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In the fast lane
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»Potential for faster penetration. Xinao is accelerating its
penetration in existing cities, aiming at an overall penetration rate of
20% by end of 2006. In terms of new projects, it plans to obtain only 2
to 3 cities per year in medium- to- large size. We expect Xinao to raise
its piped gas penetration rate from 11.8% in 1HO5 to 20%, 28% and
35% in 2006-08 respectively due to 1) shifting of development focus; 2)
management’s track record in realizing company’s strategy; and 3)
Strong growth in new connections in several key cities which will gain
access to natural gas sources in mid-06. These cities account for about
38% of the total population currently served by Xinao.

»Positive catalysts remain. Gas volume sold to commercial and
industrial customers keeps strong and we expect the growth at a 60%
Cagr in the next two years. In addition, lucrative connection income
will continue to be a key earning driver on the back of strong connection
demand from both residential and C&I users. Furthermore, vehicle
gas segment shall further fuel its already solid growth given large
natural gas off-take volume on contract during 2006-08.

>Seeking for automatic cost pass-through. Unlike other city
gas operators which apply for tariff increase case by case, Xinao is
applying for automatic cost pass-through mechanism. However, given
the long-term effect and the complexity of the proposal, we don’t expect
immediate feedback from the government. Nonetheless, we consider
this waiting period is worthwhile for its dumping effect in future margin
and we expect the delay to have limited negative impact on its gross
margin in 2006.

> Attractive valuation. Although there are some short-term
overhangs, we are bullish on Xinao given its strong fundamentals and
the booming natural gas industry in the PRC. We initiate coverage on
the counter with a target price of HK$9 based on a 10% discount to our
DCF's NPV of HK$ 9.9. The stock now trades at 10 x 08E PE. We
think it is now a good entry point.
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Growth (%) 19% 19% 21% 31% 57% 1L
PER (x) 29 25 20 16 10 0 ‘
DPS (HK$) 0.00 0.03 0.04 0.05 0.07 TR
Yield (%) 0.0% 0.4% 0.5% 0.7% 1.0% ® o’

Source: company information, FSSL

7/05 L
9/05 |
11/05 |
1/06
3/06 I

Source: Bloomberg

First Shanghar Securities Limited
www.mystockhk.com



First Shanghai Securities Limited Mar 2006

Potential for faster penetration

Exclusive operators up to Xinao, a leader in China city gas industry, operates pipeline gas distribution in 57 cities
2031 of 14 provinces covering a connectable urban population of approximately 32m.
Recently the management shifted their strategy from winning new franchise cities to
focusing on their existing cities. Hence, starting from late 2005, Xinao formed an
internal task force to manage gas supply for all projects together, aiming to achieve
optimal gas supply within the same province or nearby province to solve the gas
shortage problem. We believe that the structural shift will push up Xinao’s new
connection rollouts. We expect Xinao’s penetrate rate to reach 35% in 2008.

New business strategy

20% penetration by O6E achievable

Not so demanding Xinao intends to almost double its penetration to 20% by the end of this year. Such an
penetration target by the increase means an additional 0.96 m households have to be connected during the
end of 2006 period of 2H 05 to 2006, 2.9 times of new connections in 2004. We believe that 20%

penetration target by O6E can be achieved through (1) expansion of the Shijiazhuang

project acquired in Oct 05 and (2) organic growth in several big cities accessible to

natural gas pipelines during the period of Aug 05- Aug 06.

We forecast strong growth in new connections in the following cities:

1) Additional area acquired in Oct 05 in Shijiazhuang, the capital of Hubei province:
Additional 150,000-200,000 connected households will bring extra 1.5-2% to the
current penetration rate of 11.8% in 1H05. Coupled with seasonal factors that
more new connections will incur in the second half year, we expect penetration rate
in O5E to reach 14%.

2) Strong organic growth in 6 cities, which gain access to natural gas sources:

a. Changsha, Zhuzhou and Xiantan cities in Hunan province: these 3 big cities
were connected to Zhong-Wu pipeline in late 2005, but their overall coal gas
penetration rate of 35% in 1HO5 was very low, compared to Zhengzhou city’s
74% in 2004. We believe the access to natural gas and a profit margin of
27.5%, much higher than -14% profit margin of coal gas, will encourage
management to aggressively expand penetration in these 3 cities.

Table 1: Gross margin of piped gas products
Piped gas gross margins (%) 2004  1HO5

Piped natural gas 25.5% 27.5%
Piped LPG 55% -4.0%
Piped SNG -55% -7.5%
Piped coal gas -2.0% -14.0%

b. Dongduan and Lianyungang cities:

Both are key ports cities in China, developed but infant in city gas pipelines
network due to isolated gas sources. The easy access to natural gas
sources in mid-06 will boost two cities’ penetration exponentially. We expect
Dongduan and Lianyungang to reach penetration of 35% and 40%
respectively in 2006.

c. Luoyang city: The largest project acquired in Jun 05 will have access to stable
gas source since Xinao is constructing an intermediate pipeline for connection
with W-E pipeline. Luoyang’s coal gas penetration was only 10% in Jun 05.
We expect Luoyang to reach over 35% penetration rate in 2006.

Table 2: Key cities in achieving the 20% penetration target by 06E

City Population % to total population
Changsha 1,800,000 6%
Zhuzhou 700,000 2%
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Pursuit of clean energy

Connection fees
accounting for over 52% of
total revenue

Rising wholesale gas price

Xiantan 680,000 2%
Dongduan 3,870,000 12%
Lianyungang 616,000 2%
Luoyang 4,500,000 14%
Total 12,166,000 38%

Riding on the natural gas boom

The natural gas market underwent a structural change subsequent to the completion of
W-E pipeline and Sichuan-East pipeline in 2004 and 2005, respectively. These new
pipelines have stimulated the pursuit of cleaner energy source for the cities along them.
In the long run, we expect the PRC’s natural gas market will be driven by affordable
prices (except coal) and favorable policies, as more gas sources will be connected.

Pollution is often the expensive by-products in a rapidly developing economy and there
is no exception for the PRC. In order to encourage industrial and commercial users to
switch to the cleaner natural gas as an alternative, governments have required
industrial boilers to be converted to natural gas fired. According to government’s Five
Year Plan, current gas consumption will be doubled to 94bn m® by 2010. Xinao rides on
the wave of pursuing cleaner energy in China and is poised to enjoy the first-mover
advantage.

High reliance on connection fee

Xinao’s 57 cities are relatively immature market for residential gas use. With over 52%
of Xinao’s revenue coming from connection fees in O5E, it easily tops its peers such as
China Gas and Zhengzhou Gas in terms of revenue derived from connection fees.

Table 3: Xinao’s high reliance on connection fee

03 04 05E 06E 07E

Connection fee as % of total revenue

Xinao 59% 57% 52% 48% 46%
China Gas 50% 60% 40% 27% 21%
Zhengzhou Gas 29% 28% 24% 18% 16%

Gross margin

Xinao 43% 41% 41% 39% 40%
China Gas 41% 58% 45% 36% 36%
Zhengzhou Gas 36% 36% 34% 33% 36%

Source: company information, FSSL estimates

Little negative impact of higher natural gas cost

Due to enormous energy demand, the PRC has to rely on imported LNG from countries
like Australia to ease the supply shortfall. However, the 15-20% price gap between
imported LNG and locally produced natural gas is likely to be the catalyst for an
increase in domestic wellhead price. Indeed, the NDRC has announced a wellhead
tariff hike last December. The increase ranges from Rmb 0.05-0.15/m?® for year 2006
and will be capped at 8% for 2007 and onward. While the gap between the two gas
sources narrows, operator’s ability to pass on the increased cost would determine their
overall margin squeeze.

However, gas prices are subject to government control in the PRC. In order to
facilitate a tariff increase, operators must first apply to local governments for approval.
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As the government tends to protect residential users, there is usually a 2-6 months’
waiting period before the necessary approval can be granted. On the other hand, it is
easier to pass on the added costs to C&l users.

A number of local governments granted cost pass-through in different ways this year.
For example, Hubei province granted cost pass-through to end-users; Ziyang city
agreed to raise 9.2% and 12% on gas prices to residential and C&I users respectively
and gas operators in Jinan city obtained a 18% increment on retail price to C&l users.
As Xinao is applying for automatic cost pass-through to a number of local governments,
we expect it takes 4-6 months for Xinao to get approvals from the local governments on
retail prices hike.

Xinao applying for automatic
cost pass-through

Although Xinao may not be able to immediately adjust the residential natural gas price,
we consider the negative impact on Xinao is limited due to its: 1) high reliance on
connection fee and C&I customers for its revenue; 2) potential for C&l retail prices
increase; and 3) improved gross margin as high-cost coal gas, and more LPG and
CNG/LNG will be replaced by piped natural gas this year.

PetroChina raised Rmb 0.04/ per m® of gas price in January 06, translating into 2.5%
gas cost hike for Xinao. We expect Xinao faces 5% cost hike per year in 2006-08, but
2-3% increase on retail prices will allow Xinao to pass on additional cost entirely to end
users.

Without cost pass-through in 06, we expect 4-5% natural gas cost increase in 2006 to
bring 1.5-2% margin erosion.

Growth drivers

Connection fees still a major revenue source

We expect connection fees as a key earning contributor to last for some time given low
penetration rates in majority of Xinao’s cities, access to natural gas sources in several
population-intensive cities and rising urbanization in existing cities.

Table 4: Xinao’s high growth from new connections
FYO3A FYO4A FYO5E FYO6E FYO7E FYO8E

New connections 170,433 253,395 348,692 557,606 683,673 834,246
Total connected households 381,283 634,678 1,492,680 2,239,067 2,932,167 3,780,553
Total connectible households 6,238,000 9,709,333 10,662,000 11,195,333 11,728,667 12,195,333

Population coverage 18,700,000 29,128,000 31,986,000 33,586,000 35,186,000 36,586,000
Penetration rate 6% % 14% 20% 25% 31%
Number of cities 41 52 47 49 51 53

Source: China statistics bureau, FSSL estimates

Table 5: Xinao’s average connection fees
FYO3A  FYO4A FYO5E FYO6E FYO7E FYO8E

Residential households (Rmb/home) 2,687 2,620 2,672 2,540 2,491 2,466
C&l users (Rmb / m3 of capacity) 511 302 290 273 258 246

Source: company information, FSSL estimates

Strong growth from commercial & industrial usage

Strong focus on C&I users Besides focusing on growing the most profitable pipe-gas connection, Xinao is eager to
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Intact market, opportunities
for vehicle CNG stations in
China

No impact of PetroChina’s
take and pay cancellation

Ample gas supply

expand its recurring gas sales to C&I customers. Most of Xinao's cities have strong
industry and commercial bases with strong gas demand potentials, which ensure
long-term growth. We expect Xinao to grow its gas volume sold to C&l users at a 60%
Cagr in 05-08E.

Figure 1: Revenue mix

@ Connection fee M Sales of piped gas
O Bottled LPG O Sales of gas appliances
100% r F===

80%
41%

60% -

40%

0%
03 04 05E 06E 07E

Source: company information, FSSL estimates

Vehicle-use CNG stations provide further supports

Xinao's CNG vehicle refueling stations (“CNG station”) business has been in operation
in Langfang, Shijiazhuang, and Xinxiang since 2004. Currently, vehicle-use CNG sold
in China is about 35-40% cheaper than gasoline for equivalent energy value. The
conversion cost is also low at about Rmb 4,500 for taxi and Rmb 8,000 for bus. Each
taxi consumes about 30m* of CNG per day and bus about 70 m® of CNG per day. A
quick calculation suggests that taxi running on CNG instead of burning gasoline can
save up to Rmb 1,100 per month while bus up to Rmb 2,500 per month. We believe
the widening gap between CNG costs and gasoline costs would stimulate the
conversion of bus and taxis. In addition, CNG retail price is market-driven. Thus
there is no problem of cost pass-through when enjoying a stable profit margin above
15% due to Xinao’s large natural gas purchasing power and economic scales. Vehicle
CNG business in China remains an untapped market since gas sources create an entry
barrier. Xinao is actively developing CNG stations in its existing cities to take full
advantage of the intact market with strong growth potentials.

We estimate that a mid-sized city with 800 buses and 4,000 taxis running in CNG could
bring about Rmb 25m gross profit to Xinao, 33% of its total gross profit from sales of
piped gas in 2004. Therefore, we expect that vehicle CNG business will provide solid
supports, becoming one of the major components of its natural gas sales in near future.

Ample natural gas sources for 2006-08

A gas field explosion in northern PRC in October 2005 forced PetroChina to cancel its
“Take-or-Pay” commitments with city gas operators for 2005 alone. Xinao's
management expects five cities along the W-E pipeline to fall short of about 33m m?,
7% of its target volume of 460m m®in 2005. However the shortfall is expected to make
up by strong performance in other cities like Changsha, Shijiazhuang.

The cancellation of TOP commitment with PetroChina in 2005 will have no effects on
subsequent years (from 2006-2010). Xinao paid Rmb 1m as a penalty as the result of
not fulfilling the TOP requirement in 2004. Suspicions doubt Xinao’s ability in fulfilling
its commitment with PetroChina. However, we believe that Xinao is able to fulfill its
commitments because 1) the failure of fulfilling commitments in 2004 was mainly due to
initial startup delays; and 2) strong demand arises from C&I users since many of W-E
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pipeline cities have solid industrial and commercial background and CNG stations.

Table 6: natural gas sources

000 m3 05E 06E 07E 08E

W-E pipeline 127,808 233,579 430,300 430,300
Zhong-Wu pipeline 104,000 187,000 340,000 505,000
Other sources 228,192 397,135 488,250 935,065
Total 460,000 817,714 1,258,550 1,870,365
Minimum off-take from W-E pipeline 61,200 177,000 387,000 387,000

Source: company information, FSSL estimates

Attractive valuation

We value Xinao at HK$ 9 per share based on 10% discount to NPV of our DCF model
(WACC at 9%, 50% of D/A, 1.23 beta and 2% terminal growth after 2015). Our target
price should be supported by 12 x 08 earnings. Current valuation is cheap on 10 x 08E
PE. Being a leader in the industry, Xinao deserves a premium to its peers.

Table 7: Valuation peer comparison

Market Yield Gearing
Stock Cap PER ROE (%) (%) (%)
Name Code HK$mm FY06 FY07 FY08 FYO5E FYO6EFYO5E FY04
Xinao gas 2688 5,832 17 16 10 15 16 0.4 39
China Gas 0384 4,603 20 15 1 16 11 0 54
Panva gas 1083 3,840 11 10 8 18 19 0 50
HK & Chinagas 0003 101,912 19 23 27 27 26 0 12
Source: Bloomberg, FSSL estimates
Key assumptions
FY03A FYO4A FYO5E FYO6E FYO7E
Segment gross margin
Connection fee 73% 2% 64% 61% 59%
Piped gas 15% 17% 23% 25% 25%
LPG 0.2% 0.6% 0.6% 0.6% 0.6%
Sales of gas appliances 5% 14% 14% 14% 14%
Gas sales ('000 m3)
Residential 44,967 104,912 157,680 216,705 300,000
C&I 71,626 142,798 271,214 533,354 709,386
\ehicle - - 20,000 56,200 180,000
Total 116,593 247,710 448,894 806,259 1,189,386

Short-term overhangs

Xinao’s convertible bonds in money and new coal gasification projects are two
short-term concerns to investors. Current 86.5 shares of convertible share outstanding
would lead to EPS dilution of about 9%. However, our valuation is based on fully
diluted EPS. Xinao’s new coal gasification project is beneficial to the company’s gas
source diversification in a long-term view. Given China’s immature technology in coal
gasification area, we expect the market has some short-term concerns, but Xinao's
15% stake in the coal gasification project requires only a small investment, resulting in
very limited risk to Xinao.
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Risk to our target price

China cancels connection fees and local governments do not grant all cost
pass-through.

Appendix: Xinao Gas’s operational locations
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Zhejiang Province:
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Quznou (Fiped LNE]

Laral (Fiped LME]

Jinfiua (Fiped LMG)

‘Wenzhou Longwan (Fiped LNG)

Huzhou [Ploed BiE)
Takzhou Husngyan [Fioed LNG)
Yongkang {Plped LG}

Hunan Province:
Crangsha (Fiped LG
xangtan (Flped LNE)
Zruzhou (Plped LNG)

Wierzhou Dew Zone (Piped LNG]

Guangxi Province:

Gulln {Piped LHG]

Gulgarg (Fiped LNE)

Zeuping (Fiped CHG)
Lakyang {Plped CHG)
Rizhao [Plped LNG)
Janzhou (Flpsd TNE)
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Guangdong Province:
Ciongguan {Plpad LKG)
Zranfiang (Flped LNE)
Shantou (Pliped LMG}
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Cities available/to be available recently to piped natural gas sources

- West-to-East pipelines (gas supply commenced in 2004, and phase Il is expected to completed by end of 2007)
Yancheng, Changzho, Lianyungan (Jiangsu province); Bengbu, Chuzhou (Anhui province); Xinxiang, Kaifeng,

luoyang (Henan province); Huzhou (Zhejiang province) and Xianyang (Shaanxi province).

-Zhong-Wu pipelines (gas supply commenced in Aug 05)
Changsha, Zhuzhou, and Xiangtan

-Shaan-Jing pipelines Il (completed in 2005)

Shijiazhuang, Lanfang and Luquan (Hebei province)

-LNG import terminal in Shenzhen(gas supply is expected to commence in Aug 06)
Dongguan (Guangdong province)

-Gas fields

Huludao, Xingcheng (Liaoning province); Liaocheng, Chengyang and Yantai (Shangdong province)

Cities using LPG in 2006
Zhangjiang and Guilin, Huaian
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Summary of Financials
Profit and Loss Statements Ratio Analysis
FY-end Dec (Rmb m)
03 04 O5e 06E  O7E 03 04 O5e 06E O7E
Revenue 878 1,440 2,100 2970 4,210 Margins
Gross profit 375 590 861 1,158 1,684 Gross Margin (%) 43%  41%  41% 39% 40%
Other income K| 48 65 60 60 EBITDA margin (%) 2%  30% 27% 24% 24%
SG&A (159) (260) (378) (535) (758) Net margin (%) 21%  18% 15% 13% 15%
Other expenses (14) (19) (27 (38) (54)
Operating profit 233 359 456 586 872 Operating Performance
Finance costs (31) (42) (99) (154) (145) SG&A/ revenue (%) 18% 18% 18% 18% 18%
Associates 2 2 0 0 0 Effective tax rate (%) 1% 3% 3% 4% 6%
Earning before tax 199 315 357 432 727 Dividend payout (%) 0%  10% 10% 10% 10%
Tax paid (3) 9) (12) (17 (44) Inventory turnover 12 13 13 13 13
Minority Interest (13)  (53) (62)  (78) (130) Payable days 221 204 150 146 148
Receivable days 110 95 58 58 58
Net profit 183 252 305 398 623
Depreciation 52 77 103 121 134
EBITDA 285 436 559 706 1,006 Financial
Net debt to equity 01 (0.0 0.3 04 04
Growth Revenues / total assets 0.3 0.3 0.3 04 06
Revenue (%) 61% 64% 46% 41%  42% Total assets / equity 0.5 0.5 0.4 05 05
EBITDA (%) 45%  53% 28% 26%  42% Interest coverage 8 9 5 4 6
EPS-diluted (%) 3%  19% 21% 31% 57%
Balance Sheet Cash Flow Statement
FY-end Dec (Rmb m) FY-end Dec (Rmb m)
03 04 O05E 06E  O7E 03 04 05 O06E O7E
Cash 487 912 1,290 900 510 PBT 199 315 357 432 727
Trade receivable 269 381 339 480 681 Depreciation and amortization 52 77 103 121 134
Inventories 73 107 156 228 318 Change in Working Capt. 182 28 27 24 17
Other current assets 131 258 254 434 639 Tax Paid (10) 4 @1 @7 @44
Current assets 961 1,657 2,039 2,042 2148 Others (248) (121) (64) (190 26
Fixed assets 2,030 2,677 3474 4253 4819 Operating CF 175 295 412 540 861
Others 108 588 583 452 322 CAPEX (693)  (965) (900) (900) (700)
L-T investments 0 0 66 66 66 Other Investing Activities (88)  (199) 0 0 0
Total assets 3,098 4,854 6,162 6,813 7,354 Investing activities CF (780) (1,164) (900) (900) (700)
S-T bank loan 541 643 197 197 197
Trade payables 309 483 518 732 1,038 Change in Debt 529 1428 892 0 (511)
Short-term liabilities 1 6 6 6 6 Change in Equity 0 504 0 0 0
Others current liability. 181 129 129 163 163 Dividends 0 0 (25 (30) (40)
Total current liability. 1,033 1,262 884 1,098 1,514 Other Financing Activities (68) (56) 0 0 0
L-T bank loan 571 706 2,044 2,044 2,044 Financing activities CF 461 1,293 867 -30 -551
Others 17 524 535 535 24
Total liabilities 1620 2492 3,463 3,678 3,583 Chang in cash (144) 424 379  (390) (390)
Minority interest 339 438 501 579 708
Shareholders' equity. 1,478 2,361 2,699 3,135 3,772 Cash at the beginning 632 487 912 1,290 900
Cash at the end 487 912 1,290 900 510
Book value per share 2.0 2.8 3.2 3.7 4.4
Working capital 182 28 27 24 17

Source: Company information, FSSL
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