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Short-term uncertainty- negative for city gas sector   

 NDRC endorsed the cancellation of connection fee in 
Guangdong. NDRC issued an official statement in its website to 
support Guangdong’s policy on connection fee on 15 Jan 07.  The 
importance of public interest and further reform of city gas pricing 
mechanism was highlighted in the statement.  We believe that NDRC 
thinks that it is time to cancel connection fees.  NDRC is encouraging 
other cities to follow Guangdong’s practice. 
 

 Two-tier tariffs will be applied in Guangdong. Guangdong 
introduces two-tier tariffs for city gas operators, namely Capacity Tariff 
and Volume Tariff, from 1 Jan 07.  Capacity Tariff is based on fixed 
cost of pipelines, while Volume Tariff allows city gas operators to cover 
their variable costs. But Guangdong does not give details on how to 
calculate the two-tier tariffs. 
 

 Short-term risk:  other cities to follow.  Although Hainan 
province indicated that it would not cut connection fee in the short time, 
we believe that other cities are under pressure from both residents and 
provincial governments to take similar reform.   
 

 Xinao is worst affected.  We believe that city gas operators 
should be able to recover the fixed cost of around Rmb 800/ per 
household and their variable costs be compensated through tariff hikes.    
We believe that it will take 3-6 months for Guangdong to finalize the 
details of two-tariff pricing policy.  China began to implement a city gas 
pricing mechanism toward a free market from December 2005.  The 
possibility that natural gas upstream will lift wellhead price again this 
year is high, we believe that the market in the short time will turn 
negative to China city gas industry.  With connection fee contributing 
over 30% to its revenue in FY08-09, Xinao is worst hit compared to its 
peers.  We downgrade our target price on Xinao to HK$ 8.50.  
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Earning Summary (worst scenario) Price Performance 
Year-end 31 Dec FY04A FY05A FY06E FY07E FY08E

1,440 2,057 3,243 3,361 3,926
    Growth (%) 64% 43% 58% 4% 17%

252 303 407 294 418
    Growth (%) 38% 20% 34% -28% 42%

0.3 0.34 0.43 0.3 0.42
    Growth (%) 19% 15% 27% -31% 42%
PER (x) 26 22 18 26 18
DPS (Rmb) 0.03 0.05 0.08 0.06 0.11
Yield (%) 0% 1% 1% 1% 1%

Turnover (Rmb m)

Net Profit (RMb m)

EPS-basic (Rmb)

Worst scenario assumption: city gas operators can only cover cost for gas network connection for 
households 
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Source: company information, FSSL Source: Bloomberg 
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     NDRC supportive to Guangdong 
Guangdong eliminates connection fee  

 A lawsuit between a household and a property developer prompted Guangdong 
Province Pricing Bureau to introduce a new policy on connection fee in Guangdong 
province effective from 1Jan 07: cancel connection fee and implement two-tier tariffs. 
Average connection fee reaches Rmb 3,000/ per household in Guangdong province. 
To ease households’ complaints, we believe Guangdong wants to amortize the 
connection fee by implementing two-tier tariffs. City gas operators’ income of 
connection fee comprises two parts: cost and profit. Connection fee margin reaches 
74%-82%.  Fixed cost of connection is around Rmb 800/ per household. Xinao has 
one big project and two small projects and China Gas two small projects in Guangdong. 
Dongguan is the primary market for Xinao in Guangdong.  If connection fee is 
cancelled only in Guangdong, Xinao will suffer about 4% and 6% earning decline in 
FY07 and FY08 respectively.  But there will be little impact on China Gas.    

NDRC appraised Guangdong’s policy 
 NDRC released its statement to the public to support Guangdong’s policy on 

connection fee.  NDRC agreed with the charge of connection fee in the early stage of a 
city’s piped gas network development, and believes that it is time to cancel it as 
ever-growing strong economy has improved local governments’ financial situation and 
city gas operators also have accumulated wealth.   

NDRC appraised Guangdong’s pilot utility tariff reform and encouraged other cities to 
follow.  We believe NDRC leaves local governments to decide whether to cancel 
connection fee.  

Downgrade city gas sector 
Society harmony and environment improvement are both 
viewed important in China  

 China has stepped up efforts in protecting environment.  In 2007, environmental 
protection is one of China’s key macro policies.  The 11th Five-year Plan sets 
environmental protection targets including reduction in emission of major pollutants by 
10% and increases investment in environment protection.  In the mean time, China 
gives equal importance to protecting public interest.    

High uncertainty, negative for city gas industry in short term   

 We believe that other cities will face increasing pressure from local residents to demand 
similar reform and from central government and provincial governments to protect the 
public interest.  Therefore it is possible that more and more cities will follow 
Guangdong’s practice.  We think that city gas operators will focus on gas sales to C & I 
users if their supply to household users can barely turn a profit.  This is not what local 
governments expect. We believe that negotiations between city gas operators and 
local governments are very important as the latter holds the ultimate authority. 
Guangdong is urged to come out the details of two-tier tariffs, which may be taken as an 
example for other provinces.  We believe that now it is too early to draw a conclusion 
on short-term outlook of city gas industry.    
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Table 1: Valuation comparison on connection cancellation at worst scenario for Xinao  

 
  Before After Chg 

EPS- basic       
FY07E 0.54 0.30 -45% 
FY08E 0.67 0.42 -37% 
PE       
FY07E 14 26 86% 
FY08E 11 18 59% 
  
Assumptions on our worst scenario financial models: 
1. When connection fee is cancelled, city gas operators only can cover cost of about Rmb1, 000/per household for 

constructing pipeline network to households. 
2. We assume that it will take 6 months for Guangdong to come out details of two-tier tariffs, Xinao is able to collect 

connection fee in other cities in 1H 07 and connection fee will be cancelled from July 07 in whole China. 
3. From 2H07, we didn’t book any cost and revenue related to network connection to households into our financial 

statements.  The pipelines from the main pipeline to households will belong to households’ property.  We see 
city gas operators just provide a free service in households gas network connection. 

 
 
Source: Company information, FSSL 
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Summary of Financials (at worst scenario) 
 
Profit and Loss Statements Ratio Analysis
FY-end Dec (Rmb m)

04A 05A 06E 07E 08E 04A 05A 06E 07E 08E
Revenue 1,440 2,057 3,243 3,361 3,926 Margins
Gross profit 590 772 1,188 973 975 Gross Margin (%) 41% 38% 37% 29% 25%
Other income 48 120 91 73 92 EBITDA margin  (%) 30% 31% 27% 21% 22%
SG&A (260) (332) (513) (464) (366) Net margin (%) 18% 15% 13% 9% 11%
Other expenses (19) (26) (58) (60) (39)
Operating profit 359 534 708 521 662 Operating Performance
Finance costs (43) (127) (140) (112) (62) SG&A / revenue  (%) 18% 16% 16% 14% 9%
Associates &JV (2) 22 43 64 71 Effective tax rate (%) 3% 9% 14% 17% 17%
Earning before tax 313 429 611 473 672 Dividend payout (%) 10% 15% 18% 20% 25%
Tax paid (9) (39) (86) (80) (114) Inventory turnover 39 32 25 23 23
Minority Interest (53) (87) (118) (98) (139) Payable days 137 130 140 137 81

Receivable days 76 81 78 70 70
Net profit 252 303 407 294 418
Depreciation 70 110 157 186 194
EBITDA 429 644 865 707 856 Financial 

Net debt to equity 0.5 0.8 0.8 0.4 0.4
Growth Revenues / total assets 0.3 0.3 0.4 0.4 0.5
Revenue (%) 64% 64% 58% 4% 17% Total assets / equity 2.5 3.2 2.9 2.3 2.2
EBITDA (%) 118% 50% 34% -18% 21% Interest coverage 8 5 5 5 10
EPS-diluted (%) 20% 10% 27% -32% 42% ROE 13% 13% 15% 9% 12%
EPS-diluted 0.29 0.32 0.41 0.28 0.40

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 equilvalen 912 1,784 541 554 105 PBT 313 429 611 473 672
Trade receivable 331 579 807 482 1,023 Depreciation and amortat 70 110 157 186 194
Inventories 107 116 166 135 237 Change in Working Capt. (78) 10 219 (463) 883
Other current assets 259 373 373 373 373 Tax Paid (4) (22) (43) (50) (34)
Current assets 1,609 2,852 1,886 1,544 1,738 Others 6 (128) (384) 784 (1,559)
Fixed assets 2,650 3,535 4,575 4,836 4,640 307 399 560 930 155
Others 362 700 692 686 681 CAPEX (918) (1,004) (1,200) (450) 0
L-T investments 233 436 479 543 614 (570) (490) (519) 480 155
Total assets 4,853 7,522 7,632 7,610 7,672 Other Investing Activities (258) (271) 0 0 0
S-T bank loan 643 566 200 200 100 Investing activities CF (1,176) (1,275) (1,200) (450) 0
Trade payables 483 730 788 896 656 Change in Debt (33) 1,683 (917) (871) (100)
Short-term liabilities 122 245 255 285 365 Change in Equity 504 53 0 0 0
Others current liab. 13 140 140 140 140 Dividends 0 (25) (93) (59) (105)
Total current liab. 1,262 1,682 1,383 1,521 1,261 Other Financing Activities 822 (125) 550 90 (28)
L-T bank loan 1,221 2,981 2,430 1,560 1,560 Financing activities CF 1,293 1,586 (460) (839) (232)
Others 10 8 532 553 480
Total liabilities 2,493 4,671 4,345 3,635 3,301 Chang in cash 424 710 (1,100) (359) (77)
Minority interest 438 519 613 692 803
Shareholders' eqt. 1,923 2,332 2,673 3,283 3,568 Cash at the beginning 488 912 1,621 521 534

Cash at the end 912 1,621 521 534 85
Book value per share 2.3 2.6 2.8 3.3 3.6
Working capital (45) (35) 184 (279) 604

Operating CF

Free cash flow

 
 
Source: Company information, FSSL 
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