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Investment Summary 
CNHEG announced to acquire Gansu College, and gave up its original plan on 
Northwest school.  And, the land for developing Northwest school will serve as the new 
campus of Gansu College.  We believe the acquisition can reduce the time required for 
cultivating the school and it can leverage on the brand name and teaching resources of 
Lanzhou University of Technology.  However, the Revised Draft of Law for Promotion 
of Private Education from Ministry of Justice of the PRC proposed a prohibition on the 
acquisition of non-profit private schools.  Based on the DCF model, we give a target 
price of HKD5.05, and maintain our “Accumulate” rating, with 7.45% potential upside. 
(Closing price as at 13 August) 

 

Company Update  
1. On 9 July, CNHEG announced to enter into the cooperation agreement with Lanzhou 

University of Technology, becoming a joint school sponsor of the Gansu College.  
The company will contribute RMB200 million (including the paid land use right 
valued at RMB 165,670,000) for the new campus, and be responsible for the 
construction of the new campus and operation of the Gansu College thereafter. 
 

2. On 10 Aug, Ministry of Justice of the PRC announced “中華人民共和國民辦教育促

進法實施條例（修訂草案）（送審稿）”.  The enterprise of education institute 
may not control non-profit private schools through mergers and acquisitions, 
franchise chain, agreement control, etc.  And, the government intends to strengthen 
the supervision of the VIE structure. 

Acquisition of Gansu College 
CNHEG gave up its original plan of self-establishing a school in Gansu, and made use of 
the land for the construction of the new campus for the Gansu College instead.  We 
believe two advantages can be brought from its aforementioned decision, 1) less time 
required for cultivating the school and 2) leveraging on the brand name and teaching 
resources of Lanzhou University of Technology. 
 
Less time required for cultivating the school 
 
In order to provide undergraduate education, it takes at least twelve years for self-
established schools, and requires several approvals from government.  Moreover, the 
self-established schools have to build up their student base from scratch.  Therefore, it 
takes a long period of time to cultivate a mature school.  Now, it can reduce the time for 
cultivating a school by acquiring Gansu College directly.  First, Gansu College is now 
providing undergraduate education, so it does not need to spend plenty of time on 
undergraduate program.  Besides, it had existing students, with 8,372 and 8,218 in the 
school year of 2016/17 and 2017/18.  Thus, it can generate profit much earlier than a 
self-established school.  The management expected the net profit in 2020 can reach 
RMB 13 million. 

Accumulate 
CMP HKD 4.70 
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Leveraging on the brand name and teaching resources of Lanzhou University 
of Technology 
 
Gansu College was one of the independent institutes under Lanzhou University of 
Technology.  According to cooperation agreement, Lanzhou University of 
Technology will contribute intangible assets comprising its school name and 
teaching resources, enabling CNHEG to leverage the brand name and teaching 
resources of Lanzhou University of Technology.  Currently, Gansu College 
owned around 300 teachers, and some are part-time teachers from Lanzhou 
University of Technology.  Apart from undergraduate education, CNHEG only 
targeted to provide junior college program in order to expand its scale. 
 

Future development 
Students 
 
Since the school condition of Gansu College was relatively poor, where its area of 
campus and classrooms are relatively small, the college stopped expanding its 
student base.  Therefore, the student enrollments in 2018 are lower than in 2017.  
As the new campus is built, the school condition will be improving, and the 
student enrollment will increase. 
 
Tuition fees 
 
The tuition fees are currently RMB 11,000, a relatively low level.  As the school 
condition is improving, the management expected there will be a 5-10% rise in the 
future. 
 
Management fees 
 
Based on the business model of independent institute, Gansu College needs to pay 
management fees to its parent university (Lanzhou University of Technology).  
The management fees have been confirmed with the parent university, where the 
amount will be lower than the average in the market. 
 
Profitability 
 
The net profit margin for Gansu College is around 15-20%.  Currently, the 
college needs to pay a management fees to its parent university, and the operating 
cost is also relatively high.  It is believed the operating efficiency and 
profitability can be enhanced after the acquisition by CNHEG. 
 

Revised Draft of Law for Promotion of Private Education 
In the Revised Draft of Law for Promotion of Private Education from Ministry of 
Justice of the PRC, the article 5, 12 and 45 have the greater impacts on the 
industry.  
 
Article 5: Foreign enterprises established in China and social organizations with 
foreign parties as actual controllers shall not hold, participate in or actually control 
private schools that implement compulsory education. 
 
Article 12: The enterprise of education institute may not control non-profit private 
schools through mergers and acquisitions, franchise chain, agreement control, etc. 
 
Article 45: Private schools shall disclose related party transactions.  The Ministry 
of Education and Human resources and Social security shall strengthen the 
supervision of the signing of agreements between non-profit private schools and 
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stakeholders, and the necessity, legitimacy and compliance of agreements 
involving major interests or long-term and repeated execution shall be conduct an 
audit review. 
 
Once the aforementioned articles come into effect, CNHEG will need to recognize 
its schools from non-profit to for-profit, meaning the drop in profitability since 
they are no longer eligible for the tax exemption.  Besides, the M&A targets will 
remain to those non-profit, and the required time for M&A may also be lengthy 
due to the stronger supervision from government.  However, we believe the 
impact on higher education sector is relatively small, because the law only forces 
higher education operators to recognize their school as for-profit, rather than 
prohibited like compulsory education.  Therefore, there are still rooms for higher 
education sector.  But, as the effective tax rate rise and the supervision on M&A, 
the valuation is believed to be hampered. 

The impact on assumptions 
 
Acquisition of Gansu College 
 
We lift our estimate on the student enrollment in the school year of 2019/20 from 
2,000 to 8,500, together with an increase in tuition fees from RMB 8,000 to 
11,000. 
 
Figure: Estimate on student enrollment 
Student enrollment 2018/12F 2019/12F

Yunnan School 26,952         29,917         

Guizhou School 17,454         19,025         

Northeast School 9,355           9,355           

Central China School 9,420           10,362         

Xinjinag School 6,181           6,984           

Henan School 20,067         20,469         

Gansu College -               8,500           
 

Student enrollment (YoY%/Number) 2018/12F 2019/12F

Yunnan School 14.0% 11.0%

Guizhou School 12.0% 9.0%

Northeast School 0.0% 0.0%

Central China School 65.0% 10.0%

Xinjinag School 65.0% 13.0%

Henan School 10.0% 2.0%

Gansu College -               8,500           
 

Source: Company report, Phillip Securities (HK) Ltd. 
 
Revised Draft of Law for Promotion of Private Education 
 
We assume CNHEG recognize all its school to be for-profit, making the effective 
tax rate increasing from 6% to 15%.  As the article 53 in the Law for Promotion 
of Private Education stated there will be tax benefits from the for-profit schools, 
we assume the effective tax rate will be lower than the income tax rate (25%) in 
China, even though it recognizes its school to be for-profit. 
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Valuation 

We adopted a three-stage discounted cash flow model, assuming the short and 
long term growth rate are 10% and 2.5% respectively, with 10 declining years and 
10.70% WACC.  According to the range for WACC [9.70%,11.70%] and long 
term growth rate [1.5%,3.5%], the highest and lowest target price are HKD6.47 
and 4.19 respectively. 

 

Figure: Sensitivity test  
 -----------------------------------WACC----------------------------------- 

Long term growth rate 9.70% 10.20% 10.70% 11.20% 11.70% 

1.5% 5.37 5.02 4.71 4.44 4.19 

2.0% 5.59 5.21 4.87 4.58 4.31 

2.5% 5.84 5.42 5.05 4.73 4.44 

3.0% 6.14 5.67 5.26 4.90 4.59 

3.5% 6.47 5.95 5.49 5.10 4.76 

Source: Phillip Securities (HK) Ltd. 

 

Compared to the self-established school, it takes less time to develop the Gansu 
College, thereby bringing greater value to CNHEG.  However, as the policy risk 
and the depreciation in RMB, offsetting part of the new value from the Gansu 
College, we give a target price of HKD5.05, representing a PE ratio of 21.8x and 
17.8x in 2018/19.  We remain “Accumulate” recommendation, with 7.45% 
potential upside.  We have factored in the worst scenario.  Once the policy risk 
mitigates, we believed it is quite attractive for the current valuation. (CNY/HKD = 
1.14)(Closing price as at 13 August) 

 

Risk 

 
1. VIE structure prohibited in China 
2. The faster than expected decrease in birth rate 
3. New acquired schools were not able to add value 
4. The Revised Draft of Law for Promotion of Private Education passed 

successfully 
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Financials 
FYE DEC FY14 FY15 FY16 FY17 FY18F FY19F

Valuation Ratios

P/E (X), adj 58.05 45.46 42.07 23.81 20.25 16.54

P/B (X) 12.39 13.65 5.31 3.22 3.06 2.71

Dividend Yield (%) N/A N/A 0.0% 1.1% 1.5% 1.8%

Per share data (RMB)

EPS, (Basic) 0.071 0.091 0.098 0.173 0.204 0.249

EPS, (Diluted) 0.071 0.091 0.098 0.173 0.204 0.249

DPS (HKD) 0 0 0 0.052 0.070 0.085

BVPS 0.33 0.30 0.78 1.28 1.35 1.52

Growth & Margins (%)

Grwoth 

Revenue N/A 32.7% 24.5% 21.5% 22.2% 23.4%

EBIT N/A 37.8% 6.7% 94.3% 28.0% 22.5%

Net Income  (excluding gain/loss from discontinued operations) N/A 32.4% 6.0% 111.1% 24.9% 22.5%

Margins

Gross margin 48.8% 49.5% 48.0% 54.9% 56.0% 56.8%

EBIT margin 49.1% 51.0% 43.7% 69.9% 73.1% 72.6%

Net Profit Margin 39.4% 37.9% 32.9% 56.3% 57.5% 57.1%

Key Ratios

ROE N/A 28.6% 18.1% 17.9% 15.9% 17.4%

Income statement (RMB mn)

Revenue 206 274 341 414 507 625

Gross Profit 101 136 164 228 284 355

EBIT 101 140 149 290 371 454

EBT 81 110 113 250 343 420

Net profit (excluding gain/loss from discontinued operations) 79 104 111 233 291 357

Minority Interest 0 (0)            0              (0)             0 0

Net profit for owners 81 104 112 233 291 357 
Source: Company, Phillip Securities (HK) Research 

Exchange rate (0.88) is HKDCNY1Y forward contract price on August 13 from Wind.  

(Financial figures as at 13 August 2018) 
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We do not base our recommendations entirely on the above quantitative return bands.  We consider qualitative factors like (but not limited to) a stock`s 
risk reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and speculative undertones 
surrounding the stock, before making our final recommendation 
 
GENERAL DISCLAIMER  
This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the terms and 
limitations set out below. 
 
This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct or 
consequential loss arising from any use of material contained in this publication. 
 
The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any analysis, 
forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are expressions of belief only. 
Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such information or Research is accurate, complete or 
verified or should be relied upon as such. Any such information or Research contained in this publication is subject to change, and Phillip Securities shall not have any 
responsibility to maintain the information or Research made available or to supply any corrections, updates or releases in connection therewith. In no event will Phillip 
Securities be liable for any special, indirect, incidental or consequential damages which may be incurred from the use of the information or Research made available, even 
if it has been advised of the possibility of such damages. 
 
Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at any time without 
prior notice. 
 
This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs of any 
particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should seek advice from a 
financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or particular needs of that person, 
before making a commitment to invest in any of such products. 
This publication should not be relied upon as authoritative without further being subject to the recipient`s own independent verification and exercise of judgment. The fact 
that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a representation that any product described in 
this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products which may be described in this publication involve significant 
risks and may not be suitable for all investors, and that any decision to enter into transactions involving such products should not be made unless all such risks are 
understood and an independent determination has been made that such transactions would be appropriate. Any discussion of the risks contained herein with respect to any 
product should not be considered to be a disclosure of all risks or a complete discussion of such risks. 
 
Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in this research 
should take into account existing public information, including any registered prospectus in respect of such security. 
 
Disclosure of Interest 
Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation covered in this 
report. 
Firm`s Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial interest of 1% or 
more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed corporation. 
 
Availability 
The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country where such 
distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any registration or licensing or 
other requirement, or penalty for contravention of such requirements within such jurisdiction. 
 
Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear responsibility for any 
loss occasioned by reliance placed upon the contents hereof.  PSHK (or its affiliates or employees) may have positions in relevant investment products. For details of 
different product`s risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.   

© 2018 Phillip Securities (Hong Kong) Limited 
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Total Return Recommendation Rating Remarks 
>+20% Buy 1 >20% upside from the current price 

+5% to +20% Accumulate 2 +5% to +20%upside from the current price 
-5% to +5% Neutral 3 Trade within  ± 5% from the current price 
-5% to -20% Reduce 4 -5% to -20% downside from the current price 

<-20% Sell 5 >20%downside from the current price 
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