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Acquisition soon

» Acquisition comes soon. Company management unveiled
plan before that there would be one acquisition for the company each
year. Although there was no announcement on its acquisition plan in
1HO6 analyst meeting, we believe that management is waiting for the
best timing to take the move. The market is expecting the change
brought by anticipated falling coal prices of 2% and 4% in 07 and 08
respectively.  We think that China Power’s acquisition will be
materialized soon.

> Qinghe Power is the best choice. A-share listed Shanghai
Power and unlisted Qinghe Power in Northeastern China both are right
acquisition targets for China Power. Given low ROE of Shanghai
Power and high quality of Qinghe Power, we believe the latter ranks
higher priority on China Power’s acquisition list. The key reason for
China Power to eye on Qinghe Power without taking any action is the
overhanging of power pooling which China has implemented in Eastern
and Northeastern China. Given the difficulty experienced by power
pooling in Eastern China, it is likely that it will face the same difficulty in
Northeastern China, too. We believe that China Power will announce
its acquisition later this year or early next year.

» The best performer in China power sector. China Power
differentiates itself from other domestic peers with the following
advantages: 1) possible tariff hike on back of lower tariffs compared to
benchmark, 2) better geographical location, 3) rising utilization hours.
We expect China Power to add new capacity of 2,400MW in both 06
and 07.

> Attractive valuation. Given the declining coal price and rising
tariff, we believe that China Power is well poised to reap gain. We
believe that China power sector performed well recently because of the
expectation of declining coal price in 07 & 08, tariff lift in July 06, and the
news of raising electricity surcharges for inefficient producers in China
(no direct effect on power plays). We think that market has not
factored in the possible acquisition in 07 for China Power.  The
counter now trades at an attractive valuation of 9x 07PE. Our target
price of HK$4.08 is based on 12x 07PE.
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Earning Summary

Price Performance

Year-end 31 Dec 04A 05A 06E 07E 08E HKS
Turnover (Rmb m) 3,352 4,362 5,201 6,770 9,801 3.507
Growth (%) 30 19 30 45
Net Profit (Rmb m) 635 660 764 1,095 1,428 3.00 +
Growth (%) 4 16 43 30
EPS (Rmb) 0.27 0.21 0.24 0.34 0.44 2.50 -
Growth (%) -22 14 43 30
PER (X) 9 15 13 9 6 200
D.PS (Rmb) 0 0.08 0.08 0.1 0.18 %\&»\& F S
Yield (%) 0.9 2.7 3 3 4 v

Source: company information, FSSL

Source: Bloomberg
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Acquisition soon

Company management disclosed before the plan of one acquisition each year.
Although there was no announcement of acquisition plan in 1H06 analyst meeting, we
believe that management is waiting for the best timing to get into act. The market is
expecting coal prices to fall 2% and 4% in 07 and 08 respectively. We think that
acquisition by China Power is getting soon.

Qinghe is the best choice

China Power has two possible acquisition targets, the A-share listed Shanghai Power
(600021 CH) and unlisted Qinghe Power. It is possible for China Power to execute the
option of acquiring 25% stake of Shanghai Power before it expires by October 07.
However, we think that China Power is likely to acquire Qinghe Power in near future
given Qinghe Power’s higher asset quality. Despite being a very old plant, Qinghe
Power has been upgraded with new equipments, re-emerging in very good shape,
according to the power plant's manager. Qinghe’s tarriff is lower than the average
tariff in Northeastern China. With 600MW installed capacity right now, Qinghe Power
is going to add another 600MW new capacity which will become operational in 2008.
Qinghe is using coal explored by China Power’s parent and Qinghe is geographically
close to the coalmine, indicating that Qinghe Power is likely enjoying the cheapest coal
in China.

Shanghai Power’'s ROE was 5.4% in 05, far behind 15% of China Power in 05. In
addition, shortage of power in 02-03 in Jiangsu province led to power supply
overcapacity in 06. We believe that the situation will not improve in 07.

Table 1: Shanghai Power Vs. China Power

Shanghai Power China Power

2005 2005
Turnover (Rmb m) 7,417 4,438
Gross margin 14% 33%
EBIT margin 8% 16%
Net profit (Rmb m) 398 662
Net profit margin 5% 15%
EPS (Rmb) 0.25 0.21
Payout ratio 79% 37%
ROE 6% 10%
Net gearing 31% 28%

Source: Company information
Difficulty in implementing power pooling in China

Eastern and Northeastern China were selected as two testing places for power pooling
in China. However, it is very difficult to implement power pooling in Jiangsu province
now according to industry source. We believe that power pooling will not be realized
any time soon. Given the difficulty of power pooling in Eastern China, we believe that
Northeastern China will face the same issue too.
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Best quality in China power sector

Rising utilization hours:

The pace of power generated grows faster than that of power demand in China. China
will inevitably face the oversupply of power. While most of China power plays are
facing declining utilization hours, China Power is expected to anticipate a rising
utilization hours.

Table 2: Utilization hours peer comparison

1HO05 1HO06 2HO6E
China Power 3,035 3,265 3,265
Datang Power 6,580 5,829 5,300
Huaneng Power 3,029 2,832 2,569

Source: Company information, FSSL
Lower tariffs:

Even after tariff lift under the coal cost pass-through, China power’s tariffs are still below
benchmarks. We believe that China Power’s tariffs will have more room to be raised
up in future.

Table 3: Average tariffs increase comparison

1HO06 2HO6E 2H06 Benchmark
Pingwei Power Plant 10% 3% 9%
Yaomeng Power Plant 25% 7% 7%
Shentou Power Plant | 26% 15% 16%
Changshu Power Plant 5% 4% 1%

Source: Company information, FSSL

Buy with target price of HK$ 4.08

Given the declining coal price and rising tariff, we believe that China Power is well
poised to reap gain. We think that market has not factored in the possible acquisition
for China Power. The counter now trades at an attractive valuation of 9x 07PE. Our
target price HK%4.08 is based on 12x 07PE. We believe that China Power deserves
a higher valuation compared with the peers because of the better quality and higher
ROE.
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Table 4: Valuation peer comparison

Company name Stock code PER Dividend Yield ROE
2006E 2007E 2008E 2006E 2007E 2008E 2006E 2007E 2008E

China Power 2380 HK 12.5 9.7 7.4 2.7 3.4 4.4 11.8 14.2 16.7
China Resources Power 836 HK 14.6 12.2 10.8 1.8 2.1 2.5 16.1 171 16.9
Datang Power 991 HK 11.5 10 9.4 4.3 5 53 13.6 14.3 13.7
Huadian Power 1071 HK 11.5 9.9 8.3 2.9 3.4 4.1 8.9 9.8 10.7
Huaneng Power 902 HK 12.7 11.9 10.9 4.4 4.6 5.1 12.5 12.4 12.5
Shenergy 600642 CH 10.2 10.2 8.6 4.8 4.8 5 13.8 12.6 11.4
Yangtze Power 600900 CH 15.1 13.4 12.5 3.8 4.2 5 15 16.1 14.6
Average 12.6 11 9.7

Source: company information, FSSL
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Financial Summary

Profit and Loss Statements

Ratio Analysis

FY-end Dec (Rmb m)

04A 05A 06E 07E 08E 04A 05A 06E 07E 08E
Revenue 3,352 4,362 5,201 6,770 9,801 Margins
Other income 22 76 40 20 20 Gross Margin (%) 18% 16% 16% 19% 19%
Fuel costs (1,826) (2,652) (3,030) (3,729) (5,449) EBITDA margin (%) 28% 23% 23% 26% 26%
Depreciation (326) (320) (359) (484) (713) Net margin (%) 19% 15% 15% 16% 15%
Stuff costs (262) (315) (362) (470) (602)
Maintenance (142) (184) (236) (318) (480) Operating Performance
Other operating expenses (210) (267) (416) (516) (760) SG&A / revenue (%) 10% % 7% 7% %
Operating profit 608 698 838 1,272 1,817 Effective tax rate (%) % 11% 11% 13% 13%
Finance cost 77) 77) (92) (135) (297) Dividend payout (%) 13% 32% 25% 30%
Associate's profit 151 122 113 122 122 Inventory turnover 29 16 20 22 22
Tax (46) (82) (95) (164) (213) Payable days 26 24 20 38 22
Minority interest 1) 1) 1) 1) (1) Receivable days 69 66 59 70 58
Net profit 635 660 764 1,095 1,428
Depreciation 326 320 359 484 713
EBITDA 934 1,019 1,197 1,756 2,530 Financial

Net debt to equity 0.2 0.3 0.8 1 11

Growth Revenues / total assets 0.4 0.4 0.3 0.3 0.4
Revenue (%) 30% 19% 30% 45% Total assets / equity 1.5 1.7 2 2.4 25
EBITDA (%) 9% 18% 47% 44% Interest coverage 8 9 9 9 6
EPS (%) -22% 14% 43% 46%
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 equivalent 3,064 2,188 870 700 1,100 PBT 682 744 860 1,259 1,642
Trade receivable 644 804 854 1,320 1,580 Depreciation 326 320 359 484 713
Inventories 115 266 266 310 440 Change in Working Capt. (45) (261) 47) (80) (510)
Other current assets 223 228 250 262 446 Tax Paid (46) (82) (95) (164) (213)
Current assets 4,046 3,485 2,240 2,592 3,566 Others (110) 4) (166) (531) (112)
Fixed assets 3,526 5,343 9,600 14,500 15,370  Operating CF 807 717 910 968 1,520
Investment securities 850 836 1,139 1,156 1,480 CAPEX (981) (2,885) (4,778) (3,000) (2,834)
L-T investments 628 2,044 1,984 1,680 2,364 Acquisition 0 0 0 (1,000) 0
Total assets 9,050 11,709 14,963 19,928 22,780 Investing activities CF (981) (2,885) (4,778) (3,545) (2,834)
S-T bank loan 854 888 1,450 1,000 900 Change in Debt 507 1,271 2,735 2,450 1,700
Trade payables 237 287 290 720 600 Change in Equity 2,608 0 0 0 0
Short-term liabilities 578 588 588 1,620 1,680 Dividends 0 (83) (248) (274) (428)
Total current liab. 1,669 1,763 2,328 3,340 3,180 Other Financing Activities 104 63 231 442
L-T bank loan 1,153 3,127 5,300 8,200 10,000 Financing activities CF 3,115 1,292 2,550 2,407 1,714
Others 0 0 0 231 442
Total liabilities 2,822 4,890 7,628 11,771 13,622  Changin cash 2,941 (876) (1,318) (170) 400
Minority interest 3 11 11 12 13 Cash at the beginning 122 3,064 2,188 870 700
Shareholders' eqt. 6,225 6,808 7,324 8,145 9,145 Cash at the end 3,064 2,188 870 700 1,100

Source: Company information, FSSL
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Disclosure: Should contain disclosure on FSSL's interest and relationship with the companies mentioned, if
any. This box should appear in the middle of the last page, above the General Disclaimer box

First Shanghai Securities Limited

19/F Wing On House

71 Des Voeux Road Central
Hong Kong

Tel: (852) 2522-2101

Fax (852) 2810-6789

This publication is prepared by First Shanghai Securities Limited (“FSSL”) and is intended for private circulation only. Any unauthorized use or
disclosure is prohibited. This report is solely for information purposes only and does not constitute an offer, solicitation, representation or
warranty with respect to the purchase or sale of any security. It has no regard to the specific investment objectives, financial situation or
particular needs of any specific recipient. Neither this report nor anything contained in it shall form the basis of or relied upon in connection with
any contract or commitment whatsoever. While reasonable care has been taken to ensure that the information contained herein is not untrue or
misleading at the time of publication, FSSL makes no representation as to its accuracy or completeness. Opinions expressed herein are subject
to change without notice and may differ or be contrary to opinions expressed by other subsidiaries or affiliates of FSSL as a result of using
different assumptions and criteria. Neither FSSL nor any officer or employee of FSSL accepts any liability whatsoever for any direct or
consequential loss arising from any use of this publication or its contents. FSSL and/or its affiliates may from time to time, perform investment,
advisory or other services for companies mentioned herein.
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