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Financial Assessment
Of
Guangzhou Automobile Group Company Limited

( GAC Group)



EXECUTIVE SUMMARY

The automobiles sale in China has always on a positive growth for the past 20 years
but started downturn in 2018. This sudden change has impact most of automobiles
manufacturer including the Guangzhou automobile group company limited (GAC
2019).

Mr. Zeng Qinghong who is Chairman of Guangzhou automobile group company
limited and has put enormous effort and time under his management team but the net
profit in 2018 has been negative growth since 2011. During this Financial
Assessment, the author has applied fundamental analysis techniques as suggested
by Kenton (2019). The in-depth financial statement analysis by using ratio analysis,
horizontal trend analysis and vertical analysis as well as two other similar sizes of the

company in the same automobiles industry.

The investigation of the corporate governance assessment will be performed, new
investment appraisals project proposed by using different of the capital budgeting

decision calculation methods if the new project will be profitable.

In additional, Investment appraisals project of electric vehicles production line and
financing management project will be evaluated and reviewed all the advantages and
disadvantages of each option. An Audit plan will be included as well and keep track

of the progress of each task to be implemented successfully.

Finally, a conclusion and recommendations will be provided to support the new
investment of the fully automated electric vehicles production line and intelligently
apply the one-time significant to succeed both projects engaged in the long term
growth.
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ARR Accounting Rate of Return

CAAM China association of automobile manufacturers
CN China

GAC Guangzhou automobile group company limited
Geely Geely automobile holdings limited

Great wall Great wall: Great wall motor company limited
HK Hong Kong

HKEX Hong Kong Stock exchange

IRR Internal Rate of Return

NPV Net present value

Payback Payback period

SSE Shanghai stock exchange

Vil



INTRODUCTION

According to the China association of automobile manufacturers (2019) and GAC
(2018), the sale volume of the overall automobiles in China has always on a positive
trend since 2011 to 2017 and sale volume has grown from approximately 18.5 million
to 28.9 million. However, the positive trend has stopped and declined by 2.8 % with
the sale volume in 2018. It would an interesting case to evaluate the impact of the

automobile manufacturers from the financial prospective.

The overall market declined has also lag GAC to the first negative profit grow rate of -
1 % since 2012. This report will apply the in-depth financial assessment techniques
to evaluate GAC past three year financial records as well as two other competitors of
Geely and Great Motor from the same industry with similar sale volume.

The collected data and information are completed through study, review and
observation methods. In additional, these related information was extracted from
company financial statements, company public news, academic journals, books and
newspapers. The company financial statements includes income statement, balance

sheet and statement of cash flow.



1 COMPANY BACKGROUND

GAC is a well-known Chinese automobile manufacturer, subsidiary of Guangzhou
automobile industry group, was established in June, 2005. It has been ranked among
the Fortune Global 500 for six consecutive years and ranked 189th among the world's
top 500 companies in 2019. Also, it is one of the top 6 local market leaders with 2.14
million sale volume in 2018 (GAC, 2019 and CAAM 2019).

GAC is first China automobile manufacturer company, was listed on both Hong Kong
stock market (H stock is 2238) and China stock (A stock is 601238) markets. The listed
on the Hong Kong stock exchange was Aug 30, 2010. The company hires
approximately 94,000 employees in 2018. The major shareholder is Guangzhou
automobile industry group Itd which is the parent company, Schroder Plc and
BlackRock Inc. are the second and third largest shareholder (GAC, 2019).

Mr. Zeng Qinghong is the Chairman of both GAC and the parent company of

Guangzhou automobile industry group since 2016.



1.1 COMPANY BUSINESS OVERVIEW

GAC formed into two business operations, one under her own brand with end-to-end
automobile manufacturing service which is from own design, manufacture and sale
and the others operated with other international companies such as Honda, Toyota,
Fiat Chrysler and Mitsubishi in China ( GAC 2019).

GAC operates in five key business units: 1) manufacture of vehicles, 2) parts &
components, 3) research & development, 4) commercial services and 5) financial
services. The company strategy is to provide full vertical integration from initial design

to financial service of the vehicles ( GAC 2019).

1.2 PRODUCTS AND SERVICES

GAC offers both passenger & commercial vehicles and the most popular brand is
consumer vehicle’s Trumpchi series, it has received more than 16 awards in 2018. In
addition, the Sport Utility Vehicle under the brand name of Changfeng Motor and the
newly developed lithium ion electric battery car under the brand name of Aion. The
other Joint Venture brands with long history brand including the popular model of
Honda’s accord, Toyota’s Camry, Mitsubishi’s outlander etc. ( GAC 2019).

The total sale volume of the whole vehicles are approximately 2.15 million units which
including passenger vehicles, commercial vehicles and the new energy vehicle. The
new energy vehicle sale volume has substantially increased from 5,246 to 20,006 in
2018 ( GAC 2019).



2 GAC GROUP & COMPETITORS FINANCIAL ANALYSIS

The financial analysis will be including the company vertical analysis of the financial

statement item in the same year.

statement over time for the previous two years.

The horizontal analysis is to compare financial

In additional, there is another two

similar size of competitor companies for relevant comparisons of profitability, market

performance, liquidity, efficiency and capital structure. Refer to below table 1.

As shown on Table 1, the financial ratios are used to examine the company liquidity,

profitability and debt. GAC, Geely and Great wall are similar in term of Market

capitalization and Revenue range. However, GAC has better control on the gross

profit margin, net profit margin which is difficult task to control.

Table 1 - Overall view summarize table of the 3 companies

Geely GAC Group Great Wall
Compare 1 Main company Compare 2
Industry Automobile & Components Automobile & Automobile & Components
Components
HK Stock Number 0175 2238 2333

Year end period

Year end at Dec 31, 2018

Year end at Dec 31, 2018

Year end at Dec 31, 2018

Business nature

Automobile Manufacturer

Automobile Manufacturer

Automobile Manufacturer

Year 2018 2017 2016 2018 2017 2016 2018 2017 2016
Market 108,729 | 213,258 | 57,139 | 94,629 | 113,840 | 83,530 | 45,966 | 92,383 86,357
Capitalization

Revenue (RMBin | 106,595 | 92,761 53,722 | 72,380 | 71,575 49,418 | 99,230 | 101,169 | 99,230
million)

Gross profit margin | 25% 24% 22% 19% 22% 18% 21% 23% 33%
%

Net Profit margin % | 12% 12% 10% 15% 15% 13% 5% 5% 11%

Source: GAC (2019),

GAC(2018), GAC(2017), Geely (2019), Geely(2018), Geely (2017) and Great
wall (2019), Great wall (2018), Great wall (2017)




Financial Analysis

Among the three companies, GAC has the highest net current assets and total asset

in 2018. The reason is that GAC is holding a large amount of Cash and Cash

equivalents approximately 27.7 billion in 2018 and 37.2 billion in 2017. The total asset

can be used to support generate revenue and facilitate the running business.

The all three companies have the similar amount of total liabilities including employee

wages & benefits, taxes, debts, account payable, insurance etc. However, Geely and

Great wall have higher revenue than GAC. The revenue refers to the sale indicating
the earnings and the benefit for the shareholders ( GAC 2019, Geely 2019, Great Walll

2019)

Table 2 - Financial Analysis of three companies

Financial Analysis Geely GAC Group Great Walll

Compare 1 Main company Compare 2
Years 2018 2017 2016 2018 2017 2016 2018 2017 2016
Net current assets ( in | (975) 3,107 | 6,619 25,920 27,867 10,672 | 11,508 10,412 10,676
million )
Total assets (in millions) | 91,461 | 84,981 | 67,583 | 132,174 119,656 | 82,146 | 111,800 | 110,547 | 92,309
Retained earnings 44,780 | 34,303 | 24,275 | 39,491 33,801 | 25,555 | 43,398 | 40,006 | 38,167
EBIT 15,073 12,936 | 6,319 12,321 12,840 | 8,001 6,971 6,371 12,622
Stock value (HKD) last | 13.80 27.10 | 7.14 7.81 13.23 6.70 4.49 8.95 7.24
trading day in Dec on
HKSE
RMB / HKD ex rate 1.14 1.14 111 1.14 1.20 111 1.14 1.20 1.14
Number of H - stock, in | 8,982 8,971 | 8,883 3,099 2,213 2,213 | 3,100 3,100 3,100
million
Stock value (RMB) last | NA NA NA 10.29 17.61 16.55 5.60 11.49 11.06
trading day in Dec at SSE
Number of A - stock, in | NA NA NA 7,133 5,079 4,240 6,028 6,028 6,028
million
Total liabilities 46,086 | 50,170 | 42,897 | 54,199 49,188 | 37,253 | 59,111 61,289 | 44,956
Revenue 106,595 | 92,761 | 53,722 | 72,380 71,575 | 49,418 | 99,230 101,169 | 98,616

Source: GAC (2019), GAC(2018), GAC(2017), Geely (2019), Geely(2018), Geely (2017) and Great

wall (2019), Great wall (2018), Great wall (2017)




2.1 LISTED COMPANY BANKRUPCY INDEX

Edward Altman's Z-Score Formula is a financial formula measuring a company
financial health, exanimating and predicting the company's likelihood of bankruptcy. It
is based on a large number of experiential investigations and analytical studies, the Z-
Score model calculates a set of financial ratios and reflects the degree of financial

crisis by the collected data from the financial reports (Altman, 1968).

Table 3 - Z-Score table

Geely GAC Group Great Wall
Z-score Compare 1 Main company Compare 2
Year 2018 2017 | 2016 | 2018 2017 2016 2018 2017 2016
A -0.01 0.04 0.10 0.20 0.23 0.13 0.10 0.09 0.12
B 0.49 0.40 0.36 0.30 0.28 0.31 0.39 0.36 0.41
C 0.16 0.15 0.09 0.09 0.11 0.10 0.06 0.06 0.14
D 2.36 4.25 1.33 1.75 231 2.24 0.78 151 1.92
E 1.17 1.09 0.79 0.55 0.60 0.60 0.89 0.92 1.07
Z-score 3.80 4.75 2.52 2.56 3.02 2.86 2.23 2.63 3.39

The calculation Z-score formula of the public manufacturers is Z = 1.2X1 + 1.4X2 +
3.3X3 + 0.6X4 + 0.99Xs.

A = Working Capital/Total Assets x1.2

B = Retained Earnings / Total Assets x1.4

C = EBIT / Total Assets x3.3

D = Market Value of Equity / Book Value of Total Liabilities x0.6
E = Sales / Total Asset x 0.999

As Altman (1968) recommended that if the z-score is lower than 1.81, it indicates a
high probability of bankruptcy; if the z-score is between 1.81 to 2.99 which is in a grey
area; if the Z-score is larger than 2.99, it indicates a low probability of bankruptcy.
Moreover, the higher the Z score, the less likely the company goes to bankrupt.

The calculated Z-score of the GAC is 2.56 in 2018 which is in a grey area between
high and low bankruptcy score. However, the Z-score was better in 2017 and 2016
with result of 3.02 and 2.86 respectively.



Financial Structure

GAC has the lowest fixed asset to long term liability ratio than Geely and Great Wall,
it measures the solvency of the company and indicates more difficulty in covering
debts by fixed asset. The Current liability to Net asset ratio is to measure the reliance
on the equity of payables, borrowing and tax. GAC has able to handle effectively and
stability for the past three years because of the lowest current liability. The Current
liability to stock ratio shows the reliance of the current inventory for payment controlled
by GAC in 2018 as per shown on Table 4.

Table 4 - Financial Structure

Geely GAC Group Great Wall

Compare 1 Main company Compare 2
Year 2018 | 2017 | 2016 | 2018 2017 | 2018 |2018 |2017 | 2016
Fixed Asset to Long 0.50 039 |043 |0.19 017 |o0.21 0.53 0.59 0.52
term Liability Ratio
Current Liability o Net | 5 g5 | 143 | 165 | 052 052 | 054 |104 |120 o091
Asset Ratio
g;{{f”t Liability to Stock | 15 68 | 828 | 13.25 | 5.99 1094 | 973 | 1229 | 1056 |7.14




Paying Debt Ability

The debt ratio analysis is a great way for stockholder to estimate company the debt

control and measure the risk. The calculation of debt ratios would explain the ability to

maintain its debt. The current ratio showing the financial strength of the company to

pay off its debt in the next 12 month and GAC has been able to implement its short-

term financing facilities efficiently than Geely and Great wall. The quick ratio is the

ability of the company showing the quick asset to extinguish the current liabilities

quickly and GAC has a better ratio than Geely and Great Wall. GAC has better cash

ratio and total debt ratio but not that well on the debt/ equity ratio which shows a highly

leveraged and risky investment compared to other 2 companies.

Table 5 - Paying debt ability

Geely GAC Group Great Wall

Compare 1 Main company Compare 2
Year 2018 2017 | 2016 | 2018 2017 2016 2018 | 2017 | 2016
Current Ratio (%) 98% 106% | 116% | 164% | 176% | 144% | 121% | 118% | 125%
Quick Ratio (%) 88% 94% 109% | 148% | 167% | 134% | 113% | 108% | 111%
Stock Credit Index 1.24 0.48 | (1.16) | (2.85) | (7.33) | (3.28) | (1.59) | (0.87) | (0.76)
Cash Ratio (%) 60% 48% | 62% | 94% 130% | 94% 33% | 26% | 29%
Total Debt Ratio (%) 50% 59% 63% 41% 41% 45% 53% 55% 49%
Debt / Equity Ratio (%) 3% 4% 0% 12% | 12% | 23% | 4% 1% 0%
Long Term Debt Ratio 0.03 0.04 0.00 0.11 0.11 0.19 0.04 0.01 0.00
Total Debt / Fixed Asset Ratio 1.97 3.57 4.03 3.31 3.67 3.14 2.04 221 1.82
Time interest cover ratio 132.22 | 79.85 | 54.95 | 26.84 | 19.88 | 8.31 14.11 | 46.17 | 90.81
Cash coverage ratio 153.39 | 91.81 | 69.33 | 33.48 | 23.49 | 10.58 | 14.41 | 47.57 | 63.11




3.3 OPERATING CAPACITY

The operating cost is one of the most important factors apart from revenue and profit.

Having a well managing expenses can maximize the profit. GAC has a much higher

employee cost due to the wages and salaries than Geely and Great Wall. The reason

is because GAC has a joint venture with Honda, Toyota etc. and have to maintain

skilled worker by offering attractive salary package. Refer to Table 6 and Figure 1

Table 6 - Operating expenses

Geely GAC Group Great Wall
Operating Expenses Compare 1 Main company Compare 2
Year 2018 | 2017 | 2016 | 2018 | 2017 | 2016 | 2018 | 2017 | 2016
employee costs 6% 5% 5% 12% 9% 9% 1% 1% 1%
selling and distribution cost 4% 4% 5% 7% 7% 7% 5% 4% 3%
admin cost 4% 3% 5% 6% 6% 6% 2% 2% 5%
Depreciation and amortization | 2% 2% 3% 4% 3% 4% 0.2% | 0% 0%
Rental expenses 3.1% | 2.3% | 3.8% | 04% |0.3% |0.3% |0.1% | 0.1% | 0.1%
Other expenses 0% 0% 0% 1% 1% 1% 0% 0% 0%

Figure 1 - Employee Costs
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The asset turnover ratio is to determine the efficiency of the assets to produce
revenue. The asset turn ratio is to calculate the revenue as a percentage of the total
asset. GAC has the lowest percentage than Geely and Great Wall and is not able to

manage quality and utilization efficiency of all assets of the enterprise.

As for average collection period is a very critical measure, GAC has increased the
number of days from 62 to 84 days from 2016 to 2018 and it has been weaker the
liquidity of the account receivable. Also, GAC takes to turn its inventory by increasing
from 22 days in 2016 and 40 days in 2018. The liquidity of inventory has been
decreased showing the low consumption of the inventory.

The average collection period is 84 days and the payment days is 215 days in 2018.
It really enables GAC to benefit its capital operation efficiency and the stability of cash

flow.

Table 7 - Assets Turnover

Geely GAC Group Great Wall

Compare 1 Main company Compare 2
Year 2018 | 2017 | 2016 | 2018 | 2017 | 2016 2018 | 2017 2016
Total Assets Turnover 230% | 275% | 201% | 88% | 96% | 104% 180% | 197% | 202%
Average Collection Period (days) | 78 132 197 84 54 62 184 180 149
Day's Sales in Inventory (days) 18 29 26 40 21 22 20 25 30
Payment day (days) 178 232 331 215 206 166 131 166 123

10



3.4 PROFIABILITY

Table 8 - Profitability

Geely GAC Group Great Wall

Compare 1 Main company Compare 2
Year 2018 2017 2016 | 2018 2017 2016 | 2018 | 2017 | 2016
Net Profit_(in millions) 12,674 | 10,735 | 5170 | 10,942 | 11,040 | 6295 | 5,248 | 5,043 | 10554
Net Profit growth NA 18% 108% | NA -1% 75% | NA 4% -52%
Gross profit margin 25% 24% 22% 19% 22% 18% | 21% 23% 33%
Net Profit margin 12% 12% 10% 15% 15% 13% | 5% 5% 11%

In 2017, GAC has created its self-developed brand which has boosted the sales

rapidly by selling over 500,000 units. There was a sudden increase in net profit by

75% between 2016 and 2017.

Although the gross profit margin of GAC shows the lowest rate compared to other two

companies but its net profit is the highest one. It indicates the actual profit left over

after deducting all the expenses. Net margin is the most common ratios showing the

profitability of the company. In this case, GAC reports a 15% profit margin which

means 15 cents for every dollar generated as shown on Figure 2

Figure 2 - GAC Net Profit, Gross Profit & Net Profit

GAC
in millions Net Profit, Gross Profit & Net Profit
12,000
10,000
8,000
6,000 -
4,000
2,000
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3.5 GROWTH CAPACITY

Table 9 - Growth Capacity

Geely GAC Group Great Wall

Compare 1 Main company Compare 2

2018 | 2017 | 2016 | 2018 2017 2016 2018 | 2017 | 2016
Total Assets Turnover 117% | 109% | 79% | 55% 60% 60% 89% | 92% | 107%
Leverage ratio 202% | 244% | 274% | 170% | 170% | 183% | 212% | 238% | 195%
Return on Equity (after tax) (%) 28% | 31% | 21% | 14% 16% 14% 10% | 11% | 22%
Retained yield (times) 35 3.2 4.7 3.6 3.1 4.1 8.3 7.6 3.6
Self-sustainable Growth Ratio (%) | 99% | 99% | 98% | 51% 48% 57% 82% | 86% | 81%

As for the growth capacity, GAC has the lowest total assets turnover among the three

companies and is not able to generate highest sale by using its assets. The Leverage

ratio refers to the measure of debt risk and has the lowest relative to its assets with

better protective when the business declined. The Return on Equity is an important

measure since it measures how well the company performed and the rate of return

which the shareholder has invested.

The Self-sustainable Growth Ratio shows the company life cycles stage to make

decisions on financing, strategy and dividend payout. GAC is the lowest one among

three companies and on the downward trend. Refer to table 9.

12




3.7 STOCK MARKET PROPECTS ANALYSIS

Table 10 - Stock market prospect analysis

Geely GAC Group Great Wall
Compare 1 Main company Compare 2
Year 2018 2017 2016 2018 2017 2016 2018 2017 2016

HK & CN Market
Capitalization (in 108,729 | 213258 | 57139 | 94,629 | 113840 | 83,530 | 45,966 | 92383 86,357
million)

HK Market-to-book

ratio 2.40 6.13 231 0.27 0.35 0.30 0.23 0.50 0.42

HK & CN

(EV) in million

Enterprise Value 138,127 | 251,040 | 82,898 | 116,802 | 121,533 | 105,569 | 95,059 | 146,857 | 127,506

HK & CN EBITDA 17,486 | 14,874 | 7973 | 15369 | 15176 |10,184 | 7,121 6,564 12,822

HK & CN EV
Multiple = EV / 7.9 16.9 10.4 7.6 8.0 10.4 13.3 22.4 10
EBITDA

Note: HK refer to HK listed stock market only, HK & CN refer to HK plus CN listed stock markets

As shown on Table 10, the market capitalization is one of the great measure of the
company size because calculate issued stock multiple the stock price. Both GAC and
Great wall are listed on both HKEX and SSH but Geely is listed on HKEX only. GAC
has a similar market capitalization as Geely. The Market-to-book ratio is the
perception of stock value and GAC has a low ratio which is the stock is undervalued
than Geely and Great wall. The Enterprise Value is used to measure the company
total value together with the debt and equity all included. GAC has scored an average

result in Enterprise Value and EBITDA.

Enterprise Value Multiple is calculated by divided the enterprise value (EV) by the
earnings before interest, taxes, depreciation, and amortization (EBITDA) and it has a
better measure without affecting by the changes of the capital structure. GAC is
scored the lowest Enterprise Value Multiple which it is cheaper the valuation for the
past three years.
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Table 11 - Stock Price earning power and dividend yield

Geely GAC Group Great Wall

Compare 1 Main company Compare 2
Year 2018 | 2017 | 2016 | 2018 2017 2016 2018 2017 2016
HK Earning Per Share (HK$) 141 | 120 | 058 | 353 4.99 2.84 1.69 | 1.63 | 3.40
r Price-Famings-Rato (Times) | g5 | 1087 | 10.05 | 194 | 221 |212 233 |458 | 187
Dividend yield (%) (payout ratio) 17% | 9% 5% 36% 34% 31% 30% 63% 16%

GAC has strongest Earning-Per-Share of 3.53 and relatively low Price-Earnings-Ratio.

It illustrates the GAC has high earning power but will be anticipating low growth in the

future. Refer to Figure 3

Figure 3 - HK Earning Per Share (HK stock, in HKEX)
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HK Earning Per Share (HKS)
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HK Earning Per Share (HKS)

Moreover, GAC is the highest stable dividend yield among the two companies. As a

result, it will attract those investors who usually seek for a company with low valuations
of P/E and EV/EBITDA and solid dividend growth.
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Table 12 - ROA and ROE

Geely GAC Group Great Wall

Compare 1 Main company Compare 2

2018 | 2017 | 2016 | 2018 | 2017 | 2016 | 2018 | 2017 | 2016
ROA (after tax) (%) 14% | 13% | 8% 8% 9% 8% 5% 5% 11%
ROE (after tax) (%) 28% | 31% | 21% | 14% 16% 14% 10% | 11% | 22%

As shown on Table 12 and Figure 4, these two ROA and ROE ratios are important to
show the corporate performance with the effectiveness of company management and

operations.

ROA determines how much profit earned for every dollar of its asset. The more the
ROA, the more the company will earn on less investment. GAC can’t reach the

highest rate indicating that they can’t generate the earnings from the asset effectively.

Figure 4 - ROA and ROE Chart

ROA & ROE Chart
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ROE shows how to determine the profit into investment and get better profit.

The higher the ratio, the better a company to invest in it. GAC can’t not reach the
highest rate indicating that an ineffective investment of the company which could

weaken the cash internally.
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4 CORPORATE GOVERNANCE ASSESSMENT

Corporate governance is the system of rules, procedure, practices that a company is
controlled showing the person or group of person who has the authority, accountability
and makes decisions. The most important function is to allow the management to
operate the business effectively, achieve the objective with appropriate decision-
making to benefit all of the stakeholders including shareholders, customers, suppliers,
employees as well as the community. Moreover, the key point is the investors is

expecting a capital investment return corresponding to their risk taking (Healy, 2003)

The GAC has received an excellent credit rating AAA from United Credit Ratings Co.
Ltd since 2013. The Corporate governance section on the 2018 Annual report is well
controlled by 10 sustainable systems including corporate culture management system,
network security management system etc. and 23 rule systems including working rules
of general manager, departmental responsibilities and employee performance

appraisal measure etc.

GAC operates the corporate governance function by general meeting, the board and
supervisors & supervisory committee, management, company secretary, appointment
and remuneration of external auditor, investor relations and amendments to the

articles of association.

During the 2017, Mr. Zeng Qinghong, the Chairman of GAC has participated both
essential general meeting held in May & August 2018 and attended all the 25 general
meetings either in person or by telecommunication. He has well-managed and kept

track of the company latest direction.

However, we have found that Zeng Qinghong, director is the only person to complete
the training on the corporate governance of listed companies, director duties and stock
exchange or securities regulatory authorities in 2018. In case of any personal issue
or resignation of Mr. Zeng, it would be risky as there is no one for replacement
suddenly. Another person who should be well-trained as well for any sudden

arrangement for supporting the daily operation.
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5 NEW INVESTMENT PROJECT ASSESSMENT

The proposed new investment project is to build up a new fully automated electric
vehicles production line. The objective is to align the China government new green
energy vehicles policy announced in early 2018 and the sale volume has been
estimated by increasing substantially from 1.1 million in 2018 to approximately 2
million by 2020 (Busch, 2018 ; Lee, 2018)

The project plan is to invest 5 % of the 2018 annual sale revenue with 5 years of net

cash flow.

Given data:

Table 13 - New investment assessment data

Total Revenue in 2018 72.4 billion

Depreciation & amortization in 2018 | 3 million

EBITDA of new project 3.6 million ( 72.4 x 0.05)

Depreciation & amortization of the | 0.72 million ( 3.6 / 5 ), use straight line

new project depreciation

Machines cash payment 0.72 million per year

Expenditure of Rental, R&D, | The first year expenditure is calculated based
Maintenance fee and Change of | on the 2018 data with proportional to the new

inventory & assembly process estimated project sales

The sale grow rate 8 %, from the ROA in 2018
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Net Profile Calculation Years | 1 2 3 4 5
Sales = Last year sales x (1+growth

8% 17.3 |18.7 |20.2 21.8 | 235
rate)
Earnings before Interest, Tax,

o o 21% | 3.6 3.9 4.2 4.6 4.9
depreciation & amortization (EBITDA)
: . - 5

Expenditure Machine?! (depreciation ) (0.72) | (0.72) | (0.72) | (0.72) | (0.72)

year
Expenditure Machines? (cash

(0.72) | (0.72) | (0.72) | 0.72) | (0.72)

payment)
Expenditure Rental® 10% | (0.63) | (0.69) | (0.76) | (0.84) | (0.92)
Expenditure R&D* 34% | (0.19) | (0.26) | (0.34) | (0.46) | (0.62)
Expenditure -maintenance fee® 10% | (0.12) | 0.13) | (0.15) | 0.16) | (0.18)
Expenditure -Change of inventory &

10% | 0.58) | 0.64) | (0.70) | 0.77) | (0.85)
assembly process®
EBIT 0.67 |0.76 |0.84 0.90 |0.93
Tax expense (standard tax rate: 25%) 25% | (0.17) | 0.19) | (0.21) | 0.23) | (0.23)
Profit (in million) 0.50 [0.57 |0.63 0.68 |0.70

Note:

1 The deprecation is a straight line method, it will be deprecated equally in 5 years

2 The Cash payment will be divided equally in 5
3 The Rental is assemble line and testing areas

years

4 The R & D is the Research and Development of the energy vehicles
5 The additional maintenance fee of the assemble line
6 The Change of inventory & assembly process including the new battery storage system, quality testing

and warehouse stock rearrangement
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Free cash flow calculation Years |1 2 3 4 5
EBITDA 3.6 3.9 4.2 4.6 4.9
Expenditure Machine

P (0.72) | (0.72) |(0.72) | 0.72) | (0.72)
(depreciation )
Expenditure Rental 10% (0.63) | (0.69) | (0.76) | (0.84) | (0.92)
Expenditure R&D 34% (0.19) | (0.26) | (0.34) | (0.46) | (0.62)
Expenditure — maintenance fee | 10% (0.12) | (0.13) | (0.15) | 0.16) | (0.18)
Expenditure -Change of
_ 10% (0.58) | (0.64) | (0.70) | (0.77) | (0.85)
inventory & assembly process
Tax expense (standard t te:

P (standard tax Tate: | ooo6 | 0.17) | (0.19) | (0.21) | (0.23) | (0.23)

25%)
Free cash flow (in million) 1.22 1.29 1.35 1.40 |1.42
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The next step is to decide on the capital budgeting decision if the new project will be
profitable. It could be determined by Net present value, internal rate of return, Payback
period and Accounting rate of return. Each technique evaluates the new project from
a different perspective and provides a different insight.

Net Present Value is widely used for investment appraisal and it is the sum of

discounted future cash flow deducted from the initial investment at year zero.

Discount rate ( ROA in 2018) = 8%
Year Cash flow Present Value
0 -3.6 -3.6
1 1.22 1.13
2 1.29 1.11
3 1.35 1.07
4 1.40 1.03
5 1.42 0.97

NPV 1.70

Since the NPV result is a positive 1.70, therefore, the project should be accepted.

Internal Rate of Return (IRR) is the rate of growth of a project is expected to be

generated. It brings the discount future cash flow at per with the initial investment

Year | Cash flow
0 -3.6

1 1.22

2 1.29
3
4
5

1.35
1.40
1.42
IRR | 24.10%

The IRR result is 24.10% which shows it worth’s investment. The project should be
therefore go ahead as well.
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Payback period is how long will the project be re-covered the cost of the project

Year Cash Flow | Net Invested Cash
0 NA -3.6

1 1.22 -2.38

2 1.29 -1.09

3 1.35 +0.26

4 1.4

5 1.42

Total = 2.44 years, approximately 2 year & 5 months.

The payback period will be 2.5 year which can be recovered the cost before the total
investment of 5 years. However, the drawback of this method has ignored the time

value of money and not considered anything happened after the payback point.

The Accounting Rate of Return is the net accounting profit arising from the capital

investment in percentage.

The Accounting Rate of Return is an accounting calculation method to measure profit

and it indicates the net accounting profit from capital investment.

ARR

Year Cash flow | Depreciation Net Profit

0 -3.6

1 1.22 0.72 0.5

2 1.29 0.72 0.57

3 1.35 0.72 0.63

4 1.40 0.72 0.68

5 1.42 0.72 0.7

Total 3.6 3.08

Average 0.616
ARR | 17.1%
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In summary, it shows all profitable based on these four investment appraisal
techniques. The source of funding can be invested from the company available fund,

borrowed a loan from a bank or external creditor.

1. Company Fund — GAC has sufficient cash and cash equivalents of
approximately 27.7 million and total equity is approximately 80 million in 2018 (
GAC, 2019 ) .GAC would be able to use the cash instantly without additional
financial loan step required to avoid time consuming and interest payment for

loan.

2. Borrow a loan - since GAC has received an excellent credit rating of AAA and
the current external lending rating is 5.125% as listed on HSBC ( Refer to
Appendices C) Moreover, the borrowed loan rate will be lower than the

company ROA of 8%.
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6 FINANCING AND CAPITAL MANAGEMENT

The next project is to raise 1 time a cash equivalent of the 3% of the total asset. The
5 % of the total asset in 2018 is 3.97 million ( total asset is RMB 132.17 billion in 2018)

Here are the available fund raising options:

1. Retained Earnings — It is a part of the shareholder equity generated from profit
of selling accumulated by the company over the periods of time. The fund can
be used to reward shareholder by paying dividend or share buybacks. Since
GAC has already been rewarding shareholder two times a year for the past
three years, the available sufficient retained earning can be therefore used for
this 1 time raise. GAC would be able to withdraw RMB 1.96 million from the
5 % of 39.49 billion retained earnings in 2018 ( GAC, 2019)

Also, it will decrease the Retained Yield & Self-sustainable grow rate but the

impact will be minor due to the required funds.

2. Debt Capital — GAC can either borrow loans from a bank or issue public debt
corporate bonds to the interested investor in the public. The disadvantage will
be interest payment involved and once GAC fails to payback, it may cause the
possibility of bankruptcy. However, GAC has scored a good rate of 2.81 of the
Altman's Z-score showing the minimum impact on the overall financial issue.

Also, the interest payment is usually for tax deductible.

3. Bond - It allows to access the capital faster by attracting investors in exchange

of interest rate.

23



4. Equity Capital — GAC can generate the fund by selling their ordinary shares to
the public since their parent company of Guangzhou Automobile Industry Group
Co. Ltd is the major shareholder holding over 53% of the total share capital in
A ( Shanghai stock market) and H ( Hong Kong stock market). The negative
side is that it will dilute the ownership percentage of the company and voting
power. It would require 530,749 of stock to raise the necessary fund only and
the final H stock holding will become 291,677,251.

Refer to equation below:

Required stock = Raising Fund / H stock share price!
Required stock = 3.97 million / HKD $ 7.48

Required stock = 530,749

1 see Appendices D, GAC stock price as of August 9, 2019

Final Holding Stocks = Currently Total — Required Stock
Final Holding Stocks = 292,208,000 — 530,749
Final Holding Stocks = 291,677,251

The author would recommend equity capital because it would be the less impact to
the company financial issue. It enables the company to raise the required 3.97 million
amount of capital without repayment to shareholders and strengthens its cash flow for

the operation.

In additional, any losses can be equally shared among the company and the

shareholders, it can minimize the loss for the company.
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7 AUDIT PLAN

A financial audit is an investigation of the business financial statements,
documentation, and procedure performing by internal auditor or third party who is
independent from the company. He or she will check and review the accounting
records, internal quality policy and also requires to meet the requirement of the local
register accounting and regulatory compliance standards.

This audit plan will be focused on the internal audit plan:

Table 14 - Audit plan schedule for the next 4 quarters

Time Tasks

First Quarter Overall view of the current operational, any major changes of
the company top management, any non-conformance from
last audit.

Second Quarter Review the collected pervious year financial analysis and
compare with newly collected data, any major financial
changes

Third Quarter Follow-up the corporate governance identified problem and

resolve solutions

Check if any new upcoming corporate governance
requirement or policy that need to be implemented next

Fourth Quarter Review the new project status of fully automated electric
vehicles production line, monitor closely if the latest actual
result is align with the estimated profit and cash flow

Evaluated each of the rate of return method including NPV,
IRR, payback period and ARR still on track
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As recommended by Campbell and Riordan ( 2019 ), each internal audit procedure
has identified on each quarter which should be performed by three major sequence
phases namely 1) Preparation of work, 2) Field work and 3) Reporting. The details
work flow is shown at below Figure 5 — Audit plan procedure

Figure 5 - Audit plan procedure

Internal « > External

¥ ¥

Department Audit subject identified
identified for audit and researched

v

Pre-Audit . Fill Audit Planning/Risk | |
Questionnaire In Assessment
s Prep

Audit performed

¥

Response to audit

Fieldwork
» ieldwor

Final Audit Report

¥

grE——
Report reviewed by
Audit Committee

5

(9 months later)
Follow-up, new plan

Reporting

Source: Campbell and Riordan (2019)
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8 CONCLUSION AND RECOMMENDATIONS

As a conclusion, GAC is evaluated as positive signs of a financial health and profitable
company as Maverick (2016) suggested it should be examined by measuring the four
areas namely liquidity, solvency, profitability and operating efficiency. GAC has

scored an above average mark on these areas.

However, GAC revenue growth has reached to a dreaded plateau and the net negative
profit growth has been reported again in 2018 since 2011. The net profit is very
important to the company because it can attract investors by showing the success of
business and allow sufficient capital for operation.

Here are the recommendations for GAC:

1. As proposed by China Government in 2018, the new energy vehicle mandate
policy will be benefited the economic opportunity, energy security and clean air.
The overall China sale of the energy vehicle market has been increasing
dramatically from 50.7 in 2016, 77.7 in 2017 and 125.6 in 2018. Moreover, the
projection of the sale market can be up to 2 million by 2020. (Busch, 2018;
GAC presentation, 2019)

GAC should approve the new investment project of the Electric Vehicle
Production Line in section 5 immediately in order to capture high quantity

demand.

2. Since GAC has a joint venture business with other oversee automobile
company already, she should therefore propose them to continue investing on
the available Electric Vehicle design or technologies in order to help speed up
the product cycle from design to finish. Also, GAC should pay attention to the
Production Capacity Utilization because GAC Mitsubishi, GAC FCA, Honda
(China), GAC Hino and GAC BYD haven’t reached designed production
capacity efficiency. It will eventually increase the cost of production and affect
the labor management.
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3. With using the 3% of the total asset in section 6 — the financing and capital
management project (Fund-raising ), we can use the raised capital and apply
on further products / accessories / services like different types of wall charger
system (Fast charging / regular charging), installation service by GAC
technician and after-sale service support. With a well-trained our maintenance
teams, we can provide professional service to our customers by offering a

worry-free extended warranty services.
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APPENDICES A — THE STOCK PRICE AT THE LAST TRADING OF
THE YEAR OF 2018 - 2016

GAC Group

Date HK Closed Price (HKD)

2018/12/31 7.81

2017/12/29  13.23

2016/12/30 6.70

Source: https://www.hkex.com.hk/Market-Data/Securities-Prices/Equities/Equities-
Quote?sym=2238&sc_lang=en

Date SH Closed Price (RMB)

2018/12/31  10.29

2017/12/29 17.61

2016/12/30  16.55
Source:https://finance.yahoo.com/quote/601238.SS/history?period1=1545321600&period2=
1546185600&interval=1d&filter=history&frequency=1d

Geely

Date HK Closed Price (HKD)

2018/12/31 13.8

2017/12/29 27.1

2016/12/30 7.14

Source: https://www.hkex.com.hk/Market-Data/Securities-Prices/Equities/Equities-
Quote?sym=175&sc_lang=en

Listed on HKEX only, not listed on SSE (China stock market)

Great Wall

Date HK Closed Price (HKD)

2018/12/31  4.49

2017/12/29  8.95

2016/12/30 7.24

Source: https://www.hkex.com.hk/Market-Data/Securities-Prices/Equities/Equities-
Quote?sym=2333&sc_lang=en

Date SH Closed Price (RMB)
2018/12/31  5.60
2017/12/29  11.49
2016/12/30 11.06

Source:

https://finance.yahoo.com/quote/601633.SS/history?period1=1545321600&period2=154618
5600&interval=1d&filter=history&frequency=1d

31


https://www.hkex.com.hk/Market-Data/Securities-Prices/Equities/Equities-Quote?sym=175&sc_lang=en
https://www.hkex.com.hk/Market-Data/Securities-Prices/Equities/Equities-Quote?sym=175&sc_lang=en

APPENDICES B — THE EXCHANGE RATE AT THE LAST TRADING

OF THE YEAR OF 2018 - 2016

RMB/HKD exchange rate= 1.14 as last trading day on Dec 31, 2018
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Source: https://finance.yahoo.com/quote/CNYHKD%3DX?p=CNYHKD%3DX

RMB/HKD exchange rate= 1.20 as on last trading day on Dec 29, 2017
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RMB/HKD exchange rate= 1.11 as on last trading day on Dec 29, 2016
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APPENDICES C - BANK LOAN RATE

Personal = Business | Global Banking and Markets | Private Banking B Hong Kong English v

<v> HSBC Banking Borrowing Investing Insurance Insights Offers

Accounts & Services Cards & Loans Securities & FX Protection & MPF Anslysis & Market Dsta Lstest Rewards

Best lending rate

HSBC's Hong Kong Dollar Best Lending Rate

I HSBC's Current Hong Kong Dollar Best Lending Rate: 5.125% (for reference only)

Last b best lending rate change records for reference only:

Effective Date HSBC's Hong Kong Dollar Best Lending Rate
28 Sep 2018 5.125%

10 Nov 2008 5.000%

20 Mar 2008 5.250%

01 Feb 2008 5.750%

24 Jan 2008 6.000%



APPENDICES D - THE CLOSING PRICE OF AUGUST 9, 2019

YAHOO! g5z

HREE

Guangzhou Automobile Group (2238.HK)

HKSE - HKSE Instant Price. The currency is HKD.

7.480 +0.010 (+0.13%)

Closing price: August 9th 4:08PM HKT

abstract chart  dialogue statistical data historic:

Pre-closing price 7470 Market value

Beta value (3

opening 7390 years, monthly)

Buy 7.480 x no P/E ratio (last 12
months)

Selling price 7490 xno  Camings per

share (last 12

N months)
Today's volatility 7.390-7.640  pgrformance

52 weeks announcement
amplitude 6.950 - 8.900 date
Forward
Volume 11,501,979  dividends and i
yields
Average volume 24,993,994 Ex-dividend date
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