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Benefiting from tax unification in 08, but suffering from
rising coal cost

» 31.65% yoy rise on gross generation in 06. Datang
announced in 06 its total gross power generation of 93.5 bn kWh, an
increase of 31.65% yoy, and its total on-grid power generation of 87.9
bn kWh, an increase of 31.83% yoy. Datang’s total installed capacity
in 06 increased by 51% yoy to 19,430 MW while total attributable
capacity rose 41% yoy to 15,243 MW. We expect Datang to report an
EPS of Rmb 0.52 in 06.

» Unit coal cost likely up 10% yoy in 07 for Datang.
Negotiations on this year’s coal contracts had completed with coal price
increasing an average Rmb30/t. The planned coal contracts set at
lower prices than spot prices were stopped starting from Jan 07. A
gap of Rmb 40-50/t between contract and spot prices remains. As
China’s coal pricing mechanism is undergoing reform towards a free
market and domestic coal supply is tight, we believe that power
producers will likely face another 10% yoy coal cost hike in 08. Under
coal cost pass-through mechanism, power producers can pass on 70%
of cost hike to end users with the remainder to be borne by themselves.
As coal cost accounts for more than 60% of Datang’s operating cost, it
will see margin erosion.

»Time lag between coal cost hike and tariff adjustment.
According to industry sources, it will take 5-6 months for NDRC to
announce tariff adjustment under coal cost pass-through mechanism
this year. If the tariff hikes are not implemented immediately, power
producers will not be able to recover coal cost increase of 1H07. We
see Datang will incur additional expense of Rmb 347m of coal cost
hikes in 1HO7.

> Utilization hours continue to deteriorate, but reaches
trough in 07 in BTT area. Utilization hours will continue to decline
due to overcapacity in BTT (Beijing-Tianjin-Tangshan) area in 06, but
Datang management expects a rebound in 08.

»Fairly priced. We initiate coverage on Datang with a hold rating.
Our target price is HK$8.90, based on 13x PE FY08. Key risks are
higher-than-expected coal prices in China and delay in the

commissioning of new plants.
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Year-end 31 Dec FYO4A  FYO5A  FYOBE  FYO7E  FYOSE HKS
Turnover (Rmb m) 13584 17,994 23098 30,550 35,372
Growth (%) 37% 32% 28% 320 16% 900 1
Net Profit (RMb m) 2,293 2,351 2,706 3,300 4,015 200 ]
Growth (%) 27% 3% 15% 22% 22%
EPS (Rmb) 0.44 0.46 0.52 0.57 0.68
Growth (%) 26% 5% 14% 9% 19% 5.00
PER (x) 18 17 15 14 12
DPS (Rmb) 0.22 0.23 0.26 0.29 0.34 3.00
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07 is a challenge year
Unit coal cost likely increases 10% yoy in 07 for Datang

Negotiations of this year’s coal contracts had completed with coal price increase of an
average Rmb30/t. Coal from Shaanxi is quoted at a higher price of Rmb 40/t, while
coal from Shanxi at Rmb 20/t. This year, contract coal set at artificially low prices by
Central Government for power producers has been eliminated. According to Datang,
its weighted average contract coal price in 07 is 10% higher than the average coal cost
(Rmb 225/t) in 06. Traditionally, contract coal accounts for 80% of total coal
purchased. Higher efficiency in coal usage due to the commissioning of abundant
new plants will offset part of rising coal cost, so we expect that Datang will likely incur
10% yoy unit coal cost increase in 07.

We believe that China’s spot thermal coal prices are in the up trend in future, mainly
due to: 1) Limited coal annual output in future. NDRC targets at annual coal output
growth at 3.4% between 06 and 2010. NDRC plans for the coal industry to have 2.6bn
tons of output in 2010, up 18.2% from 2.2bn in 05. According to the State
Administration of Coal Mine Safety, last year’s coal production grew 8% to 2.32 bn tons.
NDRC plans to eliminate 380 m tons of annual capacity from small mines, an effort to
improve safety. 2) Rising cost. China has recently started to charge mining rights on
new coal mines. Moreover, there are other costs such as resources tax, safety
expenses, etc. Rmb 40-70/t is expected to impose gradually; and 3) Strong demand.
Chinese power industry consumes about half of annual coal output. Coal-fired
generation capacity grew 23.7% yoy last year, according to the China Electricity
Council. Therefore, there is a strong demand for coal from coal-fired plants.

Currently there will still be Rmb 40-50/t gap between contract and spot prices. Hence,
we believe that power producers will likely be subject to another 8-10% hike in one-year
contract coal prices in 08.

Utilization hours continue to deteriorate in 07

The China power industry blames capacity surge on a year-end rush to finish power
plants ahead of schedule and the practice of starting plant construction before
government approvals were granted. According to the China Electricity Council,
generation capacity supply grew by 14.6% while demand grew only 11% yoy in 06 in
China with the average utilization hours at 5,221 hours. In BTT area, new excess
capacity of 6,500MW and 4,500MW in 05 and 06 respectively caused supply outgrew
demand by about 12% in 06. We see the average utilization hours of Datang’s plants
in BTT area declined 5% yoy to 6,075 hours in 06. State Grid Corp of China forecast a
15.3% surge in the nation’s generation capacity and a 11-12.5% rise in power demand
this year. State Grid projected that the central and northwest power grid will see some
surplus, while the northeast, northern, eastern and southern grids will be in balance.
We expect the average utilization hours in China will continue to deteriorate by 6-10%
yoy in 07. Datang management expects the utilization hours in BTT area to decline in
07 by about 6% yoy to 5,700 hours.

Rising interest rates in China

To curb liquidity, China is likely to raise interest rates this year. We estimate that
Datang’s net gearing ratio will reach 163%-190% in 06-08. Datang is highly leveraged
toward RMB loans, accounting for 80% of its total loans in 06.  The average interest
rates of its long-term loans stood at around 5.78% in 06 according to Datang.
Although Datang is authorized to issue Rmb 4bn short-term debenture at 4% interest
rate to replace its short-term bank loans, we forecast a 50bp increase in interest rates
could bring Rmb 88 m additional cost to Datang.
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Delay on tariff adjustment likely to increase cost

According to industry sources, power producers expect coal cost pass-through
mechanism to be implemented in mid-07. There will be a time lag between coal cost
hike and tariff increment. Except aborting 30% of additional coal cost, Datang will
likely to suffer Rmb 347m in 1HO7, which is not passed on to users due to the time lag.

Environmental breach

Datang’'s 2x 50MW of Tangshan unit and Liangcheng Power Plant violated the
environmental laws. The State Environmental Protection Administration Bureau
delayed the approval of Datang’s Greenfield Touketuo Plant Phase IV. According to
Datang, its 2x50MW of Tangshan unit will be shut down in March 07, considering the
public interest for heating purpose in winter. We believe that it will have minor impact
on Datang’s Greenfield capacity expansion.

Utilization hours to rebound in 08
Capacity growth

In end-06, Datang’s total installed capacity hit 19,430 MW. Datang sets to grow its
capacity to 21,160MW in 07, representing an increase of 1,730MW (9% yoy). We
project that Datang’s total attributable capacity to rise from the current 15,243MW in 06
to 16,559 MW in 07 (9% yoy increase) and to 17,527 MW in 08 (6% yoy increase).

Table 1: Datang’s capacity growth

05 06 07 08
Total gross capacity (MW) 13,810 19,430 21,160 22,715
Yoy growth (%) 33% 41% 9% 7%
Total attributable capacity
(MW) 10,776 15,243 16,559 17,527
yoy growth (%) 25% 41% 9% 6%

Source: Company information, FSSL

There are several important strategic projects under planning. Datang is co-investing
with Tashan Coal Mine to build a 1,200MW mine-mouth coal-fired power plant, which
will be fully in charge by Datang though it holds only 40% stake. To diversify its
plants, Datang plans to invest in Sichuan Ganzi Hydro Power Plant with capacity of
3,400MW and in Ningde Nuclear Power Plant with capacity of 2,000MW. By taking a
minority stake in nuclear plant investment, Datang will gain a very helpful operational
track record, a regulated entry barrier for power producers in China to build nuclear
plants.
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Table 2: Datang’s potential projects

Total installed

capacity Stake Construction
Project (MW) (%) period
Shanxi Tashan Coal 1,200 40% NA
Daba 1,200 NA NA
Sichuan Ganzi Hydro 3,400 80% 2012-2015
Fujian Ningde Nuclear 2,000 49% 2012-2013

Source: Company information

Improving plant mix

With 65% of total installed capacity in BTT area, Datang is keen to diversify
geographically its plant mix by building more new plants in other provinces such as
Fujian, Zhejiang and Guangdong. In terms of coal-fired plants expansion, Datang is
not only increasing mine-mouth plants but also building more highly efficient and
greenfield plants to reduce its unit coal cost. Touketuo Power Plant is a typical
mine-mouth power plant with capacity to be raised from 3,600MW in 06 to 4,800 MW in
07-08. Datang is set to increase its hydro plants’ share in terms of total installed
capacity from 0.5% in 05 to 5.5% in 08, targeting at 20% in 2015. Despite higher
construction cost for hydro plants, hydro plants can earn a comparable return to
coal-fired plants.

Figure 1: Increasing share of Datang’s hydro plants as a % of total
capacity
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Source: Company information, FSSL
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Table 3: Datang’s coal-fired plants geographical mix

Province
Beijing-Tianjin-Tangshan (BTT)

Shanxi

Gansu
Zhejiang
Guangdong
Yunan
Fujian

05
92%

3%
4%
0%
0%
0%
0%

06
65%

2%
3%
12%
6%
4%
6%

07E
59%

8%
3%
11%
6%
7%
6%

08E
58%

7%
8%
10%
5%
8%
5%

Source: Company information, FSSL

Table 4: Coal consumption comparison between Datang and

Benchmark
Coal consumption
Capacity (g/kwh)
Datang Average
100MW 386 - 403 398-403
200MW 351 360
300MW 335 327
600MW 340 324
600MW + 320 320

Source: Company information

Table 5: Datang’s increasing proportion of 600MW plants

Capacity
50MW
100MW
125MW
200MW
220MW
250MW
300MW
500MW
600MW

06
1%
4%
1%
5%
2%
3%

22%

5%

56%

07E
0%

4%
1%

5%
2%
2%

21%
5%

59%

08E
0%

4%
1%
5%
2%
2%

20%
5%

62%

Source: Company information, FSSL

Excellent project execution results in higher profitability

Datang’s construction cost of Rmb 3.5- 4m/MW is 15-20% lower than the industry
average of Rmb 4- 5 m/MW. According to management, all of its new power plants
were profitable in the first year of operation due to their low construction cost and high

efficiency of new plants (600MW installed capacity).
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Utilization hours in BTT area to rebound in 08

According to Datang management, new capacity commencement in BTT area reached
the peak in 06 and only 2,000 — 2, 500 MW new capacity will start up in 08. Due to the
proximity to the Central Government, over capacity was not as severe in BTT area as in
other provinces such as Jiangsu, Fujian. Datang management expects utilization
hours in BTT area likely to rebound in 08 on limited new capacity in 08. In addition,
power from Northeast China to BTT fell in 06 significantly due to tight supply. We
expect Datang'’s utilization hours in BTT area to climb 4% yoy in 08.

Table 6: Power Demand and supply outlook in BTT area

05 06E 07E 08E
New capacity 6,500 4,500 2,500
Year-end capacity (MW) 25,991 34,940 39,440 41,940
Capacity growth 253% 344% 12.9% 6.3%
Demand growth 15.0% 12.0% 12.0% 10.0%
Utilization hours 6,300 5,800 5,600 5,700
Source: Company information, FSSL
Table 7: Datang’s operation data
04 05 06E 07E 08E
Gross generation (mn MWh) 55,853 70,988 93,459 109,444 128,277
On-grid generation (mn MWh) 52,450 66,680 87,902 103,401 121,634
Average utilization hours 6,509 6,320 5,900 5,547 5,717
Unit coal cost (Rmb/ kwh) 0.089 0.106 0.110 0.121 0.124
Average On-grid tariff (Rmb/MWh)(VAT inc.) 302 315 317 346 340
Internal consumption rate (%) 6.14% 5.98% 5.95% 5.52% 5.18%

Source: Company information, FSSL

Hold

With an effective tax rate of 28% in 06, Datang is well positioned to reap gain from the
proposed unified tax rate of 25% in 08. Datang is trading at 12 x FY08 PE. We
believe that the current stock price has priced in benefit of lower tax rate in 08. Given
its robust capacity growth, we believe that Datang should trade at a premium to the
industry average. We believe that two negative factors are affecting power producers’
stock performance in 1HO7: One is high coal cost without a clear timetable for tariff
adjustment. The other is typically lower generation from coal-fired plants in summer due
to strong lower-priced power supply from hydro plants.

Our target price of HK$8.90 is based on 13 x FY 08 PE.
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Table 8: Valuation peer comparison

Company name Stock code PER Dividend Yield ROE

2006E 2007E 2008E 2006E 2007E 2008E 2006E 2007E 2008E
China Power 2380 HK 16 13 10 2 3 3 12 14 17
China Resources Power 836 HK 19 15 13 1 2 2 17 18 20
Datang Power 991 HK 15 14 12 3 4 4 12 13 15
Huadian Power 1071 HK 15 12 9 2 3 4 9 10 12
Huaneng Power 902 HK 16 14 14 4 4 4 13 12 13
Shenergy 600642 CH 16 16 17 3 3 3 14 14 15
Average 16 14 12
Source: Bloomberg, FSSL
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Summary of Financials
Profit and Loss Statements Ratio Analysis
FY-end Dec (Rmb m)
04A 05A 06E 07E 08E 04A 05A 06E 07E 08E
Revenue 13,584 17,994 23,098 30,550 35,372 Margins
Fuel cost (4,951) (7,532) (10,297) (13,220) (15,960)  EBITDA margin (%) 455% 40.4% 38.9% 37.6% 36.0%
Maintenance (544) (574)  (653) (1,184) (1,387) EBIT margin (%) 30.2% 25.0% 24.9% 23.6% 22.5%
Depreciation (2,087) (2,768) (3,242) (4,270) (4,753) Net margin (%) 16.9% 13.1% 11.7% 108% 11.4%
SG&A (1,733) (2,416) (2,878) (4,285) (4,874)
Others (169) (205) (277) (367) (424) Operating Performance
Operating profit 4,099 4,500 5,750 7,224 7,974 SG&A [ revenue (%) 13% 13% 12% 14% 14%
Net interest expense (432) (635) (1,032) (1,334) (1,460) Effective tax rate (%) 25% 21% 271% 28% 21%
Associates &JV 4 (1) 16 1 1 Dividend payout (%) 50% 50% 50% 50% 50%
Earning before tax 3,663 3,863 4,734 5,890 6,515 Inventory days 29 26 20 20 20
Tax paid (920) (813)  (1,278) (1,669) (1,374) Payable days 230 180 180 180 180
Minority Interest (451) (699) (750) (921) (1,126) Receivable days 35 27 27 27 27
Net profit 2293 2351 2,706 3,300 4,015
EPS-diluted (Rmb) 0.43 0.44 0.51 0.55 0.68 Financial
EBITDA 6,186 7,267 8992 11494 12727 Net debt to equity (%) 132%  205%  190%  190%  163%
Growth Revenues / total assets 0.3 0.3 0.3 0.3 04
Revenue (%) 37% 32% 28% 32% 16% Total assets / equity 2.9 35 3.6 34 33
EBITDA (%) 29% 17% 24% 28% 11% Interest coverage 9 7 5 5 5
EPS-diluted (%) 24% 2% 15% 9% 23% ROE 13.4% 12.8% 11.8% 128% 145%
Balance Sheet Cash Flow Statement
FY-end Dec (Rmb m) FY-end Dec (Rmb m)
04A 05A 06E 07E 08E 04A 05A 06E 07E 08E
Cash & cash equilvaler 3,462 1,029 5323 1,715 3974 PBT 3663 3863 4734 5830 6,515
Trade receivable 1,290 1410 2,056 2,527 2,779 Depreciation and amortoz 2,093 2,774 3,242 4270 4,753
Inventories 443 693 841 1177 1,253 Change in Working Capt.  (150) (498) 1,844 (502) 2,029
Other current assets 435 558 698 902 1,034 Tax Paid (1,034) (923) (1,278) (1,669) (1,374)
Current assets 5629 3690 8918 6321 9,041 Others (530)  (995)  (957)  (515) (419
Fixed assets 42,636 59,377 71,376 79,106 79,353 Operating CF 4,042 4222 7585 7474 11504
Others 695 676 824 824 824 CAPEX (15,573) (17,813) (15,100) (12,000) (5,000)
L-T investments 514 793 1,000 1441 1,807 Free cash flow (11,531) (13,591) (7,515) (4,526) 6,504
Total assets 49,475 64,536 82,208 87,692 91,026 Other Investing Activities 633 103 (440) (349) (730)
S-T bank loan 5980 5717 10,530 17,530 22,530 Investing activities CF (14,940) (17,710) (15,540) (12,349) (5,730)
Trade payables 3456 4559 7337 7,846 10,336 Change in Debt 11,050 12,484 10,324 1,820  (1,504)
Current portion of L-T | 1,107 2,489 3505 3,424 2,345 Change in Equity 0 0 3,279 1,099 0
Others current liab. 501 365 365 365 365 Dividends (1,189) (1,514) (1,355) (1,652) (2,010)
Total current liab. 11,043 13,130 21,737 29,166 35,576 Other Financing Activities 343 115 0 0 0
L-T bank loan 17,949 29,215 33,710 29,710 24,286 Financing activities CF 10,204 11,084 12,248 1,267  (3,514)
Convertible bond 1,078 1,099 1,099 0 0
Othersliab. 326 363 363 363 363 Chang in cash (693) (2,403) 4,294  (3,609) 2,259
Total liabilities 30,396 43,807 56,910 59,239 60,225
Minority interest 1,968 2,403 2,343 2,751 3,094 Cash at the beginning 4,155 3,462 1,029 5,323 1,715
Shareholders' eqt. 17,110 18,325 22,955 25,702 27,707 Exchange loss 0 (30) 0 0 0
Cash at the end 3462 1,029 5323 1,715 3,974
Book value per share 33 36 4.4 4.5 4.7
Source: Company information, FSSL
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