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Environmental Sector

Yunnan Water (6839.HK)

Cloudy outlook in the short term

Financial Highlights

YIE 31 Dec 2015 2016 2017E 2018E 2019E
Revenue (RMB m) 1,558 2,866 4,863 4,944 5,696
Yo growth (%) 416 839 69.7 17 15.2
Net profit (RMB m) 286 388 381 395 510
EPS (RMB) 0.240 0.325 0.319 0.331 0427
EPS growth (%) 24.1 3538 19 38 29.1
PIE (x) 15 8.5 8.6 8.3 6.4
BVPS (RMB) 3.40 3.55 377 4.04 440
PIB () 0.8 08 0.7 07 06
Dividend yield (%) 36 36 23 24 3.4

Source: Company, BOCOM Int’| estimates

&

1H17 earnings dragged by lower construction revenue recognition and mediocre
project operation: 1H17 net profit came in at Rmb92m, up 14.4% YoY. However,
stripping off one-off items of Rmb154m, pretax profit should be Rmb32m in 1H17 (vs
Rmb107m in 1H16). As always, YNW'’s earnings seasonality which is largely skewed to the
second half (e.g. 2:8 split in 1H16:2H16 net profit) could be blamed for such swing in
earnings. However, we also saw: (i) deteriorating GPM across the board (except for the
solid waste segment) due to slow ramp-up of new projects and weak recovery of
profitability of GNS projects (which still recorded gross loss of YRmb10m in total); and (ii)
low degree of recognition of EPC and PPP construction revenue in 1H17 according to
auditor’s opinion. As a result, overall GPM declined to 24.9% in 1H17 (vs 32.0% in 1H16).
Revenue from construction and sales of equipment of Rmb178m only reached 32% of
our original forecast in 1H17.

Struggling amid skyrocketing financing cost. Financing cost surged 241% YoY to
Rmb216m in 1H17. Coupled with the Rmb43m interest cost from perpetual instruments,
total financing cost was 28% ahead of our estimate. By 1H17, YNW’s net gearing reached
a whopping level of 210% (excluding perpetual instruments), compared with 85% by the
end of 2016. Facing the hefty financing pressure, management indicated they will be
more selective on new projects. Meanwhile, management is considering several ways to
lessen financing burden, such as formation of investment fund for new projects and
capital injection from parent company Yunnan Metropolitan Construction Investment.
Nevertheless, there is no concrete timetable for such plans.

Further cut on earnings forecast to factor in weaker operational side and higher
financing cost. We cut our 2017-19E net profit forecast by 9.0%/16.2%/8.6%,
respectively. We new forecast a slight drop in 2017E net profit to Rmb381m, followed by
3.8%/29.1% YoY growth in net profit during 2018-19E due to slight improvement in GPM
and faster recognition of construction revenue from PPP projects. Meanwhile, we
forecast net gearing to stay high at 145% by the end of 2017E. We expect the company
could trim its short- term borrowings and retain most of the long-term borrowings to
fund current project development.

Downgrade to Neutral on weaker earnings visibility; capital injection from parent a
potential +ve catalyst: We maintain our valuation benchmark of 8.8x 2018E P/E, which is
1S.D. below historical average forward P/E. Our target price is lowered to HKS3.38 (from
HKS$4.00) after our adjustment in EPS forecast. We change our rating from Buy to Neutral
in light of a more conservative stance on the company’s earnings visibility and quality. In
our view, YNW’s efforts in lowering net gearing level and improving project operation
would be essential for reaccelerating earnings growth ahead. Moreover, we view the
proposed capital injection from parent company as a potential positive catalyst to the
company.

L Skyrocketing financing cost, lower
construction revenue recognition
and mediocre project operation
were the key reasons for weak
1H17 results.

L7 We cut 17E/18E earnings forecast
by ~9%/16%. Net gearing is
expected to stay high at 145% by
the end of 2017.

¢ Our TP is trimmed to HK$3.38.
Rating is changed from Buy to

Neutral.
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52w High (HK$) 4.78
52w Low (HK$) 3.14
Market cap (HK$ m) 3,794
Issued shares (m) 1,193
Avg daily vol (m) 0.99
1-mth change (%) -8.36
YTD change (%) -21.87
50d MA (HKS) 343
200d MA (HK$) 3.84
14-day RSI 340

Source: Company data, Bloomberg
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Figure 1: 1H17 results highlight

(RMB m)

Revenue
Cost of sales
Gross profit

Other income

Other gains

Selling expenses
Administrative expenses
Operating profit

Finance costs - net
Share of p/l of asso and jce
Profit before income tax

Income tax expenses

Profit for the year

MI

Holders of perpetual instruments
Net profit

GPM (%)
OPM (%)
NPM (%)

Source: Company data, BOCOM Int’|

Figure 2: Revenue and gross profit breakdown
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Figure 3: Revenue and gross profit forecast

YIE 31 Dec (RMB m) 2015 2016 2017E 2018E 2019E
Revenue

Wastewater treatment 420 628 1,061 893 873
Water supply 455 639 1,368 710 658
Solid waste 8 425 594 727 897
EPC & equipment sales 597 1,110 1,779 2,552 3,206
0&M 79 63 62 62 62
Total 1,558 2,866 4,863 4,944 5,696

Gross profit

Wastewater treatment 208 318 401 476 549
Water supply 109 120 222 185 203
Solid waste 1 88 221 253 296
EPC & equipment sales 144 330 319 458 576
0&M 46 24 10 10 10
Total 508 880 1,173 1,382 1,633

Gross margin (%)

Wastewater treatment 494 50.6 37.8 53.3 62.9
Water supply 239 18.7 16.2 26.1 30.8
Solid waste 155 208 37.2 348 33.0
EPC & equipment sales 242 29.7 17.9 179 18.0
0&M 58.3 373 16.0 16.0 16.0
Overall gross margin 326 30.7 241 279 28.7

Source: Company data, BOCOM Int’l

Figure 4: Change in forecast

Old forecast ——— ——— New forecast Change (%)
2017E 2018E 2019E 2017E 2018E 2019E 2017E 2018E 2019E
Revenue (RMB m) 4,991 5,042 5,555 4,863 4,944 5,696 26 -1.9 25
Net profit (RMB m) 418 471 558 381 395 510 9.0 -16.2 -8.6
EPS (RMB) 0.35 0.395 0.468 0.319 0.331 0.427 -9.0 -16.2 -8.6
Source: BOCOM Int’l estimates
Figure 5: Forward P/E band of YNW Figure 6: Forward P/B band of YNW
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Company background

Yunnan Water is one of the leading integrated environmental service providers in municipal wastewater treatment and water
supply industries in Yunnan province. Major shareholders are Yunnan Metropolitan Construction (under Yunnan SASAC) and
Beijing Origin Water (300070.CH; NR).

Yunnan Water (6839.HK): Financial Statements

Profit & loss (RMB m) Cash flow (RMB m)

Year ended 31 Dec 2015 2016  2017E  2018E  2019E Year ended 31 Dec 2015 2016E  2017E  2018E  2019E
Wastewater treatment 420 628 1,061 893 873 Pre-tax profit 383 517 638 656 814
Water supply 455 639 1,368 710 658 Tax paid (80) (63) (101) (104) (129)
EPC & equip sales 597 1,110 1,779 2,552 3,206 Dep'n and amortization 74 210 362 411 395
0&M 79 63 62 62 62 Change in working capital (1,175) (1,683) (1,296) (1,916) (1,011)
Solid waste 8 425 594 721 897 Others (56) (70) 9 9 9
Turnover 1,558 2,366 4,863 4,944 5,696 Cash from operations (854) (1,088) (389) (944) 78
COGS (1,051) (1,986) (3,690) (3,562) (4,063) Capital expenditure (814) (1,796) (1,560) (150) (150)
Gross profit 508 880 1,173 1,382 1,633 Others (517) (1,416) 0 0 0
Other income and gains 98 160 264 197 219 Cash from investing (1,332) (3,212) (1,560) (150) (150)
Selling & distribution expenses 12 8 59 12 12 Proceed from share issuance 1,514 0 0 0 0
Administrative expenses (17) (23) (39) (40) (46) Change in borrowings 1,835 6,810 3,112 343 362
Other expenses (181) (331) (413) (445) (541) Dividend paid 0 (119) (119) (76) (79)
Operating profit 419 694 1,044 1,107 1,277 Others (112) 47 0 0 0
Net finance costs (41) (220) (398) (442) (455) Cash from financing 3,237 6,738 2,992 267 283
Share of profit of jce/asso 5 42 9) 9) 9) FX change 8 21 0 0 0
Pre-tax profit 383 517 638 656 814 Net change in cash 1,059 2,458 1,044 (827) 211
Income tax expense (65) (102) (126) (130) (161)

After tax profit 317 414 511 526 653

Minority interest (32) (26) (46) (47) (59)

Holders of perpetual instruments 0 0 (85) (84) (84)

Net profit 286 388 381 395 510

Financial ratios
Balance sheet (RMB m) Yearended 31 Dec 2015 2016 2017E  2018E  2019E

Year ended 31 Dec 2015 2016 2017E  2018E  2019E

Gross margin (%) 326 30.7 241 27.9 28.7
Cash and cash equivalents 1,672 4,130 5174 4,347 4,558 EBIT margin (%) 26.9 24.2 215 224 224
Inventory 21 a7 72 70 8 Net margin (%) 183 135 78 8.0 9.0
Trade and other receivables 1,197 2,724 2,724 3,115 3,121 ROA (%) 30 19 16 16 19
Other current assets 35 205 235 255 276 ROE (%) 70 92 85 82 97
Total current assets 2,924 7,086 8,205 7,787 8,034 Net gearing (%) 311 85.1 144.8 1595 1493
Property, plant and equipment 1,617 2,326 3,781 3,760 3,740 Interest coverage (x) 102 32 26 25 28
Rece. under concession 1,942 2,860 4,516 5,774 7,094 Current ratio 13 12 13 12 12
Amounts due for contract works 404 660 804 933 1,054
Other non-current assets 2,715 7,126 6,861 6,612 6,378
Total non-current assets 6,678 12,972 15,962 17,079 18,266
Short term borrowings 1,038 2,609 2,739 2,712 2,685
Trade and other payables 1,074 2,859 3,438 3,318 3,785
Other current liabilities 78 233 259 285 317
Total current liabilities 2,190 5,701 6,436 6,315 6,787
Long term borrowings 2,026 5,690 9,471 9,841 10,231
Other non-current liabilities 443 1,422 1,422 1,422 1,422
Total non-current liabilities 2,469 7111 10,893 11,263 11,652
Paid in capital 1,193 1,193 1,193 1,193 1,193
Reserves 2,865 3,047 3,309 3,627 4,058
Equity attri. to shareholders 4,058 4,241 4,502 4,821 5,251
MI 884 1,006 1,052 1,099 1,158
Perpetual capital instruments 0 2,000 1,285 1,369 1,453
Total Equity 4,943 7,246 6,838 7,289 7,862

Source: Company data, BOCOM Intl estimates
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