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Flowing strongly 
The long-term story for water supply and treatment in China is underlined by recent 
drought conditions. China’s per capita water resources are 1/4 of the global average, 
but its water consumption (relative to GDP) is 5.5x higher. More than 400 cities suffer 
water shortage and pollution, with a shortfall of 16mn m3/day costing 8-10% of GDP. 
Tap water supply has an excellent business model, particularly as we think the 5.5% 
tariff hike last year (36 major cities) will be followed by 5% pa on average over 2010-
15F, and industry privatisation is set to continue. That said, in 2010, we favour 
wastewater treatment over tap water supply as an investment idea, due to greater 
visibility on near-term capacity growth as China catches up with international treatment 
penetration and environmental standards. Although operating leverage is lower in 
wastewater treatment given the BOT arrangement, we like its defensive margins. Our 
top pick here is China Everbright International, which also offers good exposure to 
waste-to-energy (WTE), which we believe is set for robust growth from a low base. We 
see WTE in China logging a 17% capacity CAGR over 2010-15F, and this business 
brings in more than half of CEI’s FY10F earnings. 

 Pressing water shortages raise awareness of conservation 

 Water tariff hikes safeguard margins. The sector looks defensive 

 Sustainable growth in wastewater; M&A story for tap water supply 

 Waste-to-energy is the next attraction 

 We prefer CEI. More risks/rewards for CWA, NEE, BEW and Epure 
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 We remain bullish on China’s water/environmental sector and expect steady tariff hikes. 
Tap water supply has the best business model, but we prefer waste-to-energy and 
wastewater treatment in 2010F owing to more visible and robust growth amid an early 
stage of “demand-pull” build-out and privatisation for these industries. 

 Catalysts 
 Tariff hikes; M&As and privatisation (tap water and raw water); new project bidding on 

rising capacity requirement to fill demand for wastewater and waste treatments. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, underscore 
the need for conservation. Privatisation and tariff hikes are the chosen solutions. We 
like the business model of tap water, but prefer wastewater treatment in the near term 
for visible prospects. Waste-to-energy is strongly growing out of the gate. 

 
 
 

Flowing strongly 
 Pressing water shortages raise awareness of conservation 
China’s per capita water resources are one-fourth the global average, but its water 
consumption (per unit of GDP) is 5.5x higher. 400-plus cities suffer water shortage 
and pollution, with a shortfall of 16mn m3/day costing some 8-10% of GDP. Since 
2003, Beijing has used privatisation and tariff hikes to boost investment. 

 Water tariff hikes safeguard margins. The sector looks defensive 
To support conservation, water tariffs in 2009 rose by an average 5.5% y-y in the 
36 largest Chinese cities. Future hikes are likely to be steeper and more 
frequent — cutting regulatory risk and safeguarding margins for downstream 
operators. Given minimal exposure to raw materials, earnings at water and WTE 
plays are somewhat sheltered from the risk of rising commodity costs and inflation. 

 Sustainable growth in wastewater; M&A story for tap water supply 
We favour wastewater treatment over tap water supply in the near term, owing to 
visible growth prospects in capacity, despite less operating leverage and earnings 
drivers. Although growth in urban-China is seen slowing to an 8% CAGR in 2010-
15F (from 15% in 2007-09), we do not see overcapacity, with smaller cities still 
showing wastewater treatment ratios of 30-50%, vs an urban average of 73%.  

 Waste-to-energy is the next attraction 
China’s waste-to-energy industry is growing after Beijing’s policy push in 2006, but 
it is still in its infancy. Only treatment projects downstream are open for bidding, 
while waste collection/transportation are still undertaken by governments. We see 
waste-to-energy outshining other waste treatment projects by striking a 17% 
capacity CAGR in 2010-15F, vs 10% in the overall waste market. 

 We prefer CEI. More risks/rewards for CWA, NEE, BEW and Epure 
We select CEI as our top pick for its solid track record, low gearing and exposure in 
WTE; BEW, CWA, Epure, and NEE provide more opportunities, we believe, but 
with somewhat more risk than CEI. GDI remains a defensive play. Hyflux is on our 
watch list. Avoid TCEP. 
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Executive summary 

Flowing strongly 
Sector call remains bullish; upside in waste-to-energy 
Almost a year has passed since our last Anchor Report on the topic of water, Turning hot 
again!, published 17 February, 2009. Looking at recent developments, water shortages 
in China are becoming ever more pressing — there are no near-term solutions to expand 
this sustainable resource, with tariff hikes and privatisation arguably remaining the most 
effective ways of boosting efficiency by changing behaviour. Although competition is 
mounting as domestic and international players enter the market, the level of 
privatisation in tap water supply remains low, at less than 10%, and the wastewater 
treatment ratio is below 50% for sub-tier cities. Therefore, we do not see China as 
approaching over-capacity; rather, we look for growth to continue until 2015F.  
 

Exhibit 1. Water and environmental protection utilities: valuation summary 
Price 

target Price
Market 

cap Fiscal PEG
Company Ticker Rating L. Curr. L. Curr. (US$mn) Y/E 09F 10F 11F 09-11F 09F 10F 11F 09F 10F 11F 09F 10F 11F 09F 10F 11F
Asia
Water Utilities
China Everbright Intl 257 HK Buy 5.50 3.84 1,802 Dec 33.2 23.9 19.3 0.8 3.0 2.7 2.4 0.4 0.6 0.8 31 47 59 8.6 11.5 12.6
Beijing Enterprises Water 371 HK Buy 3.15 2.49 1,084 Dec 72.8 34.9 19.3 0.3 3.7 3.3 2.8 n.a. n.a. n.a. 113 190 188 5.5 11.2 17.0
Guangdong Investment 270 HK Buy 5.20 3.90 3,100 Dec 11.0 9.9 9.2 0.8 1.4 1.3 1.2 3.0 3.4 3.6 31 23 9 13.1 13.3 12.9
China Water Affairs 855 HK Buy 4.25 3.32 566 Mar 27.9 19.6 15.8 0.2 1.8 1.7 1.6 1.1 1.6 2.0 31 24 14 6.5 8.7 10.0
New Environmental Energy 3989 HK Buy 2.70 1.77 272 Dec 82.8 14.4 7.5 n.a 1.4 1.1 1.0 n.a. n.a. n.a. 90 68 73 3.0 7.9 13.1
Epure International EPUR SP Buy 1.10 0.82 730 Dec 19.1 13.4 10.2 0.5 3.2 2.6 2.0 n.a. n.a. n.a. (80) (80) (70) 18.1 21.2 22.2
Hyflux Limited HYF SP Neutral 3.70 3.37 1,221 Dec 25.7 21.7 15.5 0.8 4.5 3.9 3.2 1.0 1.0 1.6 83 103 96 17.6 17.8 20.8
Tianjin Capital 1065 HK Reduce 1.35 2.71 497 Dec 15.2 20.2 37.0 n.a. 1.1 1.0 1.0 1.6 1.2 0.7 89 51 47 7.0 5.1 2.7

Average 36.0 19.8 16.7 2.5 2.2 1.9 1.4 1.6 1.7 49 53 52 9.9 12.1 13.9

P/E (x) P/B (x) Yield (%)
Net debt/equity 

(%) RoE (%)

Note: Price as of 27 January, 2010; market cap figure for Tianjin Capital only includes H-share value; minor variance in the numbers above relative to those in the 
related company reports, given the table above shows recurring and fully-diluted EPS and EBITDA excludes profits from associates. 

Source: Nomura International (Hong Kong) Limited 
 

While we lifted earnings forecasts and price targets for our BUY-rated stocks by 200%-plus in 
2009, we still see upside to our forecasts on the back of enhanced visibility on medium-term 
growth, particularly in wastewater treatment. In this report we increase China Everbright 
International (CEI), China Water Affairs (CWA) and Beijing Enterprise Water’s (BEW)  
FY10-12F EPS by 1-10% and price targets by 4-31% (31% for CWA, due to inclusion of land 
value), and reaffirm our BUY ratings. We also reduce our WACC assumptions by 0.5-2.0pp.  

Although we continue to like wastewater treatment for its sustainable growth and tap water 
supply companies for their superior business models, we are shifting our preference to waste 
treatment — particularly waste-to-energy (WTE) — ahead of what we see as a likely 
investment boom. In our view, WTE offers immediate and strong EPS growth from new 
project construction, thanks to Beijing’s policy push initiated in 2006, and takes over our 
preference from the water industry, which was opened up in 2003. Therefore, we continue to 
name China Everbright International as our sector top pick (with 69% revenue from WTE and 
26% from wastewater); moreover, we add New Environmental Energy (as Hembly 
International is now known), a pure and emerging play in WTE, to our coverage list as a BUY.  

Valuations have recovered year-on-year to mid-cycle levels, yet we believe the market 
will continue to favour the sector for its resilient growth. We believe further political 
support and tariff hikes in 2010F should present additional upside, underlining our 
positive call on the sector for water and environmental protection.  

We continue to recommend that investors stay with quality players with solid track 
records, catalysts that confirm expansion plans in 2010-11F, healthy balance sheets, 
and ability to maintain returns. Among our BUY calls, we identify China Everbright and 
Guangdong Investment as quality players offering defensive growth, and some 
emerging stocks offering robust growth (rewards) but with somewhat higher risks: 
these include Beijing Enterprises Water, China Water Affairs, Epure and New 
Environmental Energy.  

The big change is our new 
preference for waste-to-energy 

Upgrading EPS forecasts and 
price targets for CEI, CWA and 
BEW 

Initiating on NEE with a BUY 

CWA and Epure’s latest changes 
are encouraging 
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At the same time, we note China Water Affairs’ improving corporate governance 
following management change and Epure’s successful transformation into a full-
fledged integrated wastewater EPC and treatment utility (from being an EPC vendor). 
We take these as positive signs that underpin recent revisions to our ratings and price 
targets for both stocks.   

Pressing water shortages raise conservation awareness 
In 4Q09, severe drought in southern Chinese provinces threatened rice crops and 
reservoirs and left hundreds of thousands of people short of drinking water. In the 
south of Guangdong province, rainfall in 10M09 was down by 14% over previous 
averages. More than 55,000 hectares of crop land and 50,000 residents were affected 
by water shortages in the resulting drought. According to the Guangdong Provincial 
Flooding and Drought Relief Headquarters, water levels in Guangdong's 32 key 
reservoirs are down 2.34bn m3 y-y. More than 70,000 people in Zhangzhou City, 
Fujian province, are also short of drinking water. Both Macau and Zhuhai rely on the 
Xijiang River in Guangdong, and they have experienced salt tides since September 
2009 (two months earlier than usual), where water reserves decrease and seawater 
flows back upstream, and water salinity change to 95-112mg/litre, from the 250mg/litre 
standard that the World Health Organization defines as potable.  

Severe water shortages, exacerbated by growing demand and water pollution, 
continue to raise awareness of the need for conservation and penetration. By end-
2009, 32% of China’s water resources were considered Grade 4 and above (ie, non-
drinkable), according to government statistics. Although this is an improvement from 
37% at end-2008 and 53% at end-2003, water quality remains very much a concern. 
We believe the battle against pollution is far from over. More aggressive government 
policies, in addition to continued tariff hikes, should be expected. 

From our dialogue with the Ministry of Environmental Protection in November 2009, we 
learned that Dr Xia Guang, Director General of the Policy Research Centre for 
Environment and Economy at the Ministry of Environmental Protection, believes 
government support in water and environmental investment should accelerate and that 
water pollution — not air pollution — is the most pressing environmental issue in China. 

Tariff hikes likely to be steeper and broader; tap water is the 
major beneficiary 
Following initiatives set out at the beginning of 2009 by the Ministry of Water 
Resources and National Energy Administration to promote water conservation and 
efficiency, coupled with a deflationary environment, most metropolises and major cities 
in China have been raising water prices at the consumer level — Beijing (water price 
up 8%), Shanghai (52%), Guangzhou (29-171%), Lanzhou (12-50%), Zhanjiang 
(16.4%), Tianjin (8-15%), Nanjing (12%) and Shenzhen (32-60%). In most cases, tariff 
hikes were applied to both residential and industrial/commercial users. The latter group 
faced a larger increment, since the government intends to promote water efficiency 
and water now accounts for an essentially insignificant proportion of production costs 
in most industries.  

In 2009, the integrated water price of 36 large and medium-sized cities went up 5.5% 
y-y to RMB2.88/m3, according to H2O China and the Ministry of Water Resources, 
accelerating from a 3.0% increase in 2008. We think tariff hikes could continue in 
2010F, since many hike requests have been lodged with local pricing bureaux but 
have yet to be implemented. In our forecast, we expect China’s tariffs for tap water 
supply to rise by an average of 5% pa in 2010-15F.  

Water tariffs are on a uptrend, in our view, since price hikes are a transparent and 
effective way of changing behaviour and raising efficiency — all the more so since  
there is no ready means of getting hold of expanded water resources. The South-to-
North diversion project remains a protracted affair, while we think seawater 

Water shortage is not coming: 
water shortage is here 

Higher prices will discourage 
waste 

How pressing is water pollution? 
Perhaps more urgent than air 
pollution  

Commercial users will not longer 
get their water for next to nothing

We see tap water prices rising 5% 
pa for the next five years 
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desalination may not find a large market in China (unlike the Middle East, where there 
are precious few alternatives). Hence, in tandem with the central government’s notion 
of cutting water consumption per unit of GDP by 20% during 2006-10F — a goal we 
think could be reiterated in the 12th Five-Year Plan — and since Chinese water tariffs 
only account for 0.8% of disposable household income (vs 2.5-3.0% among 
international peers, 2-8% for electricity and 3% recommended by the Ministry of 
Housing as an effective benchmark to reflect water conservation), a scenario of further 
hikes appears positive. This is particularly relevant to second- and third-tier cities — 
the focus of operations for the water utilities under our coverage — where water prices 
historically have been lower than in major cities. 

Recent tariff hikes have mainly been at the end-user level, where we think the 
implications for water utilities are mixed, since such an increment first goes directly to 
the government treasuries. We are Neutral on wastewater treatment plants, as they 
are assigned designated tariffs at the inception of their BOT or TOT (transfer-operate-
transfer) concessions in order to justify a government-guided 8-12% ROE. Hence, a 
rise in end-user tariffs would not necessarily imply a change in fees receivable by the 
plants. Tap water supply stands to be a bigger beneficiary, on our reading, since price 
liberalisation leads to commercial returns, which could turn around operations from 
distressed probability — essentially ending their role as de facto welfare vendors for 
the state. 

Nevertheless, tariff hikes allow government subsidies — mainly to wastewater 
treatment operators and other water exploitation projects — to be passed through to 
consumers, where we see less regulatory risk for the water utilities operating 
downstream, in terms of margins and profit/resources being reallocated by the 
government out of political consideration.  

A notice published by the NDRC on 25 January, 2009, which summarises issues 
regarding pricing, reiterates that water tariffs at the end-user level should rise and 
reflect the value of wastewater treatment on a cost-plus basis. In our view, this would 
safeguard margins for wastewater companies.  

Wastewater treatment: maturing, but growth will be sustained 
We continue to favour wastewater treatment over tap water supply, owing to its greater 
near-term visibility on capacity growth as China catches up with international peers on 
treatment penetration and environmental standards. Although there is less operating 
leverage in wastewater treatment since the majority of the projects are in BOT or TOT 
arrangements at a fixed 8-12% ROE, we see defensive margins as a clear positive. 
Because these are standalone operations that receive fixed tariffs from the 
government (single customer) with a stable operating cost structure, risks presented by 
rising commodity prices and inflation are curbed.  

China’s daily capacity for wastewater treatment in urban areas stood at 83mn m3 in 
2008 (92mn m3 as at March 2009), up 16% y-y. If we assume wastewater emission 
continues to grow at its historical CAGR of 4.1% through 2010F, urban China will need 
daily treatment capacity of 103mn m3 by year-end, implying a 12% capacity CAGR in 
2009-10F if the government’s 2010F target of raising the wastewater treatment ratio to 
75% (65% in 2008) is met. The capacity ramp looks to be on track, with the Ministry of 
Construction recently estimating that the wastewater treatment ratio in urban cities 
reached 73% in 2009. As the market matures, we believe capacity growth is likely to 
slow to an 8% CAGR during 2010-15F, compared with 11-16% in 2006-08, assuming 
a wastewater treatment ratio of 90% by end-2015F.  

However, we do not think China is anywhere near facing an over-capacity situation, 
since third- and fourth-tier cities and counties have wastewater treatment ratios of 30-
50%, compared with 73% in urban areas (2009) and 80-95% in developed countries. 
According to a report published by the NDRC in August 2009, 25% of cities and 80% 
of counties in China are yet to be equipped with proper wastewater treatment facilities. 

Tap water has more to gain from 
tariff hikes 

Wastewater treatment has the 
defensive IRR of utilities  
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Tap water supply: privatisation story with the best business 
model — but near-term growth is unclear 
Tap water supply plants in China are still fairly distressed and operating at poor returns 
(1.2% net margin and 0.4% ROA in 11M09) owing to their previous status as public 
welfare enterprises. But with local governments under pressure to improve water 
quality, since the bar is being set higher at the national level, reasonable investment 
returns of 8-12% ROE are warranted for water supply plants. 

Our view is that tap water supply possesses the best business model along the water 
value chain, since it has a monopolistic nature, last-mile access to all end-users, the 
right to collect water bills on behalf of raw water/wastewater operators, and ownership 
of assets (pipeline, water plant and land). Also, tap water supply is expected to have 
greater earnings upside from tariff hikes, reduction in non-revenue water, extra income 
from meter installation and management restructuring (cutting SG&A), while raw water 
resources fees are heavily regulated (usually government owned) and generally 
passed through to end-users. To the contrary, waste water treatment is operated 
under the BOT/TOT mechanism, where the underlying asset is not owned and upside 
from tariff hikes and operating leverage is limited.  

Compared with wastewater treatment, where we see greater near-term (new project) 
growth potential, tap water supply infrastructure is more developed and has grown at a 
steady rate (3% CAGR), in line with urbanisation and population growth. Therefore, 
growth opportunities in tap water supply are seen in privatisation (acquiring distressed 
SOE) and commercialisation, which is difficult to time. Management ability in M&A 
execution and track record are key swing factors here, we believe. Since growth 
visibility is less clear in the near term, we like tap water supply over a longer 
investment horizon and prefer wastewater treatment/waste-to-energy in 2010F. 

Waste-to-energy is the next attraction 
China’s waste treatment industry is still in its infancy, but in view of the urgent need for 
capacity to handle ever-rising piles of garbage, there is now a legislative framework 
that should open up investment opportunities. Currently, only treatment operations 
downstream have been opened up; waste collection and transportation are overseen 
directly by the government, as proper reforms have yet to be implemented regarding 
the pricing mechanism and environmental standards. 

For residential solid waste, urban China had a waste treatment ratio of 67% in 2008 — 
a substantial improvement from 52% in 2005 and implying a capacity CAGR of 7% 
during this period. Assuming the ratio reaches 72% by end-2010F as targeted by the 
Ministry of Construction and 90% by end-2015F, we estimate capacity growth will 
accelerate to a 10% CAGR for 2010-15F. 

As we see it, WTE should outpace other waste treatment projects in terms of capacity 
growth, since it has higher environmental standards and energy efficiency but 
accounts for less than 20% of China’s residential waste being treated, compared with 
80% for landfill sites. Hence, our estimated 17% capacity CAGR in WTE until 2015F 
exceeds our expectation of a 10% CAGR in overall waste treatment and 12% for 
wastewater during 2009-10F — and even our forecast 6-8% CAGR for the power and 
coal industries during 2010-12F. 

Defensive appeal amid rising commodity prices and inflation 
Downstream water and WTE utilities have no significant raw material costs, unlike 
power production, oil refining and gas distribution, which are all subject to the risk of 
fluctuating fuel prices. Operating costs are mainly broken down into depreciation, 
electricity, labour, and chemical costs (for wastewater treatment only). Raw water 
resource fees, charged by the government and larger in the northern regions where 
water resources are scarce, are directly passed through to end-users. Moreover, water 
tariffs are a less sensitive component of the Consumer Price Index. In sum, we believe 

Over the longer term, tap water 
has what we view as the superior 
business model 
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hikes here are more possible than for other utilities, especially since they are regulated 
at local government level, where bureaucracy may be less of an issue.  

Hence, in the event of rising inflation and commodity prices in 2010F, we believe the 
water and WTE industries should prove more defensive in terms of margins.  

Risks: intensifying competition and rising interest costs 
Although wastewater treatment remains under-invested in China, we note that 
competition has intensified, with private and state-owned enterprises entering the field. 
China Guodian Group, one of the big five unlisted groups of power generators, 
recently acquired a 70% stake in a wastewater treatment company in Shenyang for 
RMB700mn, getting in ahead of other water professionals such as Beijing Enterprises 
Water (BEW) (source: First Finance, 20 January, 2010). Our view is that the waste 
treatment industry, particularly WTE, is proving attractive because the landscape is not 
yet mature.   

A potential rise in Chinese interest rates would put financial pressure on utilities that 
are highly geared — the likes of BEW and Hyflux. Nomura’s economics team forecasts 
that China’s benchmark interest rate will rise by 81bps in 2010F and another 81bps in 
2011F. Still, we think the impact of credit tightening is less of a concern than for other 
industries, since water and environmental projects are usually financed at rates at a 
10% discount to the standard benchmark offered by domestic banks, and loan quotas 
often give priority to utility and infrastructural projects in view of their stable cashflows. 

Stock-picking criteria and preferences 
In selecting potential outperformers, we look for company-specific strengths — solid 
track records and catalysts for growth in 2010-11F, followed by quality management, 
undemanding valuations, and healthy balance sheets. 

We favour quality players 
We reaffirm our BUY on China Everbright International (CEI, BUY), our top pick in the 
sector. In our view, the company’s recent project wins highlight its success in breaking 
new frontiers — entrance into Guangdong and Anhui provinces — and will create a 
larger growth profile to drive EPS, even allowing for some downside on IRRs. We see 
upside to our FY10F forecast if growth continues. Valuations are on par with peers, but 
we see scope for a premium if WTE expansion continues apace. CEI’s 31% net gearing 
in FY09F, compared with peers’ 60%-plus, gives us some comfort in its aggressive 
growth path and points to less earnings impact in the event of rising interest rates.  

We like Guangdong Investment’s (GDI, BUY) monopoly in Hong Kong and defensive 
growth in China, and think its healthy gearing sets a positive backdrop for more 
expansion/acquisitions. Valuations look attractive relative to comparable peers, we 
believe. 

Those with more risk/reward opportunities 
Beijing Enterprises Water’s (BEW, BUY) capacity pipeline expanded by 1.3x in FY09 
to 3.5mn m3, and we assume it will reach 6.0mn m3 by end-FY10F (in line with 
guidance). Asset injections could provide upside here. As competition intensifies, we 
see risks increasing in FY10F, since the market has already factored in aggressive 
growth, while high gearing and dilution risks stand as concerns.  

We maintain our BUY on China Water Affairs (CWA), since core earnings from tap 
water supply have picked up owing to acquisitions, higher utilisation and tariff hikes. At 
the same time, cost control and improving corporate governance (following recent 
management change) appear to be bearing fruit. On our reading, value from vacant 
land sites has yet to be unlocked; we put this value at an additional HK$1.0/share. 
Also, CWA is trading at a 40% P/BV discount to other water peers. 

China Everbright International is 
maintained at BUY — our top pick 

Guangdong Investment is 
defensive BUY 

Beijing Enterprises Water is still a 
BUY, though risks look to be 
rising 

China Water Affairs remains a 
BUY 

Water projects have access to 
preferential interest rates 
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We maintain a BUY on Epure in view of its success in becoming an integrated 
wastewater utility (from being an EPC vendor originally), together with its net cash 
position. With equipment and BOT peers now trading at 15-30x FY10F P/Es, vs 
Epure’s 13x, we see scope for a re-rating of Epure, particularly given a potential dual 
listing in Hong Kong.  

New Environmental Energy (NEE, BUY) is looking to capture the up-cycle in WTE, and 
plans to grab a 10% market share by FY15F. Besides its superior margins and IRRs, 
NEE’s anaerobic digestion (ADU) method makes the company distinctly different from 
other WTE plays. Our forecasts appear conservative, with upside potential in both 
growth and margins. Gearing, unproven support in ADU, and downside in IRR stand 
as key risks, we believe. Even allowing for greater execution risks, valuations look 
undemanding. 

NEUTRAL and REDUCE calls 
We remain NEUTRAL on Hyflux, where valuations are at par with peers, capital 
recycling from its water trust has yet to be revived, and expansion plans remain 
invisible. Still, liquidity is checked and we think its involvement in seawater desalination 
gives Hyflux niche differentiation among Asian players that could translate to global 
exposure. 

Tianjin Capital Environmental Protection (TCEP) is a REDUCE. The government’s 
proposed cut in TCEP’s wastewater tariff remains on the table, presenting a significant 
downside risk to earnings, in our opinion. Expansion plans (greenfield: 10%, 
acquisition: 20%) appear lacklustre and valuations excessive. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Epure is a BUY 
 
 

New Environmental Energy is a 
new and emerging player in WTE; 
initiating at BUY, on undemanding 
valuations 

Hyflux maintained at NEUTRAL 

Tianjin Capital Environmental 
Protection is a REDUCE, owing to 
overhang from tariff risk 
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Exhibit 2. Valuation comparison (1) 
Price 

target Price
Market 

cap
Free 
float Rept'g Fiscal

Company Ticker Rating L. Curr. L. Curr. (US$mn) (%) curr. Y/E 09F 10F 11F 09F 10F 11F
Asia
Water Utilities
China Everbright Intl 257 HK Buy 5.50 3.84 1,802 46 HKD Dec 399 590 725 39 48 23 
Beijing Enterprises Water 371 HK Buy 3.15 2.49 1,084 29 HKD Dec 116 282 533 274 143 89 
Guangdong Investment 270 HK Buy 5.20 3.90 3,100 98 HKD Dec 2,220 2,473 2,648 18 11 7 
China Water Affairs 855 HK Buy 4.25 3.32 566 84 HKD Mar 158 225 279 529 42 24 
New Environmental Energy 3989 HK Buy 2.70 1.77 272 60 HKD Dec 26 146 281 n.a. 474 92 
Epure International EPUR SP Buy 1.10 0.82 730 45 CNY Dec 261 373 487 13 43 31 
Hyflux Limited HYF SP Neutral 3.70 3.37 1,221 66 SGD Dec 69 82 114 17 18 40 
Tianjin Capital 1065 HK Reduce 1.35 2.71 497 95 CNY Dec 229 172 94 (1) (25) (45) 
NWS Holdings 659 HK Buy 17.39 13.10 3,488 37 HKD Jun 2,529 2,611 2,743 (34) 3 5 
China Water Industry Group 1129 HK Not rated n.a. 0.23 80 71 HKD Dec n.a. n.a. n.a. n.a. n.a. n.a.
Beijing Capital Company 600008 CH Not rated n.a. 6.54 2,108 40 CNY Dec 299 355 396 14 19 12 
Shanghai Chengtou Holdings 600649 CH Not rated n.a. 12.19 4,104 44 CNY Dec 920 971 1,027 (28) 6 6 
Qianjiang Water Resources 600283 CH Not rated n.a. 11.14 466 46 CNY Dec 49 60 70 4 21 17 
Wuhan Sanzhen Industry 600168 CH Not rated n.a. 7.75 501 37 CNY Dec 62 65 75 10 4 15 
Jiangxi Hongcheng Waterworks 600461 CH Not rated n.a. 10.52 216 45 CNY Dec 24 28 31 17 15 12 
Bio-treat Technology BIOT SP Not rated n.a. 0.11 72 66 CNY Jun n.a. n.a. n.a. n.a. n.a. n.a.

Environmental Protection & Waste Treatment Utilities
Zhongyuan Environment 000544 CH Not rated n.a. 9.57 378 41 CNY Dec n.a. n.a. n.a. n.a. n.a. n.a.
Shanghai Youngsun Invest 900935 CH Not rated n.a. 0.74 180 96 CNY Dec n.a. n.a. n.a. n.a. n.a. n.a.
Tianjin Teda Co. Ltd 000652 CH Not rated n.a. 7.71 1,666 64 CNY Dec n.a. n.a. n.a. n.a. n.a. n.a.
Eguard 000826 CH Not rated n.a. 16.04 971 52 CNY Dec 148 206 254 33 40 23 

Environmental protection equipment plays
Sinomem Technology SINO SP Not rated n.a. 0.48 175 43 SGD Dec 22 29 36 666 32 21 
China High Precision Automation 591 HK Not rated n.a. 5.27 703 52 CNY Jun 200 264 485 0 32 84 
Wasion Group 3393 HK Not rated n.a. 5.10 611 45 CNY Dec 286 359 509 9 25 42 
Pan Asia Environmental 556 HK Not rated n.a. 1.63 168 25 CNY Dec 84 92 n.a. 8 10 n.a.
Xinxing Ductile Iron Pipes Co. Ltd 000778 CH Not rated n.a. 12.14 2,622 51 CNY Dec 1,150 1,283 1,511 125 12 18 
Duoyuan Global Water DGW US Not rated n.a. 27.92 619 100 USD Dec 31 33 40 60 6 22 
Nanhai Development Co 600323 CH Not rated n.a. 11.41 453 64 CNY Dec 98 109 136 2 12 24 
Zhongde Waste Te Equity ZEF GR Not rated n.a. 11.77 109 41 EUR Dec 10 8 14 (56) (23) 90 

International Peers
Veolia Environment VIE FP Not rated n.a. 24.52 8,610 93 EUR Dec 549 682 801 35 24 17 
Suez Environment SEV FP Not rated n.a. 16.59 5,796 56 EUR Dec 384 450 518 (28) 17 15 
Northumbrian Water Group Plc NWG LN Not rated n.a. 265.90 851 99 GBP Mar 89 121 117 n.a. 36 (3) 
Pennon Group Plc PNN LN Not rated n.a. 522.00 1,133 100 GBP Mar 111 123 119 21 11 (4) 
United Utilities Group Plc UU/ LN Not rated n.a. 530.50 2,230 100 GBP Mar 307 375 264 71 22 (30) 
Cia Saneamento Minas Gerais CSMG3 BZ Not rated n.a. 26.23 1,635 47 BRL Dec 466 577 554 14 24 (4) 
Cia Saneamento Basico De Sp SBSP3 BZ Not rated n.a. 30.55 3,763 50 BRL Dec 1,287 1,193 1,210 28 (7) 1 
Kurita Water Industries Ltd 6370 JP Not rated n.a. 2,782 4,130 85 JPY Mar 14,496 16,333 18,282 (11) 13 12 
PBA Holding Bhd PBAH MK Not rated n.a. 0.88 85 77 MYR Dec 17 18 n.a. (45) 3 n.a.
Puncak Niaga Holdings Bhd PNH MK Not rated n.a. 2.88 346 39 MYR Dec 183 179 204 747 (2) 14 
YTL Power International Bhd YTLP MK Not rated n.a. 2.17 4,317 23 MYR Jun 904 1,142 1,210 40 26 6 
Easter Water Resources Dev EASTW TB Not rated n.a. 4.24 214 30 THB Sep 678 858 944 19 26 10 
Manila Water Company MWC PM Not rated n.a. 15.25 655 86 PHP Dec 2,951 3,264 3,588 6 11 10 
Ion Exchange (India) Ltd ION IN Not rated n.a. 129.15 35 54 INR Mar n.a. n.a. n.a. n.a. n.a. n.a.
Thai Tap Water Supply Pcl TTW TB Not rated n.a. 4.26 515 28 THB Dec 1,618 1,884 2,068 19 16 10 
RWE AG RWE GR Not rated n.a. 65.48 26,015 79 EUR Dec 3,430 3,806 3,834 34 11 1 
Nitto Denko Corp 6988 JP Not rated n.a. 3,465 6,731 95 JPY Mar 667 36,087 39,298 150 5,313 9 
Danaher Corp DHR US Not rated n.a. 74.06 23,791 89 USD Dec 1,160 1,349 1,520 (12) 16 13 
Severn Trent Plc SVT LN Not rated n.a. 1,133 1,653 100 GBP Mar 176 232 184 n.a. 32 (20) 

Net profit 
(Local $mn)

Net earnings growth 
(%)

 
Note: Price as of 27 January 2010; market cap figure for Tianjin Capital only includes H-share value; there are minor variances in the numbers above relative to those in 
the related company reports, since the table above shows recurring and fully-diluted EPS and EBITDA excludes profits from associates. 

Source: Bloomberg consensus for not rated stocks; Nomura International (Hong Kong) Limited estimates 
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Exhibit 3. Valuation comparison (2) 

PEG
Company 09F 10F 11F 09F 10F 11F 09F 10F 11F 09-11F 09F 10F 11F
Asia
Water Utilities
China Everbright Intl 0.12 0.16 0.20 30 39 24 33.2 23.9 19.3 0.8 3.0 2.7 2.4
Beijing Enterprises Water 0.03 0.07 0.13 252 109 80 72.8 34.9 19.3 0.3 3.7 3.3 2.8
Guangdong Investment 0.35 0.39 0.42 18 11 7 11.0 9.9 9.2 0.8 1.4 1.3 1.2
China Water Affairs 0.12 0.17 0.21 472 42 24 27.9 19.6 15.8 0.2 1.8 1.7 1.6
New Environmental Energy 0.02 0.12 0.24 n.a. 474 92 82.8 14.4 7.5 n.a 1.4 1.1 1.0
Epure International 0.20 0.29 0.38 9 43 31 19.1 13.4 10.2 0.5 3.2 2.6 2.0
Hyflux Limited 0.13 0.16 0.22 19 18 40 25.7 21.7 15.5 0.8 4.5 3.9 3.2
Tianjin Capital 0.16 0.12 0.07 (4) (25) (45) 15.2 20.2 37.0 n.a. 1.1 1.0 1.0
NWS Holdings 1.23 1.27 1.33 (35) 3 5 10.7 10.3 9.8 n.a. 1.2 1.1 1.0
China Water Industry Group n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a n.a. n.a. n.a.
Beijing Capital Company 0.14 0.17 0.18 18 22 5 46.7 38.2 36.3 2.6 2.5 2.4 2.3
Shanghai Chengtou Holdings 0.36 0.49 0.55 (34) 36 12 33.6 24.7 22.0 n.a. n.a. n.a. n.a.
Qianjiang Water Resources 0.17 0.21 0.25 (2) 26 17 66.7 53.0 45.5 4.1 n.a. n.a. n.a.
Wuhan Sanzhen Industry 0.11 0.13 0.17 (19) 19 36 73.8 62.0 45.6 6.6 n.a. n.a. n.a.
Jiangxi Hongcheng Waterworks 0.20 0.25 0.22 33 25 (11) 53.4 42.6 47.8 3.0 n.a. n.a. n.a.
Bio-treat Technology n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a n.a. n.a. n.a.

Environmental Protection & Waste Treatment Utilities
Zhongyuan Environment 0.20 0.30 n.a. (17) 50 n.a. 47.9 31.9 n.a. n.a n.a. n.a. n.a.
Shanghai Youngsun Invest n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a n.a. n.a. n.a.
Tianjin Teda Co. Ltd 0.09 0.12 n.a. (18) 33 n.a. 85.7 64.3 n.a. n.a n.a. n.a. n.a.
Eguard n.a. 0.55 0.67 n.a. n.a. 22 n.a. 29.3 23.9 0.9 n.a. 4.9 4.2

Environmental protection equipment plays
Sinomem Technology 0.05 0.06 0.07 646 26 22 10.2 8.1 6.7 0.1 0.9 0.8 0.7
China High Precision Automation 0.28 0.47 0.55 5 68 17 16.5 9.8 8.4 0.4 2.9 2.3 1.9
Wasion Group 0.33 0.40 0.56 3 21 40 13.6 11.2 8.0 0.6 2.1 1.9 1.6
Pan Asia Environmental 0.11 0.12 n.a. 13 9 n.a. 13.0 11.9 n.a. n.a n.a. n.a. n.a.
Xinxing Ductile Iron Pipes Co. Ltd 0.14 0.91 1.05 (68) 549 16 86.7 13.4 11.5 0.4 n.a. 1.7 1.6
Duoyuan Global Water 1.58 1.48 1.80 n.a. (6) 21 17.6 18.8 15.5 n.a n.a. n.a. n.a.
Nanhai Development Co 0.36 0.45 0.50 3 24 11 31.6 25.5 23.1 2.1 3.0 2.7 2.5
Zhongde Waste Te Equity 0.75 0.58 1.10 (57) (23) 90 15.7 20.3 10.7 n.a. 1.1 1.1 1.0

International Peers
Veolia Environment n.a. 1.37 1.62 n.a. n.a. 18 n.a. 17.8 15.2 0.8 n.a. 1.5 1.5
Suez Environment 0.78 0.91 1.05 (29) 18 15 21.4 18.2 15.8 n.a. 2.2 2.1 2.0
Northumbrian Water Group Plc 0.11 0.23 0.26 n.a. 104 15 24.0 11.8 10.3 n.a 3.9 3.8 3.2
Pennon Group Plc 0.14 0.34 0.38 (47) 146 10 37.3 15.2 13.8 1.2 2.9 2.6 2.5
United Utilities Group Plc 0.20 0.40 0.40 (23) 99 1 26.3 13.2 13.1 0.9 2.3 2.2 2.2
Cia Saneamento Minas Gerais 1.09 4.61 4.96 (69) 325 8 24.2 5.7 5.3 0.5 0.7 0.7 0.7
Cia Saneamento Basico De Sp 1.92 5.43 5.69 (57) 183 5 15.9 5.6 5.4 0.6 0.6 0.6 0.5
Kurita Water Industries Ltd 36.1 140.9 160.9 (71) 290 14 77.0 19.7 17.3 2.4 n.a. 1.8 1.7
PBA Holding Bhd 0.05 0.05 n.a. (46) 2 n.a. 17.3 16.9 n.a. n.a 0.5 0.4 n.a.
Puncak Niaga Holdings Bhd 0.44 0.44 0.50 743 (2) 14 6.5 6.6 5.8 0.1 0.8 0.7 0.7
YTL Power International Bhd 0.16 0.17 0.18 40 5 6 13.6 13.0 12.3 0.8 2.1 1.9 1.8
Easter Water Resources Dev 0.13 0.51 0.57 (64) 311 11 33.9 8.2 7.5 0.5 n.a. 1.0 1.0
Manila Water Company 0.29 1.48 1.65 (74) 411 11 52.6 10.3 9.3 0.8 n.a. 1.6 1.4
Ion Exchange (India) Ltd n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a n.a. n.a. n.a.
Thai Tap Water Supply Pcl 0.11 0.48 0.52 (72) 353 8 40.6 8.9 8.3 0.8 n.a. 1.7 1.6
RWE AG n.a. 7.09 7.15 n.a. n.a. 1 n.a. 9.2 9.2 0.6 n.a. 2.5 2.2
Nitto Denko Corp 59.6 232.9 254.2 3,604 291 9 58.1 14.9 13.6 0.0 n.a. 1.4 1.3
Danaher Corp 1.08 4.02 4.56 (74) 274 13 68.9 18.4 16.3 5.6 2.1 1.9 1.7
Severn Trent Plc 0.48 0.81 0.82 n.a. 67 2 23.4 14.1 13.8 n.a 2.6 2.6 2.6

EPS (Local $) EPS growth (%) P/E (x) P/BV (x)

 
Note: Prices as of 27 January 2010; market cap figure for Tianjin Capital only includes H-share value; there are minor variances in the numbers above relative to those 
in the related company reports, since the table above shows recurring and fully-diluted EPS and EBITDA excludes profits from associates. 

Source: Bloomberg consensus for not rated stocks; Nomura International (Hong Kong) Limited estimates 
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Exhibit 4. Valuation comparison (3) 

Company 09F 10F 11F 09F 10F 11F 09F 10F 11F 09F 10F 11F 09F 10F 11F
Asia
Water Utilities
China Everbright Intl 0.4 0.6 0.8 31 47 59 8.6 11.5 12.6 4.8 6.1 6.3 21.8 15.8 12.4
Beijing Enterprises Water n.a. n.a. n.a. 113 190 188 5.5 11.2 17.0 2.0 3.0 4.0 52.0 25.3 13.2
Guangdong Investment 3.0 3.4 3.6 31 23 9 13.1 13.3 12.9 6.7 7.1 7.1 6.8 6.2 5.8
China Water Affairs 1.1 1.6 2.0 31 24 14 6.5 8.7 10.0 2.7 3.5 4.0 12.6 9.8 8.1
New Environmental Energy n.a. n.a. n.a. 90 68 73 3.0 7.9 13.1 0.7 3.3 5.2 37.2 10.9 6.0
Epure International n.a. n.a. n.a. (80) (80) (70) 18.1 21.2 22.2 10.4 12.5 13.5 12.0 8.9 6.7
Hyflux Limited 1.0 1.0 1.6 83 103 96 17.6 17.8 20.8 14.6 17.2 17.2 19.4 16.7 12.9
Tianjin Capital 1.6 1.2 0.7 89 51 47 7.0 5.1 2.7 3.1 2.6 1.5 9.6 11.6 17.0
NWS Holdings 4.7 4.9 5.1 16 15 11 12.3 11.6 11.5 7.3 8.9 9.0 23.2 21.2 16.9
China Water Industry Group n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Beijing Capital Company 1.3 1.7 1.9 n.a. n.a. n.a. 5.1 5.3 5.6 n.a. n.a. n.a. n.a. n.a. n.a.
Shanghai Chengtou Holdings 0.6 0.7 0.7 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Qianjiang Water Resources n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Wuhan Sanzhen Industry n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Jiangxi Hongcheng Waterworks n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Bio-treat Technology n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Environmental Protection & Waste Treatment Utilities
Zhongyuan Environment n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Shanghai Youngsun Invest n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Tianjin Teda Co. Ltd n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Eguard n.a. 0.2 0.3 n.a. n.a. n.a. n.a. 16.0 16.5 n.a. 6.1 5.9 n.a. n.a. n.a.

Environmental protection equipment plays
Sinomem Technology n.a. 1.0 2.1 (17) (14) (15) 9.1 12.3 14.3 5.8 n.a. n.a. 7.5 6.0 4.7
China High Precision Automation 0.8 1.5 1.8 (62) (47) (49) n.a. n.a. n.a. n.a. n.a. n.a. 10.9 6.1 5.1
Wasion Group 2.3 2.9 4.0 (3) 5 7 16.8 17.4 20.9 9.3 9.6 10.3 10.1 7.9 5.9
Pan Asia Environmental 2.1 2.8 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Xinxing Ductile Iron Pipes Co. Ltd n.a. 1.4 1.6 n.a. n.a. n.a. n.a. 11.9 12.6 n.a. 8.7 8.9 n.a. n.a. n.a.
Duoyuan Global Water n.a. n.a. n.a. n.a. n.a. n.a. 22.4 16.4 n.a. 21.2 14.7 n.a. n.a. n.a. n.a.
Nanhai Development Co 1.2 1.2 1.8 n.a. n.a. n.a. 9.7 9.8 10.8 5.0 4.4 4.6 n.a. n.a. n.a.
Zhongde Waste Te Equity 1.3 1.3 1.7 (66) (41) (40) 7.4 5.4 9.4 n.a. n.a. n.a. 4.7 3.9 2.7

International Peers
Veolia Environment n.a. 4.9 5.1 n.a. 203 197 n.a. 8.9 11.0 n.a. 3.8 4.0 n.a. n.a. n.a.
Suez Environment 3.8 3.9 4.1 170 194 192 10.6 12.7 13.3 3.7 4.1 4.0 7.0 6.3 5.8
Northumbrian Water Group Plc 3.4 5.2 5.4 631 639 566 20.6 33.7 32.9 3.5 4.7 5.7 9.5 9.1 8.4
Pennon Group Plc 2.7 4.4 4.6 316 289 289 8.6 17.4 18.9 3.5 5.2 6.3 9.7 9.6 8.8
United Utilities Group Plc 4.3 5.9 6.0 323 322 337 11.7 17.0 16.4 3.7 4.9 5.6 8.3 9.2 8.9
Cia Saneamento Minas Gerais 5.3 7.9 8.4 30 40 37 n.a. 11.7 12.3 n.a. 6.4 6.1 4.5 4.1 3.6
Cia Saneamento Basico De Sp 5.3 4.4 5.1 56 55 51 n.a. 9.4 9.1 n.a. 4.1 4.3 4.9 4.5 4.1
Kurita Water Industries Ltd n.a. 1.3 1.4 n.a. (19) (24) n.a. 10.0 10.6 n.a. 9.3 9.8 n.a. n.a. n.a.
PBA Holding Bhd 2.4 3.0 n.a. n.a. n.a. n.a. 3.9 2.3 n.a. 1.4 1.7 n.a. n.a. n.a. n.a.
Puncak Niaga Holdings Bhd 4.0 4.3 4.9 70 57 (52) 10.2 10.7 12.4 1.9 1.8 2.0 1.9 1.9 1.8
YTL Power International Bhd 6.1 6.2 6.3 229 212 194 17.1 16.8 16.0 3.9 4.1 4.0 10.7 10.3 9.9
Easter Water Resources Dev n.a. 7.9 7.5 n.a. 46 42 n.a. 13.5 13.6 n.a. 8.9 9.0 n.a. n.a. n.a.
Manila Water Company n.a. 3.0 3.3 n.a. 62 62 n.a. 17.4 17.0 n.a. 7.2 7.0 n.a. n.a. n.a.
Ion Exchange (India) Ltd n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Thai Tap Water Supply Pcl n.a. 6.5 7.1 n.a. 68 49 n.a. 19.8 19.8 n.a. 9.7 10.5 n.a. n.a. n.a.
RWE AG 1.3 5.8 6.0 n.a. 107 112 n.a. 28.8 26.2 n.a. 5.1 5.0 n.a. n.a. n.a.
Nitto Denko Corp n.a. 1.5 1.5 n.a. (17) (21) n.a. 9.2 9.1 n.a. 6.3 6.5 n.a. n.a. n.a.
Danaher Corp 0.0 0.2 0.2 11 8 5 n.a. 11.6 11.7 n.a. 6.9 7.6 12.8 10.8 9.8
Severn Trent Plc 3.8 5.6 5.6 400 393 394 13.3 17.6 17.4 3.4 4.3 5.1 8.4 8.8 8.6

Yield (%)
Net debt/equity 

(%) RoE (%) RoA (%) EV/EBITDA (x)

 
Note: Prices as of 27 January 2010; market cap figure for Tianjin Capital only includes H-share value; there are minor variances in the numbers above relative to those 
in the related company reports, since the table above shows recurring and fully-diluted EPS and EBITDA excludes profits from associates. 

Source: Bloomberg consensus for not rated stocks; Nomura International (Hong Kong) Limited estimates 
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Comparison of capacity, business mix and revenue 
 

Exhibit 5. Capacity comparison of companies under coverage 
   Tap water supply (mn m3)    Wastewater (mn m3)    Waste-to-energy (tonne)    

  
In 

operation 
In the 

pipeline Total   
In 

operation
In the 

pipeline Total  
In 

operation
In the 

pipeline Total Other assets and operations 
China Everbright 
Int'l 

 1.69  -  1.69   -  -  - 4,150 4,600 8,750 Straw fired power project of 
1,600 tonnes 
Solid waste disposal project of 
600,000 tonnes  

Guangdong 
Investment 

 -  -  -    -  -  -   -  -  - Dongjiang raw water supply 
project, investment properties in 
HK & China, hotels in HK & 
China, toll road and bridges, 
shopping malls, etc.  

Beijing Enterprise 
Water 

 0.30  0.36  0.66   2.00 1.44 3.44  -  -  - n.a.  

China Water Affairs  4.00  -  4.00    0.13  - 0.13   -  -  - Investment properties, vacant 
land of 5.3mn m2, financial 
assets, etc.  

Epure  -  -  -   - 0.58  0.58  -  -  - n.a.  
Hembly  -  -  -    -  -  -  675 5,750 6,425 n.a.  
Hyflux  -  -  -   1.04 0.08 1.12  -  -  - Desalination projects:  

Tlencem (200k m3), Magtaa 
(500k m3)  

Tianjin Capital  0.26  -  0.26    3.55 0.14  3.69   -  -  -  n.a.   
Note: includes core-business assets only 

Source: Company data; Nomura International (Hong Kong) Limited 

 

Exhibit 6. Revenue breakdown of stocks under coverage (FY10F) 
Company Raw water 

distribution 
Tap Water Waste-water 

(incl. EPC)
WTE & waste 

treatment
Seawater 

desalination
Others

CEI  -  - 25.7 69.2  - 5.1 
GDI  51.1  - -  -  - 48.9 
BEW  -  - 98.1  -  - 1.9 
CWA  -  89.1 6.4  -  - 4.5 
Epure  -  - 100.0  -  - -
NEE  -  - - 100.0  - -
Hyflux  -  - 32.0  - 64.0  4.0 
TCEP  - 9.9 77.1  -  - 13.0  
Source: Nomura International (Hong Kong) Limited 

 

 

 



 

 

Water & Environment | Asia Evan Li / Ivan Lee, CFA

1 February 2010 Nomura 14

Industry conditions 

Pressing water shortages in China 

Severe water shortages increasing awareness of conservation 
In recent months, severe drought in southern Chinese provinces has threatened rice 
crops and reservoirs, and left thousands of people short of drinking water. In the south 
of Guangdong province, rainfall in 10M09 was down 14% from previous averages, with 
more than 55,000 hectares of cropland and 50,000 residents affected by water 
shortages due to drought. According to Guangdong Provincial Flooding and Drought 
Relief Headquarters, water levels in Guangdong’s 32 key reservoirs are down 2.34bn 
m3 y-y. Elsewhere, more than 70,000 people in Zhangzhou City, Fujian province, are 
short of drinking water, according to Xinhua News.  

Both Macau and Zhuhai rely on the Xijiang River in Guangdong, a major tributary of 
the Pearl River, and they experience salt tides in winter and spring as water reserves 
ebb and seawater flows back in. These salt tides have become more serious since 
2003 owing to global warming and growing demand for water in areas along the upper 
reaches of the river. Salt tides arrived in Zhuhai last year some two months earlier than 
the November norm. The salinity level dropped to 95-112mg/litre during this period, 
from the 250mg/litre standard for drinking water defined by the World Health 
Organization. 

The increasing severity of water shortages, exacerbated by growing demand and 
water pollution, has heightened awareness of conservation. Tariff hikes seem to be the 
most effective way of cutting usage, in our view, and have been implemented in major 
cities since January 2009. Still, we believe more serious political measures will be 
rolled out, the goal being to enforce stricter standards, realign bureaucracies/ 
administrations, promote water infrastructure development and efficiency, and reduce 
pollution. 

Natural shortages — worsened by disparity 
In 2008, China has total average water resources of 2.7tn m3, or 6% of the world’s 
water resources, making the country the fourth-largest water source in the world. 
China has three of the world’s 10 longest rivers (the Yangtze, Huang He and 
Heilongjiang). 

But these figures have to be seen in the context of China’s population (20% of the 
world’s population). On this basis, China’s water resources per capita stand at 2,132 
m3, compared with a global average of 6,624 m3, making China one of the 13 most 
water-deficient countries, according to the World Bank. With China’s population 
forecast by the MWR to reach 1.6bn by the middle of the century, its per capita water 
resources will likely slide further to 1,700 m3. 
 

Though China does lie south and 
north of great rivers … 

… its population puts an 
understandable strain on 
resources 

Rivers turn increasingly brackish 
as freshwater is drawn down … 

… and nothing spurs 
conservation like higher prices 
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Exhibit 7. Water resources per capita around the world 
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Source: World Bank – World Development Indicators 2009; Nomura International (Hong Kong) Limited 

 

On MWR estimates, 100mn people in more than 400 Chinese cities (of a total of 655) 
have limited access to drinking water, while 270mn people in the countryside have 
unsafe water sources. The MWR estimates the annual water shortage at 40bn m3, 
and see it affecting economic production to the tune of RMB500bn. 

Furthermore, water resources are unevenly distributed between North and South, 
exacerbating the shortage in some metropolitan areas. Due to North China’s half-
moist/half-acrid climate, per capita water volume there is just 20% of that of South 
China and 10% of the world’s average. The North accounts for 46% of the country’s 
population, 64% of its cultivated land and 44% of its GDP. But the North’s water 
resources are only 19% of the nation’s total, according to government statistics. 
Moreover, water resources in the North are mostly exploited, with relatively high 
utilisation ratios for surface (66%) and ground (90%) water.  

Since China is still a developing and industrial country, inefficient use of water during 
production and consumption, as well as leakages and theft of water supply (collectively 
referred as “non-revenue water”), means the nation’s GDP per unit of water 
consumption (m3) is just one-third of the global average (source: Ministry of Water 
Resources).  
 

Exhibit 8. International standard of water scarcity 
Definition Standard (m3/per capita)
Mild water scarcity below 3,000
Moderate water scarcity below 2,000
Severe water scarcity below 1,000
Extreme water scarcity below 500 
Source: Chinese Hydraulic Engineering Society; Nomura International (Hong Kong) Limited 

Consistent rise in water demand 
China’s national water demand (includes urban and rural areas) increased at a 0.9% 
CAGR during 2000-08, compared with 0.8% growth in water supply volume, according 
to the National Bureau of Statistics. 

According to statistics from the Chinese Academy of Science, every 1pp increase in 
urbanisation would lead to a rise in water demand of 1.7bn m3 (0.9bn m3 from 
residential, 0.7bn m3 from industrial), further exacerbating China’s water shortage. 

 

 

 

Demand is also rising faster than 
supply 

Limited access to drinking water 
across China 

China: parched north, soaked 
south 
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Exhibit 9. Water supply mix (2008) 
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Source: China Statistical Yearbook; Nomura International (Hong Kong) Limited  

 Exhibit 10. Water demand mix (2008) 

Environmen
tal
2%

Agriculture
62%

Industrial
24%

Residential
12%

Environmental
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Source: China Statistical Yearbook; Nomura International (Hong Kong) Limited  

 

Owing to economic growth, we forecast that China’s total water demand will rise 
consistently at a 1-3% CAGR, from 591bn m3 in 2008 to 642bn m3 in 2010F, and 
reach 1,212bn m3 by 2050F. 
 

Exhibit 11. China water demand trend and forecast 
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Source: China Statistical Yearbook; Nomura International (Hong Kong) Limited 

Pollution exacerbates water scarcity 
Natural landscape and rainfall variations are not the only factors affecting water 
resources in major cities. As a result of rapid growth in the industrial sector, China’s 
environmental problems are more acute than ever. According to government statistics, 
in FY07, about 50% of the country’s wastewater was released into rivers and the sea 
without any treatment. Shanghai, for example, is surrounded by rivers but still has one 
of the lowest water resource per capita figures in the country, partly due to its large 
population growth and water pollution in upstream areas. 

Per 2008 data, 13.2mn tonnes of Chemical Oxidation Demand (COD) from industrial and 
residential water consumption are being discharged into China’s rivers and the sea 
annually, in addition to 1.3mn tonnes of ammonia and nitrogen. According to SEPA, 62% 
of the water flow from the seven major river basins is classified as non-potable. 

Moreover, SEPA states that of 161 emergency incidents concerning the environment 
in FY06, 59% involved water. Data for 2005 show that environmental hazards were 
occurring every two days and 70% of these incidents were caused by water pollution. 
Economic losses caused by environmental pollution accounted for 10% of GDP in 
2004, according to SEPA, and 56% of these losses involved water pollution. 

Untreated waste released into 
rivers makes matters worse … 

… this includes serious industrial 
pollutants  
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How much can water pollution cost? 
The World Health Organization (WHO) and SEPA suggest that water scarcity 
attributable to pollution costs China some RMB95-199bn pa; while pollution-caused 
scarcity is believed to be the cause of drought, which causes China another RMB25bn 
pa on loss of grains and other crops. Seawater pollution along the coastline also 
causes loss of fish and other aquatic life. The Ministry of Agriculture estimates that 
RMB4.3bn of losses incurred by fisheries alone were due to short-term water pollution 
incidents, while the long-term impact could be much greater. Overall, the World Bank 
and SEPA estimate that water shortages, inefficient water usage and pollution could 
cost 8-10% of the nation’s GDP. 

Other than economic losses, polluted water can also affect health in the long term. We 
note that WHO statistics show that the incidence of liver cancer in China’s rural areas 
is well above the global average — it may be that water pollution has a role in this.  

What constitutes water pollution? 
Water pollution can occur in organic (eg, dead or decaying bodies) or inorganic (eg, 
heavy metals, untreated acids, salts, agricultural and industrial runoffs) forms, which 
require oxygen to decompose.  

 Insoluble particles that block sunlight to water systems, thus preventing oxygen 
production, as well as excessive nutrients (eg, nitrates and phosphates from 
fertilisers or industrial waste) that cause algae/plankton to bloom and consume 
most of the oxygen in the water, are another form of pollution that degrades water 
quality. 

 High temperature water consumed by factories and power plants in their cooling 
systems is known as thermal pollution, and reduces the oxygen being carried in the 
water. 

 Acid rain from air pollution indirectly affects aquatic life and biodiversity. 

 

China might be forfeiting as much 
as a tenth of GDP in issues 
related to water pollution … 

… not to mention the human cost
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Revenue and regulation 

Water tariffs continue to rise 
Water prices have been marching forward since January 2009 
Dozens of major cities in China moved to hike water tariffs since the start of 2009. On 
22 December, 2009, the Water Bureau of Beijing announced a rise in residential water 
tariffs by 8% to RMB4.0/m3 — the fifth hike since 2001 — with the government raising 
funds for the South-to-North Water Diversion project and keen to promote 
conservation of water.  

Chi Feng city in Inner Mongolia lifted its water tariffs by 140% in March 2009, followed 
by Guangzhou city (29-171%, on a progressive mechanism), Lanzhou city in Gansu 
(12-50%), Zhanjiang city in Guangdong (16%), Tianjin (8-15%), Nanjing (12%), 
Shanghai (52%), and Shenzhen (32-60%). In most cases, the hikes applied to both 
residential and industrial/commercial users, though the latter have faced a bigger 
increase as the government seeks to promote water efficiency and water still accounts 
for an insignificant proportion of production costs for most industries. 

We believe the recent NDRC policy on water tariff mechanism (detailed below) and 
tariff hikes across major Chinese cities are in response to a government initiative led 
by the Ministry of Water Resources in January 2009. The goal: water tariffs should 
increase to support the government’s 2010F target of reducing water consumption  
(per unit of GDP) by 20%, fight pollution and raise quality.  
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Exhibit 12. Cases of water tariff adjustments since 2009 
Unit: RMB/m3 Before After % Effective Unit: RMB/m3 Before After % Effective
Guangzhou, Guangdong Lanzhou, Gansu
Waste water treatment Residential 1.45       1.75                  20.7    

 0.9 (consumption 
under 22 m3) 28.6               Administration 1.76       2.50                  42.0    

 1.2 (consumption 
within 23-30 m3 71.4               Business 2.50       2.80                  12.0    

 1.5 (consumption 
above 30 m3) 114.3             Industrial 1.90       2.53                  33.2    

Industrial 0.70               1.40                       100.0             Special business 10.00     15.00                50.0    
Administration 0.70               1.20                       71.4               Chifeng, Inner Mongolia
Business 0.70               1.40                       100.0             Waste water treatment 0.25       0.60                  140.0  1-Mar-09
Sepcial industry 0.70               1.90                       171.4             Beijing
Zhanjiang, Guangdong Residential
Waste water treatment fee  - Tap water supply 1.70      1.70                 -     
Phase 1 0.61               0.71                       16.4               1-Mar-09  - Water resource fee 1.10      1.26                 14.5   
Phase 2 0.71               0.86                       21.1               1-Dec-09  - Waste water treatment 0.90      1.04                 15.6   
Phase 3 0.86               1.00                       16.3               1-Dec-10 Total 3.70       4.00                  8.1      
Integrated water tariff Anqing, Anhui
Residential 2.05               2.18                       6.3                 Residential 0.96       1.20                  25.0    
Industrial 2.28               2.41                       5.7                 Industrial 1.15       1.30                  12.7    
Business 3.20               3.33                       4.1                 Business 1.62       1.62                  -      
Administration 2.30               2.43                       5.7                 Administration 1.14       1.44                  26.3    
Special Industry 4.04               4.17                       3.2                 Special industry 1.73       2.30                  33.1    
Integrated 2.32               2.45                       5.6                 Ningbo, Zhejiang
Nanjing, Jiangsu Phase 1
Residential Residential 2.20       2.75                  25.0    
 - Tap water supply 1.14               1.24                      8.8                Business 4.30       5.30                  23.3    
 - Waste water treatement 1.10               1.30                      18.2              Industrial 5.10       6.10                  19.6    
 - Water resource fee 0.20               0.20                      -                Special business 10.80     10.80                -      
 - City development surcharge 0.06               0.06                      -                Phase 2
Total 2.50               2.80                       12.0               Residential 2.75       3.20                  16.4    
Total 2.80               3.10                       10.7               End 2010  - Tap water supply 2.10      2.40                 14.3   
Tianjin  - Waste water treatment 0.65      0.80                 23.1   
Residential 3.40               3.90                       14.7               Business 5.30       5.95                  12.3    
Industrial 6.20               6.70                       8.1                  - Tap water supply 3.50      4.15                 18.6   
Business 6.20               6.70                       8.1                  - Waste water treatment 1.80      1.80                 -     
Administration 6.20               6.70                       8.1                 Industrial 6.10       6.75                  10.7    
Special industry 20.60             21.10                     2.4                  - Tap water supply 3.50      4.15                 18.6   
Shanghai  - Waste water treatment 2.60      2.60                 -     
Residential Special business 10.80     12.80                18.5    
 - Tap water supply 1.03               1.33                      29.1               - Tap water supply 9.00      11.00               22.2   
 - Waste water treatment 0.90               1.08                      20.0               - Waste water treatment 1.80      1.80                 -     
Integrated 1.84               2.30                       25.0               Yangzhou, Jiangsu
 - Tap water supply 1.33               1.63                      22.6              2.57       2.77                  7.8      End 2009

 - Waste water treatment 1.08               1.30                      20.4              

 3.0 
(consumption 
under 22 m3) 8.3      

Integrated 2.30               2.80                       21.7               

 4.5 
(consumption 

within 23-30 m3) 62.5    

Shenzhen, Guangdong

 6.0 
(consumption 
above 30 m3) 116.6  

Industrial 2.25               3.3-3.6 46.67-60 Shenyang, Liaoning

Residential 1.90               

 2.5-2.6 
(consumption 
under 22 m3) 31.58-36.84 Residential 1.90       2.40                  26.3    Unknown

22-Dec-09

1-Dec-09 1-Dec-09

1-Nov-09Residential 0.70               

1-Jan-09

1-Dec-09

1-Apr-09

1-Jul-101-Apr-09

20-Jun-09

20-Nov-10

Residential 2.77       End 2010

Unknown

Source: Xinhua, Sohu, Sina News; Nomura International (Hong Kong) Limited 

 

Tariff hikes likely to be steeper, more frequent 

Water tariffs have been on an uptrend  
Ever since the government recommended in the 10th Five-Year Plan (2001-05) that 
water should be viewed as a commercial product and prices should be set according 
to water’s scarcity, prices have been on the rise.  

In 2009, the integrated water price of 36 large and medium-sized cities went up 5.5% 
y-y to RMB2.88/m3, according to H2O China and Ministry of Water Resources, an 
acceleration from the 3.0% hike in 2008. Larger increases can be expected in 2010F 
and beyond, we believe, given many hike requests have been lodged with local pricing 
bureaux but have yet to be implemented. 
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Exhibit 13. Average water tariff among China’s 36 largest cities 
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Source: H2O-China; Ministry of Water Resources; Nomura International (Hong Kong) Limited 

Tariffs to widespread into second/third tier cities 
Water tariffs in second- and third-tier cities — the focus of operations for the water 
utilities under our coverage — historically have been lower than in major cities, even 
before the gap expanded through the tariff hikes implemented in 2009. As a result, we 
see these cities having the greatest potential for further hikes in 2010-11F.  

Governments are passing through subsidies to end-users 
Through tariff hikes, local authorities can pass through subsidies (particularly for 
wastewater treatment plants) to end-users, reducing the financial burden of the 
government. In view of the urgency to ramp up investment to improve water efficiency and 
quality, as well as massive water exploitation projects now under way, local governments 
have ample motivation to hike water prices in order to raise funds to support such capex.  

Tariff hikes remain the most effective way of boosting efficiency 
The central government is aware that China has no imminent solutions to expand 
water resources, given the delays encountered by the multi-decade South-to-North 
water diversion project. By the same token, seawater desalination does not look a 
viable option in China, unlike the Middle East, which is short of alternatives. Our view 
is that tariff hikes remain the most realistic way of bringing about a change in people’s 
behaviour regarding water conservation.  

As one of its goals in the 11th Five-Year Plan, China aims to reduce water 
consumption per unit of GDP by 20% during 2006-10F. Per government data, Water 
consumption per RMB10,000 of GDP was 229 m3 in 2008, compared with 306 m3 in 
2005, so it appears that progress is being made. However, according to a press 
conference in February 2009, the MWR intends to cut this ratio by another 45% by 
2020F (relative to the 2009 level) due to severe water shortages and in view of China’s 
long-term goal of improving water conservation and efficiency.  

Greater upside potential in tariff hikes than for other utilities 
Water is still catching up in post-reform tariff escalation following liberalisation of the 
industry in FY04. Water remains one of the cheapest utilities in China, with pricing at  
only 20% of the international average and, as per China Water Net, accounting for 
0.8% of average disposable income among Chinese households, compare with an 
average of 2.5-3.0% for international peers and the 3% recommended by the Ministry 
of Housing as an effective benchmark to reflect water conservation. 

While regulatory risk remains a concern – water utilities have to obtain approval for 
tariff hikes from the government and at public hearings – hikes are made possible by 
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local authorities which are subject to less bureaucracy and have fewer social concerns 
than at central government level. We note this is in contrast to on-grid power tariffs. 
 

Exhibit 14. Changes in residential utilities prices 
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Source: CEIC; Nomura International (Hong Kong) Limited 

China’s urban water tariff is only 20% of the world’s average 
China’s current water tariff in urban areas is only 20% of the world’s average, although 
demand for water is more inelastic than for other utilities. In line with the government’s 
agenda to benchmark water tariffs to international standards, as well as to reflect the 
value of water scarcity, we see an upward trend in China’s water prices. 
 

Exhibit 15. Water tariffs in different countries/cities 
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Less sensitive to inflation 
While China’s inflationary environment is a key concern for 2010-11F, water remains a 
low-cost component for most industries, and carries less sensitivity for the consumer 
price index than power, gas and crude oil. 

Recent tariff hikes have limited upside for water utilities 
Recent tariff hikes have been mainly done at the end-user level, but the immediate 
implications for water utilities are mixed, given such increments first go directly to 
government treasuries.  

Neutral for wastewater treatment projects, as they were given designated tariffs at 
the inception of their BOT concessions to justify a reasonable 8-12% ROE, as guided 
by the government. Hence, a rise in end-user tariffs would not necessarily imply any 
change in the fee receivable by wastewater operators. 

Positive for tap water supply plants, since price liberalisation leads to commercial 
returns, which could turn around operations from their distressed probability — 
essentially ending their role as de facto welfare vendors for the state. 

Nevertheless, tariff hikes allow government subsidies — mainly to wastewater 
treatment operators and other water exploitation projects — to be passed through to 
consumers, where we see less regulatory risk going forward for the water utilities 
operating downstream, in terms of margins and profit/resources being reallocated by 
the government out of political considerations.  

New directive from NDRC supports water tariff hikes 
In July 2009, the NDRC rolled out a directive ("Notice for improving urban water tariff 
management") regarding the determination of water tariffs. While the bulk of the 
directive addresses water conservation, efficiency and quality, we believe it reiterates 
the legitimate rights that municipal governments have in raising water tariffs, and that 
water prices should overall be lifted, with due consideration given to affordability 
among low-income households. 

Key points from the policy: 

 Promote water savings and efficiency, and raise utilisation of raw water resources. 
Unify investment strategies for wastewater treatment and tap water supply, and lift 
wastewater treatment tariffs from the currently low base. 

 Improve regulations governing tariff setting when determining the cost of water 
treatment for urban tap water utilities. Ensure management teams are cost efficient, 
and active in reducing pipeline leakages. Increase transparency in the 
determination of water tariffs, and adjust water tariffs according to various social 
requirements. 

 Deploy a progressive tariff mechanism (ladder system) for residential users, and 
excess/penalty tariffs for non-residential users. Various cities are entitled to 
determine the incremental differences in respect of progressive tariffs. 

 Categorise water tariffs: 1) residential; 2) non-residential; and 3) special users (eg, 
bathing facilities and car wash). Tariffs should be reasonable and provide adequate 
compensation and returns for water operators. Encourage water recycling and 
study a tariff mechanism in this regard.  

 Tariff adjustment should consider the affordability of low-income households. 
Government subsidies can be granted to ensure basic living standards are not 
affected. 

 China’s water crisis should be made known to the public, in respect of water 
shortages and severe pollution, to ensure social harmony. 
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Background on water tariff evolution 
Over the past two decades, the Chinese government has made significant reforms in 
the pricing mechanism for water tariffs. Prior to 1985, water in China was provided to 
citizens free of charge. Following severe water shortages, government officials realised 
this approach would hinder China’s economic growth and began to build awareness of 
the need for water conservation.  
 

Exhibit 16. Evolution of the Water Resources Law 
New Water Resource Law (2002)   Old Water Resource Law (1988) 
Article 7: The state will establish a water abstraction permit system, and 
anyone who consumes the water resource shall pay for this usage. 

  Article 32: The state will establish a water abstraction permitting 
system.  

Article 12: The State Council's Ministry of Water Resources shall be in 
charge of the unified administration of water resources throughout the 
entire country.  

  Article 9: The state shall carry out a system of unified 
administration on water resources in association with administration 
at various levels and by various departments.  

Article 30: The Ministry of Water Resources should consider 
maintaining the flux in rivers, the water level in lakes and water 
reservoirs, and the water table of groundwater at a reasonable level and 
should consider maintaining the self-purification capability for water 
bodies when drafting the development and utilisation plan of water 
resources.  

  No corresponding rules 

Article 49: Water consumption will be charged based on the actual 
amount of water consumption, and the progressive water tariff system 
will be executed if users exceed their water quotas.  

  No corresponding rules 

Source: US Department of Commerce, International Trade Administration 

 

Water pricing reforms were planned in 21 provinces, autonomous regions and 
municipalities, with 12 provinces and cities implementing firm methods of water price 
management by 2005. According to the policy outline provided by the NDRC and the 
MWR in 2005, “…the number of people who should pay for water consumption will 
increase, and the amount they pay will see a moderate hike.” 
 

Exhibit 17. What level of water tariff is affordable in China? 

(RMB/m3) Current water tariff 
Assuming water tariffs account for 

2% of disposable income
Beijing 4.00 11.57
Tianjin 3.90 9.09
Dalian 2.90 8.39
Shanghai 2.11 13.12
Nanjing 2.80 11.28
Hangzhou 1.85 12.05
Jinan 3.30 10.00
Guangzhou 2.22 12.48
Chongqing 2.80 7.62
Urumchi 2.06 6.32 
Source: H2O-China; Ministry of Water Resources; Nomura International (Hong Kong) Limited 

 

 

 

 

 

 

 

 

 

 

Giving water away did not 
promote economic use … 

… now more people will pay more
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Exhibit 18. China: water bill as percentage of disposable household income 
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Source: Bureau Statistics of China; Nomura International (Hong Kong) Limited 

 

Exhibit 19. World comparison: average water bills as percentage of net disposable income 
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Note: Net disposable income of OECD countries at the lowest decile of the population, except for China 

Source: OECD - Managing Water for All; Nomura International (Hong Kong) Limited 
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China water market 

Identifying growth in the water market 
The water industry in China was previously a commonwealth service run by the 
government, with limited fees levied for water treatment and the consumption of 
resources. This system led to significant amounts of water being squandered and 
polluted, as well as to a lack of capital in the construction, renovation, operation, and 
maintenance of water and wastewater infrastructure. 

In 2000, China made its first reform moves in the 10th National Five-Year Plan (2001-
05), outlining a goal to view water as a commercial product rather than a public welfare 
product. Following China’s accession to the World Trade Organization, the water 
market was liberalised, backed by legislative reforms (eg, new Water Resources Law 
in 2002 and Quickening the Commercialisation of City Utilities Policy in 2003), with the 
intention of attracting capital from private and foreign enterprises. China budgeted 
RMB473bn for the water industry in the 11th National Five-Year Plan (2006-10F), and 
the figure was boosted by RMB33bn in January 2008 by the Ministry of Construction 
as part of a push to enhance water quality. Following China’s RMB4tn stimulus 
package, announced in November 2008, the State Council immediately approved a 
sum of RMB20bn to be spent on rural water conservation. 

Our expectations of the 12th Five-Year Plan: We think recent legislative 
developments reflect China’s new political willingness to take action on water supply 
penetration, conservation and pollution. We believe more government initiatives will 
emerge over the next decade. The 12th Five-Year Plan (2011-15F) should reiterate 
the government’s growth and penetration strategies for water and environmental 
protection, in our view, and underline the need for higher standards in output and 
operation. In this context, we believe quality operators – those able to achieve higher 
environmental standards for wastewater treatment – should outperform the industry. 
 

Exhibit 20. China’s fixed assets investment in water 
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Source: CEIC; Nomura International (Hong Kong) Limited 

What does the Ministry of Environmental Protection think? 
Our recent dialogue with Dr Xia Guang, Director General of the Policy Research 
Centre for Environment and Economy at the Ministry of Environmental Protection, 
suggests that government support in water and environmental investments should 
accelerate and emphasis would be put on quality, rather than just growth. He believes 
that water pollution — not air pollution — is the most pressing environmental issue in 
China. 

 

 

A key change has been to think of 
water as a product  

Another key change has been a 
willingness to act 
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Below are some key takeaways from Dr Xia: 
 While the pollution surcharge for sulphur dioxide (SO2) emissions has been lifted to 

RMB1.26/kg (from RMB0.63/kg), the central government is also: 1) guiding local 
officials to raise standards for chemical oxygen demand (COD) discharges; 2) 
ensuring wastewater treatment tariffs would be at least RMB0.8/m3, to maintain 
reasonable profitability among operators; and 3) lifting waste-processing fees and 
improving pricing structures for waste treatment and management. We believe 
these initiatives are positive for wastewater treatment and waste-to-energy 
operators. 

 The central government would start procuring equipment/products in environmental 
protection, benefiting engineering, procurement, and construction (EPC) vendors. 

 The RMB4tn stimulus package announced by the Chinese government in late 2008 
does not merely look into recovery from the global financial crisis, but aims to 
improve residential living standards, according to Dr Xia. The MEP has already 
issued eight policies to boost long-term development in “energy savings and 
pollution reduction”, and coupled with the RMB27bn budgeted by the Ministry of 
Finance in FY08, total spending should reach RMB42bn, according to the MEP. 

 

Exhibit 21. China’s investments in energy savings and pollutant reduction 
Categories (RMBbn)
Investment budgeted by Ministry of Finance 
  Ten-energy conservation projects 7.5 
 Urban pipeline construction in central and western area 7.0 
 Elimination of obsolete capacities 4.0 
 Improvement in river & lake management 5.0 
 Infrastructure/facilities for energy savings 3.5 
Subtotal 27.0 
 
Other investment made by central government 14.8 
Total 41.8  
Source: Ministry of Environmental Protection; Nomura research 

 

 Dr Xia sees water tariffs being on a sustainable uptrend, a view we have long 
shared. Although recent hikes in water tariffs (since January 2009) across major 
cities would flow directly into the treasuries of local governments, he believes the 
profitability of downstream water utilities should still be rewarded with a marginal 
uplift to accelerate water penetration and pollution control. Tariff hikes should 
continue and spread widely into second-tier cities, Dr Xia says, and may come at a 
larger magnitude. 

 Dr Xia also believes the government supports the development of green/renewable 
energy projects, including solar and wind energy. Yet, he sees water pollution — 
not air pollution — as the most pressing environmental issue in China, and believes 
lifting tariffs is the only effective way to encourage conservation of water resources. 
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Exhibit 22. Eight policies issued by Ministry of Environmental Protection 
1. Achieve the “energy-saving and emission-reduction” target of the 11th Five-Year-Plan. In 2H09, the government would evaluate the 

environmental budgets and investments set in the RMB4tr stimulus package. 
2. Strengthen project approval process in respect of environmental protection. Between November 2008 and May 2009, the Ministry of 

Environmental Protection has approved 365 projects (total investment: RMB1,443bn), within which 29 projects (RMB147bn) have been 
rejected on the grounds that they would be energy-intensive and high polluting. 

3. Restrict the growth rate of energy-intensive and over-capacity industries. 
4. Strengthen the management of environmental protection infrastructure. 
5. Improve environmental quality in rural areas. 
6. Strive for better coordination in environmental protection development. 
7. Set up long-term policies for environmental protection. 
8. Strengthen environmental protection laws, for the best interest of the public.  
Source: Ministry of Environmental Protection; Nomura research 

Existing support from government 
Following the opening-up of the water market in the early 2000s, the government set 
hard targets in the 11th Five-Year Plan (FY06-10F) to promote and implement policies 
concerning development of the water industry. 
 

Exhibit 23. Targets set in China’s 11th Five-Year Plan (FY06-10F) 
Event Details  Remarks 

1. Increase penetration of water supply to serve 100mn people in 
rural areas by 2010F. At present, 250mn people in rural areas do 
not have a safe drinking water supply. 

2. Increase wastewater treatment ratio to 70%. 
3. Increase urban water supply capacity by 40bn m3 annually. 
4. Project to spend RMB470bn for water improvement (RMB330bn 

for sewage improvement) during 2006-10, with the majority to 
come from foreign investment. 

China’s National 11th Five-Year 
Plan (2006-2010)  

5. Reduce water consumption per unit of GDP figure by 20%. 

According to State Council directives, 
plans for water-treatment facilities should 
be included in local government budgets 
as capital construction. 

Source: NDRC; Nomura International (Hong Kong) Limited 

 

According to State Council directives, plans for water-treatment facilities should be 
included in local capital construction budgets, where the government has projected 
over RMB473bn of investment into water assets during 2006-10F (RMB330bn for 
wastewater treatment; RMB143bn for water supply). This policy has jump-started 
investment into water utilities, including expansion, upgrade and replacement of water 
plants and pipelines. 
 

Exhibit 24. Pipeline reconstruction policy 
Government authority Details  Remarks 

1. Reduce leakage by 5%, which would reduce non-revenue water by 
1bn m3. 

2. Improve water service stability and hygienic conditions of water 
pipelines. 

3. Restore even water pressure over pipelines to reduce bottleneck 
problems. 

Pipeline Reconstruction Policy 
issued by the Ministry of 
Construction and NDRC 

4. Increase water supply penetration by 5%, benefiting a population 
of 229mn (non-agricultural population is 159mn). 

This policy encourages municipal 
governments and water companies to 
raise investments for the replacement 
and addition of new pipelines, and 
provides an allowance to raise water 
tariffs in order to recover additional 
investment costs.  

Source: NDRC; Ministry of Construction; Nomura International (Hong Kong) Limited 

 

On top of the existing under-investment in the water market, recent water pollution 
incidents across China have pushed the government to speed up the development of 
the water market, particularly wastewater treatment. The government aims to 
accelerate investment by setting harder sewage treatment ratios and quality standards 
across the nation. Also, water safety and environmental protection has become a top 
priority among provincial and municipal government bodies and a performance 
criterion to be evaluated by the central government. In addition to consistent 

Water treatment to figure more 
prominently in local planning 

More careful monitoring being put 
in place 
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inspections by the NDRC and SEPA, local governments are motivated to support and 
implement these policies. 
 

Exhibit 25. Recent policies to counter water pollution 
Government authority Details 

1. In July 2007, the ministry stated that about 42% of the cities in China are without sewage treatment 
capabilities. The policy is set to achieve certain national targets by 2010, such as achieving a waste-water 
treatment rate of above 70% (major cities: above 70%; smaller towns and suburb areas: 30%–60%), adding 
sewage capacity of 45mn m3, and increasing the use of recycled water by 3.5bn m3. 

Ministry of Construction 

2. In January, 2008, the Ministry of Water Resources approved a plan to spend RMB33bn to raise water quality 
for 2008, which was 40% more than original budget. 

    
1. In January, 2008, SEPA stated it aims to reduce COD (chemical oxygen demand), a measure of water 

pollution, by 5% from its 2005 level this year. 
State Environmental Protection 
Administration (SEPA) 

2. Authorities will step up the country's waste water treatment capacity by 12mn tonnes in 2008, with the aim of 
making sure all waste water in 36 major cities is treated by end-2009.  

Source: NDRC; Nomura International (Hong Kong) Limited 

Tai Lake incident — case in point  
An algae outbreak in Tai Lake in May 2007 due to heavy industrial water pollution 
threatened the water supply of more than 2mn people in Jiangsu province. Following 
the incident, SEPA ordered the worst-polluting factories along four major water basins 
to suspend production and government officials laid out plans requiring that 20,000 
chemical plants in the Tai Lake valley meet tougher standards for sulphur dioxide 
emissions and chemical oxygen demand. The Jiangsu area has an urgent need for 
new sewage facilities, since untreated water can no longer be discharged into the Tai 
Lake. The provincial government is willing to spend 15% of Jiangsu’s GDP on 
improving wastewater treatment and environmental protection, according to Xinhua 
News.  Many provinces and municipalities (eg, Shandong, Anhui and Liaoning) have 
adopted similar policies, and we believe more will follow as environmental protection 
has become a priority for the central government. 

We note that China Everbright International has a strong presence in Jiangsu province, 
and hence is likely to benefit from the support of the regional government. 

Rich growth opportunities seen in privatisation 
In recent policy documents, including the “Opinion on Commercialisation of City 
Utilities” (2003) issued by the Ministry of Construction and “Water Tariff Management 
Scheme” (2004) jointly enacted by the NDRC and MWR, the government set a positive 
goal of privatising the water sector by offering reasonable investment returns. 

Due to water’s earlier status as a public welfare offering, most existing water 
infrastructure entities in China are operated by local governments at poor returns (low 
single-digit net margins and ROAs). The political reforms of recent years have 
encouraged local governments to privatise/commercialise water utilities as a channel 
to raise operational efficiency, penetration and treatment quality. 
 

Exhibit 26. Financial performance of all urban water utilities in China 
 Urban tap water supply Urban wastewater treatment 
Measurement  2004 2005 2006 2007 2008 2009 2004 2005 2006 2007 2008 2009
Gross profit margin (%) 23.8 22.9 26.6 27.1 25.2 25.8 27.5 25.7 17.9 14.1 19.2 20.2
Net profit margin (%) 1.1 -0.1 3.5 3.5 1.1 1.2 4.7 0.5 3.7 -2.6 1.5 3.3
Return on assets (%) 0.3 0.0 1.0 1.0 0.3 0.4 0.3 0.0 0.1 -0.1 0.1 0.2
Liabilities-assets ratio (%) 45.2 47.5 50.8 51.6 52.6 54.3 62.3 47.4 46.0 45.2 48.3 54.7
Revenue growth (%) 15.3 15.7 20.2 9.1 8.6 18.4 210.5 205.6 3.8 30.5 39.4 97.4 
Note: Year 2007, 2008 and 2009 represents financial information for 11M07, 11M08 and 11M09 only 

Source: Wind; Nomura International (Hong Kong) Limited 

 

Algae bloom in Tai Lake 
underscores the problem 

Water infrastructure may be 
better off in private hands 
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Given that most water assets are held by the government, we see strong upside 
potential for private and/or listed organisations to expand capacity in the form of joint 
ventures or TOT arrangements. 

Demand grows on urbanisation 
In view of historical 3-5% pa urbanisation growth (which improves urban water supply 
penetration) and 2% pa population growth in China, we estimate that China’s urban 
water demand will grow at a steady 3.3% CAGR in 2009-12F. 
 

Exhibit 27. Population of China 
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 Exhibit 28. Urbanisation level 
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We see urban water demand 
ticking along 1pp ahead of 
population growth 
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Value chain analysis 

China’s water value chain 
The typical water supply value chain in China can be broken down into three major 
stages: raw water distribution, tap water supply and wastewater treatment.  

 Upstream raw water distribution mainly involves the transportation of raw water 
from natural water sources to downstream water treatment plants, and in some 
cases, water exploitation and preservation projects (eg, reservoir construction).  

 Tap water operators treat raw water and supply it to end-users through the 
operators’ pipeline network. As stipulated by the regulations, the water supplier is 
also responsible for installing water meters to measure water usage and correctly 
bill and collect integrated tariff from its customers.  

 Finally, the sewage produced by end-users is collected through a sewage network 
and treated before being released into the sea/river. 

 

Exhibit 29. Value chain of China's water sector 

Raw water 
distribution

Tap water
supply

Wastewater
treatment

Fresh
water

resources

Discharge to
rivers/sea

Nature and return
Mainly involved in the 
transportation of raw water from 
natural sources to tap water supply 
plants
Also invest in raw water projects, 
e.g. water dams, reservoirs, long-
distance transfer pipelines
Return controlled by government

Pros
Tariff is a natural pass-through to 
downstream

Cons
Huge capex and investment
Less opportunities for privitization 
given raw water transportation 
involves social/safety concerns

Return
Water supply: Regulated ROE of 8% (unlevered) 
to 12% (levered)
Meter installation: Unregulated at 50%-70% GPM
Construction: Unregulated at 30% GPM

Pros
Beneficial to tariff hike
Margin expansion from reducing non-revenue 
water (leakage) and SG&A cost
Unregulated return on meter installation
Ownership of assets (e.g. land and pipelines)
Regional monopoly and last mile to end-users
First hand exposure to receivables (end-user 
billing and tariff collection)

Cons
Organic growth of ~3% p.a. by urbanization
Limited visibility on acquisition growth (privitization 
of distressed SOE)
Usually more labor intensive

Nature and return
Usually operate under BOT/TOT 
arrangements
Local government is the only customer
Regulated ROE of 8% (unlevered) to 12% 
(levered)

Pros
Strong visibility on capacity growth from 
new projects, due to under-penetration
Warranted by IFRIC 12 accounting 
standard, recognizes non-cash income 
during construction period

Cons
Heavy regulatory risk, given wastewater 
treatment fee is heavily subsidized
Limited operating leverage from tariff hike 
and cost reduction

Guangdong Investment China Water Affairs

Tianjin Capital

China Everbright

Hyflux  Limited

NWS Holdings

Epure International

Beijing Enterprises Water

Shanghai Chengtou Veolia Water

Source: Nomura International (Hong Kong) Limited 
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Water quality in China 

Fresh water quality classification 
Currently, two-thirds of Chinese cities and one-quarter of farming residents (including 
irrigation) use over 100bn m3 of underground water, accounting for 17% of the nation’s 
water consumption in 2008. However, due to heavy industrialisation, over half of this 
underground water is contaminated, causing economic losses of RMB18.9bn, 
according to Wuhan University. The figure cited is equivalent to 50% of related losses 
incurred by water pollution. 

As at end-2009, 32% of China’s water resources were considered Grade 4 and above 
(ie, non-drinkable), according to government data. Although this is an improvement on 
37% at end-2008 and 53% at end-2003, water quality in China remains a concern. We 
believe the battle against pollution is far from over. 

The national surface water quality standards of China have five categories for fresh 
water resources: ie, Grades 1 to 3 as suitable for drinking, Grade 4 for industrial and 
recreational use, and Grade 5 for agricultural use. 
 

Exhibit 30. Water quality in China (2009) 
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Source: State Environmental Protection Administration of China 

 

Exhibit 31. Quality classification of water resources 
Content Measurement Class I Class II Class III
Chrome (degree) 15 20 30 
Turbidity (degree) 3 10 20 
Total dissolved solids  (mg/L, CaCO3)  450 550 700 
Iron (mg/L) 0.3 0.5 1.0 
Manganese (mg/L) 0.1 0.3 0.5 
COD (mg/L) 3.0 6.0 6.0 
Chlorate (mg/L) 250 300 450 
Sulfate (mg/L) 250 300 400 
Fluoride (mg/L) 1.0 1.2 1.5 
Arsenic (mg/L) 0.1 0.1 0.1 
Nitrate (mg/L) 20 20 20 
Total bacteria (/mL) 100 200 500 
Total coliform (/L)  3 11 27 

Source: SEPA; Nomura International (Hong Kong) Limited 

Wastewater treatment output quality classification 
Treated water output from wastewater treatment plants is generally classified as Grade 
1A, 1B, and 2, within which there are multiple sub-categories depending on the 
concentration of COD and other micro-organisms. 
 

 

Some 50% of China’s water is not 
up to potable quality 

Grades of water 



 

 

Water & Environment | Asia Evan Li / Ivan Lee, CFA

1 February 2010 Nomura 32

Exhibit 32. Quality breakdown of treated wastewater  
(mg/L) IA IB II III
COD 50 60 100 120
BOD 10 20 30 60
SS 10 20 30 50
Fat 1 3 5 20
Petroleum 1 3 5 15
Anionic Surfactant 0.5 1 2 5
Nitrogen 15 20 - -
Ammonian - temperature above 12'c (at or below 12'c) 5(8) 8(15) 25(30) -
Phosphorus - on and before 31 Dec 2005 1 1.5 3 5
Phosphorus - from 1 Jan 2006 0.5 1 3 5
Chroma 30 30 40 50
PH  6~9 na na na
Coli group (unit/L) 103 104 104  -

Source: SEPA; Nomura International (Hong Kong) Limited 

Non-revenue water 
Apart from water scarcity and growing demand, non-revenue water (arising from 
leakages, lack of meters and theft) continues to be a national concern. Asian countries 
such as Thailand and the Philippines have a high percentage of non-revenue water 
(40-60%). China’s non-revenue water is also high at approximately 20-30% across 
urban regions, compared with the 12% targeted by the central government, as well as 
current figures of 18% in the US, 3.3% in Japan and 5% in Singapore, according to 
China Water Net. Non-revenue water curbs profit margins. The government expects to 
raise efficiency through aggressive capital expenditure and privatisation. 

Natural gas versus water 
Both the natural gas and water industries receive support from the government. 
National policies have been set for cleaner energy use, as well as for conserving water 
consumption. Although there is excessive demand for water, it has no direct substitute 
and its volume demand is relatively inelastic to price changes. Regulator reforms in the 
water industry over the past few years have raised investment opportunities to a good 
entry point, in our view. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Exhibit 33. Comparison between water and gas utilities 

In China, about 30% of water that 
should be paid for, is not 

A good entry point for water 
investment 
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  Urban natural gas supply 
Urban tap water supply and  
wastewater treatment 

Government policies Government encourages use of clean energy to reduce 
green house gases emission. 

Encourage conservation of water consumption 
(targeted to reduce water consumption per unit of 
GDP figure by 20%) and increase water supply 
capacity by 40bn m3 annually. 

Environmental and social 
benefits 

Reduces green house gases significantly, such as SO2, 
NOx, and CO2. 

Improve water quality and minimise endangered use 
of underground water. 

Market potential for investors The gas distribution sector started privatising over a 
decade ago. 

China revised the Water Resource Law in 2002 to fully 
open up the market for private sectors. 

Set up cost and market 
penetration 

China’s natural gas industry is still in its infancy. Many 
cities are without gas pipelines. Therefore, initial setup 
costs will be high, but will benefit from high future growth 
owing to low penetration rate at initial stage. 

Tap water supply: most urban cities in China have 
existing supply pipelines, market penetration more 
established but yet to be improved. Wastewater 
treatment: market rather underdeveloped and the 
government targets a sewage treatment ratio of 70% 
by 2010F (from 63% in 2007). 

Revenue mix One-off connection fees (which are for initial pipeline 
expansion and represents over 50% of total revenue) and 
recurring gas supply tariff. 

Tap water supply: revenue is driven by recurring water 
tariff as pipelines are pre-existing, one-off connection 
fees represents small portion of total revenue. 
Wastewater treatment: treatment tariff receivable from 
the government. 

Available resources China is one of the world's largest gas reserve countries, 
with proven reserves of 2,500bn m3. However, available 
production supply is still scarce and the nation expects to 
rely on imports in the near future. 

Water resource volume per capita is only 2,152 m3, a 
quarter of the world’s average. China suffers a water 
shortage of 40bn m3 annually. 

Input cost The NDRC has introduced a gradual market-driven pricing 
policy for natural gas. Under certain restrictions, increases 
in well-head gas prices can be passed through to 
industrial end-users through of tariff hikes. No such 
mechanism for residential end-users; residential tariffs are 
closely regulated. 

Tap water supply: water resources fees charged by 
the government at minimal amount are automatically 
passed through to end-users. Wastewater treatment: 
wastewater intake is guaranteed and provided by the 
government at no cost. 

Substitutes Electricity. No found substitute. 

Source: Nomura International (Hong Kong) Limited  
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Value chain — urban water supply 

Tap water supply remains an M&A story 
Revenue model 
The urban water supply business is driven by three types of revenue — water 
treatment charges, connection fees (meter installation) and construction fees. The 
revenue model is as follows: 

 Tap water treatment and supply: Urban water companies collect tariffs directly 
from end-users — residential and commercial and industrial (C&I) customers — for 
treating and distributing fresh water. However, given that urban water suppliers own 
the last mile of the pipeline and face end-users directly, they are given the right to 
collect not only the tap water supply fee, but are also responsible for collecting 
water-resources, city-construction and wastewater treatment fees on behalf of the 
municipal government and wastewater operators. Also, unlike city gas companies 
which face challenges in passing on the rise of “well-head” gas charges, water 
suppliers are able to pass through their raw material cost (ie, water resources fee) 
automatically and entirely. Growth in water treatment revenue is driven by tariff 
hikes, improvements in plant utilisation, reduction in leakages (non-revenue water), 
and urbanisation and population expansion.  

 Connection (meter installation) fees: City water companies charge one-off meter 
installation fees for new connections or users without a meter. Growth is driven by 
increasing household penetration for safe water usage (large population in China 
not connected to water pipes), regular urbanisation and population growth. 
Although this is a business monopolised by regional entities, with profit margins at 
50%-plus, income from connection fees is generally one-off upon initial setup and 
cannot be sustained over the long term. 

 Construction income: Establishing pipelines for connecting end-users and the 
supply network, as well as other one-off water exploitation projects such as 
construction of reservoirs and dams, can offer additional revenue from which urban 
water utilities may benefit. 

Large potential for an underinvested market 
At end-2008, China had a tap water capacity of 270mn m3 (per day) in urban areas, 
up 3.4% y-y; meanwhile, its water pipelines spanned 480,083km, up 7% y-y, with 
2,052 water supply companies serving a population of 351mn, based on data from the 
National Bureau of Statistics. Given 6% and 2% CAGRs for tap water capacity and 
pipelines during 2002-08, water investments appear to be accelerating. 
 

Exhibit 34. Urban population with access to water 
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Source: CEIC; Nomura International (Hong Kong) Limited  

 Exhibit 35. Length of urban water pipeline 
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How to make money in urban 
water supply 
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Apart from steady urbanisation and population growth, one of the main growth factors 
in urban water supply is its existing under-penetration. At end-2008, 5% of the urban 
population and 37% of those in rural areas were not connected to water pipelines, 
while 60% of the rural population lack proper or any type of lavatories, according to the 
Ministry of Environmental Protection. 

Basic water utilities are necessities in China’s development plan, and we expect 
demand for urban water supply to see a 2% CAGR during 2010-15F, in line with the 
long-term growth rate suggested by the Ministry of Construction. According to the 11th 
Five-Year Plan, RMB143bn will be spent on urban water supply during 2006-10 
(RMB29bn pa), which includes raw water projects, improvement in water efficiency, 
and pipeline restructuring and replacements. We believe such infrastructure will 
provide a more positive backdrop for water utilities to penetrate households. 
 

Exhibit 36. Budget for urban water supply in the 11th Five-Year Plan  
(2006-10) 

Urbanization 
growth
35%

Water sources 
and quality

35%

Rebuild aged 
water supply 

network
16%

Automated water 
supply for urban 

population
14%

Urban water supply budget during the 11th 5-Year Plan: RMB143bn

 
Source: Ministry of Construction; Nomura International (Hong Kong) Limited 

Robust growth from privatisation 
In accordance with the “Quickening the Commercialisation of City Utilities Policy” 
published by the Ministry of Construction in 2003, local governments are encouraged 
to privatise existing water assets. Compared with wastewater treatment, water supply 
infrastructure is more developed and capex is mainly required for maintenance and 
water quality upgrades. Having been part of the public welfare system for decades, 
Chinese water supply assets are mostly distressed, with unattractive profitability, and 
through the privatisation process local governments are searching for investments and 
management to turn around operations. 
 

Exhibit 37. Gross profit margins of different industries in China 
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Growth aside, China 
infrastructure is sketchy … 

China water supply infrastructure 
is run down 

… hence the RMB143bn budgeted 
to be spent here 
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Exhibit 38. Industry revenue of water and gas 
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 Exhibit 39. Industry revenue of power producers 
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Privatisation can be carried out in the form of concessionary agreements, such as TOT 
leases, or perpetually through joint ventures. The majority of existing water 
infrastructure is held by the government, indicating potential growth opportunities for 
foreign and private enterprises through M&A. 
 

Exhibit 40. China’s urban water supply 
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Source: Ministry of Construction 

Margin expansion from efficiency improvement 
Owing to the earlier state-owned status of water supply operations, some end-users 
are connected to the water pipeline network without being charged for water use. Such 
water, in addition to pipeline leakages and intentional water theft, forms non-revenue 
water (NRW), ie, water supplied without being paid for. 

Following the “One Household, One Meter” policy pushed forward by the Ministry of 
Construction in 2002, water supply operators have the right to install water meters in 
each urban household and collect tariffs for water supplied. Any reduction in NRW 
should translate into direct expansion of profit margin. 

Minimal collection risk 
Water supply operators not only have the right to collect the tap water supply fee (for 
treatment and distribution to end users), but are also responsible for collecting water-
resources, city-construction and wastewater treatment fees on behalf of the municipal 
government and wastewater operators. Due to their direct exposure to the fee-
collection process, water supply operators generally have a very low debtor turnover 
period. 

Assets are overwhelmingly state 
held 

Quite a bit of water is supplied 
but not paid for … 

… but installation of meters 
should cut down on this 
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Besides, water suppliers have the right to shut down water supply when users default 
on payment by more than 60 days, which minimises collection risks. 

Suggested 8-12% ROE with direct cost pass-through 
In 1998, the City Water Supply Pricing Scheme guided that urban water suppliers 
should be allowed a return on equity (net assets) of 8-12%. Upon escalating operating 
costs from power, labour, upgrade and maintenance, water suppliers can ask for a tariff 
hike to maintain the permitted return. Even without an application for a hike, water tariffs 
are generally reviewed by the local government every two years to adjust for inflationary 
cost effects. Although water tariffs are ultimately controlled by the local pricing bureau of 
the municipal government, and hikes have to be approved through public hearings, this 
policy gives water utilities a legitimate channel to justify reasonable returns, in our view.  

Unlike wastewater treatment operations, which are still highly subsidised by the 
government, water supply tariffs are mostly passed through to end-users. Therefore, there 
are fewer regulatory and collection risks involved in negotiating for a water supply tariff hike. 

Most importantly, water has no significant raw material cost (especially in the southern 
regions), unlike power, oil and gas, which are subject to the risk of fluctuating fuel costs. 
Raw water resource fees charged by the government are generally passed through to end-
users.  

Change in water usage habits 
Currently, Chinese residents consume only 15-20 litres of fresh water per day, since:  
1) a large proportion of the population in rural areas does not have stable water supply; 
and 2) China has only recently built up the infrastructure for heavier water use. 
However, modernisation and urbanisation should gradually promote higher per capita 
water consumption, prompting greater demand for water in the long run. 

In developed countries, residents on average consume 150-300 litres of water daily, 
while in developing countries the figure is 20-100 litres daily, according to UNESCO. A 
conventional toilet flush consumes 10-15 litres, while a shower consumes 15-35 litres 
per minute and a full bath 150 litres. 
 

Exhibit 41. Water consumption by activity 
Activities Litres used
Toilet flushes 10 - 15
Shower (per minute) 15 - 35
Bath (full tub) 150
Laundry machine (full load) 160 - 220
Dishwasher 25 - 55
Dishwashing by hand (tap running) 110
Shaving (tap running) 20 - 30
Brushing teeth (tap running) 10 - 30

Source: GWM Water 

Turning more defensive 
In 2008, industrial users accounted for only 35% of the total water demand in urban 
areas (24% at the national level, per the National Bureau of Statistics), down from 47% 
(23%) in 2006. The decline reflects greater water efficiency rises among manufacturers 
and increased water consumption by households in step with modernisation and 
urbanisation.  

We believe the water industry, especially tap water supply, remains defensive — 
declines in volume following a correction in industrial/economic growth would likely be 
less pronounced than in the power and gas distribution sectors, where industrial 
demand accounts for 76% and 50-80% of total demand, respectively (source: National 
Bureau of Statistics and our industry checks).  

Modern habits are much more 
water-intensive 

At the same time, modern 
infrastructure makes more 
efficient use of water 

Water suppliers can turn off the 
taps if not paid 

Of course tariff hikes have to be 
approved but there is a 
mechanism for this … 

… and not as onerous as in some 
kindred industries 
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Exhibit 42. China’s water supply ratio between residential and industrial 
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Source: CEIC; Nomura International (Hong Kong) Limited 
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Value chain — wastewater treatment 

Wastewater treatment: maturing, but 
growth should be sustained 
Revenue model 
Standalone wastewater treatment operations receive tariffs directly from the 
government which are generally highly subsidised. Generally, the government is 
responsible for the set-up of sewage pipelines and provision of wastewater intake, 
while wastewater treatment plants carry out the treatment process independently. 

Due to the standalone nature of the business, privatisation is usually in the form of 
BOT/TOT arrangements for a concession period of 25-30 years. As an incentive to 
encourage investment, local governments may guarantee a minimum volume being 
supplied to the wastewater treatment plant. Many cities don’t have existing wastewater 
treatment facilities and thus demand is generally in excess of supply, making it easier 
to ramp up plant utilisation to optimal levels (90%-plus). 

Sustainable growth potential in wastewater treatment 
Unlike urban water supply, which has existing infrastructure, wastewater treatment is 
still at the development stage and far behind the government’s target set during the 
11th Five-Year Plan. We see significant growth potential in the near term on the 
following: 

 Severe under-investment and under-penetration. 

 Environmental pollution under current conditions. 

 The sewage pipeline network has not been fully set up in many cities. 

As of September 2009, China had 1,792 wastewater treatment plants in urban areas 
with a combined capacity of 99.0mn m3/day, and another 1,977 projects under 
development with a designed capacity of 55.3mn m3.  

Among the 655 urban cities, only 77% have wastewater treatment facilities in place, 
with 1,266 plants in operation and a treatment ratio of more than 65%. Of the other 
473 counties and towns, only 30% have wastewater assets, with 522 plants in 
operation and a treatment ratio of only 29%. 

Government policies should underline capacity growth 

Capacity growth looks on track to meet government's 2010F targets... 
According to the National Bureau of Statistics, China’s daily capacity for wastewater 
treatment in urban areas stood at 83mn m3 in 2008 (92mn m3 by March 2009), from 
28 m3 in 2000, representing a 15.8% CAGR. Wastewater emission increased to 57bn 
m3 in 2008, from 42bn m3 in 2000, representing a CAGR of 4.1%.  
 

BOT with long concession 
periods, if privatised 

Wastewater much less developed 
than water supply 
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Exhibit 43. Urban wastewater emission in China 
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Source: SEPA; Nomura International (Hong Kong) Limited  

 Exhibit 44. Wastewater treatment capacity 
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Based on recent guidance set by the Ministry of Construction, the wastewater 
treatment ratio for major cities is targeted at 75% (50-60% for smaller cities/towns) by 
end-2010F, up from 65% (30-50%) in 2008. 
 

Exhibit 45. China’s sewage treatment ratio in urban areas 
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Source: National Bureau of Statistics; Xinhua News 

 

If we assume that China’s wastewater emission continues to grow at its historical 
CAGR of 4.1% through 2010F, annual sewage is likely to reach 62bn m3 by 2010F. 
Taking into account the government’s target of raising the wastewater treatment ratio 
to 75% by 2010F, urban China would need daily treatment capacity of 103mn m3 by 
then, implying a CAGR of 12% in 2009-10F — in line with what has been planned in 
the 11th Five-Year Plan. 

The capacity ramp looks on track to meet the government’s 2010F target, with the 
Ministry of Construction estimating that the wastewater treatment ratio in urban cities 
reached 73% in 2009 (Chinese Enterprises News, published 7 January, 2010), 
implying stronger capacity growth of 16%, on our estimates. 
 

More aggressive policies may be 
needed 
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Exhibit 46. China: residential wastewater emission and capacity matrix (urban cities) 
Urban area | residential wastewater 2003 2004 2005 2006 2007 2008 2009F 2010F 2011F 2012F 2013F 2014F 2015F
Wastewater emission (bn m3/year)    
Industrial    21.2    22.1    24.3   24.0   24.7   24.2   25.2    26.2    27.3     28.4     29.5    30.8    32.0 
Non-industrial    24.7    26.1    28.1   29.7   31.0   33.0    34.4    35.8    37.2     38.8     40.3    42.0    43.7 
Total    45.9    48.2    52.4   53.7   55.7   57.2   59.5    62.0    64.5     67.1     69.9    72.8    75.7 
Emission growth (%) 4.6 5.0 8.7 2.4 3.7 2.7 4.1 4.1 4.1 4.1 4.1 4.1 4.1
     
Treatment capacity (mn m3/day)    32.8    49.1    57.3   63.7   71.5   83.0   96.5  103.2  111.8   120.8   130.4  140.6  151.5 
Capacity growth (%) n.a. 49.6 16.5 11.2 12.2 16.1 16.4 7.0 8.3 8.1 8.0 7.8 7.7
     
Utilisation/efficiency factor (x)      0.6      0.8      0.8     0.7     0.7     0.8     0.8      0.8      0.8       0.8       0.8      0.8      0.8 
Wastewater treatment ratio (%) 42.1 43.6 48.4 57.9 62.8 65.3 73.0 75.0 78.0 81.0 84.0 87.0 90.0 
Source: National Bureau of Statistics; Nomura International (Hong Kong) Limited 

… but slowing during 2011-15F. More growth seen in smaller cities 
If we assume urban China attains a wastewater treatment ratio of 90% by end-2015F, 
compared with the 75% target set for end-2010F, we see capacity growing at ~8% pa 
during this period — slower than the 11-16% expansion recorded in 2006-08.  

But we do not believe that China is closing in on over-capacity, particularly with third- 
and fourth-tier cities and counties still having wastewater treatment ratios of 30-50% — 
far below the 73% figure for urban areas in 2009. According to a report published by 
the NDRC in August 2009, 25% of cities and 80% of counties in China are yet to be 
equipped with proper wastewater/sewage facilities. In contrast, wastewater treatment 
ratios in developed countries generally exceed 80% on a country basis; in the US and 
the Netherlands, the figures are higher than 95%.  

Critical success factors in wastewater treatment 
As at September 2009, 69 wastewater plants (among 30-plus cities) in China are 
operating at utilisation levels of below 30%, mainly due to capacity over-build in 
locations where local demand has yet to catch up, inadequate treatment standards 
and lack of financing. The result: distressed profitability. The market also often 
associates wastewater treatment projects with long and overdue accounts receivable 
from the local government, given that regulatory risk is generally higher with the local 
government acting as the sole customer. 

Why does some wastewater mean overdue receivables? Local governments often 
guarantee an 80% minimum wastewater intake for new projects to encourage 
investments. For instance, even though Tianjin Capital Environmental has over-built 
capacity and its plants are under-utilised, local governments will subsidise any shortfall 
up to the guaranteed minimum intake of wastewater inflow. However, such subsidised 
payments are often delayed, and hence can cause accounts receivable turnover of 
over 200 days (six to seven months). 

We believe operators ought to construct wastewater treatment plants in phases, with 
capacity meeting existing demand and utilisation ramping up quickly, beyond the level 
guaranteed by the local government. This would minimise government subsidies and 
accounts receivable turnover, or even payment defaults. 

Key to mitigating such risks, we believe, is to employ a professional team to oversee 
execution, since differentiation in wastewater treatment is about competitiveness in 
project bidding and cost control (in construction and operation), rather than 
technologies. Hence, pure water plays such as Beijing Enterprises Water, China 
Everbright International, Epure, and Hyflux can make better returns than 
conglomerates with water exposure.  

Local governments are not that 
quick to pay … 

… in particular they are quick to 
pay off-take subsidies 
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Government budget for wastewater treatment 
In accordance with the 11th Five-Year Plan to increase wastewater treatment 
penetration and improve water quality, the Ministry of Construction has budgeted an 
investment of RMB330bn (RMB66bn pa) in wastewater treatment, compared with 
RMB143bn (RMB29bn pa) for urban water supply. 
 

Exhibit 47. Budget for wastewater treatment in the 11th Five-Year Plan  
(2006-10) 
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Source: Ministry of Construction; Nomura International (Hong Kong) Limited 

Demand driven largely by residential sector 
According to a study by the US Department of Commerce, China has only one 
treatment facility for every 1.5mn urban and suburban dwellers, compared with one for 
every 10,000 persons in the US. 

Sewage output has been increasing rapidly in volume, with the residential sector 
becoming a major contributor to this growth. In 1999, residential wastewater emission 
volume exceeded that of the industrial sector and continued to increase at a higher 
rate thereafter. Due to the high rate of urbanisation in China, sewage facilities are 
needed more urgently in urban areas, to keep up with economic development. 
 

Exhibit 48. Wastewater output comparison 

54.6% 50.7% 49.2% 46.7% 46.9% 47.2% 46.2% 45.9% 46.4% 44.7% 44.3% 42.3%

45.4% 49.3% 50.8% 53.3% 53.1% 52.8% 53.8% 54.1% 53.6% 55.3% 55.7% 57.7%

    0
  10
  20
  30
  40
  50
  60
  70
  80
  90
100

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Industrial Residential(%)

 
Source: SEPA; Nomura International (Hong Kong) Limited 

Growth from the cities is the 
fastest, outstripping industrial 
use 

Government investment in 
wastewater is about twice that in 
urban water supply 
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Margin expansion from entering into water recycling 
At most of the wastewater treatment plants in China, processed water output is directly 
discharged into rivers or the sea. Many municipal governments in north-eastern 
provinces have been pushing for initiatives to promote the use of recycled water. The 
aim is to avoid using potable water for industrial use, such as for cooling off power 
plants, cement production, and flushing toilets, where recycled water can be used. 
This encouragement to recycle water, along with escalating water tariffs in most 
northern provinces (owing to water shortages), leads us to believe that recycled water 
should be a high-margin business — treatment costs would already have been taken 
care of during sewage treatment, and additional supply/distribution costs would be 
minimal. 

Following on from the government’s target to increase the use of recycled water by 
3.5bn m3, as announced by the Ministry of Construction in early 2007, we see growing 
opportunities in this business segment. 

Key players in the urban wastewater treatment market 
Key players that are involved in China’s wastewater treatment market in the urban 
area: 
 

Exhibit 49. Top players in China’s wastewater treatment market 

Rank Company Ticker
Tap water supply

(mn m3)
Wastewater treatment 

(mn m3) 
Total

(mn m3)
1 Veolia VIE FP 10.94  3.45 14.39 
2 Beijing Capital 600008 CH 5.58  5.91 11.49 
3 Suez Environment SEV FP 6.62  0.35 6.97 
4 General Water China Unlisted 3.79  1.89 5.67 
5 China Water Affairs Group 855 HK 4.00  0.13 4.12 
6 Beijing Enterprise Water 371 HK 0.66  3.44 4.10 
7 Tianjin Capital Environmental 1065 HK 0.26  3.69 3.95 
8 Sound Group Unlisted 0.63  2.68 3.31 
9 China Water Affairs Investment Unlisted 2.95  0.24 3.19 
10 Zhongshan Public Utilities 000685 CH 2.14  0.50 2.64 
11 China Water Industry Group 1129 HK 2.15  0.12 2.27 
12 Tongfang Water Affairs Unlisted -  2.08 2.08 
13 China Everbright Int'l 257 HK 1.69 - 1.69 
14 Shenzhen Water Investment Unlisted 0.87  0.81 1.68 
15 Nanhai Development 600323 CH 1.17  0.46 1.63 
16 Zhenxing Environmental Protection Unlisted 0.15  1.42 1.57 
17 Goldtrust Water Group Unlisted -  1.49 1.49 
18 Wuhan Holdings Ltd 600186 CH 1.30  0.15 1.45 
19 Gold State Environment Unlisted 0.78  0.62 1.39 
20 Western Water Group Unlisted 0.13  1.14 1.27  
* For companies under coverage, capacity is based on our estimates for end-FY09F; others quoted from H2O-China as of end-FY09. 

Source: H2O-China; Nomura International (Hong Kong) Limited 

 

 

 

 

 

 

Amid a water shortage no reason 
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Water diversion 

South-to-North water diversion project 
Since most of China’s water resources are unevenly distributed, for many years China 
has been formulating the “South-to-North” water project to move water from areas in 
the south which have oversupply (ie, frequent flooding) to drought-prone northern 
cities such as Zhengzhou (Henan's capital), Shijiazhuang, Beijing and Tianjin. This 
project was extended from a strategy first introduced in FY58, targeted at diverting 
water supply for farming and other industries. After 40 years of investigation and 
analysis, three routes were chosen by the government: 

 The eastern route will involve diversion of water from the lower reaches of the 
Yangtze River, China’s longest river, to Shangdong province, Tianjian municipality 
and the east part of Hebei province. 

 The central route will divert water from the Hanjiang River, a tributary of the 
Yangtze River, to Beijing and Tianjin, as well as cities along the Beijing-Guangzhou 
Railway in the Hebei and Henan provinces.  

 The western route will divert water from the Dadu River, the Yalong River and the 
Tongtian River, to the upper reaches of the Yellow River and is targeted at 
increasing water supply in the Ninxia Hui Autonomous Region, the Inner Mongolia 
Autonomous Region and Shaanxi province. 

The project is also considered crucial for reducing water shortage, improving the 
ecosystem and promoting the central government’s western region development 
strategy.  
 

Exhibit 50. South-to-North water diversion project 

Source: Bureau of South to North Water Transfer of Planning Design and Management; Nomura International (Hong Kong) Limited 

 

Clear water passages are targeted to produce zero discharge of polluted water in the 
main canals used for water diversion. Construction of these passages will cost about 
RMB16bn, per government information. The government expects that 4.1bn m3 of 
water will be saved annually in the diversion areas of the middle and east routes, with 
pollution controls mainly focused on the east. During land requisition for the 
construction of these projects, 21,000 residents were relocated and 62,000 others 

The Chinese government has 
been looking at moving water 
from the flooded south to the 
parched north for a generation  
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provided with land for farming in nearby locations or offered jobs in displaced 
enterprises, according to the State Council’s office in charge of the South-to-North 
project. In addition, 102 sewage plants are to be built along the route. 

Upon completion of all three routes, we think that about a dozen provinces, 
municipalities and autonomous regions in north China stand to benefit, including 
Beijing, Tianjin, Hebei, Henan, Shandong, Qinghai, Gansu, Ningxia, Inner Mongolia, 
Shaanxi and Shanxi, affecting about 300mn people. These areas produce one-third of 
the country’s grain output and GDP but have only about 20% of the country’s water 
resource per capita. 

This water diversion project calls for government spending on infrastructure, while 
higher water penetration in affected locations should promote city development. We 
think this sets a positive backdrop to attract further government and private investment 
in the development of water supply and wastewater treatment plants. 

Timeline 
Construction of the first phase of the two routes was officially launched six years ago. 
Since then, up to 39 projects have been under construction entailing cumulative 
investment of RMB48bn. 

The entire project is expected to be completed by 2050F, reaching a flow capacity of 
44.8bn m3 (the east route accounting for 14.8mn m3, the middle route 13mn m3, and 
the west route 17mn m3) annually to cover a total population of 300mn. 

According to the South-to-North Water Diversion Office, the eastern route, which 
mostly follows the ancient Grand Canal, is largely done. The mountainous western 
route, which is the most controversial and technically challenging, is not slated for 
completion until 2050F.  

The central section was supposed to start operation in 2010F, but in December 2008 
officials indicated that commencement is now set for 2014F. Studies showed that 
diverting water from the Hanjiang River would reduce water flow and damage the 
river’s ecological system, which in essence would worsen pollution. 

Upon completion of the eastern and central stretches of the project, the government 
expects the water shortages in the northern provinces and surrounding areas to ease 
and economic growth to blossom.  

Financing 
This ambitious water diversion project will cost an estimated RMB500bn, while the 
west route alone (the largest of the three) will cost more than RMB300bn. About 
RMB200bn will be invested in the construction of the east and middle water-diversion 
routes stretching over 2,400 km. The central government will share 60% of the total 
investment, with the rest to be paid by local authorities and private investors who will 
benefit from the project. As much as 30% of the state’s investment will be in the form 
of loans from domestic banks.  

A new pricing system will be established upon completion of the project, which may 
integrate the cost of water diversion from the main canals into local water tariffs for the 
benefit of areas in the north. 

 

The north is the granary of the 
nation 

This project is also generational 
in scope — going out to 2050F 

The cost is heroic, too, estimates 
could easily run to a trillion 
renminbi 
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Regulatory bodies 

Division of power among regulators 
China is realigning the authorities on water-related policies among three main 
governmental bodies, with more distinct functions and responsibilities. These are the 
MWR, Ministry of Construction (MoC) and SEPA. 

In general, the MWR is responsible for the reservation and exploitation of water 
resources, agriculture irritation and residential usage in rural areas. The MoC regulates 
water resources engineering and urban water usage, while SEPA mainly looks into 
pollution and wastewater treatment. 
 

Exhibit 51. Government regulatory regime on water 

Functions 
Ministry of Water 

Resources 
Ministry of  

Construction 

State Environmental 
Protection 

Administration 
Supply value chain Raw water distribution Tap water supply Wastewater treatment
      
Reservation and conservation    

- Water resource reservation    

- Water engineering    

- Flood control    

     

Agricultural    

- Irrigation    

- Rural residential usage    

     

Industrial    

- Water usage    

- Wastewater discharge    

     

Residential (urban)    

- Water usage    

- Wastewater discharge    

Source: NDRC; Nomura International (Hong Kong) Limited 

 

The NDRC and MWR have jointly issued a new target for the 11th Five-Year Plan to 
reduce water consumption per unit of GDP by 20%. SEPA demands that 
local/municipal governments reduce COD discharges by 10%; failure to meet this 
target would jeopardise performance evaluations and promotions. The MoC has 
issued a progressive tariff scheme to compensate the initial cost in water assets 
incurred during the construction phase, which was implemented by local governments. 

To replace legacy regulations, the Ministry of Health has renewed the Hygiene 
Standards of Drinking Water in 2006 with broader requirements for residential drinking 
water. Tap water suppliers are now bound to stricter tolerance level of water quality 
indicators. 
 

Exhibit 52. Main changes in hygiene standards by Ministry of Health 
(Number of indicators) Old rule New rule
Micro-organism 6 10
Disinfectant 4 7
Inorganic compound 21 32
Organic compound 53 101
Physical 20 25
Radiation emittent 2 2
    
Total 106 177

Source: H2O China Water; Nomura International (Hong Kong) Limited 

Three regulators 
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Exhibit 53. China’s regulatory reform for the water industry 
Date Particulars 
Prior to 1985 Water in China was provided as national welfare, where the use of water was meant to be costless. 
1985 The National Council issued a policy to establish connection between tariffs and costs of water supply. Consequently, most 

provinces and municipals individually developed local pricing schemes on water tariff, and water was no longer a free good. 
However, water tariff remained at bottom levels and governmental entities experienced severe debt collection problems from 
end users.  

1993-1994 The Ministry of Water Resources and the Pricing Bureau drafted the Water Tariff Management Scheme and submitted to the 
National Council in 1994 for approval. The approval process was enduring as parties involved contributed comments and 
prompted for further amendments, and so the tariff scheme was left pending for final approval. 

1998 On 23 September, 1998, the Ministry of Construction enacted the City Water Supply Pricing Scheme (Issuance [1998]1810) to 
introduce two-tier and progressive pricing methods, which scientifically defined water tariff calculations applicable to city water 
supply operations for the first time. Details are summarised as follows: 

  Two-tier pricing - Water tariff is comprised of two components, ie, capacity and measurement charges. Capacity charge is 
defined to compensate initial fixed asset costs incurred when water supply was first setup, such as pipeline infrastructure, 
water treatment facilities and other initial setup costs. Measurement charge is defined to recover operating and subsequent 
maintenance costs. This pricing method is targeted for non-residential users. 

  Progressive pricing - Water tariff is defined by (1) water usage, (2) quality improvement, and (3) market conditions, weighted 
by coefficients of 1 to 1.5 to 2, respectively. This pricing method is targeted for residential water users. 

  Guaranteed return - city water suppliers are entitled to operate at a return on equity (after tax) of 8-10%, with a maximum of 
12% under leveraged businesses.  

  Debtor risk - Water suppliers can shut down water supply in the event of end-users who are unable to repay tariffs for two 
months and beyond. 

2000 At the 10th National 5-Year Plan, recommendations have been made to view water as a commercial product, and prices 
should be set according to its scarcity. 

2002 Revision on Water Resources Law. Water consumption will be charged based on the actual amount of water consumption, 
and the progressive water tariff system will be executed if users exceed their water quotas. 

April 2002 “Further Improvement of City Water Supply Pricing Scheme” jointly enacted by NDRC, Ministry of Finance, Ministry of 
Construction, Ministry of Water Resource, and Ministry of Environmental Protection. 

  To introduce ladder water tariff for tap water supply, levy wastewater treatment tariff nationwide, and encourage 
privatisation/commercialization of water utilities in large and medium cities. 

2003~ 2005 The “One Household, One Water Meter” policy issued by NDRC, Ministry of Construction, and related governmental bodies. 
2004 On 1 January, 2004, the Water Tariff Management Scheme was finally approved and enacted jointly by the NDRC and 

Ministry of Water Resources to reform pricing on water resources fee (the cost of water resources that is collected from end-
users and passed through to the government). This policy ensures water exploitation projects and construction work relating 
to water resources obtain reasonable returns. Details are summarised as follows: 

  For agricultural use - water resources fee is defined to recover cost of production with no mark-up for profits. 
  For non-agricultural use - water resources fee is defined to provide a return on equity (after tax) of 2-3% above the interest 

rates used in long-term loans suggested by domestic commercial banks. 
  Sewage tariff - Sewage tariff is collected along with water supply tariff, but calculated and approved separately. 
2006 NDRC announced the pricing basis of water supply companies. Urban water supply tariff comprises of water manufacturing 

cost, transportation cost, and SGA expenses. 
2007 State Council published working plans in “energy savings and pollution reduction”. 
  Urban sewage treatment - increasing urban wastewater treatment capacity by 45mn tonnes during 11th 5-year- plan, and 

bring urban sewage treatment ratio above 70%. 
  Seawater desalination - increase seawater desalination daily capacity by 70k m3 in 2007, and up by 900k m3 during 11th 

Five-Year plan. 
  Urban sewage treatment fee - set a national benchmark for wastewater treatment tariff at RMB 0.8/m3 

Source: Nomura International (Hong Kong) Limited 
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China’s waste environment 

Waste-to-energy is the next attraction 
China’s solid waste problem 
Chinese municipalities currently generate about 154mn tonnes of residential 
(municipal) waste in 2008 and, by 2030F, this could increase to 480mn tonnes — 
nearly double that projected for the US over the same period. Every year, Chinese 
cities generate one-third of the total waste produced in the world, and this is growing at 
a rate of 10% annually, compared with 8% worldwide. 
 

Exhibit 54. Industrial solid waste in China 
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 Exhibit 55. Residential solid waste in China 
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More of an emerging market than wastewater treatment 
Solid waste treatment has been overlooked by local governments in the past, since 
this problem is not as pressing as water shortages, but has gradually accumulated to 
an alarming level as industrialisation and urbanisation accelerates. Only 40% (260 
cities) of the Chinese cities have adopted some level of waste treatment fee-charging 
mechanism, and waste treatment accounts for some 2% of the total expenditure by 
municipal governments in public utilities. 

It is a newer market than wastewater treatment, given charging system for waste 
treatment were established in 2002 (wastewater tariff mechanism was introduced in 
1998), followed by guidelines for forming concessionary rights in 2004 (those 
wastewater treatment was set in 2003), and regulatory requirements for proper waste 
disposal issued by the Ministry of Environmental Protection in FY06 (wastewater 
treatment was fully opened up by the Ministry of Construction in 2004).  

Waste treatment, which is considered as downstream operation, has already been 
opened up by the central government for commercialisation and foreign investments, 
while processing fees (payable to treatment operators) are generally subsidised in full 
owing to lack of tariff collection systems, as authorities remain have not yet settled on if 
such costs should be recovered through billings of water, electricity or other means —
legislative powers of these utilities are segregated among different offices of the city. 
Services for waste collection and transportation, which involve more social and safety 
concerns, are still being rendered directly by local governments. Until unified policies 
are rolled out to reform the waste industry in terms of pricing and environmental 
standards, we believe the current structure should last for some time. 

While the waste treatment industry is still at its infancy where growth and penetration 
are top priorities of the government — creating a compelling landscape for expansion 
in the next three-five years that is similar to the water industry since 2004 and gas 

Chinese cities generate about 
one-third of the world’s 
garbage … 

Solid waste had been a second-
tier problem, but disposal is 
becoming more urgent 
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Recently targeted by the 
Ministry of Construction, 
versus 70% set in the 11th 
Five Year Plan 

Assumed target for 
12th Five-Year Plan 

distribution in 2000-06 — we believe local governments are more likely to allow stable 
margins for the downstream operators. 

Accelerating growth in waste treatment capacity 
For residential solid waste, China has a waste treatment ratio of 67% in 2008 in urban 
areas, a substantial improvement from 2005’s 52%, and implied a treatment capacity 
CAGR of 7%. Assuming the treatment ratio in urban China reaches 72% by end-2010F 
as targeted by the Ministry of Construction on 5 January 2010 (higher than the 70% 
set during the 11th Five-Year Plan) and 90% by end-2015F, we estimate capacity 
growth will accelerate to 10% pa.  

Such growth is seen from prevailing under-penetration in the sector, given past 
investments made in waste treatment were only 2.2% of total expenditure for municipal 
public utilities, and only 40% (260 cities) of China’s cities had adopted some level of 
waste treatment fee-charging mechanism. Except for the few cities that have built-in 
waste treatment fee into water tariff, most other cities have a fee collection ratio of only 
30%. As a result, municipal governments are encouraged to privatise and 
commercialise the market to bring efficiency in waste collection and treatment. 
 

Exhibit 56. China: residential solid waste treatment in urban areas 
Residential solid waste in urban area 2003 2004 2005 2006 2007 2008 2009F 2010F 2011F 2012F 2013F 2014F 2015F
Capacity for waste treatment ('000 tonnes/day)   219.6   238.5  256.3  258.0  271.8  315.2  345.2  378.2   417.0   458.7   503.5  551.7  603.4 
Capacity growth (%)  9 7 1 5 16 10 10 10 10 10 10 9
     
Residential waste collected (mn tonnes/year)   148.6   155.1  155.8  148.4  152.2  154.4  162.1  170.2   178.7   187.6   197.0  206.9  217.2 
Waste output growth (%) 9 4 0 (5) 3 1 5 5 5 5 5 5 5
Residential waste treated (mn tonne/year)     75.4     80.8    80.5    77.5    94.3  103.1  108.2  113.6   119.3   125.3   131.5  138.1  145.0 
Implied utilisation/efficiency (%) 95 94 87 83 96 91 90 90 90 90 90 90 90
     
Waste treatment ratio (%) 51 52 52 52 62 67 69 72 76 79 83 86 90 
Source: China Statistical Yearbook; Nomura International (Hong Kong) Limited 

 

 

 
 

Exhibit 57. Municipal waste collection volume 
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 Exhibit 58. Treatment of municipal waste 
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Investment boom cycle in waste-to-energy 
Alongside gradual growth in waste treatment demand, we have identified waste-to-
energy (WTE) as outshining other waste treatment projects in terms of capacity growth, 
since it has higher environmental standards and energy efficiency but accounts for 
less than 20% of China’s residential waste currently being treated, versus 80% being 
processed by landfill sites. 

WTE set for a 17% capacity CAGR through 2015F 
Based on guidelines set out by the Environmental Protection Bureau, China is 
expected to have 300 WTE plants by end-2015F, from ~100 in 2008 and 75 in 2007; 
and also electricity generation from WTE plants of 3bn kWh in 2010F (0.1% of total 
power demand), up from 0.2bn kWh in 2007. 

This would imply a capacity CAGR of 17% for WTE projects during this period, which 
looks higher than the 10% implied for wastewater treatment, and 6-8% for power and 
coal industries during 2010-12F. 

Although dominant, landfill sites are becoming less preferred 
Since landfill is a less capital-intensive approach toward waste treatment, it has been 
widely used among less developed cities in China. Although landfills are easy to 
construct with immediate effect, solid waste can cause considerable threats to the 
environment and human health as it decomposes. Land filling may produce 
contaminated land that is unsuitable for some future uses. When poorly managed, 
leachate (ie, contaminated liquid arising from solid waste) will contaminate 
underground water. Landfill gases, such as methane and carbon dioxide, pose serious 
health concerns. According to the World Bank, as most of China’s older landfills do not 
have proper linings (ie, a dense synthetic material that acts as a barrier between the 
waste and ground), these landfills will leach toxins into nearby soil, ground and surface 
water resources. Residents of China are already suffering from the impact of landfills, 
reporting health concerns such as respiratory diseases, cancers and high blood 
pressure. The US Environmental Protection Agency indicated dioxins from landfills are 
considered a serious threat to public health, and it has been widely reported that 
landfills could have an adverse effect on health and increase the likelihood of cancer. 

While industrial waste is commonly treated by landfills and recycling due to their 
hazardous nature, municipal waste would be ideally treated by incineration. Although 
waste incineration also emits chemicals detrimental to human health (for instance, 
dioxins, furans and mercury), this can be captured by air-filtration while landfills 
produce a larger volume of methane and other hazardous gases over time owing to 
waste decomposition, as compared with ashes arising from incineration. Also, the 
Ministry of Environmental Protection has recently lifted the standards for landfill 
operations, requirement wastewater emission from underground has to meet a grade 
1A standard, bringing the initial capex for landfill closer to that of waste incineration. 

Anaerobic digestion is a new type of WTE 
Anaerobic digestion (AD) is a biological process that happens naturally when bacteria 
break down organic matter in an environment with little or no oxygen. It is effectively a 
controlled and enclosed version of the anaerobic breakdown of organic waste in landfill 
which releases methane — a powerful greenhouse gas that has a global warming 
potential 21x higher than CO2. 

Almost any organic material can be processed with AD, including waste paper (which 
is of too low a grade to recycle because of food contamination), grass clippings, 
leftover food, industrial effluents, sewage, and animal waste. ADUs produce a biogas 
made up of around 60% methane and 40% CO2 that can be burned to generate heat 
or electricity. As well as biogas, anaerobic digestion produces a solid and liquid 
residue called “digestate”, which can be used as a soil conditioner to fertilise land. 

Landfill is an easy solution, but 
one with long-term consequences 

Incineration seems more toxic, 
but decay over time releases 
more toxins and greenhouse 
gases 

WTE running ahead of both 
energy and power industries 

Putting bacteria to work 
producing biofuel 
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Advantages of anaerobic digestion 
Currently in China and many parts of the world, much of our biodegradable waste 
(such as food, garden waste, paper, etc) is being sent to landfill, where it breaks down 
to release methane, a powerful greenhouse gas. 

 While we understand waste incineration is a preferred alternative to landfill sites, 
given this method takes up less land space and also counters global warming from 
electricity generation, incineration of non-organic wastes often emits heavy dioxins 
that cause risk on respiratory and/or heart diseases if inhaled directly – while 
anaerobic digestion reduces such secondary pollution. Given there have been 
protests in Guangdong recently raising concerns about waste incinerators being too 
close and harmful to the city population, ADUs could be a better alternative in WTE 
in mitigating such social concerns. 

 Due to cleaner emission, ADUs can be installed at locations closer to urbanites, 
potentially more preferable by local governments which borne the cost of waste 
collection and transportation between the residents and treatment sites. 

 Municipal/residential waste in China contains higher water content than those in 
developed countries, given the Chinese diet involves more livestock and less food 
packaging. Such organic food chain is a disadvantage to incineration, due to lower 
calorific value, but beneficial to biological composition as being used in ADUs. 

 

Exhibit 59. Operating cost model for waste-to-energy plant 

Finance cost, 
25%

Staff cost, 15%
Overhead, 12%

Repair and 
maintenance, 5%

General and 
administrative 
expense, 4%

Depreciation, 
39%

 
Source: New Environmental Energy; Nomura International (Hong Kong) Limited 

 

Exhibit 60. China: investment made in treatment pollution 
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Exhibit 61. Ratio of industrial solid waste utilised 
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Source: CEIC; Nomura International (Hong Kong) Limited 

 

Exhibit 62. Treatment rate of living waste 
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Source: CEIC; Nomura International (Hong Kong) Limited 

 

Exhibit 63. China: investment in urban environmental infrastructure 
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Exhibit 64. Facilities for living waste 
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Government support in waste treatment 
In 1995, the Solid Waste Law and Regulations was passed as China’s first 
comprehensive law to prevent and control environmental pollution from solid waste, 
which authorised the Chinese government to impose solid waste discharge fees on 
enterprises responsible for discharging waste in a manner that failed to comply with 
relevant environmental laws governing the land filling of hazardous wastes. In 2004, 
the import of hazardous wastes was banned, while the imports of solid wastes could 
only be used as raw materials or for recycling. Under the 11th Five-Year Plan (2006–
2010F), the central government re-emphasised the need to reduce industrial waste, 
which includes the goal of reusing 60% of industrial solid waste and to reduce waste 
output by 10%. 

Examples of tax concessions for waste-related and environmental projects include: 

 Corporate income tax: three-year exemption plus three-year 50% reduction (under 
FY08 new tax law) for Sino-foreign enterprises. 

 Value-added tax in on-grid power tariff will be refunded immediately upon collection 
for waste-to-energy and methane-to-energy projects. 

 On-grid power tariff at a premium of RMB0.25/kWh above the provincial benchmark 
tariff for waste-to-energy and methane-to-energy projects. 

 Priority dispatch: electricity generated from WTE plants are dispatched by the 
power grid with priority, under current renewable energy initiatives. 

 VAT refund on purchase of local equipment during construction. 

 No VAT and import tax chargeable on imported equipment, for environmental 
protection projects that have investments by foreign entities. 

 

Exhibit 65. Tendering timeline for WTE project 
The Tendering Process Timeframe
The Government Authority commissions the tendering company to announce the public tender   1 month
The tendering company screens received application according to the government’s specifications  1 month
Accepted applicants submit their tenders   1 month
Tenders are reviewed by a panel of specialists invited by the tender company  3 days
The government authority engages in negotiations with the tender winner  2-3 months
Tender results are released  2 weeks
The government authority and the tender winner sign a (BOT) agreement    
Source: NEE; Nomura International (Hong Kong) Limited 

 
 

Getting much more serious about 
recycling  
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Exhibit 66. China’s regulatory reform for the waste industry 
Date Rules & regulations Authorities Particulars 
Jun 2002 Directive for Establishing 

Charging System for Municipal 
Residential Waste Treatment 

NDRC, Ministry of 
Finance, Ministry 
of Construction, 
SEPA 

Establishes the requirement for treating municipal residential waste.  
Defines requirements and scope for calculating, charging and regulating waste 
collection and treatment services. 
Promotes commercialisation of waste treatment, to foster a sustainable 
environment. 
Defines national standards to meet. 

May 2004 Management Policy of 
Operating Concession Rights 
for Hazardous Waste 

State Council Defines requirements and procedures for obtaining concession rights for 
hazardous waste treatment, transport, landfill and incineration. 

May 2004 Management Policy of 
Operating Concession Rights 
for Municipal Utilities 

Ministry of 
Construction 

Defines the requirements, responsibilities, procedures for obtaining concession 
rights in operating municipal utilities, which includes, water supply, gas supply, 
heat supply, public transport, sewage treatment, waste treatment, etc. 
This rule opens up China’s utilities market for foreign investment opportunities, in 
order to accelerate commercialisation of public utilities among major 
municipalities. 

Mar 2005 Management Policy for 
Municipal Construction Waste 

Ministry of 
Construction 

Defines requirements for disposing, treating and transporting municipal 
construction waste (e.g. facilities treating construction waste are prohibited to 
treat residential and industrial waste). 
Defines penalty charges for violations. 

Apr 2005 Management Policy for 
Preventing Pollution from Solid 
Waste Disposal 

National Congress Defines the prevention of solid waste generation, promotes recycling and proper 
treatment. 
Defines guidelines in collecting, treating and transporting solid waste, which 
includes municipal residential waste, industrial and hazardous waste. 

Oct 2005 Management Policy for 
Preventing Pollution from 
Disposing Hazardous Chemical 
Waste 

SEPA Defines treatment and disposing policies for disposing hazardous chemical 
waste.  
Encourages hazardous chemical waste be centrally and professionally treated. 

Jan 2006 Subsidized Tariff for Power 
Generated from Renewable 
Energy Rule 

NDRC Power generated from renewable/alternative energy (eg, wind, solar, biomass 
and waste) will be given a subsidised tariff of RMB0.25/kWh over respective 
provincial benchmark tariffs, for 15 years, but allowance of which would be 
reduced by 2% pa for operations entered after 2010. 

Jul 2006 Disclosure Requirement for 
Solid Waste Pollutants for Big 
and Medium Size Municipalities 

SEPA Requires all state environmental protection authorities in big and medium size 
municipalities to regularly disclose information such as solid waste generation, 
treatment situation, type, etc. 

Jun 2007 List of Products encouraged to 
be developed (revised) 

NDRC The NDRC has revised the list of products/equipments for environmental 
protection which the government encourages to develop. This includes, sewage 
treatment facilities, waste incineration equipments, flue gas filtrations, solid 
waste disposal facilities, etc. This revised list covers 107 products, and 
development which would receive government subsidizes/concessions. 

Jul 2007 Management Policy for 
Municipal Residential Waste 

Ministry of 
Construction 

Defines requirements for disposing, treating and transporting municipal waste. 
Defines minimum capital requirement for entering into residential waste 
treatment operations (register capital of RMB5-50mn for landfill, > RMB100mn 
for incineration). 
Defines the extent of use in automatic equipments. 
Defines penalty charges for violations. 

Aug 2007 New Dispatch Priorities for 
Renewable Energy 

NDRC, SEPA, 
SERC, Energy 
Council 

The NDRC has ordered grid companies to give dispatch priorities to renewable 
energy providers, and then to efficient power generators according to fuel 
consumption and pollutant emission levels. Trial process has already started in 
September in five southern provinces — Jiangsu, Guangdong, Guizhou, Sichuan 
and Henan.  

Source: Various entities, Nomura International (Hong Kong) Limited 
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Accounting standard related to the sector 

IFRIC 12 accelerates profit 

Adoption of IFRIC 12 
IFRIC 12 “Service concession arrangements” is a new accounting standard which has 
become effective for financial periods beginning on or after 1 January, 2008. This new 
standard affects the measurement, extent and timing of revenue recognition for 
BOT/TOT projects, which may affect many water and environmental protection 
companies engaging in concessionary agreements with the government. 

Before the adoption of this new accounting standard, fixed assets 
purchased/constructed under BOT and TOT arrangements are classified as finance 
lease receivables and property, plant and equipment (fixed assets), while revenue will 
start to be recognized once these assets commence operations and create operating 
cash-flows. 

Under IFRIC 12, accounting profits should be recognized even during the construction 
of fixed assets, on a percentage-to-completion basis, as the new standard views that 
the entity also provides a valued-service during the construction process as part of the 
BOT/TOT arrangement as a whole. This changes how accounting revenue is being 
recognized on the income statement, as a fraction of the future revenue stream is 
being shifted to the construction stage, and will reclassify three types of revenue lines: 

 Revenue from construction services – The fair value of construction, which is a 
mark-up to actual cost incurred for fixed assets constructed, would be recognized 
as revenue proportionate to the progress of completion of the construction. Amount 
receivable for the construction services (corresponding to revenue) would be 
recognized on the balance sheet as financial assets, instead of fixed assets. These 
financial assets would be named as “gross amount due from customers for 
construction work” for BOTs, and “other receivables and deposits” for TOTs, which 
would be reduced when payments are received from operation. 

 Finance income – The underlying value of financial assets (i.e., infrastructure 
assets) recognized during construction period is represented by deferred income 
flow for the future. Finance income is charged as a result, based on an incremental 
borrowing rate of interest. 

 Revenue from operation services – Stripping out the above two revenue items from 
total future income stream (over the 25–30 year concession period of the project), 
the remaining would be recognized over the concession period as soon as 
operation is commenced. 

All costs of construction and recurring operation are recognized as incurred (same 
basis). Since non-current assets are no longer recognized as property, plant and 
equipment (as related investments in infrastructures are now classified as financial 
assets and reduced by cash receipts), depreciation charges would be significantly 
reduced. 
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Exhibit 67. Changes on BOT/TOT projects due to IFRIC 12 

1-2 years 22-29 years (depending on concession agreements)

OperationBuild 
(construction)

Transfer to 
government

No construction revenue 
recognized.

Infrastructure assets are 
recognized as fixed 
assets/finance lease 
receivables.

Recognize revenue 
during construction 
process, shifting a portion
of future revenue from 
operation.

Infrastructure assets are 
recognized as financial 
assets (i.e. receivables), 
and reduced against cash
receipts.

Revenue recognition starts when operations 
commence, and are measured by services 
rendered.

The underlying value of financial assets (i.e. infrastructure 
assets) recognized during construction period, is 
represented by deferred income flow for the future.  
Finance income is charged as a result, based on an 
incremental borrowing rate of interest.

Stripping out (i) construction revenue and (ii) finance 
income, remaining estimated future cash flow is 
recognized over the concession period.

BEFORE

AFTER

Revenue
 

Source: Nomura International (Hong Kong) Limited 

 

In essence, this new accounting standard smoothes out earnings for BOT/TOT 
concession contracts as a whole as it shifts revenue from operation to construction 
stage. The fair value portion of construction income is generally determined by 
independent valuers, which is generally at 15%–25% of total estimated income flow 
receivable from the contract at present value.  

Although IFRIC 12 would be retrospectively applied by relevant companies, this 
change would not significantly affect the DCF valuation on the companies under our 
coverage as it merely changes the presentation of accounting results and has no 
impact on actual cash flows. 
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Stocks under coverage 

Assumptions and valuation methodology 
Changes in valuation methodologies 
Most of the water stocks under our coverage are valued primarily based upon the DCF 
valuation methodology, and here we revisit the WACC assumptions used to derive our 
price targets.  

Original WACCs were set during our initiation on 17 February, 2009, in the midst of the 
last financial crisis, when emerging water stocks were heavily discounted by the 
market due to their high stock volatility and prevailing bearish market sentiment. In 
view of improved sentiment toward small/mid-caps, as well as our bullish stance in the 
water market, we are now less conservative in our discount rates.  

Hence, we have reduced our WACC assumptions for some of the stocks under 
coverage, including the impact of adopting Nomura’s house view for risk-free rate and 
equity risk premium. 
 

Exhibit 68. Change of WACC assumptions for stocks under coverage 
 China Beijing Guangdong China   Tianjin New 
 Everbright Ent Water Inv't Water Affairs Hyflux Epure Capital Environmental

  Old New Old New Old New Old New Old New Old New Old New Old New
Equity Beta 1.70 1.83 1.44 1.80 1.20 1.50 1.88 1.88 1.10 1.20 1.40 1.86 1.77 1.70 n.a. 1.80 
Risk Free Rate (%) 2.00 2.50 2.00 2.50 2.00 2.50 2.50 2.50 4.00 3.00 2.00 2.50 2.00 2.50 n.a. 2.50
Market Risk Premium (%) 7.50 5.50 7.50 5.50 7.50 5.50 5.50 5.50 7.00 6.00 7.50 5.50 7.50 5.50 n.a. 5.50
Cost of Equity (%) 14.8 11.9 12.8 12.4 11.0 10.8 12.8 12.8 11.7 10.2 12.5 12.7 15.3 11.9 n.a. 12.4
Cost of Debt (%) 7.0 6.0 7.0 6.0 8.0 6.0 7.0 7.0 4.3 5.0 7.0 6.5 6.5 6.5 n.a. 6.0
Debt/Capital (%) 40 25 30 30 20 20 18 18 45 45 35 35 30 25 n.a. 30
Tax (%) 25.0 25.0 25.0 25.0 25.0 25.0 25.0 25.0 18.0 18.0 25.0 25.0 33.0 33.0 n.a. 25.0
       
WACC (%) 11.0 10.5 10.5 10.0 10.0 9.5 11.5 11.5 8.0 7.5 10.0 10.0 12.0 10.0 n.a. 10.0 
Source: Nomura International (Hong Kong) Limited 

 

Exhibit 69. Valuation methodologies 
Valuation methodology

Company OLD NEW Risks (unchanged)
China Everbright 
International

DCF methodology, employing a 
WACC of 11.0% and no terminal 
growth rate.

DCF methodology, employing a 
WACC of 10.5% and 2% growth rate.

Guangdong 
Investment

DCF methodology, employing a 
WACC of 10.0% and no terminal 
growth.

DCF methodology, employing a 
WACC of 9.5% and no terminal 
growth.

Beijing Enterprises 
Water

DCF methodology, employing a 
WACC of 10.5% with no terminal 
growth rate.

DCF methodology, employing a 
WACC of 10.0% with no terminal 
growth rate.

China Water Affairs DCF, employing a WACC of 11.5% 
with no terminal growth rate.

DCF, employing a WACC of 11.5% 
with no terminal growth rate.

Epure International Based on SOTP, by valuing the EPC 
division using an 18x P/E over FY10F 
EPS, and the BOT division based on 
DCF method using a 10% WACC with 
no terminal growth.

Based on SOTP, by valuing the EPC 
division using an 18x P/E over FY10F 
EPS, and the BOT division based on 
DCF method using a 10% WACC with 
no terminal growth.

New Environmental 
Energy 

n.a. DCF, using a WACC of 10.0% with no 
terminal growth rate.

Hyflux Limited DCF methodology, assuming a 8.0% 
WACC and a 4.5% terminal growth 
rate.

DCF methodology, assuming a 7.5% 
WACC and a 4.5% terminal growth 
rate.

Tianjin Capital DCF, using a WACC of 12.0% with no 
terminal growth rate.

DCF, using a WACC of 10.0% with no 
terminal growth rate.

Our target prices 
are subject to 
growth assumptions 
in treatment 
volumes (including 
tap water supply, 
wastewater 
treatment, and 
waste-to-energy), 
tariffs, capacity and 
capex. Changes in 
the macro 
landscape and 
government 
regulations over the 
water industry may 
result in key 
changes in our 
forecasts, and 
hence our target 
prices.

Source: Nomura International (Hong Kong) Limited 
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Continues to shine 
 Recent new projects underpin continued growth 
Recently, China Everbright Int’l (CEI) won a WTE project (capacity: 
600 tonnes/day) in Huidong county, Guangdong, a wastewater 
treatment project (10k tonnes/day) and a straw-fired biomass project 
(800 tonnes/day and 2x15MW) in Xinyi city, Jiangsu, and another 
straw-fired project (800 tonnes/day and 2x18MW) in Suzhou city, 
Auhui. 

 Profile expands, growing on comfortable gearing 
We are positive on the project wins, since they show CEI is crossing 
into new frontiers. It is: 1) entering Guangdong and Anhui provinces, 
where we see potential for further capacity additions due to high 
urbanisation rates and under-penetration; and 2) making its first foray 
into biomass, which could provide new growth opportunities further 
out. Although the new projects may generate lower IRRs than 
previous ones, we believe CEI’s expanded growth profile should pave 
the way for more catalysts, supported by its 31% net gearing in FY09 
(peers: 60%-plus). We see upside to our FY10 forecasts, which 
assume no potential projects (except for Suzhou Phase 3).  

 Strong exposure to upcycle in WTE 
Waste-related projects now account for 54% of CEI’s gross profit, on 
our estimates, and are increasing relative to other segments owing to 
under-penetration. Apart from its recent entry into Guangdong and 
Anhui, we believe CEI could be considering more projects in northern 
China. We see such projects as potential share price catalysts. 

 Forecasts and price target revised; BUY maintained 
At 24x FY10F P/E, CEI’s valuations are at par with those of peers. But 
we see scope for a premium valuation, since we think WTE expansion 
should provide higher returns. Our floor valuation suggests a value of 
HK$3.20, based on replacement cost, to safeguard downside. 

Key financials & valuations
31 Dec (HK$mn) FY08 FY09F FY10F FY11F
Revenue 1,863 2,069 3,090 3,778
Reported net profit 339 399 590 725
Normalised net profit 287 399 590 725
Normalised EPS (HK$) 0.091 0.117 0.162 0.199
Norm. EPS growth (%)        (3.7)       28.6       37.8      22.8 
Norm. P/E (x) 43.1 33.2 23.9 19.3
EV/EBITDA (x) 27.7 21.8 16.9 14.0
Price/book (x) 4.3 3.0 2.7 2.4
Dividend yield (%) 0.4 0.4 0.6 0.8
ROE (%)       12.9       10.7       12.1      13.3 
Net debt/equity (%) 67.8 31.1 47.0 59.3
Earnings revisions
Previous norm. net profit 399 590 719
Change from previous (%)            -             -         0.9 
Previous norm. EPS (HK$) 0.117 0.162 0.197
Sour ce: Company, Nomura estim ates

Share price relative to MSCI China

1m 3m 6m
       (3.3)         6.7      36.7 
       (3.5)         6.3      36.2 
        3.5       15.0      39.3 

Hard

Sour ce: Company, Nomura estim ates

1,802
51.6

4.45/1.34
4.80

Absolute (HK$)
Absolute (US$)
Relative to Index

Estimated free float (%)
Market cap (US$mn)

Major shareholders (%)
China Everbright Holdings 48.4

52-week range (HK$)
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Stock borrowability
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Closing price on 27 Jan HK$3.84

Price target HK$5.50
(from HK$4.90)

Upside/downside 43.2%
Difference from consensus 27.9%

FY10F net profit (HK$mn) 590
Difference from consensus 4.4%
Source: Nomura

Nomura vs consensus
We see continued project execution 
in FY09-10F driving growth. Longer 
term, new projects should trigger 
upgrades to consensus estimates 
and PTs. 

Maintained 

BUY 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 We are positive on recent project wins at CEI, since they show the company is 

crossing new frontiers — entrance into Guangdong and Anhui provinces  — to 
create a larger growth profile to drive EPS, despite some downside in IRRs. We 
see upside to our FY10 forecasts if growth continues. Valuations are at par with 
peers, but we see scope for a larger premium as WTE expansion continues. BUY. 

 Catalysts 
 Recent equity funding has strengthened its internal war chest to bring in further 

projects in environment protection. CEI’s growth profile is becoming more visible. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Drilling down 

Continues to shine 
Recent new projects underpin continued growth 
Four weeks into 2010, China Everbright Int’l (CEI) has already won a basket of new 
projects that signal its penetration into other provinces: 

 Waste-to-energy (WTE) project (capacity: 600 tonnes/day) in Huidong county, 
Guangdong, under a built-operate-transfer (BOT) arrangement for 29 years, which 
commands capex of HK$380mn. It will be equipped with 2 incinerators with a waste 
processing capacity of 600 tonnes/day and power capacity of 20MW, and is 
expected to start operations in 2012. 

 A build-transfer (BT) project in wastewater treatment (10k tonnes/day, the entire 
project reaches 30k tonnes/day) for RMB62mn, located in Xinyi city, Jiangsu. 

 First investment project in straw-fired biomass (800 tonnes/day and 2x15MW, 
operational in 2012) for RMB338mn, also in Xinyi city, Jiangsu. 

 Another investment project in straw-fired biomass (800 tonnes/day and 2x18MW, 
operational in 2012) for RMB331mn, in Suzhou city, Anhui. 

Profile expands, growing on comfortable gearing 
We are positive on recent project wins, given that they demonstrate CEI’s success in 
breaking new frontiers — ie, 1) entering into Guangdong and Anhui provinces, which 
have rich potential for further capacity additions due to high urbanisation rates and 
under-penetration; and 2) first expansion into biomass, providing new growth 
opportunities ahead. Although expansion across business lines and provinces could 
provide lower IRRs than those existing WTE projects in Jiangsu — for instance, 
Guangdong offers lower waste-process fees (RMB40-70/tonne, versus CEI’s 
RMB90/tonne in Jiangsu) and biomass projects generally yield lower returns — we 
believe a larger growth profile should trigger more catalysts to come. We see upside to 
our forecasts, which have not assumed potential projects for FY10, other than those 
already announced. 

Its 31% net gearing in FY09F, versus peers’ 60%+, gives comfort for more aggressive 
growth and suggest less earnings impact in the event of rising interest rates in China. 
Our Nomura economics team forecast China’s interest rate at the People’s Bank of 
China will rise by 81bp in FY10 and another 81bp in FY11. 

Strong exposure to benefit from the up-cycle in WTE 
Waste-related projects now account for 54% of gross profit, and the firm is expanding 
into other segments due to severe under-penetration. Apart from their recent entrance 
into Guangdong and Anhui provinces, our channel checks suggest CEI is also eyeing 
potential projects in northern China for more growth. 

Raising earnings forecasts and price target 
We have raised our earnings forecasts to reflect the following projects secured into the 
pipeline recently: 

 The BT project in Xinyi city for wastewater treatment at capacity of 10,000 
tonnes/day, for a total contract amount of RMB62mn. 

 The biomass project in Xinyi city for developing and running a straw-fired power 
plant at a capacity of 800 tonnes/day and 2x15MW. Capex is at RMB338mn and it 
will be operational in 2012. 
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 The biomass project in Suzhou city at Anhui province, for developing and running a 
straw-fired power plant at a capacity of 800 tonnes/day and 2x18MW. Capex is at 
RMB331mn and it will be operational in 2012. 

Our price target is based on DCF methodology. We have reduced our WACC to 10.5% 
(from 11.0%) and added a terminal growth rate of 2% (from 0%), given that we believe 
CEI should enjoy perpetual growth due to its visible track record and state-owned 
background in achieving leadership positions in industries. Hence, our price target has 
been lifted to HK$5.50 (from HK$4.90). 

Maintain BUY; WTE expansion widens premium 
Our price target implies a 34-28x P/E for FY10-11F, approximately one SD above the 
historical P/E, but still 1.5 SD below the peak during FY07-08. 

Currently at 24x FY10F P/E, valuation is at par with peers, but we see scope for a 
larger premium as WTE expansion would provide higher returns. 

Our price target is subject to growth assumptions for treatment volumes (including tap 
water supply, wastewater treatment, and waste to energy), tariffs, capacity and capex. 
Changes in the macro landscape and government regulations for the water industry 
may result in changes in our forecasts, and hence our price target. 

Our floor valuation suggests HK$3.20/share. Limited downside 
To determine a floor valuation for CEI, we use a sum-of-the-parts methodology to 
value existing assets and foreseeable project pipelines (including the Suzhou Phase 3 
WTE project) to be completed by FY11F. This excludes medium-term value from 
potential projects assumed in our base-case forecast, which uses DCF. We arrive at 
an NAV per share of HK$3.20 by valuing CEI’s wastewater treatment plants using a 
multiple of RMB1,840/m3 and WTE plants at RMB490,000/tonne, based on prevailing 
replacement cost multiples.  

Although this suggests downside of 16%, we expect CEI’s asset portfolio and 
underlying value will continue to grow in the near term, allowing it to trade above such 
a floor valuation. 
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Exhibit 70. CEI: Floor valuation based on sum-of-the-parts 
Wastewater 
Existing capacity ('000m3) 1,690
Secured projects to be completed by 2009 ('000m3) -
Total capacity 1,690
 
Replacement cost of wastewater treatment plants (RMB/m3)              1,840 
Replacement cost of wastewater treatment plants (HK$mn)              3,731 
 
Waste-to-energy 
Existing capacity (ton) 8,750
Projects assumed to be completed by FY11F (ton) 1,000
Total capacity 9,750
 
Replacement cost of waste-to-energy plants (RMB/ton) 490,000
Replacement cost of waste-to-energy plants (HK$mn) 5,733
 
Solid waste disposal 
Total investment cost for 600k tons in capacity (RMBmn)                 234 
Existing capacity accounts for only 33% (or 200k tons) of total capacity (HK$mn)                   93 
 
Alternative energy, biomass, and BT contracts 
Assumed investment accumulated in alternative energy at book value (HK$mn)              1,231 
 
Methane-to-energy 
Total investment cost for Phase 1 & 2 (RMBmn) 41
Total investment cost in HK$'mn 49
 
Infrastructure investment 
Book value of infrastructure business (e.g. toll road operations) in FY08 (HK$mn)                 719 
 
Property investment 
Book value of investment properties in HK and PRC in FY08 (HK$mn)                   35 
 
Environmental technology and construction management 
Book value of in FY08 (HK$mn) 58
 
Other financial assets and deposits 
Book value as of end-FY08 1,409
 
Adjusted net debt as of FY11F (HK$mn) (1,420)
 
Total fair value 11,636
Total number of shares (mn) 3,650
  
NAV per share (HK$) 3.20

Note: Based on replacement cost multiples and book values 

Source: Nomura International (Hong Kong) Limited 
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Financial statements 
 

Income statement (HK$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
Revenue 1,348 1,863 2,069 3,090 3,778
Cost of goods sold (870) (1,198) (1,197) (1,981) (2,345)
Gross profit 478 665 872 1,109 1,433
SG&A (100) (127) (214) (188) (241)
Employee share expense  -  -  -  -  - 
Operating profit 378 538 658 921 1,192

EBITDA 407 574 710 975 1,248
Depreciation (7) (13) (16) (18) (20)
Amortisation (22) (24) (36) (36) (36)
EBIT 378 538 658 921 1,192
Net interest expense (73) (147) (154) (168) (218)
Associates & JCEs (0)  -  -  -  - 
Other income 18 18 18 29 15
Earnings before tax 323 408 522 782 989
Income tax (7) (95) (94) (156) (218)
Net profit after tax 316 313 428 626 771
Minority interests (22) (26) (29) (35) (46)
Other items  -  -  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT 294 287 399 590 725
Extraordinary items 44 52  -  -  - 
Reported NPAT 338 339 399 590 725
Dividends (50) (50) (59) (88) (108)
Transfer to reserves 288 289 340 503 618

Valuation and ratio analysis
FD normalised P/E (x) 41.3           43.1           33.2           23.9           19.3           
FD normalised P/E at price target (x) 59.2           61.8           47.6           34.2           27.7           
Reported P/E (x) 35.2           35.6           32.7           23.7           19.3           
Dividend yield (%) 0.4             0.4             0.4             0.6             0.8             
Price/cashflow (x) 57.8           na 15.7           16.2           12.2           
Price/book (x) 4.9             4.3             3.0             2.7             2.4             
EV/EBITDA (x) 36.7           27.7           21.8           16.9           14.0           
EV/EBIT (x) 39.5           29.6           23.5           17.8           14.6           
Gross margin (%) 35.5           35.7           42.1           35.9           37.9           
EBITDA margin (%) 30.2           30.8           34.3           31.6           33.0           
EBIT margin (%) 28.1           28.9           31.8           29.8           31.5           
Net margin (%) 25.1           18.2           19.3           19.1           19.2           
Effective tax rate (%) 2.1             23.3           18.0           20.0           22.0           
Dividend payout (%) 14.8           14.8           14.8           14.8           14.8           
Capex to sales (%) 60.0           54.5           78.1           51.9           48.2           
Capex to depreciation (x) 113.3         78.6          100.5       89.5         90.2         
ROE (%) 15.2           12.9           10.7           12.1           13.3           
ROA (pretax %) 11.8           11.3           10.2           11.3           11.9           

Growth (%)
Revenue 52.5           38.2           11.1           49.4           22.3           
EBITDA 106.0         41.0           23.6           37.4           28.0           
EBIT 125.2         42.1           22.3           40.1           29.4           
Normalised EPS 132.7         (3.7)            28.6           37.8           22.8           
Normalised FDEPS 133.0         (4.2)            29.8           39.0           23.7           

Per share
Reported EPS (HK$) 0.11 0.11 0.12 0.16 0.20
Norm EPS (HK$) 0.09 0.09 0.12 0.16 0.20
Fully diluted norm EPS (HK$) 0.09 0.09 0.12 0.16 0.20
Book value per share (HK$) 0.78 0.90 1.27 1.41 1.58
DPS (HK$) 0.02 0.02 0.02 0.02 0.03
Source: Nomura estimates
              
 

Earnings continue to be 
boosted by further expansion 
in waste-to-energy 
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Cashflow (HK$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
EBITDA 407 574 710 975 1,248
Change in working capital (126) (116) (20) (109) (44)
Other operating cashflow (76) (584) 139 (1) (59)
Cashflow from operations 206 (126) 829 865 1,145
Capital expenditure (808) (1,015) (1,615) (1,604) (1,821)
Free cashflow (602) (1,141) (786) (739) (676)
Reduction in investments 3 37  -  -  - 
Net acquisitions  -  -  -  -  - 
Reduction in other LT assets (13) 9  -  -  - 
Addition in other LT liabilities 7 39  -  -  - 
Adjustments 1 128 20 (17) (26)
Cashflow after investing acts (603) (927) (766) (756) (702)
Cash dividends (50) (50) (59) (88) (108)
Equity issue 22 8 1,470 16  - 
Debt issue 480 986 (149) 567 907
Convertible debt issue  -  -  -  -  - 
Others (85) 52 (173) (151) (192)
Cashflow from financial acts 367 995 1,089 344 607
Net cashflow (236) 68 322 (411) (94)
Beginning cash 867 631 699 1,021 610
Ending cash 631 699 1,021 610 516
Ending net debt 910 1,912 1,440 2,419 3,420
Source: Nomura estimates

Balance sheet (HK$mn)
As at 31 Dec FY07 FY08 FY09F FY10F FY11F
Cash & equivalents 631 699 1,021 610 516
Marketable securities  -  -  -  -  - 
Accounts receivable 54 98 128 186 225
Inventories 6 12 17 19 24
Other current assets 377 582 934 1,155 1,468
Total current assets 1,068 1,391 2,100 1,970 2,234
LT investments 60 22 22 22 22
Fixed assets 104 145 145 147 153
Goodwill 46 46 46 46 46
Other intangible assets 569 578 542 506 469
Other LT assets 2,679 4,118 5,502 6,959 8,610
Total assets 4,526 6,301 8,357 9,651 11,535
Short-term debt 143 546 357 365 477
Accounts payable 334 471 833 1,003 1,312
Other current liabilities 6 9 13 16 21
Total current liabilities 484 1,026 1,203 1,384 1,809
Long-term debt 1,399 2,065 2,105 2,664 3,459
Convertible debt  -  -  -  -  - 
Other LT liabilities 40 79 79 79 79
Total liabilities 1,922 3,170 3,387 4,127 5,347
Minority interest 152 311 341 376 422
Preferred stock  -  -  -  -  - 
Common stock 313 314 365 365 365
Retained earnings 2,138 2,505 4,264 4,783 5,401
Proposed dividends  -  -  -  -  - 
Other equity and reserves  -  -  -  -  - 
Total shareholders' equity 2,451 2,820 4,629 5,148 5,766
Total equity & liabilities 4,526 6,301 8,357 9,651 11,535

Liquidity (x)
Current ratio 2.21           1.36           1.75           1.42           1.23           
Interest cover 5.2             3.7             4.3             5.5             5.5             

Leverage
Net debt/EBITDA (x) 2.23           3.33           2.03           2.48           2.74           
Net debt/equity (%) 37.1           67.8           31.1           47.0           59.3           

Activity (days)
Days receivable 12.7           14.9           19.9           18.5           19.9           
Days inventory 2.0             2.7             4.3             3.3             3.4             
Days payable 122.4         123.1         198.9         169.2         180.2         
Cash cycle (107.8)        (105.5)        (174.7)        (147.4)        (156.9)        
Source: Nomura estimates

Gearing looks healthy, 
positive for sustaining growth 
momentum 
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Water monopoly: low-risk growth 
 Defensive portfolio: low-risk and steady growth 
We like Guangdong Investments Ltd’s (GDI) water monopoly in Hong 
Kong and defensive growth in China. In our view, the company is well 
established in raw water distribution (63% of FY09F earnings), 
property investment (25%), department stores (10%), and hotel 
operations (5%), which should enable it to generate free cashflow to 
fund expansion in China.  

 Limited downside in shopping mall project in Tianjin 
The land (23,000m2) that GDI acquired in Tianjin for construction of a 
large-scale shopping mall on top of the metro station looks well priced 
when compared with the development next door by Hang Lung 
Properties (101 HK, HK$26.60, BUY). We believe GDI has made a 
good first step with this project — while it presents few near-term 
catalysts (completion expected in FY13F), it should ultimately add 
HK$0.50/share to GDI’s value based on DCF (not in our price target).  

 Positive sentiment on property bodes well for GDI 
We think positive sentiment toward the property market in China, as 
shown in the multi-fold improvement in the share prices of related 
developers over recent months, should brighten the outlook for GDI’s 
property investments in Guangzhou and Hong Kong, particularly for 
tenancy negotiations in FY10F. 

 Valuations of business lines attractive over peers 
We have raised our price target to HK$5.20 (previous target: 
HK$5.00), owing to a lower WACC of 9.5% (previously 10.0%) for the 
reasons explained in the front section of this report. At 10x FY10F P/E, 
GDI is at a discount to: downstream water utilities, at 20-30x; 
integrated utilities in Hong Kong, at 14-23x; Chinese property 
developers, at 15-20x; and conglomerates, at 14-18x. The stock 
traded at 14-18x one-year forward P/E during FY05-07. 

Key financials & valuations
31 Dec (HK$mn) FY08 FY09F FY10F FY11F
Revenue 7,591 7,684 8,013 8,962
Reported net profit 1,877 2,220 2,473 2,648
Normalised net profit 1,992 2,220 2,473 2,648
Normalised EPS (HK$) 0.32 0.36 0.40 0.43
Norm. EPS growth (%)       34.1       10.8       11.0        6.8 
Norm. P/E (x) 12.3 11.0 9.9 9.2
EV/EBITDA (x) 8.1 6.7 6.0 5.1
Price/book (x) 1.6 1.4 1.3 1.2
Dividend yield (%) 2.6 3.0 3.4 3.6
ROE (%)       12.8       13.7       13.9      13.5 
Net debt/equity (%) 41.2 31.0 22.5 9.4
Earnings revisions
Previous norm. net profit 2,220 2,473 2,648
Change from previous (%)            -             -            - 
Previous norm. EPS (HK$) 0.36 0.40 0.43
Source: Company, Nomura estimates

Share price relative to MSCI China

1m 3m 6m
     (11.0)        (5.3)        (7.1)
     (11.2)        (5.7)        (7.4)
       (4.2)         3.0        (4.3)

Hard

Source: Company, Nomura estimates
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Closing price on 27 Jan HK$3.90

Price target HK$5.20
(from HK$5.00)

Upside/downside 33.2%
Difference from consensus 8.2%

FY10F net profit (HK$mn) 2,473
Difference from consensus 7.3%
Source: Nomura

Nomura vs consensus
Our earnings forecasts include 
higher-than-expected rental income 
from Teemall and hotel operations, 
which are yet to be reflected in 
consensus numbers. 

Maintained 

BUY 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 We like GDI’s monopoly in Hong Kong and defensive growth in China, and its 

healthy gearing sets a positive backdrop for more expansion/acquisitions. The price 
of GDI’s land acquisition in Tianjin looks favourable, with limited downside 
expected, and positive sentiment toward China property should brighten tenancy 
negotiations in FY10F. Valuations look attractive relative to comparables; BUY. 

 Catalysts 
 Escalating property prices in China may be supportive of commercial rental prices 

in Guangzhou, prompting upside when GDI’s tenancies are renewed in FY10F. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Revised agreement on water 
supply to Hong Kong seen 
enhancing margins in FY09-
11F 

Financial statements 
 

Income statement (HK$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
Revenue 6,689 7,591 7,684 8,013 8,962
Cost of goods sold (3,615) (4,377) (3,842) (3,862) (4,481)
Gross profit 3,074 3,213 3,842 4,151 4,481
SG&A (571) (675) (699) (716) (825)
Employee share expense  -  -  -  -  - 
Operating profit 2,503 2,539 3,143 3,435 3,656

EBITDA 3,566 3,565 4,155 4,447 4,707
Depreciation (1,063) (1,026) (1,012) (1,012) (1,052)
Amortisation  -  -  -  -  - 
EBIT 2,503 2,539 3,143 3,435 3,656
Net interest expense (418) (292) (323) (321) (354)
Associates & JCEs 48 140 164 236 298
Other income 51 165 35 36 41
Earnings before tax 2,183 2,552 3,019 3,385 3,641
Income tax (406) (442) (481) (567) (629)
Net profit after tax 1,777 2,110 2,537 2,818 3,012
Minority interests (301) (118) (317) (346) (364)
Other items  -  -  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT 1,476 1,992 2,220 2,473 2,648
Extraordinary items 221 (115)  -  -  - 
Reported NPAT 1,697 1,877 2,220 2,473 2,648
Dividends (671) (616) (729) (812) (869)
Transfer to reserves 1,026 1,261 1,491 1,661 1,779

Valuation and ratio analysis
FD normalised P/E (x) 16.5            12.3            11.0            9.9              9.2              
FD normalised P/E at price target (x) 22.0            16.3            14.7            13.2            12.3            
Reported P/E (x) 14.0            12.7            10.8            9.8              9.2              
Dividend yield (%) 2.8              2.6              3.0              3.4              3.6              
Price/cashflow (x) 6.5              6.2              6.5              5.7              5.3              
Price/book (x) 1.7              1.6              1.4              1.3              1.2              
EV/EBITDA (x) 9.1              8.1              6.7              6.0              5.1              
EV/EBIT (x) 12.9            11.3            8.8              7.6              6.5              
Gross margin (%) 46.0            42.3            50.0            51.8            50.0            
EBITDA margin (%) 53.3            47.0            54.1            55.5            52.5            
EBIT margin (%) 37.4            33.4            40.9            42.9            40.8            
Net margin (%) 25.4            24.7            28.9            30.9            29.5            
Effective tax rate (%) 18.6            17.3            15.9            16.8            17.3            
Dividend payout (%) 39.6            32.8            32.8            32.8            32.8            
Capex to sales (%) 2.4              1.8              19.9            24.8            12.0            
Capex to depreciation (x) 0.2             0.1             1.5            2.0            1.0            
ROE (%) 12.7            12.8            13.7            13.9            13.5            
ROA (pretax %) 9.2              9.7              12.1            13.0            13.7            

Growth (%)
Revenue 10.4            13.5            1.2              4.3              11.8            
EBITDA 3.4              (0.1)             16.6            7.0              5.9              
EBIT 5.9              1.4              23.8            9.3              6.4              
Normalised EPS 1.6              34.1            10.8            11.0            6.8              
Normalised FDEPS 2.6              34.8            11.3            11.4            7.1              

Per share
Reported EPS (HK$) 0.28 0.31 0.36 0.40 0.43
Norm EPS (HK$) 0.24 0.32 0.36 0.40 0.43
Fully diluted norm EPS (HK$) 0.24 0.32 0.35 0.39 0.42
Book value per share (HK$) 2.30 2.50 2.74 3.00 3.29
DPS (HK$) 0.11 0.10 0.12 0.13 0.14
Source: Nomura estimates
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Cashflow (HK$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
EBITDA 3,566 3,565 4,155 4,447 4,707
Change in working capital 415 412 (214) 16 148
Other operating cashflow (315) (117) (224) (249) (241)
Cashflow from operations 3,666 3,859 3,718 4,214 4,614
Capital expenditure (161) (138) (1,528) (1,985) (1,076)
Free cashflow 3,505 3,721 2,190 2,230 3,538
Reduction in investments (17) (106)  -  -  - 
Net acquisitions (77) (52)  -  -  - 
Reduction in other LT assets 194 (57) (33) (47) (60)
Addition in other LT liabilities 116 (41) (0) 0 (0)
Adjustments (739) 191 33 47 60
Cashflow after investing acts 2,982 3,657 2,190 2,230 3,538
Cash dividends (610) (615) (729) (812) (869)
Equity issue 22 63 46 44 64
Debt issue (2,435) (1,668) (390) (390) (437)
Convertible debt issue  -  -  -  -  - 
Others 474 (25) 0  - (0)
Cashflow from financial acts (2,550) (2,245) (1,072) (1,157) (1,242)
Net cashflow 433 1,412 1,118 1,073 2,296
Beginning cash 2,252 2,685 4,097 5,215 6,288
Ending cash 2,685 4,097 5,215 6,288 8,583
Ending net debt 9,125 6,342 5,249 4,202 1,931
Source: Nomura estimates

Balance sheet (HK$mn)
As at 31 Dec FY07 FY08 FY09F FY10F FY11F
Cash & equivalents 2,685 4,097 5,215 6,288 8,583
Marketable securities 121 226 226 226 226
Accounts receivable 380 723 732 763 853
Inventories 58 50 51 53 59
Other current assets 36 3 3 3 3
Total current assets 3,279 5,099 6,227 7,333 9,725
LT investments  -  -  -  -  - 
Fixed assets 14,567 7,143 8,504 10,323 11,193
Goodwill 256 262 262 262 262
Other intangible assets 11,162 17,455 16,609 15,763 14,918
Other LT assets 1,228 1,285 1,318 1,365 1,425
Total assets 30,493 31,245 32,920 35,046 37,523
Short-term debt 708 657 657 657 657
Accounts payable 1,416 1,512 1,327 1,334 1,548
Other current liabilities 477 1,095 1,075 1,118 1,149
Total current liabilities 2,601 3,264 3,060 3,110 3,354
Long-term debt 11,102 9,781 9,807 9,832 9,857
Convertible debt  -  -  -  -  - 
Other LT liabilities 758 717 717 717 717
Total liabilities 14,461 13,763 13,584 13,659 13,929
Minority interest 2,006 2,086 2,403 2,749 3,113
Preferred stock  -  -  -  -  - 
Common stock 3,052 3,081 3,092 3,101 3,112
Retained earnings 10,363 11,697 13,112 14,725 16,499
Proposed dividends 610 618 729 812 869
Other equity and reserves  -  -  -  -  - 
Total shareholders' equity 14,025 15,396 16,933 18,638 20,481
Total equity & liabilities 30,493 31,245 32,920 35,046 37,523

Liquidity (x)
Current ratio 1.26            1.56            2.03            2.36            2.90            
Interest cover 6.0              8.7              9.7              10.7            10.3            

Leverage
Net debt/EBITDA (x) 2.56            1.78            1.26            0.94            0.41            
Net debt/equity (%) 65.1            41.2            31.0            22.5            9.4              

Activity (days)
Days receivable 19.4            26.6            34.5            34.0            32.9            
Days inventory 5.9              4.5              4.8              4.9              4.6              
Days payable 123.2          122.4          134.9          125.8          117.4          
Cash cycle (97.9)           (91.3)           (95.6)           (86.8)           (79.9)           
Source: Nomura estimates

We have only factored in the 
land cost (RMB900mn) of the 
Tianjin project and related 
capex for construction. We 
have not taken into account 
the establishment of a mall 
and related earnings 
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Deep value from land 
 Growth looks sustainable as core earnings ramp up 
After looking at CWA’s 1H FY10 results (ended September 2009), we 
discover core earnings from tap water supply have picked up, owing 
to (1) completed acquisitions of tap water plants, (2) ramping up of 
treatment utilisation, and (3) tariff hikes in water plants. Cost controls 
have also been effective, with SG&A expenses at 16% of revenues in 
1H FY10, versus 25-33% in FY09 and 1H FY09. Enlargement of core-
production scale is bringing in efficiency gains; hence sustainable 
growth in EPS is more in sight, in our view. 

 Project turnarounds and capacity growth are key drivers 
Some tap water plants, which were acquired in distressed conditions 
during FY09, have taken less than a year to turn around and started 
to become profitable in 1H FY10. For instance, the Huizhou water 
plants turned profitable in 10M09, versus an RMB20mn loss incurred 
in 2008. Apart from 20% pa organic growth in capacity and another 
10% from acquisitions (guided by management), we believe CWA’s 
earnings are poised for a non-linear growth profile in FY11-12F. 

 Attractive land value yet to be monetised 
Since establishment, CWA has brought over 5.6mn m2 of land pieces 
alongside the acquisition / privatisation of water plants from local 
governments, which have been kept at historical book value. By 
assuming 35% of such vacant land is available for sale and/or 
development, we derive value of an additional HK$1.0/share in CWA. 

 Building in value from land. Valuations look attractive 
At 20x P/E and 1.7x P/B in FY11F, CWA’s valuations look attractive 
against peers, which are at 25-30x and 2.5-3.0x, and such discounts 
should narrow as its core-earnings profile is being strengthened. Also, 
the Chairman’s stated intention to increase his stake suggests limited 
downside to CWA’s share price. 

Key financials & valuations
31 Mar (HK$mn) FY09 FY10F FY11F FY12F
Revenue 1,033 997 1,300 1,603
Reported net profit 115.0 157.9 224.7 278.7
Normalised net profit 25.1 157.9 224.7 278.7
Normalised EPS (HK$) 0.02 0.12 0.17 0.21
Norm. EPS growth (%)      (42.7)     506.9       35.8      24.1 
Norm. P/E (x) 159.5 27.9 19.6 15.8
EV/EBITDA (x) 28.4 10.5 7.7 6.1
Price/book (x) 2.1 1.8 1.7 1.6
Dividend yield (%) 0.9 1.1 1.6 2.0
ROE (%)         6.3         7.3         8.9      10.4 
Net debt/equity (%) 61.8 30.7 24.3 14.4
Earnings revisions
Previous norm. net profit 157.9 224.7 278.7
Change from previous (%)            -             -            - 
Previous norm. EPS (HK$) 0.12 0.17 0.21
Source: Company, Nomura estimates

Share price relative to MSCI China

1m 3m 6m
      16.5       37.8      65.2 
      16.2       37.3      64.6 
      23.8       46.6      68.4 
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Source: Company, Nomura estimates
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Closing price on 27 Jan HK$3.32

Price target HK$4.25
(from HK$3.25)

Upside/downside 28.0%
Difference from consensus 11.8%

FY11F net profit (HK$mn) 224.7
Difference from consensus -25.7%
Source: Nomura

Nomura vs consensus
For CWA, we have factored in new 
earnings assumptions (including 
medium-term growth beyond FY12F) 
into our forecasts, which are yet to 
be reflected in consensus numbers. 

Maintained 

BUY 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  
 

 Action  
 Core earnings from tap water supply have picked up – owing to acquisitions, higher 

utilisation, and tariff hikes. Cost control is becoming effective, with SG&A expenses 
only at 16% of revenues in 1H FY10 (previously: 25-33%). Earnings visibility is 
improving. Value from vacant land pieces is yet to be unlocked, for which we 
attribute an additional HK$1.0/share. On revised PT, BUY on attractive valuations. 

 Catalysts 
 Further growth in capacity from acquisitions and/or extensions to existing plants; 

divestment of properties and land pieces to monetise cash for water expansion. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Further analysis 

Deep value from land 
Growth looks sustainable as core earnings ramp up 
After looking at CWA’s 1H FY10 results (ended September 2009), we discover core 
earnings from tap water supply have picked up substantially, owing to (1) completed 
acquisitions of tap water plants, (2) ramping of treatment volumes/utilisation, and (3) 
tariff hikes in four cities ranging from 19% to 27%. Management’s cost control 
initiatives have also been effective, with SG&A expenses accounting for 16% of 
revenues in 1H FY10, versus 25-33% in FY09 and 1H FY09. Enlargement of 
production scale is bringing in efficiency gains; hence sustainable growth in EPS is 
more in sight, in our view. 
 

Exhibit 71. CWA: reconciliation of earnings 
31 March (HK$mn) 1H FY10
Reported earnings         226.0 
Fair value gain on financial assets at fair value          (135.2)
Non-cash interest expenses on convertible bonds           10.8 
Change in fair value of derivative financial instruments (including conversion options embedded in convertible bonds and warrants)           (15.6)
Related impact on tax & minority interest             1.8 
Earnings from water and infrastructure           87.8  
Source: Company data, Nomura research 

Project turnarounds and capacity growth are key drivers 
Some tap water plants, which were acquired in distressed conditions during FY09, 
have taken less than a year to turn around and started to become profitable in 1H 
FY10. For instance, the Huizhou water plants turned profitable in 10M09, versus an 
RMB20mn loss incurred in 2008. Apart from 20% pa organic growth in capacity and 
another 10% from acquisitions (guided by management), we believe CWA’s earnings 
are poised for a non-linear growth profile in FY11-12F. 

Attractive land value yet to be monetized 
Since establishment, CWA’s growth model of acquiring / privatising tap water plants in 
second / third-tier cities has brought over land pieces of 5.6mn m2 – which are vacant 
and offered to CWA at distressed prices for future development or water plant 
extensions.  

Excluding the investment properties in Xinyu which have already started development 
and are recognized in the balance sheet at reappraised value, most of CWA’s land 
bank is kept at historical book value. Management is considering divesting such land 
or redeveloping it themselves to monetise the underlying value for shareholders, a 
notion which has not been fully reflected in CWA’s share price, in our view. 

We understand there should be many risks and doubts involved in unlocking value 
from the land that CWA currently holds, including (1) the effective area being usable 
for re-development, (2) the conversion price for changing land use rights, from 
industrial purpose into commercial/residential, (3) the plot ratio, (4) construction costs, 
and (5) last but not least, market property prices.  

Hence we have taken a rather conservative approach, and assume only 35% of 
CWA’s land is usable for divestment and/or re-development, and assume 50% of this 
would be sold directly as vacant land pieces, with the other half for re-redevelopment 
into residential projects – similar to the property projects CWA has on hand. 
Comparing against an assumed market value of RMB1,000/m2 for vacant land pieces 
and RMB4000/m2 for selling as residential properties after re-development, we 
estimate CWA’s land pieces on hand can provide an additional HK$1.0/share over the 
water business, a potential value which is yet to be reflected by the market. 
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Exhibit 72. CWA: Additional value extracted from CWA’s land pieces 
CWA's total land (mn m2)       5.63  
Assumed efficiency ratio (%) 35  
Equity portion to CWA (%) 80  
Useable land attributable to CWA (mn m2)      1.58  
% used for selling as vacant land 50  
  
Value from selling as vacant land pieces Value from re-developing vacant land pieces 
Vacant land to sell (mn m2)      0.79 Vacant land to re-develop (mn m2)      0.79 
 Plot ratio (x)        2.0 
Acquisition cost at distressed prices (RMB/m2)       500 Sellable gross area if developed as residential properties (mn 

m2) 
     1.58 

Cost for clearing the site (RMB/m2)         50  
Conversion price of land use rights (RMB/m2)       300 Acquisition cost at distressed prices (RMB/m2)       500 
Total cost (RMB/m2)       850 Cost for clearing the site (RMB/m2)         50 
 Conversion price of land use rights (RMB/m2)       300 
Market value for vacant land pieces (RMB/m2)    1,000 Re-development cost into residential properties (RMB/m2)    2,500 
 Total cost (RMB/m2)    3,350 
  
 Market value for residential properties in 2nd/3rd tier cities 

(RMB/m2) 
   4,000 

  
Value gained (RMBmn)       118 Value gained (RMB'mn)    1,025 

  
Total gain (RMBmn)    1,143  
Outstanding shares of CWA (mn)    1,327  
Forex (RMB:HKD)      1.12  
  
Additional value from CWA's land pieces (HK$/share)  1.00   
Source: Company data; Nomura International (Hong Kong) Limited 

Factor in value from land pieces and raise PT. Maintain BUY  
We are factoring in the additional value from CWA’s land bank – at HK$1.0/share – 
into our price target, while we continue to value the core business from water and 
infrastructure to deliver a DCF value of HK$3.25/share, by employing a WACC of 
11.5% with no terminal growth rate (unchanged). Hence, this SOTP methodology 
gives a new price target of HK$4.25. 

Previously, our price target was derived from the core business of water and 
infrastructure only, based on DCF by employing a WACC of 11.5% with no terminal 
growth rate. 

Valuations look attractive, with limited downside 
At 20x P/E and 1.7x P/B in FY11F, CWA’s valuations look attractive, against peers, 
which are at 25-30x and 2.5-3.0x, and such discounts should narrow as its core-
earnings profile is being strengthened and value from landbank is being unlocked. Also, 
the Chairman’s stated intention to increase his stake suggests limited downside to 
CWA’s share price. 
 

 

 

 

 

 

 

For conservative reasons, we assume 
high execution risk in monetising the 
land that CWA holds, and not all land is 
available for sale/redevelopment.  
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Exhibit 73. CWA: Project list 

Province City Coverage 

Date of 
acquisit-

ion 

Current 
share-

holding (%) 

Daily 
capacity 
('000m3) 

Avg daily 
supply 

('000 
m3/day)

Utiliza-
tion (%)

Water tariff at 
acqui-sition

Current 
water tariff 

Urban 
population 

('000)

Connected 
households 

('000)
# of 

plants 
Type of plant  
(e.g. sand filtration - membrane) 

Type of 
concession 

(years)

Jiangxi Shangli Tap Water May-09 60            20             10 50     1.76       1.76         50 8 1 Ceramic sand filtration 30

Jiangxi Wannian Raw Water Jan-06 100          120             15 13     0.35       0.35 N/A N/A 1 From reservoir 30

Jiangxi Wannian Tap Water Jan-06 100            70             15 21     0.83       1.62         50 9 2 silica sand filtration  30

Jiangxi Xinyu Raw Water May-08 60          150             40 27     0.01       0.01 N/A N/A 1 From resovoir 30

Jiangxi Xinyu Tap Water Jan-06 60          130 3 silica sand filtration  30

Jiangxi Xinyu Steel Tap Water Sep-07 60            30 1 silica sand filtration  30

Jiangxi Xinyu IV Tap Water May-08 60          150 

          155 50     1.00       1.55       400 125

1 silica sand filtration  30

Jiangxi Gaoan Tap Water Aug-07 60            45 

Jiangxi Gaoan II Tap Water Jun-09 60            80 

            45 36     1.21       1.57       160 3 3 silica sand filtration  30

Jiangxi Yanshan Tap Water Jul-07 100            80             15 19     1.13       1.35         54 13 2 silica sand filtration  30

Jiangxi Fenyi Tap Water Sep-07 100            30             20 67     1.34       1.63          80 28 1 silica sand filtration  30

Jiangxi Fenyi  Sewage Mar-09 53.45            10             10 100     0.70       0.70 N/A N/A 1 Microburst oxidation ditch 29 (BOT)

Jiangxi Wannian  Sewage Jun-09 53.45            15               2 13       0.80 N/A N/A 1 Modified oxidation ditch 29 (BOT)

Chongqing Sunjiakou Tap Water Jun-08 100     1.97       1.97 1 silica sand filtration  29

Chongqing Yongchuan Tap Water Feb-07 100 

           85             60 71

    1.97       1.97 

      300 61

3 silica sand filtration  30

Hubei JingZhou Tap Water Feb-07 51          715           250 35     1.00       1.32       880 124 5 Flocculation-sedimentation-filtration 30

Hubei Jiangling Tap Water Feb-08 100            20            10 50     1.35       1.64         44 5 1 silica sand filtration  30

Hubei JingZhou  Sewage Dec-06 51          100           100 100     0.70       0.78 N/A N/A 1 Oxidation Ditch 25 (BOT)

Henan Zhoukou Tap Water Nov-06 70          137             55 40     1.38       1.76       500 71 2 silica sand filtration  30

Henan Fugou Tap Water Jul-06 100            80               5 6     1.43       1.98         72 13 1 silica sand filtration  30

Henan Luyi Tap Water Apr-06 100            30               5 17     1.43       1.85       100 13 2 silica sand filtration  30

Henan Xihua Tap Water Jul-06 55            80             10 13     1.30       1.85         80 16 1 silica sand filtration  30

Hunan Ningxiang Tap Water Feb-09 90            95             60 63     1.80       1.80       489 20 1 silica sand filtration  30

Jiangsu Gangwu Tap Water Jun-07 40          600           250 42     1.40       1.41    1,550 171 3 Flocculation-sedimentation-filtration no specify

Hainan Xingshui Raw Water Apr-07 53          100             35 35     0.43       0.43 N/A N/A 1 Gravity raw water supply no specify

Guangdong Xinhui Tap Water Jun-07 50          440           170 39     1.41       1.68       750 169 3 silica sand filtration  30

Guangdong Renhua Tap Water Dec-03 73            30             15 50     1.05       1.55         50 14 1 silica sand filtration  50

Guangdong Huizhou Raw Water May-08 70          340           150 44     1.04       1.04       120 5 1 From reservoir 20

Guangdong Huizhou Tap Water May-08 100          340           150 44     2.52       2.52       120 15 2 silica sand filtration  no specify

        

Totals    Total:       4,122 Average: 42     1.22       1.42    5,849 883   

Source: Company data; Nomura research 
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Financial statements 
 

We forecast core earnings 
from the water business will 
continue to expand 

Income statement (HK$mn)
Year-end 31 Mar FY08 FY09 FY10F FY11F FY12F
Revenue 766 1,033 997 1,300 1,603
Cost of goods sold (499) (712) (495) (637) (785)
Gross profit 267 321 502 663 818
SG&A (153) (230) (233) (304) (374)
Employee share expense (50) (27) (10) (10) (10)
Operating profit 65 64 259 350 433

EBITDA 138 168 410 538 656
Depreciation (64) (91) (138) (175) (210)
Amortisation (9) (13) (13) (13) (13)
EBIT 65 64 259 350 433
Net interest expense (67) (85) (85) (71) (64)
Associates & JCEs 14 17 50 70 75
Other income 64 67 48 48 50
Earnings before tax 75 62 271 397 493
Income tax (135) (98) (46) (76) (95)
Net profit after tax (60) (36) 226 321 398
Minority interests (93) (114) (68) (96) (119)
Other items 197 174  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT 44 25 158 225 279
Extraordinary items 383 90  -  -  - 
Reported NPAT 427 115 158 225 279
Dividends  - (36) (50) (71) (88)
Transfer to reserves 427 79 108 154 191

Valuation and ratio analysis
FD normalised P/E (x) 93.0            159.5          27.9            19.6            15.8            
FD normalised P/E at price target (x) 119.1          204.1          35.7            25.1            20.2            
Reported P/E (x) 9.6              35.3            26.6            19.6            15.8            
Dividend yield (%) -                  0.9              1.1              1.6              2.0              
Price/cashflow (x) 12.7            37.9            15.0            10.0            8.0              
Price/book (x) 2.3              2.1              1.8              1.7              1.6              
EV/EBITDA (x) 33.7            28.4            10.5            7.7              6.1              
EV/EBIT (x) 65.1            64.8            15.7            11.2            8.8              
Gross margin (%) 34.9            31.0            50.3            51.0            51.0            
EBITDA margin (%) 18.0            16.3            41.1            41.4            40.9            
EBIT margin (%) 8.5              6.2              26.0            26.9            27.0            
Net margin (%) 55.8            11.1            15.8            17.3            17.4            
Effective tax rate (%) 179.2          157.0          16.9            19.2            19.3            
Dividend payout (%) -                  31.5            31.5            31.5            31.5            
Capex to sales (%) -                  -                  29.4            20.8            15.6            
Capex to depreciation (x) -                 -                 2.1            1.5            1.2            
ROE (%) 30.5            6.3              7.3              8.9              10.4            
ROA (pretax %) 2.8              1.8              6.0              7.4              8.2              

Growth (%)
Revenue 445.5          35.0            (3.5)             30.4            23.3            
EBITDA na 21.8            144.1          31.2            22.0            
EBIT na (1.1)             303.0          35.0            24.0            
Normalised EPS na (42.7)           506.9          35.8            24.1            
Normalised FDEPS na (41.7)           471.7          42.3            24.1            

Per share
Reported EPS (HK$) 0.35 0.09 0.12 0.17 0.21
Norm EPS (HK$) 0.04 0.02 0.12 0.17 0.21
Fully diluted norm EPS (HK$) 0.04 0.02 0.12 0.17 0.21
Book value per share (HK$) 1.42 1.55 1.84 1.96 2.10
DPS (HK$)  - 0.03 0.04 0.05 0.07
Source: Nomura estimates
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Liquidity and gearing remain 
lower than peers; we see no 
pressure for future capex 

Cashflow (HK$mn)
Year-end 31 Mar FY08 FY09 FY10F FY11F FY12F
EBITDA 138 168 410 538 656
Change in working capital (169) 137 (31) 19 20
Other operating cashflow 353 (198) (99) (115) (127)
Cashflow from operations 322 107 280 442 550
Capital expenditure  -  - (293) (270) (250)
Free cashflow 322 107 (13) 172 300
Reduction in investments (518) 143  -  -  - 
Net acquisitions  -  -  -  -  - 
Reduction in other LT assets (330) 227 (50) (70) (75)
Addition in other LT liabilities 70 67 (0) 0 (0)
Adjustments (288) (820) 67 87 92
Cashflow after investing acts (745) (276) 4 188 317
Cash dividends  -  - (50) (71) (88)
Equity issue  -  - 223  -  - 
Debt issue  -  - (333) (80) (126)
Convertible debt issue  -  -  -  -  - 
Others 683 395 (15) (0)  - 
Cashflow from financial acts 683 395 (175) (151) (214)
Net cashflow (62) 120 (171) 38 103
Beginning cash 520 458 578 407 444
Ending cash 458 578 407 444 547
Ending net debt 1,034 1,160 749 631 402
Source: Nomura estimates

Balance sheet (HK$mn)
As at 31 Mar FY08 FY09 FY10F FY11F FY12F
Cash & equivalents 458 578 407 444 547
Marketable securities 296 133 133 133 133
Accounts receivable 356 337 325 424 523
Inventories 61 161 112 144 178
Other current assets 277 403 394 470 545
Total current assets 1,449 1,612 1,371 1,616 1,927
LT investments 492 513 513 513 513
Fixed assets 1,773 2,856 3,299 3,659 3,722
Goodwill 104 155 155 155 155
Other intangible assets 146 173 165 156 148
Other LT assets 463 236 286 356 431
Total assets 4,426 5,545 5,789 6,456 6,896
Short-term debt 506 463 196 242 232
Accounts payable 165 261 181 233 288
Other current liabilities 430 678 656 830 1,004
Total current liabilities 1,101 1,402 1,034 1,306 1,524
Long-term debt 396 1,040 960 834 717
Convertible debt 590 236  -  -  - 
Other LT liabilities 113 181 181 181 181
Total liabilities 2,200 2,858 2,174 2,320 2,422
Minority interest 469 812 1,172 1,539 1,686
Preferred stock  -  -  -  -  - 
Common stock 12 12 13 13 13
Retained earnings 1,745 1,864 2,429 2,583 2,774
Proposed dividends  -  -  -  -  - 
Other equity and reserves  -  -  -  -  - 
Total shareholders' equity 1,758 1,876 2,442 2,596 2,787
Total equity & liabilities 4,426 5,545 5,789 6,456 6,896

Liquidity (x)
Current ratio 1.32            1.15            1.33            1.24            1.26            
Interest cover 1.0              0.8              3.1              4.9              6.7              

Leverage
Net debt/EBITDA (x) 7.49            6.90            1.83            1.17            0.61            
Net debt/equity (%) 58.8            61.8            30.7            24.3            14.4            

Activity (days)
Days receivable 90.7            122.4          121.3          105.3          108.2          
Days inventory 32.0            57.0            100.7          73.4            75.0            
Days payable 71.8            109.1          163.2          118.9          121.5          
Cash cycle 50.8            70.4            58.9            59.8            61.7            
Source: Nomura estimates
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A re-rating story is in sight 
 Successful integration into BOT 
Leveraging on specialised R&D in treatment technology and its 
parent’s experience in water operations, Epure is finding success in 
its downward integration to become a full wastewater utility, from a 
pure EPC vendor, which exploits a sustainable earnings stream and 
allows better differentiation against equipment / construction plays, 
given that the EPC model has low entry barriers. With 11 BOT 
projects already in the pipeline, Epure is committed. From internal 
resources, management seeks to add 1.0mn m3 of new BOT projects 
near term, while a potential dual-listing in Hong Kong could fund 
another 1.0mn m3. Also, its unlisted parent has wastewater and tap 
water projects on hand totalling 3.5mn m3 and 0.3mn m3, 
respectively — resources waiting to be unlocked. 

 Upside potential from growth and a re-rating 
We see upside potential to our base-case forecast, which has only 
factored in BOT projects already secured/signed. A possible dual-
listing in Hong Kong could also reduce Epure’s small-cap discounts. 
At a 13x FY10F P/E, a re-rating is possible, in our view, when 
compared with BOT-water plays listed in Hong Kong at 20-30x and 
equipment/construction plays at 15-20x. 

 Risks: BOT requires capital and quality operations 
A ramp in BOT projects puts pressure on near-term cashflows, but we 
believe Epure’s net cash position should be less of a concern. 
Operational management, which is key to safeguarding IRRs and 
margins, is yet to be proven successful at the listed-level of Epure. 

 BUY on attractive valuations; a re-rating is in sight 
We find Epure’s discount vs its peers unjustified, given that the 
gradual expansion in BOT and stronger industrial outlook should 
continue to re-rate the stock although the shares have rallied by about 
40% over the past three months (versus an 8% fall in the HSI). 

Key financials & valuations
31 Dec (RMBmn) FY08 FY09F FY10F FY11F
Revenue 1,025 1,294 1,835 2,457
Reported net profit 231.6 261.4 372.6 486.6
Normalised net profit 231.6 261.4 372.6 486.6
Normalised EPS (RMB) 0.19 0.20 0.29 0.38
Norm. EPS growth (%)       40.9         8.7       42.5      30.6 
Norm. P/E (x) 21.7 19.1 13.4 10.2
EV/EBITDA (x) 16.2 11.8 8.1 5.8
Price/book (x) 4.0 3.2 2.6 2.0
Dividend yield (%) 0.9 0.0 0.0 0.0
ROE (%)       18.8       18.1       21.2      22.2 
Net debt/equity (%) net cash net cash net cash net cash
Earnings revisions
Previous norm. net profit 261.4 372.6 486.6
Change from previous (%)            -             -            - 
Previous norm. EPS (RMB) 0.20 0.29 0.38
Sour ce: Company, Nomura estim ates

Share price relative to MSCI China

1m 3m 6m
      13.1       42.6      50.5 
      13.2       41.7      54.1 
      19.9       50.7      54.6 

Hard

Sour ce: Company, Nomura estim ates

52-week range (S$)
3-mth avg daily turnover (US$mn)
Stock borrowability
Major shareholders (%)
Wen Yibo 55.3

Absolute (S$)
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Relative to Index

Estimated free float (%)
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(S$)

Closing price on 27 Jan S$0.82

Price target S$1.10
(set on 13 Jan 10)

Upside/downside 34.4%
Difference from consensus 22.4%

FY10F net profit (RMBmn) 372.6
Difference from consensus na
Source: Nomura

Nomura vs consensus
Our assumptions include the 
upcoming BOT operations and 
higher growth in EPC revenue, which 
should gradually be reflected by 
consensus. 

Maintained 

BUY 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 Epure is proving successful in integrating downstream to become a full wastewater 

utility, from a pure EPC vendor, which exploits a sustainable earnings stream and 
allows easier differentiation vs EPC plays. Earnings growth also looks better, and a 
potential dual-listing in Hong Kong would bring in more capital. We see a possible 
re-rating, as peers in BOT are at FY10F P/Es of 15-30x. BUY. 

 Catalysts 
 Further expansion into BOT-water projects in China; potential dual-listing in the 

Hong Kong market; more EPC orders in China and the Middle East. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Financial statements 
 

Income statement (RMBmn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
Revenue 697 1,025 1,294 1,835 2,457
Cost of goods sold (474) (684) (908) (1,324) (1,779)
Gross profit 223 341 386 511 679
SG&A (30) (66) (77) (94) (120)
Employee share expense 2 0 0 0 0
Operating profit 195 275 309 417 558

EBITDA 196 275 314 422 563
Depreciation (1)  - (5) (5) (4)
Amortisation  -  -  -  -  - 
EBIT 195 275 309 417 558
Net interest expense (0) (15) 1 9 18
Associates & JCEs 0 1 2 2 1
Other income  -  - (5) (5) (4)
Earnings before tax 194 260 308 423 572
Income tax (29) (28) (46) (51) (86)
Net profit after tax 166 232 261 373 487
Minority interests (1)  -  -  -  - 
Other items  -  -  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT 164 232 261 373 487
Extraordinary items  -  -  -  -  - 
Reported NPAT 164 232 261 373 487
Dividends  - (44)  -  -  - 
Transfer to reserves 164 188 261 373 487

Valuation and ratio analysis
FD normalised P/E (x) 31.2           21.7           19.1           13.4           10.2           
FD normalised P/E at price target (x) 41.9           29.1           25.6           18.0           13.8           
Reported P/E (x) 31.2           21.7           19.1           13.4           10.2           
Dividend yield (%) -                 0.9             -                 -                 -                 
Price/cashflow (x) 42.5           17.0           7.9             12.6           9.9             
Price/book (x) 1.5             4.0             3.2             2.6             2.0             
EV/EBITDA (x) 22.9           16.2           11.8           8.1             5.8             
EV/EBIT (x) 23.1           16.2           12.0           8.2             5.9             
Gross margin (%) 32.0           33.3           29.8           27.8           27.6           
EBITDA margin (%) 28.1           26.8           24.3           23.0           22.9           
EBIT margin (%) 27.9           26.8           23.9           22.7           22.7           
Net margin (%) 23.6           22.6           20.2           20.3           19.8           
Effective tax rate (%) 14.8           10.9           15.0           12.0           15.0           
Dividend payout (%) -                 18.9           -                 -                 -                 
Capex to sales (%) 0.5             31.2           9.7             5.4             15.5           
Capex to depreciation (x) 2.6             na 25.1         21.5         88.0         
ROE (%) 18.0           18.8           18.1           21.2           22.2           
ROA (pretax %) 31.8           31.2           28.6           36.8           36.5           

Growth (%)
Revenue 37.9           47.0           26.3           41.8           33.9           
EBITDA 36.3           39.9           14.5           34.2           33.3           
EBIT 36.5           40.9           12.7           34.9           33.8           
Normalised EPS 48.7           40.9           8.7             42.5           30.6           
Normalised FDEPS 48.7           40.9           8.7             42.5           30.6           

Per share
Reported EPS (RMB) 0.13 0.19 0.20 0.29 0.38
Norm EPS (RMB) 0.13 0.19 0.20 0.29 0.38
Fully diluted norm EPS (RMB) 0.13 0.19 0.20 0.29 0.38
Book value per share (RMB) 2.78 1.02 1.22 1.51 1.89
DPS (RMB)  - 0.04  -  -  - 
Source: Nomura estimates
              
 

Earnings expanding on both 
EPC orders and expansion 
into BOT 
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Cashflow (RMBmn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
EBITDA 196 275 314 422 563
Change in working capital 105 68 356 16 14
Other operating cashflow (181) (47) (43) (42) (72)
Cashflow from operations 121 296 627 396 504
Capital expenditure (4) (319) (125) (100) (380)
Free cashflow 117 (24) 502 297 124
Reduction in investments (10) 9  -  -  - 
Net acquisitions (11) 2 2 2 1
Reduction in other LT assets  -  -  -  -  - 
Addition in other LT liabilities  -  -  -  -  - 
Adjustments 95 50 23 35 39
Cashflow after investing acts 191 37 526 333 164
Cash dividends  - (44)  -  -  - 
Equity issue 318  -  -  -  - 
Debt issue 258 1,087 80 (83) 97
Convertible debt issue  -  -  -  -  - 
Others (251) (1,118) (22) (26) (21)
Cashflow from financial acts 324 (74) 59 (109) 76
Net cashflow 515 (38) 585 224 240
Beginning cash 665 1,180 1,142 1,727 1,952
Ending cash 1,180 1,142 1,727 1,952 2,192
Ending net debt (832) (751) (1,256) (1,563) (1,705)
Source: Nomura estimates

Balance sheet (RMBmn)
As at 31 Dec FY07 FY08 FY09F FY10F FY11F
Cash & equivalents 1,180 1,142 1,727 1,952 2,192
Marketable securities  -  -  -  -  - 
Accounts receivable 591 772 576 706 918
Inventories 0 22  - 0 1
Other current assets 0 1 1 1 1
Total current assets 1,772 1,938 2,305 2,660 3,111
LT investments 12 3 3 3 3
Fixed assets 18 50 46 43 40
Goodwill 0  -  -  - (0)
Other intangible assets 3 138 138 138 138
Other LT assets  - 153 269 355 716
Total assets 1,804 2,281 2,761 3,198 4,008
Short-term debt 348 392 472 389 486
Accounts payable 296 566 705 851 1,077
Other current liabilities 9 10 10 10 10
Total current liabilities 653 968 1,186 1,250 1,574
Long-term debt
Convertible debt  - (0)  -  -  - 
Other LT liabilities  - 2 2 2 2
Total liabilities 653 970 1,188 1,252 1,576
Minority interest  -  -  -  -  - 
Preferred stock  -  -  -  -  - 
Common stock 833 833 833 833 833
Retained earnings 318 478 740 1,112 1,599
Proposed dividends  -  -  -  -  - 
Other equity and reserves (0) 0 0  -  - 
Total shareholders' equity 1,152 1,312 1,573 1,946 2,432
Total equity & liabilities 1,804 2,281 2,761 3,198 4,008

Liquidity (x)
Current ratio 2.71           2.00           1.94           2.13           1.98           
Interest cover 406.7         18.2           na na na

Leverage
Net debt/EBITDA (x) net cash net cash net cash net cash net cash
Net debt/equity (%) net cash net cash net cash net cash net cash

Activity (days)
Days receivable 306.2         243.5         190.2         127.6         120.6         
Days inventory 0.2             6.0             4.4             0.0             0.2             
Days payable 183.7         230.6         255.5         214.4         197.8         
Cash cycle 122.7         18.8           (60.8)          (86.8)          (77.1)          
Source: Nomura estimates

Net cash position sets positive 
backdrop for BOT expansion, 
which is more capital 
intensive than EPC 
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Growth versus risks 
 Capacity up 1.3x in FY09, momentum continues 
BEW’s capacity pipeline (operating + under-construction) grew 1.3x in 
FY09 to 3.5mn m3, which should see BEW being near the top in the 
nation in terms of wastewater treatment capacity. We assume the 
pipeline will reach 6.0mn m3 by end-FY10F, which is in line with 
guidance and would be done through acquisitions and/or new project 
biddings. Potential asset injections from its parent of 1.3mn m3 in 
2H10F should be priced fairly and value accretive to BEW’s P/BV of 
3.3x in FY10F, which we have not assumed in our forecasts. 

 Higher risks identified for FY10F 
While we remain bullish on the water sector, we notice competition 
has intensified over time, as more private and state-owned 
enterprises enter the field. We believe the market has already priced-
in high expectations for BEW’s growth in FY10F, while any potential 
delay in capacity expansion and decline in IRR could prompt 
downside to the share price. Also, its 190% net debt-to-equity by end-
FY10F looks alarming, as Chinese interest rates are being hiked, and 
we note dilution risk from equity funding required to hit capacity 
targets. 

 Revised forecasts and price target 
We have factored in BEW’s acquisition of the remaining 7.2% stake in 
ZKC from minority shareholders, toned down medium-term growth, 
and cut WACC to 10%. Our DCF-based price target is slightly lower. 

 Maintain BUY call 
Although trading at a diluted 35-19x FY10-11F P/E looks steep, its 
0.3x PEG is discounted against peers due to its emerging growth 
prospects. We believe near-term catalysts from new project 
announcements should support the stock. Maintain BUY. 

Key financials & valuations
31 Dec (HK$mn) FY08 FY09F FY10F FY11F
Revenue 338 2,403 4,307 4,166
Reported net profit 31 116 282 533
Normalised net profit 39 116 282 533
Normalised EPS (HK$) 0.038 0.042 0.087 0.156
Norm. EPS growth (%)  na         9.4     108.2      79.6 
Norm. P/E (x) 205.5 72.8 34.9 19.3
EV/EBITDA (x) 70.2 41.9 24.4 13.9
Price/book (x) 3.4 3.7 3.3 2.8
Dividend yield (%) 0.0 0.0 0.0 0.0
ROE (%)         3.5         6.0       12.3      18.9 
Net debt/equity (%) 58.8 113.4 189.5 187.9
Earnings revisions
Previous norm. net profit 115 281 534
Change from previous (%)         0.5         0.4        (0.0)
Previous norm. EPS (HK$) 0.042 0.087 0.156
Source: Company, Nomura estimates

Share price relative to MSCI China

1m 3m 6m
       (4.2)       29.0      50.0 
       (4.5)       28.6      49.5 
        3.1       37.9      53.3 

Hard

Source: Company, Nomura estimates
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Closing price on 27 Jan HK$2.49

Price target HK$3.15
(from HK$3.20)

Upside/downside 26.6%
Difference from consensus 5.1%

FY10F net profit (HK$mn) 281.7
Difference from consensus -1.1%
Source: Nomura

Nomura vs consensus
We are one of the few brokerages 
that cover BEW. We believe it is 
overlooked and overshadowed, and 
should garner more attention as 
expansion plans bear fruit. 

Maintained 

BUY 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 BEW’s capacity pipeline grew 1.3x in FY09 to 3.5mn m3, and we assume 6.0mn 

m3 by end-FY10F (in line with guidance), while asset injections can provide upside. 
As competition intensifies, we identify higher risks for FY10F, since the market has 
already factored in aggressive growth, while its high gearing and dilution risks are 
concerns. Valuations look undemanding at 0.3x PEG. BUY. 

 Catalysts 
 Further project announcements and asset injections will be positive catalysts for 

BEW’s growth, but look out for share dilution and rate hikes due to high gearing. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Further analysis 

Capacity up 1.3x in FY09, momentum continues 
BEW’s capacity pipeline (operating + under-construction) grew 1.3x in FY09 to 3.5mn 
m3, which should see BEW being near the top in the nation in terms of wastewater 
treatment capacity. We assume the pipeline will reach 6.0mn m3 by end-FY10F, which 
is in line with guidance and would be done through acquisitions and/or new project 
biddings. Our channel checks suggest BEW is negotiating new projects in China and 
overseas, and recent tariff hikes in major cities should complement the M&A process. 

Potential asset injections from its parent of 1.3mn m3 in 2H10F should be priced fairly 
and value accretive to BEW’s P/BV of 3.3x in FY10F, which we have not assumed in 
our forecasts. 

Higher risks identified for 2010F 

Although bullish in the sector, competition is intensifying 
While wastewater treatment remains under-invested in China, post rich opportunities 
for growth, we have noticed competition has intensified over time, as more private and 
state-owned enterprises have entered the field. China Guodian Group, one of the big-
five unlisted groups of power generators, recently acquired a 70% stake in a 
wastewater treatment company in Shenyang for RMB700mn, won against other water 
professionals such as Beijing Enterprises Water (BEW) – according to First Finance, 
dated 20 January, 2010.  

We believe the market has already priced-in high expectations for BEW’s growth in 
FY10F, while any potential delay in capacity expansion and project additions could 
result in downside to the share price. Also, competition may squeeze IRRs for future 
projects from the current 10-13%, if BEW sacrifices margins for aggressive growth. 

Gearing is alarming, share dilution risks is in sight 
BEW’s net debt-to-equity (including convertible bonds) has reached 186% on our 
estimates, making earnings vulnerable to rising interest rates in China. Our Nomura 
economics team forecasts China’s interest rate at the People’s Bank of China will rise 
by 81bps in FY10F, and another 81bps in FY11F. Hence, dilution risks from potential 
share placement becomes an issue, as such placements may be needed to fund 
further growth to meet its capacity target of 6mn m3 by end-FY10F. 

Updated forecasts from latest developments and price target 
We have factored in BEW’s acquisition of the remaining 7.2% stake in ZKC Environmental 
(unlisted) from the minority shareholders made in December 2009, and lower our medium-
term growth forecast of reaching a capacity pipeline of 7.0mn m3 by end-FY11F and 
8.0mn m3 by end-FY12F, compared to previous levels of 8.0mn m3 and 9.3mn m3, due to 
a more competitive landscape in wastewater treatment. We continue to expect capacity to 
reach 6.0mn m3 by end-FY10F, as guided by management. 

We have also lowered our WACC to 10% (from 10.5%). Hence, our DCF-based price 
target has been slightly reduced to HK$3.15 (from HK$3.20). 

Near-term catalysts to support share price. Maintain BUY 
We continue to believe BEW has a proven track record and is well-positioned to 
expand over a bullish water sector, while near-term catalysts from new project 
announcements should support the share price. Although trading at a diluted 35-19x 
FY10-11F P/E looks steep, its 0.3x PEG is discounted against peers due to its 
emerging growth prospects. Our price target implies a 44-24x FY10-11F P/E, 
approaching historical peak level. Maintain BUY. 
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Financial statements 
 

Income statement (HK$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
Revenue 20 338 2,403 4,307 4,166
Cost of goods sold (20) (183) (1,861) (3,320) (2,812)
Gross profit 0 155 542 987 1,354
SG&A (4) (42) (322) (510) (433)
Employee share expense  -  -  -  -  - 
Operating profit (4) 113 220 476 921

EBITDA (4) 114 221 477 922
Depreciation (0) (1) (1) (1) (1)
Amortisation  -  -  -  -  - 
EBIT (4) 113 220 476 921
Net interest expense  - (60) (57) (76) (157)
Associates & JCEs  - (1)  -  -  - 
Other income 1 11 13 4 1
Earnings before tax (3) 63 176 404 765
Income tax 0 (12) (32) (73) (138)
Net profit after tax (3) 51 145 331 627
Minority interests  - (12) (29) (50) (94)
Other items  -  -  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT (3) 39 116 282 533
Extraordinary items 0 (8)  -  -  - 
Reported NPAT (3) 31 116 282 533
Dividends  -  -  -  -  - 
Transfer to reserves (3) 31 116 282 533

Valuation and ratio analysis
FD normalised P/E (x) na 205.5          72.8            34.9            19.3            
FD normalised P/E at price target (x) na 260.3          92.2            44.2            24.5            
Reported P/E (x) na 81.3            59.6            28.6            15.9            
Dividend yield (%) -                  -                  -                  -                  -                  
Price/cashflow (x) na na 20.8            11.4            6.1              
Price/book (x) 6.6              3.4              3.7              3.3              2.8              
EV/EBITDA (x) na 70.2            41.9            24.4            13.9            
EV/EBIT (x) na 71.0            42.1            24.5            13.9            
Gross margin (%) 1.0              45.8            22.5            22.9            32.5            
EBITDA margin (%) (19.8)           33.7            9.2              11.1            22.1            
EBIT margin (%) (20.0)           33.3            9.1              11.1            22.1            
Net margin (%) (12.9)           9.2              4.8              6.5              12.8            
Effective tax rate (%) na 19.5            18.0            18.0            18.0            
Dividend payout (%) na -                  -                  -                  -                  
Capex to sales (%) 0.1              (3.9)             71.7            73.5            59.7            
Capex to depreciation (x) 0.7             (10.7)          1,400.5     2,684.8     2,200.5     
ROE (%) (7.9)             3.5              6.0              12.3            18.9            
ROA (pretax %) (164.7)         5.6              4.6              6.4              8.4              

Growth (%)
Revenue (44.4)           1,597.0       611.6          79.2            (3.3)             
EBITDA na na 94.4            115.9          93.1            
EBIT na na 95.4            116.6          93.4            
Normalised EPS na na 9.4              108.2          79.6            
Normalised FDEPS na na 182.3          108.7          80.4            

Per share
Reported EPS (HK$) (0.03) 0.03 0.04 0.09 0.16
Norm EPS (HK$) (0.03) 0.04 0.04 0.09 0.16
Fully diluted norm EPS (HK$) (0.03) 0.01 0.03 0.07 0.13
Book value per share (HK$) 0.38 0.73 0.67 0.75 0.90
DPS (HK$)  -  -  -  -  - 
Source: Nomura estimates
              
 



 

 

Beijing Enterprises Water Evan Li

1 February 2010 Nomura 79

 

Gearing rises owing to 
aggressive capex. Dilution 
from further share placement 
could be a potential risk 

Cashflow (HK$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
EBITDA (4) 114 221 477 922
Change in working capital (1) 83 74 150 304
Other operating cashflow (1) (614) 36 78 164
Cashflow from operations (6) (418) 331 705 1,390
Capital expenditure (0) 13 (1,723) (3,165) (2,486)
Free cashflow (6) (405) (1,392) (2,460) (1,096)
Reduction in investments  - (0)  -  -  - 
Net acquisitions  -  -  -  -  - 
Reduction in other LT assets  -  -  -  -  - 
Addition in other LT liabilities  - 210  -  -  - 
Adjustments 2 (197) (98) 4 1
Cashflow after investing acts (3) (392) (1,490) (2,455) (1,095)
Cash dividends  - (0)  -  -  - 
Equity issue  - 96  -  -  - 
Debt issue  - 232 680 2,388 1,865
Convertible debt issue  - 900 239  -  - 
Others 1 (30) (57) (76) (157)
Cashflow from financial acts 1 1,198 862 2,312 1,708
Net cashflow (3) 806 (628) (143) 613
Beginning cash 32 29 835 207 63
Ending cash 29 835 207 63 677
Ending net debt (29) 1,033 2,367 4,757 5,908
Source: Nomura estimates

Balance sheet (HK$mn)
As at 31 Dec FY07 FY08 FY09F FY10F FY11F
Cash & equivalents 29 835 207 63 677
Marketable securities  -  -  -  -  - 
Accounts receivable 2 280 230 468 955
Inventories  - 4 4 9 18
Other current assets 1 375 396 799 1,621
Total current assets 32 1,494 837 1,340 3,270
LT investments  - 0 0 0 0
Fixed assets 0 13 13 12 12
Goodwill  - 1,467 1,467 1,467 1,467
Other intangible assets  - 431 425 420 414
Other LT assets  - 1,410 3,070 6,089 8,278
Total assets 32 4,816 5,813 9,328 13,442
Short-term debt  - 212 333 755 1,085
Accounts payable 0 85 90 184 375
Other current liabilities 0 655 695 1,397 2,827
Total current liabilities 1 952 1,118 2,337 4,287
Long-term debt  - 987 1,546 3,512 5,047
Convertible debt  - 669 695 554 453
Other LT liabilities  - 210 210 210 210
Total liabilities 1 2,818 3,568 6,612 9,996
Minority interest  - 240 157 207 301
Preferred stock  -  -  -  -  - 
Common stock 8 241 313 334 348
Retained earnings 23 1,518 1,774 2,176 2,796
Proposed dividends  -  -  -  -  - 
Other equity and reserves  -  -  -  -  - 
Total shareholders' equity 31 1,758 2,088 2,510 3,145
Total equity & liabilities 32 4,816 5,813 9,328 13,442

Liquidity (x)
Current ratio 47.19          1.57            0.75            0.57            0.76            
Interest cover na 1.9              3.9              6.3              5.9              

Leverage
Net debt/EBITDA (x) na 9.09            10.71          9.97            6.41            
Net debt/equity (%) net cash 58.8            113.4          189.5          187.9          

Activity (days)
Days receivable 19.4            230.0          38.7            29.6            62.3            
Days inventory -                  6.2              0.8              0.7              1.8              
Days payable 2.9              128.6          17.2            15.1            36.2            
Cash cycle 16.5            107.6          22.4            15.3            27.8            
Source: Nomura estimates
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A pure and emerging WTE play  
 Positioned to capture China’s emerging growth in WTE 
New Environmental Energy (NEE) is the new name for Hembly Int’l 
(3989 HK), a listed shell company for the recent injection of a well-
rounded WTE enterprise (delivers sorting, incineration and anaerobic 
digestion of waste) called Biomax. The restructuring brought in New 
World Strategic as a strategic investor to fuel growth. 

 Anaerobic digestion is a distinct differentiation in China 
NEE gains first-mover advantage in deploying ADUs in China, while 
its exclusive licences with Linde and Valorga (combined 60% market 
share in Europe) should curb new competition. Due to cleaner 
emissions, cost savings in waste transportation and better suitability 
for Chinese organic waste, we believe ADU should gain popularity. 

 Superior IRRs than peers, with upside potential 
NEE has a cost advantage in WTE due to its in-house E&P arm to 
localise sourcing — hence it reports higher IRRs than peers. Besides 
ADU, capex for incineration looks competitive, and JVs with local 
governments safeguard margins. Sooner-than-expected project 
biddings and further localisation of ADU equipment imply upside 
potential, we believe.  

 Risks: earnings inflation, gearing, IRR downside 
E&P income inflates earnings through a financial arrangement 
involving reversed orders, which may warrant a discount to P/E 
valuation. Further growth probably depends on new equity raising, 
government support for ADU is unproven, and future projects’ IRRs 
face downside risk. 

 Pure play in WTE; initiating with BUY call 
A pure play in WTE, NEE’s 14x FY10F P/E is at a discount to 
integrated environmental plays. We think its potential is being overlooked.  

Key financials & valuations
31 Dec (HK$mn) FY09F FY10F FY11F FY12F
Revenue 1,734 1,925 1,966 2,165
Reported net profit (104.5) 146.4 280.9 366.0
Normalised net profit 25.5 146.4 280.9 366.0
Normalised EPS (HK$) 0.04 0.16 0.24 0.31
Norm. EPS growth (%)  na     307.8       48.8      30.3 
Norm. P/E (x) 82.8 14.4 7.5 5.8
EV/EBITDA (x) 37.2 12.8 7.7 6.4
Price/book (x) 1.4 1.1 1.0 0.8
Dividend yield (%) 0.0 0.0 0.0 0.0
ROE (%)      (11.8)       10.8       14.0      15.7 
Net debt/equity (%) 90.1 67.6 73.1 75.4
Earnings revisions
Previous norm. net profit na na na
Change from previous (%)  na  na na 
Previous norm. EPS (HK$) na na na
Source: Company, Nomura estimates

Share price relative to MSCI China

1m 3m 6m
     (18.8)      (24.0)    136.0 
     (19.0)      (24.3)    135.2 
     (12.0)      (15.6)    138.4 

Hard

Source: Company, Nomura estimates

52-week range (HK$)
3-mth avg daily turnover (US$mn)

New World Strategic (if CBs converted)

Stock borrowability

34.0

Major shareholders (%)
Billy Ngok 13.0

Absolute (HK$)
Absolute (US$)
Relative to Index

Estimated free float (%)
Market cap (US$mn) 271.8
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Price
Rel MSCI China

(HK$)

Closing price on 27 Jan HK$1.77

Price target HK$2.70

Upside/downside 52.5%
Difference from consensus 35.0%

FY11F net profit (HK$mn) 280.9
Difference from consensus 94.4%
Source: Nomura

Nomura vs consensus
We are one of the few brokerages to 
cover this stock. We believe NEE is 
overlooked and overshadowed, and 
should garner more attention as 
expansion plans bear fruit. 

Initiating 

BUY 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 NEE provides solid exposure to China’s burgeoning WTE market, aiming for a 10% 

market share by FY15F. Besides superior margins and IRRs, the company’s 
anaerobic digestion technology makes it distinct from peers. Earnings inflation by 
E&P income, gearing, IRRs and unproven local government support for ADU are 
key risks. Valuations look attractive and, backed by 53% upside, we initiate at BUY.

 Catalysts 
 Further project announcements in FY10F are key catalysts, but given tight gearing, 

these probably hinge on further equity issuance. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Drilling down 

Another choice in waste-to-energy 
Positioned to capture China’s energy growth in WTE 

After reorganisation, NEE is a WTE play 
New Environmental Energy Holdings (NEE) is the new name for Hembly International 
(3989 HK), a listed shell company for the December 2009 injection of an existing 
waste-to-energy (WTE) enterprise based in mainland China called Biomax 
Environmental Holdings (unlisted). 

The restructuring brought in New World Strategic Investment, a wholly owned 
subsidiary of New World Development (17 HK, HK$12.96, REDUCE), as a strategic 
investor in NEE. We believe this should ensure NEE has adequate capital to finish 
secured projects in hand. 

NEE has reinvented itself as a full-scale waste company. Leveraging its well-rounded 
range of waste-treatment operations — integrated waste sorting, waste incineration 
and anaerobic digestion (the latter two segments fall under WTE) — we believe 
management will be in a position to deliver significant earnings growth in China. We 
think the legacy business of apparel supply-chain services, which barely makes a profit, 
will likely be gradually phased out, letting NEE focus on the waste treatment industry. 
 

Exhibit 74. NEE’s value chain in waste treatment projects 

Municipal 
Solid Waste

Integrated 
Waste Sorting

Incineration

Anaerobic 
Digestion Biogas/Electricity

Steam/Electricity

Biodegradable 
Materials

Combustible 
Materials

Source: NEE: Nomura International (Hong Kong) Limited 

Who is Biomax? 
Biomax is no stranger to the waste treatment arena — management has significant 
experience in waste-related technologies and operations, with experience in project 
biddings/acquisitions built up since 2006. Mr Teng Ruo Ping, Chief Technology Officer 
and Vice-President of Investment, has more than 30 years of experience in 
incineration and has done advisory work for China’s State Council in waste treatment. 
Mr Steven Shi, Executive Director and President of Technology of the company, has 
more than 15 years of experience in waste treatment and engineering, while his 
advisory work in WTE dates back to the early 2000s — even before China Everbright 
Int’l entered the field. 

New Environmental Energy will be 
the new name for Hembly 
International (3989 HK) 

NEE does waste sorting, waste 
incineration, and anaerobic 
digestion 

Biomax is no stranger in the 
waste market 
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Anaerobic digestion is a good differentiation for WTE plays 

Competitive advantage: first mover in anaerobic digestion 
We believe NEE has gained a first-mover advantage in mastering the skills of 
deploying anaerobic digestion units (ADUs) in China. This technology is still 
uncommon domestically but looks like a viable alternative to conventional WTE plants, 
which generate electricity through waste incineration. According to management, NEE 
is the only player in China that has a presence and capability for ADUs, while 
competition from Chinese peers is lagging given the technology is new. 

Since 2002, NEE (via Biomax) has done extensive research and development in the 
technicalities of running ADUs in mainland China, and obtained exclusive licences 
from technological vendors overseas. The Linde Group (LIN GR, not rated) from 
Germany and Valorga International (unlisted) from France, which have a combined 
market share of 60% in Europe (according to management), are NEE’s exclusive 
vendors in WTE, while Masias (unlisted) is the counterpart for waste-sorting. NEE 
intends to bring the proven success of ADU in Europe into China, and we think its 
exclusive partnerships with Linde and Valorga should curb new competition in the 
Chinese market. 

What is anaerobic digestion? 
Anaerobic digestion (AD) is a biological process that happens naturally when bacteria 
breaks down organic matter in environments with little or no oxygen. It is effectively a 
controlled and enclosed version of the anaerobic breakdown of organic waste in 
landfills which releases methane – a powerful greenhouse gas that has a global 
warming potential 21x higher than CO2. 

Almost any organic material can be processed with AD, including waste paper (which 
is of too low a grade to recycle because of food contamination), grass clippings, 
leftover food, industrial effluent, sewage and animal waste. ADUs produce a biogas 
made up of around 60% methane and 40% CO2 that can be burned to generate heat 
or electricity. As well as biogas, anaerobic digestion produces a solid and liquid 
residue called “digestate”, which can be used as a soil conditioner to fertilise land. 
 

Exhibit 75. Anaerobic digestion flow chart 

Source: Great Lake Biogas; Nomura International (Hong Kong) Limited 

NEE has extensive R&D and 
expertise in ADU 

Anaerobic digestion is cleaner 
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Why might local governments prefer anaerobic digestion? 
Currently in China and many parts of the world, much of our biodegradable waste 
(such as food, garden waste and paper) is sent to landfills, where it breaks down to 
release methane. 

 While we understand waste incineration is a preferred alternative to landfill sites – 
given this method takes up less land space, counters global warming and brings 
energy efficiency – incineration of non-organic waste often emits heavy dioxins that 
cause risk of respiratory and/or heart diseases if inhaled directly. Anaerobic 
digestion reduces such secondary pollution, meeting higher environmental 
standards. There have been protests in Guangdong recently raising concerns 
about waste incinerators being too close and harmful to the city population; ADUs 
could be a better alternative in WTE in mitigating such social concerns. 

 Due to cleaner emissions, ADUs can be installed at locations closer to urban 
dwellers — potentially preferable for local governments, which bear the cost of 
waste collection and transportation between residents and treatment sites. 

 Municipal/residential waste in China contains higher water content than those in 
developed countries, given the Chinese diet involves more livestock and less food 
packaging. Such organic food chain is a disadvantage to incineration due to its 
lower calorific value, but is beneficial to the biological composition used in ADUs. 

Further growth and cost localisation could present upside 

Emerging growth expected in FY10-11F 
China’s waste treatment industry is still in its infancy, though proper legislation is in 
place to open up opportunities given an urgent need for capacity to handle ever-rising 
piles of rubbish. WTE should outshine other waste treatment projects in terms of 
capacity growth, since it has higher environmental standards and energy efficiency but 
accounts for less than 20% of China’s residential waste currently being treated, versus 
80% from landfill sites. Hence, we estimate a 17% capacity CAGR until 2015F for WTE, 
compared with 10% for overall waste treatment, 12% for wastewater during 2009-10F, 
and 6-8% for the power and coal industries during 2010-12F. 

Currently, NEE has one waste treatment project in operation in Shenzhen (675 tonnes 
in capacity), and six other projects with a total capacity of 5,750 tonnes are under 
construction covering major cities such as Shanghai, Nanjing and Guangzhou. Starting 
in FY10F, management expects to add four to five new projects each year in WTE to 
sustain capacity growth, on the back of a pool of identifiable projects that includes five 
projects signed with letters of intent and 10 others being closely eyed by management, 
and aims to achieve 10% of the market share in WTE by end-FY15F. Such growth 
would exceed our forecast, which assumes the addition of three WTE projects pa from 
FY11-16F. 

Localisation of ADU equipment means lower costs 
Currently, up to 60% of the total capex for constructing an ADU plant for WTE is for 
value-added equipment, 80-90% of which are imported from overseas. We believe the 
proportion could be cut to 50-60%, since auxiliary equipment should shortly be 
available domestically as equipment vendors catch up with the technology. 

On our reading, such localisation could potentially bring down the investment cost to a 
level similar to that of waste incineration, ie, RMB400-450k/tonne, compared with 
RMB500k/tonne currently. 

Other competitive advantages 
Other than its technological edge and first-mover exposure in ADUs, we highlight other 
company-specific strengths that we believe will continue to drive earnings: 

Advantages of anaerobic 
digestion over incineration 

Waste-to-energy capacity is 
growing at 17% CAGR 

Localisation of ADU equipment 
could present upside 
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 Government involvement safeguards margins and growth. In most WTE 
projects, NEE welcomes the local government to contribute a minority stake in a JV, 
which would be holding the BOT project afterwards, as its operating partner. In our 
view, direct interest/involvement from the local government could: 1) limit regulatory 
risk relating to cutting waste-processing fees; 2) attract further tendering on plant 
expansion, and; 3) reduce equity contribution from NEE to bring more leverage. 

 Management and shareholder expertise. Mr Billy Ngok, Group CEO and founder 
of Biomax, is a renowned businessman in Mainland China, with strong experience 
in waste treatment. Coupling with New World Strategic Investment as a strategic 
investor, we believe NEE can leverage and expand on the business networks 
available from its management and major shareholders. 

Superior IRR than peers at in-house E&P arm 
NEE has a lower cost advantage in its WTE plants, owing to an in-house team that 
specializes in E&P (engineering and procurement) to localize engineering and 
equipment sourcing. Even though NEE uses grate furnaces in its WTE projects — 
which require limited fuel during incineration to achieve higher emission standards, a 
technology often perceived as only available overseas – capex remains at RMB400-
450k/tonne due to its in-house E&P. By comparison, capex are RMB450-500k/tonne at 
China Everbright International, which imports from Keppel Seghers (unlisted). 

Thus, NEE estimates its WTE projects deliver an equity IRR of +20%, on average, 
more than China Everbright’s 15% and the industry benchmark of 8-15%. If we strip 
out the E&P income that NEE earns from reversed orders granted by the prime 
contractor (a financial arrangement that is explained further below), equity IRR would 
still be 15%, on average. 

Risk from financial arrangement warrants a discount 
Industry norm. In China, most WTE projects being offered by local governments are 
under the BOT arrangement, which is capital-intensive in nature without cash inflow 
until operation commences. WTE companies generally undertake the construction 
responsibility and act as the sole project manager, for the purpose of cost control, 
while value-added processes (eg, E&P) are sub-contracted to third parties. Under the 
current accounting standard, IFRIC 12, income would be recognized for this 
construction work (usually at a 10-20% margin), but such contribution should cause no 
impact to cashflow or IRR. 

Arrangement at NEE. After winning a BOT concessionary agreement from the local 
government, NEE would first give up the rights and ownership of the whole EPC 
(engineering, procurement, construction) phase and outsource it to an external 
contractor — such as China Academy of Urban Planning and Design (unlisted) and 
Shanghai Construction Group (600170 CH, not rated) — which are state-owned 
enterprises. Upon completion, WTE plants would be turned over to NEE for operation 
to enjoy the sustainable stream of earnings. Due to its expertise in WTE (particularly in 
ADU), up to 60% of the contract amount is usually sub-contracted back to NEE’s E&P 
arm, which charges a 50% GPM and 30% PBT margin. These reversed E&P orders 
are considered separate and independent transactions from the BOT arrangements, 
and as consulted and verified by NEE’s auditors would reflect additional earnings and 
cashflows to the financial statements. 

How it relates to IFRIC-12 treatment. Under IFRIC 12, all BOT-projects are subject to 
the recognition of construction income during the building phase of the plant, based on 
a percentage-of-completion basis. The end effect essentially accelerates and smooths 
the earnings trend for the entire concessionary period, even tariffs are not to be 
collected from the government until operation commences. Hence, such construction 
income is an accounting effect with no cash inflow, but widely adopted across the 

NEE partners with local 
governments in WTE projects 

NEE has superior IRRs than peers 

WTE companies generally 
undertake construction 
responsibility and act as sole 
project manager. NEE is different 
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water and environmental protection industries, given that projects are offered by the 
government as BOT agreements. 

NEE will continue to enjoy such construction income warranted by IFRIC 12, given the 
concessionary rights under BOT agreements remain with the listed company, despite 
that the EPC work is spun off. The E&P income earned from the reversed contracts 
are additional, for the value derived from its specialised E&P arm. 
 

Exhibit 76. NEE's outsourcing of EPC and reversed orders 

Build-Operate-Transfer

Sub-contract

Local Government

Project Company

New Environmental Energy
(3989 HK)

State GridLocal Government

- Project Consultancy
- Procurement of Equipment
- Receives Project Fee
- Exclusive European  Technologies

Contractor

- Enjoy Waste Treatment Service
- Pay Waste Treatment Fee

- Undertake of Electricity
- Pay On-grid Tariff

- Operator
- Technology Provider

- Land
- Licensing
- Waste Supply

Source: NEE; Nomura International (Hong Kong) Limited 

 

E&P arrangement posts discounts on valuation. We do not believe this financial 
arrangement — enjoying reversed E&P orders after the whole EPC process is being 
outsourced — provides additional value to NEE in terms of net cash impact. NEE 
could have undertaken the whole construction process to control and save on capex, 
given its lower-cost advantage and niche expertise in ADU, while still maintaining 
superior IRRs even without external income from E&P. Instead, NEE incurs higher 
capex by allowing turnkey providers (third parties) to take over the construction at 
market price, but it realises E&P income from the reversed orders, in addition to the 
construction income already recorded under IFRIC 12.  

We do not have complete clarity whether this arrangement would trigger any transfer 
pricing and risks/rewards associated with tax and accounting; further risks may arise. 
Nevertheless, we believe such inflated earnings may warrant a discount to NEE’s 
valuation. Our price target already incorporates such a discount to peers. 

Why does NEE have this arrangement? NEE has a specialised team in E&P, with a 
specific strength in ADU technology, which is the reason why it gets reversed contracts 
from the external contractor to which the EPC work has already been outsourced. 
Given that NEE lacks expertise in construction and project management, risks such as 
cost overruns and completion delays can be mitigated by allowing state-owned 
contractors to undertake responsibility for the whole turnkey. Hence, NEE avoids 
running a construction team, which can often be quite labour-intensive, and stays 
focused on E&P, where its expertise lies. 

E&P income is in addition to the 
construction income warranted by 
IFRIC 12 

E&P arrangement posts discounts 
to valuation 
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Other risks 

Gearing could be a concern. Growth dependent on fundraising 
While we think that NEE’s business model should benefit from China’s growing market 
for WTE and that management possess the competency in execution, its 68% net debt 
to equity at end-FY10F is a concern that could counter growth — especially when 
compared with the sector’s 30-100%. 

After recent issuance of new shares and convertible bonds, management declared 
NEE has adequate funding to complete the six WTE projects already secured in the 
pipeline and that are factored into our forecast. However, we believe the listed 
company would need another RMB240mn to fund the five potential projects for which 
letters of intent were signed, implying to us that potential share placements of 136mn 
shares (11% dilution) may be necessary based on the prevailing share price of 
HK$1.8/share, if equity raising is chosen over further leveraging on debt. Hence, 
further growth is dependent on NEE’s fundraising capability. We note that having New 
World Strategic Investment as a major shareholder may provide some comfort on this 
front. 

We also note that gearing should come down in FY10F, if NEE disposes of its legacy 
apparel business, which holds significant debt, including a promissory note of 
HK$255mn. This is yet to be reflected in our forecast. 

Anaerobic digestion remains a new concept in China 
Although anaerobic digestion is a proven technology in Europe, Singapore, and other 
developed countries, it is an under-developed process in China, with unproven support 
from the government. Political risk, in relation to the potential growth of ADUs in China, 
may undermine somewhat NEE’s competitive advantage over peers. 

Higher cost of capital expected for ADUs 
ADUs are most effective in dealing with biodegradable wastes, which often require 
waste-sorting as a prerequisite to filter away non-organic material. If this process is not 
voluntarily undertaken by the local government, we believe this could cause additional 
capex to NEE and potentially lower IRRs on such projects.  

However, management states that identifiable costs at the initial stage would be 
included in the feasibility study being reviewed by the government, and generally, 
higher waste-processing fees are being rewarded to compensate higher costs, thereby 
maintaining similar IRRs relative to waste incineration. 

Small-cap / low liquidity discount  
NEE, with its small market capitalisation and low trading volume, may experience  
volatility in its share price. 

Earnings to turn around in FY10F. Initiating with a BUY rating 
Our forecasts assume the following: 

 The existing project in Shenzhen is up and running, while assuming the six other 
projects already secured, fully funded, and already under-construction would be 
completed on schedule during FY10-12F. 

 The addition of three WTE projects — each at 1,000 tonne capacity — to the 
pipeline annually, during FY11-16F, which is below management’s guidance of 
adding four to five projects pa starting FY10F. 

 

Gearing could be a concern 

Anaerobic digestion is under-
developed in China 
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Exhibit 77. NEE: financial and operating statistics 
Revenue mix (HK$mn) FY09 FY10F FY11F FY12F Operating statistics FY09 FY10F FY11F FY12F
EPC income 315.5 533.0 598.1 641.1 WTE capacity in the pipeline by year-end (tonnes) 6,425 6,425 9,425 12,425 
Construction revenue under IFRIC 12 525.8 888.4 996.8 1,068.5   
Operational revenue - waste  - 32.4 116.0 187.7 WTE capacity in operation by year-end (tonnes)  675 2,425 5,425 6,425 
Operational revenue - power tariff  - 24.7 121.2 227.8   
Apparel 892.5 446.3 133.9 40.2 Waste treatment volume (mn tonnes) 0.23 0.48 1.26 2.11 
     
Gross profit margin (%)   Electricity generated (mn kWh) 57.1 98.9 260.5 436.2 
EPC cost 50.0 51.0 52.0 53.1   
Construction cost under IFRIC 12 10.0 10.2 10.4 10.6 Average waste-processing fee (RMB/tonne) 90.0 110.3 101.5 96.9 
Operational cost 65.0 66.3 67.6 69.0   
Apparel 2.0 2.0 2.1 2.1 Average electricity tariff (RMB/kWh) 0.58 0.59 0.59 0.60  
Source: Nomura International (Hong Kong) Limited 

 

As projects gradually get completed from FY09, E&P income would be recognised on 
a percentage-of-completion basis and, in our view, start to drive earnings up in FY10F. 
If funding is in place, we expect further project additions would continue to drive EPS 
growth. 

At 14x FY10F P/E, we believe NEE’s valuation is attractive, given that we think the 
market is overlooking the company’s potential in China’s WTE industry, 
notwithstanding execution risks in capacity growth. However, as NEE builds up a 
successful track record with completion of the six WTE projects already secured in the 
pipeline, we believe the market will pay greater attention to its growth potential.  

We understand that earnings inflation from NEE’s E&P income has more significance 
relative to operating income during this build-out phase, but we believe the 22x FY10F 
P/E (diluted) implied in our price target of HK$2.70 adequately captures that discount, 
when compared with direct peer China Everbright, at 25x. 

Our DCF valuation methodology 
Our valuation is based on DCF methodology, using a WACC of 10% and 0% terminal 
growth, with the following assumptions:  

 Given the nature of its environmental business, NEE enjoys tax exemptions and 
concessions in the first six years of a new WTE project, but the effective tax rate 
should gradually normalise to 25% thereafter. 

 We also assume NEE’s build-out phase will fade after FY16F, and so should both 
construction revenue and capex. 

 

Valuations appeal 
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Exhibit 78. NEE: DCF valuation methodology 
FCF (HK$mn) 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
EBIT (non-IFRIC 12) 167.4 414.4 598.3 820.5 1,042.2 1,276.6 1,480.5 1,591.0 1,655.0 1,540.1 1,541.4 
Depreciation/amortization 19.5 18.8 18.1 17.5 16.9 16.3 15.8 15.2 14.7 14.2 13.7 
EBITDA 186.9 433.1 616.4 838.1 1,059.1 1,292.9 1,496.3 1,606.3 1,669.7 1,554.3 1,555.2 
      
less:tax  (32.3)  (62.0)  (93.7)  (146.5)  (192.9)  (248.1)  (303.2)  (306.6)  (296.5)  (242.9)  (249.5)
minority interest  (36.6)  (70.2)  (91.5)  (124.9)  (145.1)  (166.1)  (181.9)  (184.0)  (177.9)  (145.7)  (149.7)
change in working capital 147.2 74.7 3.9 13.9 8.8 41.3 74.8 108.6 130.9 125.8 104.1 
Attributable CAPEX  (855.5)  (758.8)  (812.1) (1,068.8) (1,068.4) (1,068.1) (1,067.8)  (855.8)  (537.9)  (8.4)  (8.1)
Leveraged FCF  (590.4)  (383.1)  (377.0)  (488.2)  (338.6)  (148.1) 18.1 368.5 788.4 1,283.0 1,251.8 
 

WACC 
Sum of PV 

(HK$mn) 
PV of TV 
(HK$mn) 

EV 
(HK$mn) 

Net cash/
(debt) (FY10F)

Equity value 
(HK$mn)

Shares out 
(mn)

Value per 
share (HK$) WACC Calculation 

 

6.00% 134.9 11,650.0 11,785.0 (1,256.8) 10,528.2 1,194 8.82     
6.50% 62.9 10,259.5 10,322.4 (1,256.8) 9,065.6 1,194 7.59  Equity beta 1.80 
7.00% (5.4) 9,090.8 9,085.4 (1,256.8) 7,828.6 1,194 6.56  Risk free rate 2.50%
7.50% (70.1) 8,098.2 8,028.2 (1,256.8) 6,771.4 1,194 5.67  Equity risk premium 5.50%
8.00% (131.4) 7,247.8 7,116.5 (1,256.8) 5,859.7 1,194 4.91  Country risk premium 0%
8.50% (189.5) 6,513.6 6,324.1 (1,256.8) 5,067.3 1,194 4.24  Cost of equity 12.4%
9.00% (244.6) 5,875.3 5,630.7 (1,256.8) 4,373.9 1,194 3.66  Cost of debt 6.0%
9.50% (296.8) 5,317.1 5,020.3 (1,256.8) 3,763.5 1,194 3.15  Debt/capital 30%
10.00% (346.3) 4,826.2 4,480.0 (1,256.8) 3,223.2 1,194 2.70  Tax 25.0%
10.50% (393.1) 4,392.6 3,999.5 (1,256.8) 2,742.7 1,194 2.30  WACC 10.0%
11.00% (437.6) 4,007.9 3,570.3 (1,256.8) 2,313.5 1,194 1.94     
11.50% (479.7) 3,665.1 3,185.5 (1,256.8) 1,928.7 1,194 1.62     
12.00% (519.6) 3,358.7 2,839.2 (1,256.8) 1,582.4 1,194 1.33  Terminal growth rate 0%
12.50% (557.4) 3,083.9 2,526.5 (1,256.8) 1,269.7 1,194 1.06   
13.00% (593.2) 2,836.7 2,243.5 (1,256.8) 986.7 1,194 0.83   
13.50% (627.1) 2,613.6 1,986.5 (1,256.8) 729.7 1,194 0.61   
14.00% (659.2) 2,411.9 1,752.7 (1,256.8) 495.9 1,194 0.42   
14.50% (689.7) 2,229.0 1,539.4 (1,256.8) 282.6 1,194 0.24   
15.00% (718.5) 2,062.8 1,344.4 (1,256.8) 87.6 1,194 0.07   
15.50% (745.7) 1,911.5 1,165.8 (1,256.8) (91.0) 1,194 (0.08)   
Source: Nomura International (Hong Kong) Limited 

 

Exhibit 79. NEE: projects already secured in the pipeline 

No. Project name 

Equity 
stake 

(%) 
Plant  
location Type 

Conces-
sionary 

type 

Operating 
period
(years)

Waste 
treatment 

fee 
(RMB/ton)

Tariff 
structure 

(RMB/Kwh)

Treatment 
capacity 
(ton/day) 

 Conver-
sion rate 

(Kwh/ton) 

 Portion of 
electricity 

for sale 
(%) 

 Electricity 
generated 

(mn 
kwh/year) 

Total 
invest-

ment
(RMBmn)

In 
opera-

tion?
1 Shenzhen Pinghu 46 Shenzhen INC BOT 25 90 0.58 675 330 75  74 78 Y 
2 Shanghai Putuo 96 Shanghai ADU BOT 30 148 0.58 1,100 250 70  69 460 N 
3 Shanghai Jinshan 100 Shanghai INC BOT 27 108 0.58 600 330 75  65 250 N 
4 Beijing Dongcun 68 Beijing ADU BOT 27 93 0.60 650 215 70  36 223 N 
5 Nanjing Jiangbei 50 Nanjing INC BOT 28 92 0.58 1,200 330 75  131 550 N 
6 Guangzhou Likeng 30 Guangzhou ADU BOT 28 69 0.63 1,000 180 70  63 330 N 
7 Nanchang 

Quanling 
100 Nanchang, 

Jiangxi  
INC BOT 27 78 0.62 1,200 330 70  131 480 N 

 
Note: INC = incineration; ADU; anaerobic digestion units 

Source: Company data; Nomura International (Hong Kong) Limited 
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Exhibit 80. NEE: potential projects that may be secured 

Project 

Daily processing 
capacity 

(tonnes/day) 
Electricity 

Generation (MW)

Estimated Total 
investments 

(RMBmn) Technology
Anhui Huainan  1,000 14 420 INC
Changsha  1,000 14 420 INC
Yangzhou   1,200 16 480 INC
Shanghai Fengxian   1,200 16 480 INC
Hebei Guantao  1,000 8 380 ADU
Guangzhou 500 6 200 INC
Zhejiang Yiwu  1,000 14 400 INC
Nanning 1,800 25 420 INC
Changzhou 2nd Stage 1,500 20 600 INC
Anhui Hefei 1,500 20 600 INC
Kunming 200 6 79 ADU
Shenzhen 200 3 91 ADU
Changsha 200 6 88 ADU
Fuzhou 200 5 50 ADU
Fujian Xiamen 300 7 102 ADU
Total 12,800 179 4,809  
Note: ADU = anaerobic digestion unit; INC = incineration 

Source: Company data; Nomura International (Hong Kong) Limited 

 

Exhibit 81. NEE: potential shareholder structure 

100%

100%

12.9%

34.1% 3.2% 49.8%

100%

Mr. Billy Ngok

New Environmental Energy

Charm Hero

Mensun

New World Strategic 
Investment Ltd. Ecofin Ltd. P ublic

Note: Assuming convertible bonds held by New World are converted 

Source: NEE; Nomura International (Hong Kong) Limited 
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Exhibit 82. NEE: management profile 
Name Title Background 
Mr. Ngok Yan Yu Billy Group CEO Founder of Biomax Environment Holdings Limited specialising in providing waste treatment 

solutions to the municipalities in China with a focus on the waste-to-energy arena 

Holds a master’s degree in Environmental and Natural Resources Protection Law from Hohai 
University 

Vice-executive Committee of the Municipal waste treatment Committee of the China Association 
of  Urban Environmental Sanitation 

Mr. Shi Jian Steven Executive Director, 
President of Tech 
Group 

15 years in waste treatment and engineering market, specially with large scale incineration 
plants 

Previously worked for Golden State and Seghers Environmental 

Overall Tech group Business development and management 

Mr. Ho Chi Hang, Gilbert Non-executive 
Director 

Extensive experience in corporate finance and M&A deals 

Previously partner at an international law firm 

Member of China Overseas China Entrepreneurs and Chinese People’s Political Consultative 
Conference 

Mr. Chan Yee Ping, 
Michael 

Group CFO Over 10 years experience in accounting and auditing of listed companies in Greater China and 
Australia. 

Extensive experience in international accounting firms 

Mr. Teng Ruo Ping CTO, VP of 
Investment sub-
group 

30 years in the incineration sector and WTE industry 

Previously held role of chief engineer in Signers, Ebara and Takuma 

Mr. Zhang Jing Yuan, 
Patrick 

Head of ADU One of the first to introduce ADU to China 

Award from the Chinese National Association of Engineering Consultancy 

Mr. Shao Min Head of Incineration Extensive experience in design and construction of incineration plants 

Award from the Chinese National Association of Engineering Consultancy 
 
Source: NEE; Nomura International (Hong Kong) Limited 

 

Exhibit 83. NEE: exclusive licences with technology vendors overseas 

New E nvironmental 
E nerg y

Exclusive License 
agreementExclusive License 

agreement

Exclusive License 
agreement

Masias (Spain)
World’s largest sorting company
Workforce of 100 people, with 75 
specialists

Leader in conveying technology, 
separation technology, and screening 
technology for waste treatment

Linde (Germany)
Leading Dry & Wet Anaerobic Digestion 
(AD) Technology, recognized by the UK as 
an Advanced Biological Treatment of MSW

Up to 2006, the firm has equipped 40 sites 
and reached a turnover of €160 million

Valorga (France)
One of the most widely used AD 
processes in Europe

Capability to process high volume of 
waste
Up to 2006, 19 sites have been using its 
patented technology, with capacity ranging between 
10,000 – 300,000 tonnes/year

Source: NEE; Nomura International (Hong Kong) Limited 
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Financial statements 
 

Income statement (HK$mn)
Year-end 31 Dec FY08 FY09F FY10F FY11F FY12F
Revenue 1,276 1,734 1,925 1,966 2,165
Cost of goods sold (967) (1,506) (1,515) (1,388) (1,424)
Gross profit 308 228 409 578 741
SG&A (219) (177) (171) (133) (147)
Employee share expense  -  -  -  -  - 
Operating profit 89 51 239 445 593

EBITDA 112 74 261 466 614
Depreciation (20) (20) (19) (19) (18)
Amortisation (3) (3) (3) (3) (3)
EBIT 89 51 239 445 593
Net interest expense (125) (18) (28) (46) (57)
Associates & JCEs  - 3 3 11 11
Other income 11 2 2 3 3
Earnings before tax (25) 38 215 413 551
Income tax (23) (6) (32) (62) (94)
Net profit after tax (49) 32 183 351 458
Minority interests  - (6) (37) (70) (92)
Other items  -  -  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT (49) 26 146 281 366
Extraordinary items  - (130)  -  -  - 
Reported NPAT (49) (104) 146 281 366
Dividends  -  -  -  -  - 
Transfer to reserves (49) (104) 146 281 366

Valuation and ratio analysis
FD normalised P/E (x) na 82.8            14.4            7.5              5.8              
FD normalised P/E at price target (x) na 126.3          22.0            11.5            8.8              
Reported P/E (x) na na 11.2            7.5              5.8              
Dividend yield (%) -                  -                  -                  -                  -                  
Price/cashflow (x) na 16.6            4.6              4.7              4.3              
Price/book (x) 1.3              1.4              1.1              1.0              0.8              
EV/EBITDA (x) 23.3            37.2            12.8            7.7              6.4              
EV/EBIT (x) 29.2            53.0            14.0            8.1              6.6              
Gross margin (%) 24.2            13.2            21.3            29.4            34.2            
EBITDA margin (%) 8.8              4.3              13.6            23.7            28.4            
EBIT margin (%) 7.0              3.0              12.4            22.6            27.4            
Net margin (%) (3.8)             (6.0)             7.6              14.3            16.9            
Effective tax rate (%) na 15.0            15.0            15.0            17.0            
Dividend payout (%) na na -                  -                  -                  
Capex to sales (%) 8.5              31.0            46.8            51.3            49.8            
Capex to depreciation (x) 5.4             26.7           46.3          53.6          59.5          
ROE (%) na (11.8)           10.8            14.0            15.7            
ROA (pretax %) na 1.8              6.0              9.5              10.5            

Growth (%)
Revenue 35.9            11.0            2.1              10.1            
EBITDA (33.8)           251.0          78.7            31.7            
EBIT (42.4)           364.5          86.3            33.4            
Normalised EPS na 307.8          48.8            30.3            
Normalised FDEPS na 473.7          91.9            30.3            

Per share
Reported EPS (HK$) (0.07) (0.16) 0.16 0.24 0.31
Norm EPS (HK$) (0.07) 0.04 0.16 0.24 0.31
Fully diluted norm EPS (HK$) (0.07) 0.02 0.12 0.24 0.31
Book value per share (HK$) 1.41 1.27 1.56 1.79 2.10
DPS (HK$)  -  -  -  -  - 
Source: Nomura estimates
              
 

Earnings growth emerging, 
depending on expansion 
plans 

Legacy business in apparel, 
which barely makes any profit, 
may be phased out in FY10-
11F 
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Cashflow (HK$mn)
Year-end 31 Dec FY08 FY09F FY10F FY11F FY12F
EBITDA 112 74 261 466 614
Change in working capital (170) (639) 149 78 9
Other operating cashflow 37 635 (56) (94) (136)
Cashflow from operations (21) 70 354 450 487
Capital expenditure (108) (538) (900) (1,008) (1,079)
Free cashflow (129) (468) (546) (558) (592)
Reduction in investments  -  -  -  -  - 
Net acquisitions  -  -  -  -  - 
Reduction in other LT assets  -  -  -  -  - 
Addition in other LT liabilities  -  -  -  -  - 
Adjustments 42  -  -  -  - 
Cashflow after investing acts (88) (468) (546) (558) (592)
Cash dividends (28)  -  -  -  - 
Equity issue 282 184  -  -  - 
Debt issue (105) 273 542 331 351
Convertible debt issue  -  -  -  -  - 
Others (78) 26 44 249 267
Cashflow from financial acts 70 484 586 580 618
Net cashflow (17) 16 40 23 26
Beginning cash 112 94 110 150 173
Ending cash 94 110 150 173 198
Ending net debt 498 755 1,257 1,565 1,890
Source: Nomura estimates

Balance sheet (HK$mn)
As at 31 Dec FY08 FY09F FY10F FY11F FY12F
Cash & equivalents 94 110 150 173 198
Marketable securities  -  -  -  -  - 
Accounts receivable 453 268 151 106 125
Inventories 229 89 50 32 33
Other current assets 690 619 521 483 497
Total current assets 1,466 1,086 873 794 854
LT investments 29 29 29 29 29
Fixed assets 239 231 223 215 208
Goodwill  - 1,156 1,156 1,156 1,156
Other intangible assets 613 1,138 2,027 3,024 4,092
Other LT assets 181 178 175 173 170
Total assets 2,527 3,817 4,482 5,390 6,508
Short-term debt 385 563 916 1,131 1,360
Accounts payable 135 101 57 47 64
Other current liabilities 283 236 176 163 188
Total current liabilities 803 900 1,148 1,341 1,611
Long-term debt 207 302 491 606 729
Convertible debt  -  -  -  -  - 
Other LT liabilities 525 1,680 805 805 805
Total liabilities 1,535 2,882 2,444 2,752 3,145
Minority interest 64 96 177 497 855
Preferred stock  -  -  -  -  - 
Common stock 28 66 119 119 119
Retained earnings 901 773 1,741 2,022 2,388
Proposed dividends  -  -  -  -  - 
Other equity and reserves  - 0  -  -  - 
Total shareholders' equity 929 839 1,860 2,141 2,507
Total equity & liabilities 2,527 3,817 4,482 5,390 6,508

Liquidity (x)
Current ratio 1.83            1.21            0.76            0.59            0.53            
Interest cover 0.7              2.8              8.4              9.7              10.5            

Leverage
Net debt/EBITDA (x) 4.43            10.15          4.81            3.36            3.08            
Net debt/equity (%) 53.6            90.1            67.6            73.1            75.4            

Activity (days)
Days receivable 75.9            39.7            23.9            19.5            
Days inventory 38.6            16.8            10.8            8.4              
Days payable 28.7            19.1            13.7            14.2            
Cash cycle -                  85.8            37.4            21.1            13.7            
Source: Nomura estimates

Gearing, which excludes 
convertible bonds (CB), looks 
stretched; equity funding is 
likely to keep expansion 
continuous 
 
We assume existing CBs will 
be fully converted in FY10F 
 
However, potential disposal of 
the legacy business in apparel 
could reduce gearing, which 
has yet to be reflected in our 
forecast 
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Waiting for a good entry point 
 Well-positioned to become a global water play 
Hyflux’s proprietary technology in sea-water desalination lets it break 
into the water market in the Middle East and North Africa (MENA), 
creating a niche differentiator against other water plays in Asia, which 
mainly focus on tap and waste-water treatment. While maintaining its 
presence in China, Hyflux is expanding in MENA and Asia. 

 Hyflux should keep gearing checked 
Hyflux’s fast-growing gearing had been a market concern, which may 
counter future growth ahead. Net-debt-to-equity was 74% as of 
September 2009, up 14pps q-q and 20pps higher from end-FY08, due 
to aggressive capex for the desalination plants in Algeria. However, 
management reiterated that: 1) it can repay trade payables by cash 
from EPC revenue generated by the Algerian projects on percentage 
of completion; and 2) Algeria has no restriction in capital repatriation, 
so liquidity at the head office in Singapore is not a concern despite the 
aggressive capex. Also, the joint-venture formed with JGC 
Corporation (1963 JP, ¥1,705, not rated) should provide new capital 
to enhance the competitiveness of Hyflux’s bids for Chinese projects, 
which are relatively more capital intensive than those in MENA. 

 Still waiting for revival of capital recycling at HWT 
The prevailing 10% yield at Hyflux Water Trust (“HWT”, HYFT SP, 
S$0.69, not rated) is not a positive backdrop to facilitate its asset-light 
strategy for sustaining its growth profile, in our view. 

 Revised VM and PT. Valuations at par with peers 
We lift our PT due to a lower WACC of 7.5%, from 8.0%. Hyflux’s 22x 
FY10F P/E is level with water peers in China. We would wait for more 
catalysts to create better entry points. 

Key financials & valuations
31 Dec (S$mn) FY08 FY09F FY10F FY11F
Revenue 554 614 736 952
Reported net profit 59.0 68.8 81.5 114.2
Normalised net profit 59.0 68.8 81.5 114.2
Normalised EPS (S$) 0.11 0.13 0.16 0.22
Norm. EPS growth (%)       65.2       16.5       18.4      40.1 
Norm. P/E (x) 30.7 25.7 21.7 15.5
EV/EBITDA (x) 21.3 16.8 15.1 12.1
Price/book (x) 5.9 4.5 3.9 3.2
Dividend yield (%) 0.6 1.0 1.0 1.6
ROE (%)       22.8       21.0       20.0      23.5 
Net debt/equity (%) 56.2 83.0 103.4 95.8
Earnings revisions
Previous norm. net profit 68.8 81.5 114.2
Change from previous (%)            -             -            - 
Previous norm. EPS (S$) 0.13 0.16 0.22
Source: Company, Nomura estimates

Share price relative to MSCI Singapore

1m 3m 6m
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Source: Company, Nomura estimates
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Closing price on 27 Jan S$3.37

Price target S$3.70
(from S$3.25)

Upside/downside 9.8%
Difference from consensus 5.8%

FY10F net profit (S$mn) 81.5
Difference from consensus 12.5%
Source: Nomura

Nomura vs consensus
We expect earnings to continue to be 
driven by more opportunities in the 
Middle East, particularly potential 
projects in Libya, which have yet to 
be reflected by consensus. 

Maintained 

NEUTRAL 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 Hyflux is well positioned to become a global water play, as seawater desalination is 

a niche differentiator among Asian players. Liquidity is checked, since payables can 
be matched by gradual cash collected from EPC revenue in Algeria, and the recent 
JV with JGC provides capital. Valuation is level with peers, but a re-rating depends 
on capital-recycling from HWT to revive and more project announcements.  

 Catalysts 
 A successful launch for its Tlencem seawater desalination plant in Algeria in 1H10F 

may help further expansion in the Middle East and Northern Africa. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Financial statements 
 

Strong EPC revenue growth 
driven by an orderbook of 
S$950mn 

Income statement (S$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
Revenue 193 554 614 736 952
Cost of goods sold (106) (388) (361) (436) (564)
Gross profit 87 166 253 300 389
SG&A (41) (83) (137) (166) (214)
Employee share expense (3)  - (8) (9) (12)
Operating profit 43 83 108 125 162

EBITDA 50 93 124 148 190
Depreciation (7) (10) (16) (22) (28)
Amortisation
EBIT 43 83 108 125 162
Net interest expense (9) (10) (17) (12) (6)
Associates & JCEs 1 (1) 1 1 1
Other income 6 (1) (12) (18) (23)
Earnings before tax 41 70 80 97 134
Income tax (2) (8) (8) (12) (16)
Net profit after tax 39 62 72 85 118
Minority interests (4) (3) (3) (4) (4)
Other items
Preferred dividends
Normalised NPAT 36 59 69 82 114
Extraordinary items 11  -  -  -  - 
Reported NPAT 46 59 69 82 114
Dividends (7) (10) (18) (18) (29)
Transfer to reserves 39 49 51 64 86

Valuation and ratio analysis
FD normalised P/E (x) 50.2            30.7            25.7            21.7            15.5            
FD normalised P/E at price target (x) 55.2            33.7            28.2            23.9            17.0            
Reported P/E (x) 37.9            30.0            25.7            21.7            15.5            
Dividend yield (%) 0.4              0.6              1.0              1.0              1.6              
Price/cashflow (x) 23.9            68.9            19.4            12.7            9.3              
Price/book (x) 7.4              5.9              4.5              3.9              3.2              
EV/EBITDA (x) 36.5            21.3            16.8            15.1            12.1            
EV/EBIT (x) 42.5            23.8            19.3            17.8            14.1            
Gross margin (%) 45.0            30.0            41.2            40.8            40.8            
EBITDA margin (%) 25.8            16.8            20.2            20.1            20.0            
EBIT margin (%) 22.1            15.1            17.6            17.1            17.1            
Net margin (%) 24.0            10.7            11.2            11.1            12.0            
Effective tax rate (%) 5.0              11.6            10.0            12.0            12.0            
Dividend payout (%) 15.8            16.8            26.2            22.0            25.0            
Capex to sales (%) 15.9            8.7              37.7            30.4            16.8            
Capex to depreciation (x) 4.3             4.9             14.5          10.0          5.7            
ROE (%) 21.0            22.8            21.0            20.0            23.5            
ROA (pretax %) 10.6            13.7            12.2            10.8            11.5            

Growth (%)
Revenue 35.4            187.5          10.8            19.8            29.4            
EBITDA 56.0            87.2            33.1            19.2            28.7            
EBIT 58.0            96.1            29.4            16.2            29.4            
Normalised EPS 157.7          65.2            16.5            18.4            40.1            
Normalised FDEPS 156.4          63.7            19.3            18.4            40.1            

Per share
Reported EPS (S$) 0.09 0.11 0.13 0.16 0.22
Norm EPS (S$) 0.07 0.11 0.13 0.16 0.22
Fully diluted norm EPS (S$) 0.07 0.11 0.13 0.16 0.22
Book value per share (S$) 0.46 0.57 0.74 0.87 1.05
DPS (S$) 0.01 0.02 0.03 0.03 0.05
Source: Nomura estimates
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Cashflow (S$mn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
EBITDA 50 93 124 148 190
Change in working capital (37) 84 9 12 17
Other operating cashflow 61 (152) (42) (20) (16)
Cashflow from operations 74 26 91 140 191
Capital expenditure (31) (48) (232) (224) (160)
Free cashflow 43 (22) (141) (84) 31
Reduction in investments (2) 7  -  -  - 
Net acquisitions (112) (6) (46) (47) (55)
Reduction in other LT assets (90) (40) (47) (48) (57)
Addition in other LT liabilities (1) 3 (0)  -  - 
Adjustments 89 (14) 94 48 57
Cashflow after investing acts (73) (72) (139) (131) (25)
Cash dividends (7) (11) (18) (18) (29)
Equity issue 5 3  -  - 
Debt issue 141 49 229 110 165
Convertible debt issue
Others (0) 0 1  -  - 
Cashflow from financial acts 138 42 212 92 136
Net cashflow 65 (30) 73 (39) 112
Beginning cash 56 121 91 163 125
Ending cash 121 91 163 125 237
Ending net debt 77 167 324 473 526
Source: Nomura estimates

Balance sheet (S$mn)
As at 31 Dec FY07 FY08 FY09F FY10F FY11F
Cash & equivalents 121 91 163 125 237
Marketable securities  -  -  -  -  - 
Accounts receivable 46 41 45 54 70
Inventories 21 34 37 37 48
Other current assets 152 219 226 259 308
Total current assets 340 384 472 475 662
LT investments 8 1 1 1 1
Fixed assets 75 253 475 647 742
Goodwill 4 4 4 4 4
Other intangible assets 40 67 59 70 85
Other LT assets 97 137 184 232 289
Total assets 564 847 1,196 1,430 1,783
Short-term debt 5 50 44 54 69
Accounts payable 55 215 236 285 369
Other current liabilities 60 60 62 67 76
Total current liabilities 120 325 342 406 513
Long-term debt 193 208 443 543 693
Convertible debt
Other LT liabilities 3 6 6 6 6
Total liabilities 317 539 792 955 1,213
Minority interest 7 10 14 17 21
Preferred stock
Common stock 96 99 99 99 99
Retained earnings 140 182 275 342 434
Proposed dividends
Other equity and reserves 4 16 16 16 16
Total shareholders' equity 240 298 390 457 549
Total equity & liabilities 564 847 1,196 1,430 1,783

Liquidity (x)
Current ratio 2.82            1.18            1.38            1.17            1.29            
Interest cover 4.8              8.2              6.2              10.2            25.0            

Leverage
Net debt/EBITDA (x) 1.56            1.80            2.61            3.20            2.76            
Net debt/equity (%) 32.3            56.2            83.0            103.4          95.8            

Activity (days)
Days receivable 72.7            28.8            25.6            24.7            23.9            
Days inventory 54.8            25.7            35.9            31.0            27.3            
Days payable 155.5          127.3          227.8          218.4          211.7          
Cash cycle (27.9)           (72.8)           (166.3)         (162.7)         (160.4)         
Source: Nomura estimates

Gearing looks tight, if without 
recycling capital from its water 
trust 
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Still an overhang from tariff cut 
 Outlook still bearish with a potential tariff cut pending 
The Tianjin government’s proposed cut on TCEP’s wastewater 
treatment tariff is still pending. According to our recent update with 
management, a tariff cut remains a possible outcome — suggesting a 
reduction to the industry benchmark of RMB0.8-1.2/m3, from the 
existing RMB1.93/m3. Although the government may compensate 
TCEP by buying back its wastewater pipelines, we believe this asset 
restructuring would not be attractive. The new Tianjin Water Bureau is 
studying TCEP’s pricing mechanism again, and we believe it will take 
over a year to finalise a decision. We have assumed a tariff cut and 
asset restructuring in 2H10F. 

 Improving wastewater margins could be an upside risk 
TCEP’s gross margin for wastewater treatment has upward pressure, 
due to the recent ramp in utilisation and internal cost reductions. New 
technologies in wastewater plants could result in further margin 
expansion, especially since profitability at its plants outside of Tianjin 
remain distressed – prompting upside risk to our forecasts. Treatment 
plants in Tianjin deliver a 34% EBT margin, but those at Hangzhou 
are only at 5%, while other locations are loss-making. 

 Expansion outlook has been invisible, so far 
TCEP’s capacity expansion plans (greenfield: 10%, acquisition: 20%) 
appear lacklustre. Its most recent deal (early 2008) was the 
acquisition of a wastewater plant in Xian with an IRR of less than 5%. 

 Raised PT on lower WACC. Valuation still excessive 
After adopting a lower WACC, the valuation still looks excessive at 
20-37x FY10-11F P/E, considering the pending tariff cut in 2H10F is 
an overhang.  

Key financials & valuations
31 Dec (RMBmn) FY08 FY09F FY10F FY11F
Revenue 1,135 1,252 1,087 932
Reported net profit 231.1 229.0 172.3 94.0
Normalised net profit 231.1 229.0 172.3 94.0
Normalised EPS (RMB) 0.162 0.160 0.121 0.066
Norm. EPS growth (%)       21.5        (0.9)      (24.7)      (45.4)
Norm. P/E (x) 16.3 15.2 20.2 37.0
EV/EBITDA (x) 9.8 9.8 9.8 14.1
Price/book (x) 1.2 1.1 1.0 1.0
Dividend yield (%) 1.5 1.6 1.2 0.7
ROE (%)         7.7         7.2         5.2        2.7 
Net debt/equity (%) 97.3 88.7 51.4 46.6
Earnings revisions
Previous norm. net profit 229.0 172.3 94.0
Change from previous (%)            -             -            - 
Previous norm. EPS (RMB) 0.160 0.121 0.066
Source: Company, Nomura estimates

Share price relative to MSCI China

1m 3m 6m
           -        15.8      20.4 

       (0.3)       15.4      20.0 
        7.4       24.7      23.8 

Hard

Source: Company, Nomura estimates
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Closing price on 27 Jan HK$2.71

Price target HK$1.35
(from HK$1.20)

Upside/downside -50.1%
Difference from consensus -24.9%

FY10F net profit (RMBmn) 172.3
Difference from consensus -15.6%
Source: Nomura

Nomura vs consensus
We assume the wastewater 
treatment tariff will be cut (alongside 
asset restructuring) in 2H10F, which 
is not fully reflected in consensus. 

Maintained 

REDUCE 

N O M U R A  I N T E R N A T I O N A L  ( H K )  L I M I T E D  

 Action  
 The government’s proposed cut on TCEP’s wastewater tariff remains on the table, 

posing substantial downside to earnings. Rising utilisation and wider adoption of 
new technologies may result in further efficiency gains to lift margins from the 
current 56%, serving as upside risk. Expansion plans (greenfield: 10%, acquisition: 
20%) appear lacklustre. At 20-37x FY10-11F P/E, valuations looks excessive. 

 Catalysts 
 Although the negotiations have lasted for years, a potential tariff cut from the 

Tianjin government in FY10F could impair the earnings outlook. 

 Anchor themes 

 

 

Pressing water shortages, exacerbated by growing demand and pollution, 
underscore the need for conservation. Privatisation and tariff hikes are the chosen 
solutions. We like the business model of tap water, but prefer wastewater treatment 
in the near term for visible prospects. Waste-to-energy is booming out of the gate. 
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Risks to our negative view on TCEP 
Major risks to our negative view over TCEP would be further improvements in 
operating margins and more delays in the pending tariff cut. Please refer to our 
earnings sensitivity analysis below for details. 
 

Exhibit 84. Sensitivity analysis over change in operating cost in wastewater treatment 
Treatment   Net earnings (HK$mn) PT GPM in wastewater treatment (%) 

cost   2009F 2010F 2011F 2012F (HK$) 2009F 2010F 2011F 2012F
RMB0.39 m/3            0.39          310.8          261.9          184.2         203.5           2.67 68 62 53 53
RMB0.44 m/3            0.44          283.5          232.1          154.2         172.2           2.33 64 57 47 47
RMB0.49 m/3            0.49          256.2          202.2          124.1         140.8           1.99 60 52 41 41
RMB0.54 m/3            0.54          229.0          172.3            94.0         109.5           1.65 56 48 35 35
RMB0.59 m/3            0.59          201.7          142.5            63.9           78.1           1.31 52 43 29 29
RMB0.64 m/3            0.64          174.4          112.6            33.9           46.7           0.96 48 38 23 23
RMB0.69 m/3            0.69          147.1            82.7              3.8           15.4           0.62 44 33 17 17 
Source: Nomura International (Hong Kong) Limited 

 

Exhibit 85. Sensitivity analysis on further delays in tariff cut 
  Net earnings (HK$mn) PT

RMB/m3 2009F 2010F 2011F 2012F (HK$)
Base-case          229.0          172.3           94.0         109.5           1.65 
Tariff cut in mid-FY11F          229.0          298.3         223.7         109.5           1.70 
Tariff cut in end-FY12F          229.0          298.3         358.3         109.5           1.80 
No tariff cut at all          229.0          298.3         358.3          391.0           3.60  
Source: Nomura International (Hong Kong) Limited 

Why TCEP is subject to a tariff cut by the government? 
Since 2000, when China’s water laws were still underdeveloped and not standardised, 
TCEP set its wastewater treatment fees in accordance with the “Sewage Water 
Processing Agreement” signed with the Tianjin municipal government. As per this 
agreement, the unit price of wastewater treatment should be sufficient to compensate 
for operating costs and taxation and to obtain a 15% return pa over the net book value 
of underlying assets. 

However, following regulatory changes in the water industry in recent years, TCEP is 
required to change its sewage treatment operations into a “franchise agreement” for a 
period of not more than 30 years, similar to existing build-operate-transfer/transfer-
operate-transfer (BOT/TOT) concessionary arrangements for wastewater treatment. 
With this change, the Tianjin Municipal Construction Administration Authorities 
(TMCAA) are working with TCEP to renew its sewage treatment fees. 

TCEP’s water tariffs in Tianjin city were initially at a high level to justify its capex in 
both plant and sewage pipelines during the construction phase. After industry reforms, 
sewage pipelines would generally be constructed and run by the government. The 
government plans to standardise this for all wastewater treatment operations in China. 
Hence, the city government may take over the pipeline business (ownership, operation 
and maintenance) from TCEP, and renew its water tariffs to a similar level as those of 
other standalone wastewater treatment plants in other parts of China. These clock an 
8-12% ROE, compared with 15% for TCEP. Therefore, we think TCEP’s current water 
tariff of RMB1.93/m3 is at risk, compared with the industry average of RMB0.8-1.2/m3. 
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Financial statements 
 

Income statement (RMBmn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
Revenue 939 1,135 1,252 1,087 932
Cost of goods sold (425) (540) (601) (559) (564)
Gross profit 514 595 650 527 369
SG&A (108) (90) (106) (102) (90)
Employee share expense  -  -  -  -  - 
Operating profit 406 505 544 426 279

EBITDA 604 690 648 532 358
Depreciation (198) (185) (104) (107) (78)
Amortisation  -  -  -  -  - 
EBIT 406 505 544 426 279
Net interest expense (146) (214) (256) (215) (174)
Associates & JCEs 3 1 2 3 3
Other income 12 19 19 19 19
Earnings before tax 275 310 309 233 127
Income tax (92) (77) (76) (58) (31)
Net profit after tax 183 233 233 175 96
Minority interests 1 (2) (4) (3) (2)
Other items  -  -  -  -  - 
Preferred dividends  -  -  -  -  - 
Normalised NPAT 184 231 229 172 94
Extraordinary items  -  -  -  -  - 
Reported NPAT 184 231 229 172 94
Dividends (57) (57) (57) (43) (23)
Transfer to reserves 127 174 172 130 71

Valuation and ratio analysis
FD normalised P/E (x) 21.5            16.3            15.2            20.2            37.0            
FD normalised P/E at price target (x) 10.8            8.1              7.6              10.1            18.5            
Reported P/E (x) 20.8            16.3            15.2            20.2            37.0            
Dividend yield (%) 1.4              1.5              1.6              1.2              0.7              
Price/cashflow (x) 15.4            12.6            6.1              6.2              7.4              
Price/book (x) 1.4              1.2              1.1              1.0              1.0              
EV/EBITDA (x) 10.1            9.8              9.8              9.8              14.1            
EV/EBIT (x) 15.0            13.4            11.7            12.2            18.1            
Gross margin (%) 54.7            52.5            52.0            48.5            39.5            
EBITDA margin (%) 64.3            60.8            51.8            49.0            38.3            
EBIT margin (%) 43.2            44.5            43.5            39.2            29.9            
Net margin (%) 19.6            20.4            18.3            15.9            10.1            
Effective tax rate (%) 33.6            24.7            24.7            24.7            24.7            
Dividend payout (%) 31.1            24.7            24.7            24.7            24.7            
Capex to sales (%) 30.5            77.9            12.0            13.8            16.1            
Capex to depreciation (x) 1.4             4.8             1.4            1.4            1.9            
ROE (%) 7.0              7.7              7.2              5.2              2.7              
ROA (pretax %) 7.6              8.3              8.2              7.0              5.1              

Growth (%)
Revenue 21.9            20.9            10.3            (13.2)           (14.2)           
EBITDA 24.4            14.3            (6.1)             (17.8)           (32.9)           
EBIT 17.3            24.5            7.7              (21.8)           (34.4)           
Normalised EPS 11.6            21.5            (0.9)             (24.7)           (45.4)           
Normalised FDEPS 15.7            25.7            (0.9)             (24.7)           (45.4)           

Per share
Reported EPS (RMB) 0.13 0.16 0.16 0.12 0.07
Norm EPS (RMB) 0.13 0.16 0.16 0.12 0.07
Fully diluted norm EPS (RMB) 0.13 0.16 0.16 0.12 0.07
Book value per share (RMB) 2.03 2.18 2.30 2.39 2.44
DPS (RMB) 0.04 0.04 0.04 0.03 0.02
Source: Nomura estimates
              
 

We factor in a substantial tariff 
cut in 2HFY10F 
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Cashflow (RMBmn)
Year-end 31 Dec FY07 FY08 FY09F FY10F FY11F
EBITDA 604 690 648 532 358
Change in working capital (453) (354) (48) 37 102
Other operating cashflow 97 (38) (29) (12) 13
Cashflow from operations 248 298 571 557 472
Capital expenditure (286) (885) (150) (150) (150)
Free cashflow (38) (587) 421 407 322
Reduction in investments 2 (1,884)  -  -  - 
Net acquisitions  -  -  -  -  - 
Reduction in other LT assets 76 (236) 33 30 28
Addition in other LT liabilities (2) 24 0  -  - 
Adjustments (67) 2,146 (26) 976 (22)
Cashflow after investing acts (30) (537) 427 1,414 329
Cash dividends (57) (57) (57) (43) (23)
Equity issue  -  -  -  -  - 
Debt issue (355) 1,205 (440) (1,270) (330)
Convertible debt issue 47  -  -  -  - 
Others (0) (42) 0 0 (0)
Cashflow from financial acts (364) 1,106 (497) (1,313) (353)
Net cashflow (394) 569 (69) 101 (25)
Beginning cash 734 340 909 840 941
Ending cash 340 909 840 941 916
Ending net debt 2,164 3,024 2,909 1,753 1,622
Source: Nomura estimates

Balance sheet (RMBmn)
As at 31 Dec FY07 FY08 FY09F FY10F FY11F
Cash & equivalents 340 909 840 941 916
Marketable securities  -  -  -  -  - 
Accounts receivable 443 799 732 701 615
Inventories 7 9 11 11 9
Other current assets 137 134 158 151 133
Total current assets 926 1,851 1,741 1,804 1,674
LT investments 4 1,888 1,888 1,888 1,888
Fixed assets 4,076 2,704 2,750 1,793 1,865
Goodwill  -  -  -  -  - 
Other intangible assets  -  -  -  -  - 
Other LT assets 880 1,116 1,083 1,053 1,025
Total assets 5,887 7,560 7,462 6,538 6,452
Short-term debt 710 1,484 356 256 100
Accounts payable 12 18 21 20 18
Other current liabilities 363 359 266 266 265
Total current liabilities 1,085 1,861 643 542 383
Long-term debt 1,794 2,449 3,393 2,438 2,438
Convertible debt  -  -  -  -  - 
Other LT liabilities  - 24 24 24 24
Total liabilities 2,879 4,334 4,060 3,003 2,844
Minority interest 115 118 122 125 127
Preferred stock  -  -  -  -  - 
Common stock 1,427 1,427 1,427 1,427 1,427
Retained earnings 1,409 1,623 1,796 1,940 2,030
Proposed dividends 57 57 57 43 23
Other equity and reserves  -  -  -  -  - 
Total shareholders' equity 2,893 3,108 3,280 3,410 3,481
Total equity & liabilities 5,887 7,560 7,462 6,538 6,452

Liquidity (x)
Current ratio 0.85            0.99            2.71            3.33            4.37            
Interest cover 2.8              2.4              2.1              2.0              1.6              

Leverage
Net debt/EBITDA (x) 3.58            4.38            4.49            3.29            4.54            
Net debt/equity (%) 74.8            97.3            88.7            51.4            46.6            

Activity (days)
Days receivable 94.5            200.2          223.1          240.5          257.6          
Days inventory 6.2              5.5              6.2              7.1              6.5              
Days payable 9.6              10.3            11.8            13.4            12.3            
Cash cycle 91.2            195.4          217.6          234.2          251.8          
Source: Nomura estimates

Gearing should improve after 
asset-restructuring 
(accompanied by tariff cut) in 
FY10F 
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