
Product Name Underlying assets mins)

Rui Feng 158 Collective Trust Repos Unknown
Scheme

Jiayuan 77 Collective Trust Scheme Xi'an Residential

Ping An Wealth Jiayuan 72 1,500
Ping An Wealth Jiayuan 68 Chonggqing residential 250

Ping An Wealth Jiasheng 3 Kunming residential 250
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Ping An Wealth Jiasheng 5 Taixing real estate 800

Source: Use-trust

As far as we can tell, Ping An Trust only invests in financial
products, infrastructure, and property. Considering the dire
straights of the property market, we find it likely that virtually all
of Ping An’s trust product maturities will be unable to meet their
payments out of project cash flows. The borrowers will require
new loans, and even greater loans, to roll their trust debt.

Liquidity needs

The simplest measure of Ping An Trust’s liquidity needs is to
assume it must grow by the roughly 9% interest rate it offers to
investors. But a more aggressive calculation takes into account
that way in which Chinese institutions lower NPL numbers. They
prefer not to lie outright about NPLs, but to allow borrowers to
stay current and continue operating with ever greater injections of
credit.

Chart 3. Ping An Trust Liquidity Needs
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Source: Company filings, Wind, ) Capital Estimates

If the liquidity needs of borrowers are taken into account, Ping An
Trust will have to grow by roughly RMB 20bln, or 20%. This is not
impossible, but it is a pretty tall order. It means that Ping An Trust
must raise a total of approximately RMB 71bln in 2014.
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Table 3. Sensitivity analysis: Ping An losses
sensitivity to losses on securities vs. 2014
trust product sales

Losses on
securities 30,000 40,000 50,000 60,000 70,000

0% 40,000 30,000 20,000 10,000

8% 43,243 32,432 21,622 10,811 0
15% 47,059 35,294 23,529 11,765 0]
23% 51,613 38,710 25,806 12,903 0
30% 57,143 42,857 28,571 14,286 0]

Source: Company filings, J Capital Estimates

If Ping An cannot meet these liquidity requirements, it will have to
make up the difference out of its own equity, ie, recognize losses.
Moreover, losses will likely lead to more losses. Ping An will have
to draw on its roughly RMB 700 bln in marketable securities in
order to face out of pocket expenses. If Ping An is selling, then
everyone else is selling, and so Ping An would likely sell at a loss.
Our base case shows that without an upturn in the trust market or
property, Ping An is likely to cough up up to RMB 23 bin in losses
in the event of 2014. Ping An has a host of accounting tricks to
avoid recognizing these as losses—but the cash costs will be
immediate and visible to investors. This could be an important
catalyst expediting the rerating of Ping An’s stock price.

Bailout fund?

Last week, Ping An Lufax launched its new “rainbow” product line.
Lufax does not trouble investors with details on underlying assets,
but it does disclose that most of the investments are in “fixed
assets,” i.e. property. We fear Ping An may be using its Lufax
channel to bail out its trust products. As it gets harder to grow
trust AUM, Ping An is attempting to attract deposits via Lufax
because Lufax is not subject to the RMB 1 mIn minimum
investment minimum that trust companies face. Lufax is also not
subject to the restrictions on “non-standard assets” imposed by
the CBRC on bank WMPs. In other words, it is the perfect place to
stash Ping An’s evergreened project loans.
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Deserving of a special mention

We would be remiss if we did not draw particular attention to Ping
An Bank’s 130% increase YoY in Special Mention loans as of Q3.

Table 4. Ping An special mention loans

| 02 01503 Change |

Special mention loans 7177 16,564 9,387
NPLs 6,866 8,032 1,166
LLR -12,518 -14,941 -2,423

Source: Company filings

It seems obvious that Ping An is delaying recognizing NPLs, and
doing so buy swelling its special mention loans. Note that if Ping
An were to accrue LLR for special mention loans, it would have
eaten up roughly 50% of annualized net income, and annualized
ROE for the first three quarters of 2013 would be about 9% rather
than 18%. This dovetails with our primary research; local bankers
tell us that even disregarding evergreened or rollover loans, NPLs
are underreported by about half.

Reiterate Sell, Adjust PT to HKD 44.69

Our price target is based off book value, after marking down
assets to economic value and assuming a normalized return on
equity. Ping An’s ROE fell in Q3 2013, going from ~22% to ~18%
QoQ. We therefore give it credit for 20% normalized ROE, down
from 22%.
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Pro-forma Financial Statements

Balance Sheet

RMB mlns 2012 2013E 2014E 2015E 2016E 2017E
Assets

Cash and amounts due from

banks and other financial 203,315 261,006 451,414 427,806 470,587 517,646 569,410 626,351
institutions

Equity investments 86,369 116,985 126,124 157,655 197,069 246,336 307,920 384,900
Loans and advances to 131,960 611,731 709,402 743,487 804,693 871,075 943078 | 1,021,183
customers

Premium receivables 6,298 12,089 18,756 19,657 21,275 23,031 24,934 26,999

Inventories _ 1119 1173 1,269 1,374 1,488 1,611

Policyholder account assets in 40284 33460 32417 35048 37782 40,729 43,906 47331
respect Of insurance contracts

Investment properties 8,866 9,076 14,850 18,563 23,203 29,004 36,255 45,319

Intangible assets 9,902 33,584 37,536 37,536 37,536 37,536 37,536 37,536
Other assets 24,310 41,992 55,033 55,033 55,033 55,033 55,033 55,033

Due to banks and other financial

. 38,822 195,695 420,315 449,909 539,891 566,885 595,229 624,991
institutions
Other financial liabilities held ) ) 1722 1722 1722 1722 1722 1722

for trading

175,963 836,049 986,936 1,062,860 1,168,442 1,253,207 1,344,280 1,442,138

Customer deposits and payables
to brokerage customers

Insurance payables 20,007 27,974 38,293 41,239 45,335 48,624 52,158 55,955

Investment contract liabilities 29,991 32,811 34,669 37,483 40,407 43,559 46,956 50,619
for policyholders

Income tax payable 1,359 4,370 2,352 2,465 2,668 2,888 3,127 3,386
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Deferred tax liabilities 4,612 5,599 9,083 10,854 12,229 13,755 15,447
Total Liabilities 1,054,744 2,114,082 2,634,617 2,823,079 3,104,773 3,306,977 3,523,918 3,756,697

Reserves 75,777 79,405 91,271 91,271 91,271 91,271 91,271 91,271
Including; Proposed final 1,979 2,375 5,785 6913 7,789 8,761 9,839

dividend

Non-controlling interests 4,853 40,475 50,032 60,901 73,889 88,523 104,982 123,467

Cash Flows

RMB mlns 2012 2013E 2014E 2015E 2016E 2017E
Cash flows from operating activities:

Depreciation 1,478 2,024 2,760 2,539 2,895 3,269 3,662 4,075
Gains on disposal of investment

properties, property and equipment, -20 -75 -31

intangible assets and settled assets

Fair Yalue losses/(gains) qn investments 320 105

at fair value through profit or loss

Finance costs 1,254 1,758 1,758 1,758 1,758 1,758 1,758

net

increase in balances with the Central 10867 = -28694 | -23898 101818 169257 = 348909 | 460089 601,067
Bank and statutory deposits

Increase in inventories -213 -9 -419 -54 -97 -105 -114 -123
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Increase in loans and advances to 100,969 34,085 61,206 66,382 72,003
customers

Increase in customer deposits and 35,808 32462 | 151,507 = 75924 105582 | 84,765 91,073 97,858
payables to brokerage customers

125807 = 87,892 81,322 71,641 74,430 80236 86,494 93,241

3,363 3,797 3,702 1,668 2,319 1,862 2,001 2,150

Increase in other assets

Increase in insurance contract liabilities

Increase in policyholder dividend payable

Increase/(decrease) in other liabilities

143,608 80,878 285,837 296,373 366,588 455,625 567,385 706,928

139,255 75,348 280,897 284,260 354,350 442,393 552,511 690,234

Cash generated from operations

Net cash flows from operating
activities

Cash flows from investing activities:

Proceeds from disposal of investmnet
properties, property and equipment and
intangible assets

R R R R
2 T N

Terms deposits placed, net

Acqusition of subsidiaries

Interest received

Rental received

Net cash used in investing activities

Cash flows from financing activities:

Capital injected into subsidiaries by non-
controlling interests

agreements to repurchase, net
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Repayment of borrowed funds -4,433 -2,836 -4,734 - - - - -
Dividend paid -3,520 -4,246 -3,596 -5,785 -6,913 -7,789 -8,761 -9,839
Net cash generated from/{used in) 42253 | 13339 | 49,521 40934 | 49261 55,723 62,895 70,849
financing activities

g?i:ea;:acr“h equivalents at beginning g5 oo 80,938 246,886 329438 | 380075 = 437,029

Income Statement

RMB mlns 2010 2011 2012 2013E 2014E 2015E 2016E 2017E
Gross written premiums and policy fees 159384 207802 233940 252187 271858 293063 315922 340564

Net written premiums and policy fees 151203 196832 221089 239010 257653 277750 299414 322768
141124 1sese2 | 213144 | 250445 | 245420 267797 | 288685 | 311202
Interest income from banking operations 9331 39314 74852 70937 78031 85834 94418 103860

soss | o265 | a7we | s | eorss | qasa | sos | oe1z2

operations

oo o s o s om o o
Insurance operatlons
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Profit attributable to owners of the

17311 19475 20050 32525 38868 43792 49256 55315
parent

Dividend declared - 1979 2375 5785 6913 7789 8761 9839

Is\lhu:::er of share for diluted earnings per - 7780 7916 7916 7916 7916 7916 7916

brokerage customers

Changes in working capital 892178 -82208 72862 101839 82404 88562 95188
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Disclaimer

This publication is issued by J Capital Research (‘] Capital’). This publication has been prepared for the
general use of the clients of ) Capital and unauthorized copying or distribution is prohibited. Nothing in
this document shall be construed as a solicitation to buy or sell any security or product. In preparing this
document, ] Capital did not take into account the investment objectives, financial situation and
particular needs of the reader. Before making an investment decision, the reader needs to consider,
with or without the assistance of an adviser, whether the advice is appropriate in light of their
particular investment needs, objectives and financial circumstances. /] Capital accepts no liability
whatsoever for any direct, indirect, consequential or other loss arising from any use of this publication
and/or further communication in relation to this document.
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