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B Mgmt. is confident to achieve its FY19-21E rural connection

guidance
B Long-term growth of VAS is sustainable supported by N/A
replacement needs of residential households BUY

B Reiterate BUY and TP at HK$37.0

Key beneficiary of the newly announced anti-pollution
actlon plan Price (2018/07/09) HK$33.05

On 27 Jun 2018, Chinese government lifted its combat against pollution 12-month Target Price
by releasing “Three year action plans for fighting for the blue sky”. The  (Potential up/downside)
government is expanding rural coal-to-gas conversion program to Fen-

Previous Rating BUY

HK$37.0 (+12%)

. . . A . . . Previous Target Price HK$34.5
Wei Plain and Yangtze River Delta and increasing financial supports.
Being the first mover in rural coal-to-gas market, China Gas has forayed
into provinces, e.g. Shaanxi and Anhui. The company will continue to
——384 ———HSCEI

sign more contracts going forward and has confidence to meet its rural
connection rollout guidance of 2.0-3.6mn households in FY19-21.
Limited earnings impact from the recent city gate price 8w
hike for residential households

On 10 Jun 2018, NDRC announced to raise the city gate price with a
maximum RMBO0.35/cu m for residential households. Projects of China -20%
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Gas in 24 provinces are being affected, among which gas cost hike in 8 s % % 3 3 3 3
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provinces, the company has already submitted the application to the local  source: Bloomberg

governments. With a 1-2 month time lag for cost passing through, mgmt. _% im 6m 12m

expects the earnings impact to be around HK$30-40mn in FY19, around 384 HK (18) 603 95.2

0.4-0.5% of net profit. HSCEI 15 (121 50

Growth of VAS is sustainable in the long run

In FY18, China Gas recorded a remarkable result for its VAS business  ang seng Index 28,689

with an operating profit growth of 162% YoY. Management guides an “Hscg 10,768

operating profit growth of 40-50% YoY in FY19-21 annually driven by the

robust demand for gas appliance, especially the wall-hung gas heaters  s2-week range (HK$) 17.22-36.7

sold to rural households. Beyond FY21, based on a customer base of  Market cap (HK$ mn) 164,210

41mn households, assuming 10% of the households with replacement _Avg. daily volume (mn) 7.42

needs each year and China Gas taking up 50% of market share, gas _ BVPS (HK$) (2019E) 5.73

appliance replacement will create ~RMB8bn revenue to the company per

year, which would support the segment’s growth in the long term. Beijing Enterprises Group 24.9%
China Gas Group Ltd. 15.2%

Financials SK E&S Co. Ltd. 14.2%
Capital Group Companies Inc. 8.0%
No. of shares outstanding (mn) 4,969

Revenue 31,993 52,832 68,219 84,944 103,687 Free float (mn) 1,747

Gross profit 8,377 11,671 14,597 17,990 21,738

Reported net profit 4,148 6,095 7,560 9,584 11,393 1.China Gas (384 HK) - Stellar FY18 results and

Recurring net profit 4,475 6,362 7,860 9,584 11,393 promising outlook 2018/06/24

O ey om Shangha

Core P/E (x) 36.3 26.4 22.4 18.4 15.5 NDR 2018/04/18

P/B (x) 9.2 7.9 5.8 4.7 3.9

Dividend yield (%) 0.8 1.1 1.4 1.6 1.9

ROE (%) 21.6 24.9 23.1 23.6 235

Net debt / equity (%) 78.9 73.7 63.7 57.0 46.9

Sources: Company data, CMS (HK) estimates
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Focus charts

Figure 1: China Gas — FY18 operating profit mix Figure 2: China Gas — Piped gas sales volume
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Figure 3: China Gas — Core profit forecasts Figure 4: China Gas — mgmt. guidance
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Figure 5: China Gas —12-month blended forward P/E Figure 6: China Gas —12-month blended forward P/B
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Key takeaways from post FY18 results NDR

We hosted a NDR for China Gas in Shanghai and Taiwan on 4-5 Jul and 9-10 Jul, respectively. Investors’ questions
focused on the impact of the recently announced anti-pollution action plan, the development of the company’s rural
connections and sustainability of VAS business.

On 27 Jun 2018, Chinese government lifted its combat against pollution by releasing “Three year action plans for
fighting for the blue sky”. The State Council of PRC leads other related government authorities, e.g. NDRC, the
Ministry of Ecology and Environment of PRC, the Ministry of Finance and National Energy Administration to
implement economic, legal, technological and administrative measurements in different industries and areas to
accelerate air quality improvement. The key focus regions have been expanded from Beijing-Tianjin-Hebei and
surrounding areas to Yangtaze River Delta and Fen-Wei Plain. Measurements benefiting natural gas consumption
include: 1) the incremental amount of natural gas will be preferentially supplied for residential users, users in
heavily polluted areas and coal-to-gas heating in winter season; 2) eliminating 35 and 10 steam ton/hour boilers in
key focus regions and counties, respectively; and 3) broadening investment and financing channels; the central
government will increase investment in special funds for air pollution prevention and control, and expand financial
supports for clean-energy heating in winter season in northern areas, which cover Beijing-Tianjin-Hebei and
surrounding areas and Fen-Weil Plain. On the other hand, the evaluation results for the implementation of the air
pollution prevention and control action plan will be included in the local governments’ KPI. If the evaluation fails, the
responsible officers will be held accountable.

Key regions Key cities and provinces

1.Beijing

2. Hebei: Baoding, Cangzhou, Handan,Hengshui, Langfang, Shijiazhuang, Tangshan,
Xiong'an New Area, Xingtai

. Henan: Anyang, Hebi, Jiaozuo, Kaifeng, Puyang, Xinxiang, Zhengzhou

. Shandong: Binzhou, Dezhou, Heze, Jinan, Jining, Liaocheng, Zibo

. Shanxi: Changzhi, Jincheng, Taiyuan, Yangquan

. Tianjin

Anhui

. Jiangsu

. Shanghai

. Zhejiang

. Henan: Luoyang, Sanmenxia

. Shaanxi: Baoji, Tongchuan, Weinan, X'an, Xianyang, Yangling Demonstration Zone
. Shanxi: Jinzhong, Linfen, Luliang, Yuncheng

Beijing-Tianjin-Hebei and surrounding
areas

Yangtze River Delta

Fen-Wei Plain

Sources: State Council, CMS (HK)

Being the first mover in rural coal-to-gas market, China Gas has forayed into provinces other than Beijing-Tianjin-
Hebei and surrounding areas. In Aug 2017, China Gas set up a JV with Shaanxi government and Shaanxi
Yanchang petroleum (Group) Co. Ltd to develop the coal-to-gas projects. According to management’s estimates,
the economic market size in Shaanxi province is around 3mn rural households. Currently, the government grants
China Gas 590k rural household contracts, which are expected to start construction in 2019. In addition, the
company has signed strategic agreement with Anhui government and is preparing to enter into Pearl River Delta
market where has a huge market size for industrial coal-to-gas conversion.

As of 30 Jun 2018, China Gas has signed contracts with >5mn rural residents (vs 3.5mn as of the end of Jan 2018).
Excluding the 1.15mn households, which were connected in FY18, the remaining contracts have already secured
the company’s rural connection rollout target of 2mn in FY19 and >65% of 2.8mn in FY20. As mentioned above, the
government is increasing its anti-pollution combat and expanding rural coal-to-gas conversion program to Fen-Wei
Plain and Yangtze River Delta. China Gas will become the key beneficiary in the recent favorable policy. Thus the
company will continue to sign more contracts going forward and has confidence to meet its rural connection rollout
guidance of 2.0-3.6mn households in FY19-21.
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On 10 Jun 2018, NDRC announced to unify the city gate price for residential households and non-residential users
by raising the city gate price with a maximum RMBO0.35/cu m for residential households. Projects of China Gas in
24 provinces are being affected, among which gas cost hike in 8 provinces is automatically passed through. For the
remaining 16 provinces, the company has already submitted the application to the local governments and applied
the limited sales to residential households. With a 1-2 month time lag for cost passing through, management
expects the earnings impact to be around HK$30-40mn in FY19, around 0.4-0.5% of net profit.

In FY18, China Gas recorded a remarkable result for its VAS business with an operating profit growth of 162% YoY.
Management guides an operating profit growth of 40-50% YoY in FY19-21 annually driven by the robust demand
for gas appliance, especially the wall-hung gas heaters sold to rural households. Beyond FY21, based on a
customer base of 41mn households, assuming 10% of the households with replacement needs each year and
China Gas taking up 50% of market share, gas appliance replacement will create ~RMB8bn revenue to the
company per year, which would support the segment’s growth in the long term.

Most of the LNG terminals are controlled by upstream players and are yet to open to third parties. To remove the
bottleneck for LNG imports, China Gas is studying to invest a minority stake in LNG terminals located in Northern
and Eastern China, which have relatively fewer LNG terminals compared to Southern China. Currently the
company is in talk with CNOOC (883 HK, NR) and Shandong government to participate in the investment of their
Longkou and Rizhao LNG terminals, respectively. Besides, the company is examining to covert its LPG terminal
into LNG terminal and to lease the independent operator’s LNG terminal to import cheaper LNG in the future.

Our DCF-target price of HK$37.0 (WACC: 8.7% and terminal growth rate: 3.9%) implies a 12% potential upside.
The share is trading at a 18.4x 2020E P/E, around 1-SD above its five year average of historical trading level. We
believe the valuation is justified on the back of its 20% recurrent EPS CAGR of FY19-21E. We maintain our BUY
rating.

Key downside risks

The key downside risks are: 1) higher-than-expected execution risk for the rural connection; 2) lower-than-expected
gas demand; and 3) failing to pass through the increased gas costs to end-users during the winter season.
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Financial Summary

Fixed assets 25,879 34,088 42,924 51,454 58,548 Turnover 31,993 52,832 68,219 84,944 103,687
Associates & JCE 9,578 12,348 14,047 15,901 17,585 COGS (23,616) (41,161) (53,622) (66,954) (81,948)
Goodwill & intangibles 6,444 6,983 7,105 7,137 6,980 Gross profit 8377 11,671 14,597 17,990 21,738
Deferred tax assets 161 224 231 235 233 Selling & distribution (1,229) (1.616) (2,035) (2,584) (3.218)
Others 2,797 3,537 3,508 3,442 3,297 Admin (1,675) (1,988) (2,612) (3,317) (4,089)
Non-current assets 44,859 57,181 67.815 78,169 86.644 Other opex 112 (212) (255) (257) (252)
Inventories 1,679 3,069 3,945 4,859 5,865 Total opex (2,793) (3,816) (4,902) (6,158) (7,559)
Trade & bills receivables 6,067 9,019 11,861 14,665 17,860 Operating profit 5,584 7,855 9,695 11,832 14,180
Prepayments & others 50 63 (201) (205) (203) Other income / (exp) 46 143 224 560 509
Cash 4,725 8,246 5,960 4,220 5,158 Finance costs (632) (654) (819) (933) (936)
Others 2,842 4,479 5,267 5,698 6,259 JCE and associates' income 904 1,255 1,553 1,896 2,160
Current assets 15,363 24,877 26,832 29,237 34,938 Pre-tax profit 5,902 8,600 10,653 13,354 15,913
Total assets 60,222 82,058 94,647 107,406 121,582 Tax (1,208) (1,931) (2,384) (2,906) (3,488)
Trade & bills payables 5,660 8,202 10,680 13,462 16,713 Profit after tax 4,695 6.669 8,269 10,448 12,424
Accruals & other payables 3,990 5,843 7,344 9,370 11,714 Minority interest (547) (574) (709) (864) (1,031)
Tax payable 512 944 1,118 1,305 1,496 Net profit 4,148 6,095 7,560 9,584 11,393
Bank loans 10.873 11.079 11.079 11,079 11.079 Non-core items adi. 327 267 300 0 0
Others 1,544 1,034 829 672 545 Core profit 4,475 6,362 7,860 9,584 11,393
Current liabilities 22,579 27,102 31,051 35,887 41,548 EBITDA 6.544 9,034 11,235 13,724 16,373
Bank loans 12,745 21,293 21,293 21,293 21,293 Basic EPS 0.85 1.23 1.45 1.81 2.14
Deferred tax liabilities 951 933 866 793 707 Eully diluted core EPS (HK$) 0.91 1.25 1.47 1.80 2.14
Non-current liabilities 13,696 22,226 22,159 22,086 22,000 DPS (HKS) 0.25 0.35 0.45 0.54 0.64
Total liabilities 36,275 49,328 53,210 57,973 63,548
Total net assets 23,947 32,730 41,438 49,432 58,034
Share capital 50 50 52 53 53
Reserves 20,501 28,406 36.806 44,427 52,585 YoY growth rate (%)
Shareholder's equity 20,550 28,456 36,858 44,480 52,638 Turnover 85 65.1 29.1 245 201
Minority interests 3,396 4,274 4,580 4,952 5,396 EBITDA 16.9 38.1 244 222 19.3
Total equity 23,947 32,730 41,438 49,432 58,034 Operating profit 19.2 40.7 23.4 220 10.8
Core profit 20.4 42.2 23.5 21.9 18.9
Eully diluted core EPS 21.8 37.4 17.6 219 18.9
DPS 285 40.0 289 20.2 18.6
Operating profit 5,584 7,855 9,695 11,832 14,180 Margins (%)
Dep. & Amort. 960 1,179 1,539 1,893 2,194 Gross margin 26.2 221 214 21.2 21.0
Chg in working cap (1,473) (874) 220 1,077 1,401 EBITDA margin 20.5 17.1 16.5 16.2 15.8
Others 148 (1,854) (2,817) (2,090) (427) EBIT margin 17.5 14.9 14.2 13.9 13.7
Tax paid (1,102) (1,763) (2,177) (2,653) (3,185)  Net margin (Core profit) 14.0 12.0 11.5 11.3 11.0
Net cash from operations 4,116 4,543 6,461 10,058 14,163 Effective tax rate (%) 24.2 26.3 26.2 25.4 25.4
Capex (2,639) (6,500) (9,000) (9,180) (9.364)  Total opex as % of rev 8.7 7.2 7.2 7.2 7.3
Others (1,473) (120) 337 312 303 Interest coverage ((x) 8.8 12.0 11.8 12.7 15.2
Net cash from investments (4,112) (6,620) (8,663) (8,868) (9,061)  Dividend payout (%) 27.8 30.0 30.0 30.0 30.0
Issue/ buyback of shares (539) 0 3,200 914 183  Net debt/equity (%) 78.9 73.7 63.7 57.0 46.9
Dividends paid (954) (1,242) (1,909) (2,358) (2,875)  Net debt/total cap (%) 44.1 42.4 38.9 36.3 31.9
Net change in debt 1,430 8,754 0 0 0 Current ratio (x) 0.7 0.9 0.9 0.8 0.8
Others (458) (1,913) (1,376) (1,485) (1.472) Returns (%)
Net cash from financing (520) 5,598 (85) (2,930) (4,164)  Asset turnover (x) 0.6 0.7 0.8 0.8 0.9
Net change in cash (516) 3,522 (2,286) (1,740) 938 Financial leverage (x) 3.0 29 2.7 25 2.4
Adjustments (256) 0 0 0 0 EBIT margin (%) 20.4 17.5 16.8 16.8 16.2
Opening cash 5.497 4,725 8.246 5.960 4.220  |nterest burden (x) 0.9 0.9 0.9 0.9 0.9
Closing cash 4725 8.246 5.960 4,220 5.158  Tax burden (x) 0.7 0.7 0.7 0.7 0.7
Sources: Company data, CMS (HK) estimates ROE (%) 21.6 24.9 23.1 23.6 235

ROIC (%) 12.8 143 14.2 15.3 16.4
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Investment Ratings

Industry Rating Definition
OVERWEIGHT Expect sector to outperform the market over the next 12 months
NEUTRAL Expect sector to perform in-line with the market over the next 12 months

UNDERWEIGHT Expect sector to underperform the market over the next 12 months

Company Rating Definition

BUY Expect stock to generate 10%-+ return over the next 12 months
NEUTRAL Expect stock to generate +10% to -10% over the next 12 months
SELL Expect stock to generate loss of 10%+ over the next 12 months
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This document is prepared by China Merchants Securities (HK) Co., Limited (“*CMS HK”). CMS HK is a licensed corporation to carry on Type 1 (dealing in securities), Type 2 (dealing in futures),
Type 4 (advising on securities), Type 6 (advising on corporate finance) and Type 9 (asset management) regulated activities under the Securities and Futures Ordinance (Chapter 571). This
document is for information purpose only. Neither the information nor opinion expressed shall be construed, expressly or impliedly, as an advice, offer or solicitation of an offer, invitation,
advertisement, inducement, recommendation or representation of any kind or form whatsoever to buy or sell any security, financial instrument or any investment or other specific product. The
securities, instruments or strategies discussed in this document may not be suitable for all investors, and certain investors may not be eligible to participate in some or all of them. Certain
services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted basis and/or may not be eligible for sale to all investors. CMS HK is not registered as a
broker-dealer in the United States and its products and services are not available to U.S. persons except as permitted under SEC Rule 15a-6.

The information and opinions, and associated estimates and forecasts, contained herein have been obtained from or are based on sources believed to be reliable. CMS HK, its holding or
affiliated companies, or any of its or their directors, officers or employees (“CMS Group”) do not represent or warrant, expressly or impliedly, that it is accurate, correct or complete and it should
not be relied upon. CMS Group will not accept any responsibility or liability whatsoever for any use of or reliance upon this document or any of the content thereof. The contents and information
in this document are only current as of the date of their publication and will be subject to change without prior notice. Past performance is not indicative of future performance. Estimates of
future performance are based on assumptions that may not be realized. The analysis contained herein is based on numerous assumptions. Different assumptions could result in materially
different results. Opinions expressed herein may differ or be contrary to those expressed by other business divisions or other members of CMS Group as a result of using different assumptions
and/or criteria.

This document has been prepared without regard to the individual financial circumstances and investment objectives of the persons who receive it. Use of any information herein shall be at the
sole discretion and risk of the user. Investors are advised to independently evaluate particular investments and strategies, take financial and/or tax advice as to the implications (including tax) of
investing in any of the securities or products mentioned in this document, and make their own investment decisions without relying on this publication.

CMS Group may have a long or short position, make markets, act as principal or agent, or engage in transactions in securities of companies referred to in this document and may also perform
or seek to perform investment banking services or provide advisory or other services for those companies. This document is for the use of intended recipients only and this document may not
be reproduced, distributed or published in whole or in part for any purpose without the prior consent of CMS Group. CMS Group will not be liable for any claims or lawsuits from any third parties
arising from the use or distribution of this document. This document is for distribution only under such circumstances as may be permitted by applicable law. This document is not directed at you
if CMS Group is prohibited or restricted by any legislation or regulation in any jurisdiction from making it available to you. In particular, this document is only made available to certain US
persons to whom CMS Group is permitted to make available according to US securities laws, but cannot otherwise be made available, distributed or transmitted, whether directly or indirectly,
into the US or to any US person. This document also cannot be distributed or transmitted, whether directly or indirectly, into Japan and Canada and not to the general public in the People’s
Republic of China (for the purpose of this document, excluding Hong Kong, Macau and Taiwan).

To access our research reports on the Bloomberg terminal, type CMHK <GO> 6


http://www.newone.com.hk/cmshk/en/disclosure.html
http://www.cmschina.com.hk/Research/Disclosure

@

Tuesday, July 10, 2018
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21 OF THE FINANCIAL SERVICES AND MARKETS ACT 2000) MAY OTHERWISE LAWFULLY BE COMMUNICATED OR CAUSED TO BE COMMUNICATED (ALL SUCH PERSONS
TOGETHER BEING REFERRED TO AS "RELEVANT PERSONS"). THIS DOCUMENT IS DIRECTED ONLY AT RELEVANT PERSONS AND MUST NOT BE ACTED ON OR RELIED ON BY
PERSONS WHO ARE NOT RELEVANT PERSONS. ANY INVESTMENT OR INVESTMENT ACTIVITY TO WHICH THIS DOCUMENT RELATES IS AVAILABLE ONLY TO RELEVANT
PERSONS AND WILL BE ENGAGED IN ONLY WITH RELEVANT PERSONS.
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OR OBJECTIVE ASSESSMENT OF THE SUBJECT MATTER AND DOES NOT CONSTITUTE INDEPENDENT "INVESTMENT RESEARCH" UNDER THE APPLICABLE RULES OF THE
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