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China packaging paper sector 
Multi-stage recovery ahead 
 

 

China packaging paper sector on a multi-stage recovery. We expect the packaging paper sector in China to undergo a 

multi-stage recovery, underpinned by 1) tougher new environmental standards and enforcement to result in bigger 

than officially targeted capacity closure during 2016-17 and net capacity addition rate of only 1% per annum over the 

next five years, 2) intensifying industry consolidation likely to start from 2017, 3) with continued capacity closure in 

low-margin paper segments that have experienced severe capacity expansion in the past few years, we expect to see 

a bottoming out in coated duplex prices that could prelude sustainable margin improvement, 4) recovered paper 

based paper companies benefit in terms of better cost control from more convenient waste paper supply from local 

source, and 5) cash flow enhancement under the new VAT-rebate mechanism. In conclusion, we believe the factors on 

the supply side will play a rising role in driving margins. 

Stable consumption outlook underpinned by green packaging and express delivery services. China’s packaging 

paper companies would benefit from the rising trend in green consumption behavior and rapidly growing express 

delivery service sector, lending support to paper consumption growth, in our view. Over the medium term, we foresee 

domestic Chinese paper manufacturers to seek organic overseas expansion so as to capture the opportunities arising 

from those markets such as Vietnam. 

We prefer Lee & Man Paper as an early-stage recovery play. In view of the positive industry trends and attractive 

valuation, we have a positive view on China’s packaging paper sector. In stock picks, we prefer Lee & Man Paper (LMP, 

2314 HK, BUY, PT HKD7.2), which could outperform in the early stage of the sector recovery given its solid execution 

track record, strong balance sheet and prudent capacity management. We would recommend Nine Dragons Paper 

(NDP, 2689 HK, BUY, PT HKD7.0) as we move further along the recovery process, given that the company is more 

levered towards upside in ASP. Our higher valuation multiple for LMP over NDP is justified by the former’s superior 

ROE. 

Duncan CHAN 
(CE No.: ALH659) 
Email duncanchan@csci.hk 
Telephone +852 3465 5654 
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Executive summary 
Build a true green and intellectualised industry. China has been remarkable in 
reducing the industrial COD emission intensity during 12

th
 FYP. On the contrary, China’s 

national water resource management has remained to be a greater challenge relative 
to the developed economies. With the environmental green requirements in place, in 
particularly low-carbon and waste water limits, we believe it would accelerate the 
shake-out of obsolete capacities and small scale production plants, given that it is 
costly to replace old machines so as to comply with the stricter standards, with most of 
the small paper mills ultimately opting to shut down their plants. 

Industry consolidation continues during 13
th

 FYP. We believe the geographical 
concentration of the paper and paperboard industry in China will continue to increase 
from a relative fragmented landscape five years ago. According to the China Paper 
Association, out of a total of 3,500 enterprises, only 17 operated at an annual capacity 
exceeding one millions tons. CR10 has remained low at less than 37% despite having 
increased significantly from the 23% in 2006. With a significant number of small 
production plants still in operation, industry consolidation has particularly gathered 
pace in those major paper manufacturing-based provinces, such as Zhejiang. 

Sustainable new driver from e-sales business for consumption. Benefit ing from the 
rapid development of e-business in recent years and the government-initiated 
programs in the rural e-commerce industry and express service industry, we estimate 
China’s containerboard consumption growth to moderate to 2% in the next five years, 
from an average of double-digit percentage growth in the past decade. 

Shrinking new net added capacity amid supply-side reforms. We foresee China’s 
containerboard industry to post 1% growth rate per annum in net new capacity 
addition on average over the next five years. We estimate some 8mn tons of capacity 
of containerboard, or equivalent to 18% of the containerboard production in 2015, will 
need to be shut down by end-2020. 

Privilege in wastepaper procurement. Wastepaper or old corrugated container is the 
major cost component for packaging paper production. Thanks to the latest 
development in the recycle industry, the local supply of waste paper material had 
steadily improved in terms of quality and fibre yield. Paper mills are thus provided with 
a wider range of source of supply, resulting in a more stable cost outlook for existing 
operations. 

Margin recovery trend continue. We believe stabilising coated duplex board prices 
may suggest that industry profits have started to bottom out. Pricing premium of other 
papers over this lower-end product have been firming up this year. We foresee product 
margins to continue to recover, driven by a modest hike in the prices of linerboard and 
corrugating medium products in the coming year, outpacing fluctuations in waste 
paper prices. We expect the two leading producers, i.e. Nine Dragons Paper (NDP) and 
Lee & Man Paper (LMP), would gain market influence with increasing bargaining power 
on price increases. 

Stock picks. We like LMP’s high-end product profile, solid execution capacity, and 
prudent capital management. We also like NDP, as we believe in its ability to adapt to 
market changes and capability to capitalise on the market upturn given its leveraged 
position. We project NDP’s net profit to grow at a CAGR of 13% over FY16E-18E (FYE 
June 30), and LMP’s at 16% in FY15-FY17E. We have derived our target valuation based 
on the PBR instead of the ROE methodology, and thus among our coverage universe 
LMP is our preferred sector pick on the back of its superior ROE. 

Key catalysts and risks include slower-than expected ASP recovery in FY16E-17E and 
further shutdown of industry capacity. 
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Moderate but sustainable consumption growth 
We estimate China’s containerboard consumption growth to moderate to 2% in the 
next five years from an average of a double-digit percentage growth in the past decade, 
mainly due to the promotion of green packaging and e- servicing. However, despite the 
anticipated substantial growth slowdown, the containerboard market China is still 
potentially huge considering its high base. 

China’s paper and paperboard consumption per capita is still at very low levels 
compared to other developed economies. In 2014, the global apparent per capita 
consumption of paper and paperboard was 56.8kg; according to the data of an article 
published by the China National Pulp and Paper Research Institute, per capita 
consumption of packaging paper in the U.S. and Japan were 3.0x and 2.9x times that of 
China respectively. 

In 2015, containerboard contributed 56% of total paper and paperboard consumption 
in China, according to the China Paper Association. If we classify coated duplex board 
under containerboard, containerboard may account for close to 80% of total packaging 
paper. Linerboard and corrugating medium are the two major types of containerboard. 
Coated duplex board (which is classified under white paperboard) is sometimes 
included under containerboard if they are used to manufacture corrugated containers. 

Figure 1: China’s containerboard consumption growth 

 
Source: China Paper Association 

Growing trend for green packaging and express service 
China has been promoting green packaging in recent years, driving the growth in 
demand for recovered paper based packaging materials. In particularly, recovered 
paper based packaging commanded a 44% market share in China’s packaging industry, 
versus 38% for plastics-based packaging. The rest was composed of metallic or 
glass-based and packing machinery manufacturing and others. One prime advantage 
for using paper for packaging over other packaging materials is its recyclability 
characteristic. The trend of consumption from the fast-moving consumer goods and 
consumer packaged goods industries would offer an important support for growth. 

Meanwhile, the recent rapid development of e-commence will be another growth 
driver for packaging paper consumption in the longer term, albeit mainly for products 
smaller in size, including electronic appliances and accessories that require smaller 
boxes, but the growth potential could be huge for the industry amid the ever changing 
consumer behaviour. According to the “Opinions on Promoting the development of 
expressing industry” (̨ )̩, the State Council will help 

accelerate and facilitate development of the domestic express service sector.  
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As a result, a lighter box with fewer layers of materials to substitute heavy boxes should 
become more popular in China’s packing industry. NDP indicated that, based on 
internal statistics, nearly one-tenth of their sales volume was derived from the rising 
e-purchase activities. 

 Figure 2: China online shopping trend 

 

 
Source: CEIC, CSCI Research  

 Figure 3: China’s packaging industry breakdown, 2012 

 

 
Source: The ASKCI Report, China Packaging Holdings, CSCI Research  

Over concern about slowing export growth 
We noticed that almost 70% of those larger than one million tons production plants are 
located along the five coastal provinces in proximity to the export manufacturing zones. 
China’s packaging paper direct net export volumes as a percentage of total production 
volumes are merely less than 1%, which is far below other major exporting countries 
such as Finland and Sweden, according to data from an article published by the China 
National Pulp and Paper Research Institute. With China having become a net exporter 
of containerboard products since 2014, the resumption of exports would help ease the 
overcapacity problem. 

The latest development for downstream manufacturing activities relocated to Vietnam. 
There is a trend for paper industry moving along with their downstream customers, 
noting NDP and LMP, the other producers from Taiwan and Japan planned to build 
capacity in Vietnam for serving this and the neighbour markets in ASEAN. Vietnam 
market is estimated to have about two million tons import each year. These new 
capacity could make up the market shortage. 
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Figure 4: China’s containerboard net export/(import) Figure 5: China’s containerboard market balance/(deficit) 

  
Source: China Paper Association, CSCI Research Source: China Paper Association, CSCI Research 

Figure 6: Industry is concentrated in the coastal provinces 

 
Source: CSCI Research 
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Decelerating capacity growth 
We expect the pace of net increase in newly added capacity to slow down over the 
next five years on the back of anticipation of acceleration in the closures of small 
production plants. Meanwhile, we believe the packaging industry in China will likely 
undergo a structural reshuffling, and hence we project China’s containerboard 
production to post a CAGR of only c.2.4% during 2015-2020. 

Capacity growth set to slow 
Essentially, we believe there are at least three predominant forces driving the slowdown 
in capacity growth, which are: 1) the government’s policy to encourage obsolete capacity 
closure, 2) further plant closures amid strict environment regulations, and 3) threat of 
new entrants or new projects approval for various license applications. Hence, we 
foresee capacity growth to slow down significantly in the coming two years. 

Since 2007, the government has encouraged to shut down obsolete capacity, with at 
least 40mn tons of capacity being closed down between 2008 and 2015, or equivalent 
to about 37% of the total paper and paperboard production volume in 2015. According 
to MIIT, the government’s target in 2015 was to close down 1.7mn tons of obsolete 
paper and paperboard capacity, which compares with the 2.65mn tons targeted and 
4.79mn tons that have actually been shut down in 2014. We believe that the total 
capacity closed in 2015 may have again beaten the government’s target, driven by the 
stricter environmental regulations. 

According to Umpaper, 4.13mn tons of new linerboard and corrugated paper capacity 
will be in operation by end-2016, including the projects which have been postponed 
since last year. In spite of anticipation that 2016 will be the third consecutive year of 
capacity expansion following the negative growth in 2013 when the market 
experienced a slowdown amid the industry consolidation. And after cross checking 
with the management of both NDP and LMP, we believe the growth would be lower 
than the pace seen between 2001 and 2010. 

Figure 7: NDP annual capacity additions Figure 8: LMP annual capacity additions 

  
Source: Company, CSCI Research Source: Company, CSCI Research 

Accelerating industry consolidation 
With the top 10 players commanding a combined market share of only around 37% in 
terms of paper and paperboard production, China’s packaging industry remains 
fragmented. According to the China Paper Association, there were a total of 3,500 
manufacturing enterprises with an aggregate paper and paperboard production of 
107mn tons in China as of end-2015. Based on our estimates, that would represent 
merely an average of 30,600 tons of production per enterprise. We believe there are 
still at least 8mn tons of containerboard capacity that needs to be phased out in the 
industry by 2020, and at least 4.8mn tons of production from smaller producers likely 
to be shaken out in the next two years. We note that include foreclosure criterion 
heightened to annual production 200-300k tons from less than 100k tons. Considering 
that the average annual production volume is merely one million tons, the industry 
remains fragmented as only 17 enterprises can currently meet this standard. 
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For example, in a bid to accelerate elimination of backward production capacity, the 
Guangdong provincial government previously announced to shut down 57 small 
packaging and household paper plants by June 2015. The 57 plants either did not 
comply with the environmental regulations or were operating below the optimal 
capacity levels, whilst some were manufacturing low-end products. one of the largest 
domestic linerboard manufacturing base, it is reported that the local government in 
Zhejiang will lead the integration and form four megaton paper groups with the target 
to reduce the total number of enterprises down to a hundred. We believe the leading 
manufacturers would benefit from the industry consolidation. 

 Figure 9: CR10 for China paper and paperboard industry 

 

 
Source: China Paper Association, CSCI Research 

 Figure 10: 17 large scale producers exceed one million annual production volume 

 Nine Dragons Paper China Paper 

Lee & Man Paper Longchen Greentech 

Chenming Paper Jianhui Paper 

Sun Paper Gold Hongye Paper 

Huatai Paper Jingxing Paper 

Shanying Paper Sunshine Paper 

Liansheng Paper Jinhai Pulp & Paper 

Goldeast Paper Bohui Paper 

Zhonghua Paper  
 

Source: China Paper Association 

Heighten barrier from the environmental regulations 
Industry and government officials stress that they are aggressively shutting down old 
and polluting mills, since almost 63% of the enterprises currently under operation are 
classified as small-scale producers. Meanwhile, it is believed that small scale plants are 
the major culprits to at least two-thirds of the pollutants being discharged in China 
every year. 
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 Figure 11: What pollution generated throughout the production process? 

 Main production process Water Solid waste Air Noise 

Pulping     

Pulper √ √  √ 

Filter purification √ √  √ 

Washing concentrate √ √  √ 

Deinking √ √   

Bleach √  √  

Papermaking     

Wire section √   √ 

Pressing √   √ 

Drying   √  

Coiling  √   
 

Source: CSCI Research 

On 16 April 2015, the State Council issued the “Water Pollution Prevention Plan of 

Action” (ȇ ꜚ ⅞Ȉ(ľ Ŀ)), which stipulates that all those small 
paper, printing and dyeing projects that do not comply with the national industrial 
policy will be suspended from production by the end of this year. For example, paper 
mills are one of the major sources of water withdrawals alongside the thermal power 
generation, iron and steel, oil refining, petrochemical, chemical, textiles, nonferrous 
metals, and food and fermentation industries. Pulp and paper mills use between 
75-225 m³ of freshwater per tonne of paper manufactured. Hence, the 107 mn tons of 
annual paper manufacturing capacity would require at least 8 billion m³ of water, 
according to our calculation. To put this in perspective, the total annual water 
resources of the Pearl River Basin are about 471,000 m³, according to China Water Risk. 

The increasingly strict environmental protection rules imposed by the Chinese 
government have continued to drive up enterprise operating costs and reinforce 
pressure on some of the smaller players to exit the industry. In order to comply with 
the existing national discharge standards of chemical oxygen demand (COD) limit not 
exceeding 90mg/L, which was introduced since 1 Jan 2014, enterprises have to either 
replace old machines with new high-standard machines, or to retire the obsolete 
machines and opt for machine disposal. Should all the local provinces increase their 
discharge standards, the costs associated with environmental protection would be too 
substantial for small companies to afford. 

For example, NDP is keen to invest in and upgrade its environmental protection 
facilities and plans to spend as much as RMB1.0bn on upgrading its facilities on 
maintenance and improving efficiency, on top of that to invest about RMB500mn 
specifically related to meet all the government’s new discharge standards. 
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Porter’s five analysis on China containerboard industry 

Figure 12: Porter’s five analysis on China containerboard industry 

 
Source: CSCI Research 

Figure 13: China containerboard industry overview 

 Unit 2011 2012 2013 2014 2015E 2020E 

Capacity        

New addition mn tons 5.0 4.0 4.0 2.0 1.0 12.0 

Closure mn tons 2.0 2.0 2.0 1.0 3.0 8.0 

Total mn tons 48.6 50.6 52.6 53.6 51.6 55.6 

Production mn tons 39.6 41.3 41.3 43.3 44.2 49.7 

Growth % YoY - 4.2 0.1 4.7 2.3 2.4 

Utilization % 81.6 81.7 78.6 80.8 85.8 89.5 

Demand mn tons 40.6 41.8 41.7 43.6 44.6 49.2 

Growth % YoY - 3.0 -0.2 4.5 2.2 2.0 

Import reliance mn tons 1.0 0.5 0.4 0.4 0.3 (0.5) 
 

Source: CSCI Research estimates 
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Figure 14: Paper industry supply chain & Hong Kong listed companies 

 

Source: CSCI Research 
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Profit margins to improve 
We foresee containerboard production expansion to cope with stable growth demand 
in the next couple of years. Meanwhile, we believe supply and demand will become 
more balanced to maintain product prices on a steady upward trend. 

Ex-factory product prices have remained relatively stable since 2013; in particularly, 
duplex paper box prices have slipped by less than 1% YTD and hovered at the current 
price levels since 2015. On the contrary, corrugating medium paper and kraft 
linerboard prices have increased 1-2% from the trough. However, we do not have high 
expectations of significant price hikes in the foreseeable future, especially seeing that 
raw material prices are still falling. All in all, we expect containerboard prices to see a 
rise of 1% this year and 2% in 2017E. 

Margin recovery driven by ASP increase 
Historically, duplex paper box prices are the most sensitive to fluctuation in the 
demand for containerboard products and highly correlated with recovered paper 
prices. We have seen coated duplex prices reversed dropped from the last year low, 
which we believe is a precursor to further hikes in linerboard and corrugating medium 
product prices. At the current price levels, the product spread has recovered 
sequentially and exceeded the 2013 level. We believe both NDP and LMP will be able 
to capitalise on the price hikes during the upcoming peak season so as to drive up their 
margins. 

Figure 15: Ex-factory price of different products Figure 16: Kraft linerboard margin spread trend 

  
Source: Wind, CSCI Research Source: Wind, CSCI Research 

Figure 17: Gross profit margins Figure 18: Total profit growth 

  
Source: Company, CSCI Research Source: Company, CSCI Research 
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Benefit from rising flexibility on materials procurement 
The major advantage of recovered paper, also known as old corrugated containers 
(OCC), over higher purity virgin fibre paper is that it is a less costly recycled material for 
making recycled-content products. Moreover, the process involved in collecting 
recovered paper is much simpler comparatively, while storing and baling recovered 
paper are also relatively less complicated. OCC are estimated to account for 65-75% of 
COGS for manufacturers of recycled-paper products in the foreseeable future. 
Meanwhile, paper mills are expected to benefit from more sourcing options, which 
increase the flexibility of procurement.  

Localising supply of OCC and OMP 
In the past, containerboard manufacturers tended to source OCC from the 
international markets as these markets offer quality assurance, stable supply and 
variety. American waste paper (AOCC) and European waster paper (EOCC) make up the 
majority of the furnaces used by the major paper mills in China. Research shows that 
the average lifespan of pulp fibres is normally about five recycles. Under normal 
circumstances, the mills would keep 30-60 days’ supply of OCC on-site. The inventory is 
mainly considered as a buffer against any delays in the transportation. 

In recent years, China has become less reliable on imported waste paper, as domestic 
supply of waste paper pulps has steadily increased in the past few years. According to 
the China Paper Association, China’s total waste paper pulp consumption in 2015 was 
more than double that of 2005 while domestic supply represented over 62% of the 
figure recorded for 2015, rising steadily from 51% in 2005. Despite so, based on the 
data of an article published by the China National Pulp and Paper Research Institute, 
the recovery rate in China still lags significantly behind the developed economies, at 
only 49.5%, for example, versus U.S.’ 65%, Japan’s 79.3% and Germany’s 75.7%. We 
estimate China’s recycled paper production to contribute only 38-41% of the global 
paper and paperboard production volume, assuming that the major raw material used 
in production is recycled paper. 

According to NDP, the largest recycled-based containerboard manufacturer, the portion 
of using domestic waste paper increase to 40% of total recovered paper, from nearly 90% 
relied on import OCC before 2012. We believe that an increasing supply source from 
local supply would benefit local paper mills. 

 Figure 19: China pulp consumption mix 

 

 
Source: China Paper Association, CSCI Research 
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A supplement from VAT refund 
The Chinese government has recently launched a value-added tax (VAT) refund policy 
to promote the use of recycled paper resources. In our view, the policy, which became 
effective on 1 July 2015, would continue to benefit compliant enterprises in the long 
run on the back of the subsequent production cost reductions. Our base case scenario 
of a stable to modestly upward trend in product prices and relatively slower pace of 
OCC price increase is subject to containerboard production, availability of recovered 
paper and the corresponding recovery rate. Based on our understanding, the higher 
the profit per unit of sales, the amount of tax to be rebated would be greater. 
According to our estimates, NDP and LMP enjoyed an average VAT rebate of 
RMB28/ton and RMB57/ton on paper sales respectively in the second half of 2015. In 
our view, the rebate would serve as an additional bottom line growth driver. 

Comparison between Nine Dragons Paper and Lee & Man Paper 
We forecast NDP’s net profit had increased by a CAGR of 13% during FY16E-FY18E (FYE 
June 30), while LMP may have recorded a net profit growth of 16% YoY in FY15-FY17E. 

Figure 20: NDP net dollar margin trends Figure 21: LMP net dollar margin trends 

  
Source: Company, CSCI Research Source: Company, CSCI Research 

Comparatively speaking, LMP’s product mix is mainly focused on high margin products; 
it is currently shifting product mix towards linerboard. Coated duplex board 
contributed merely 8% to the group’s overall revenue in FY15, compared to 24% for 
NDP. Besides, LMP’s business is more concentrated in terms of product variety and it is 
also less diversified in terms of geographical location of assets. LMP is a newbie in the 
tissue paper manufacturing business, with a small operation scale; moreover, it has 
never engaged in recycled printing and writing paper manufacturing, though it has 
gained experience in external sales of market pulps. LMP has allocated 55% of its 
capacity for its production plants located in Guangdong province, compared to NDP’s 
38%. In terms of costs, however, raw materials and chemicals, including recovered 
paper and pulps, had made up 73% of LMP’s operating costs in FY15, versus only 75% 
for NDP. Meanwhile, NDP’s net gearing ratio is relatively higher than that of LMP. Last 
but not least, LMP is currently planning to foray into Vietnam this year whereas NDP 
has recently added 100k tons of capacity to its operation in China. 

Since NDP’s debts are either denominated in US dollar, HK dollar or the Euro, exchange 
rate fluctuation will adversely impact both its revenue and costs given that OCC 
imports make up around 30% of its total raw material procurement volume; and whilst 
its exports to the U.S. account for only about 10% of total sales volume, it will also 
negatively impact its financial statement since the reporting currency is in RMB. For 
LMP, despite its reporting currency is HKD and 100% of its debts are either 
denominated in HK dollar or US dollar, depreciation of RMB will have a greater impact 
on its daily operations relative to NDP, since majority of its costs and revenue are 
denominated in RMB. In view of the YTD RMB exchange rate movements, NDP’s 
management intends to maintain its unhedged foreign debt position but to start 
swapping a certain amount back into the Chinese currency with a near-term target of 
achieving 80% of the loan structure in RMB, ideally at least 65% by the upcoming 
interim, up from 26% as of end-2015.  
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Focus charts 

Figure 22: NDP's capacity profile by province Figure 23: LMP's capacity profile by province 

  
Source: Company, CSCI Research Source: Company, CSCI Research  

Figure 24: NDP’s revenue profile by product, FY15 Figure 25: LMP’s revenue profile by product, FY15 

  
Source: Company, CSCI Research  Source: Company, CSCI Research 

Figure 26: NDP’s cost profile, FY15 Figure 27: LMP’s cost profile, FY15 

  
Source: Company, CSCI Research Source: Company, CSCI Research 

Figure 28: NDP’s debt profile by currency, FY15 Figure 29: LMP’s debt profile by currency, FY15 

  
Source: Company, CSCI Research Source: Company, CSCI Research 
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Appendix: China tissue paper market 
China’s household paper industry has experienced rapid development in the past ten 
years, while per capita consumption growth in China remains potentially huge in the 
foreseeable years. In 2015, China’s household paper market has continued to 
experience growth, accounting for an about 18% global market share, or 6.84 million 
tons out of the total global consumption of 38 million tons, ranking second in the world, 
according to RISI. The highest per capita consumption of household paper economies 
in the world are  North America, the Nordic countries and Sweden, with an average 
annual paper consumption of 24kg per person , followed by the U.S. at 21.9kg and 
South Korea, Japan and Taiwan, the top three economies in Asia, at 19.7 kg, 13.8 kg 
and 10.1 kg respectively.. Meanwhile, with an average annual consumption of 
household paper of 5.2kg-5.6kg per person in China, the average price per ton of paper 
the households pay is currently only about RMB60/ton. As such, we foresee the market 
to grow at a steady rate of around 8-10% in the coming few years. 

Currently household paper industry overcapacity situation will be phased out no brand, 
channel edge backward enterprises, the four leading market share of around 40%, 
there is still much room for improvement. Going forward, we expect the overall supply 
landscape would remain fragmented while producers continue to leverage heavily on 
their own-established sales channels and brand advantages. 

 Figure 30: Key top tissue brands nominated in 2015 

 

 

Source: chinapaper.net 

 Figure 31: Tissue paper in 2015 

  Hengan (1044 HK) Vinda (3331 HK) C&S (002511 CH) Hanky (LMP, 2314 HK) 

Sales volume (tons) 1,020,000 657,000 249,291 48,000 

ASP (HKD/ton) 10,588 14,758 11,765 8,833 

Revenue (HKD mn) 10,800 9,696 2,933 424 

Gross profit (HKD mn) 3,845 2,957 946 43 

GPM (%) 35.6 30.5 32.2 10.0 
 

Source: Company, CSCI Research estimates 
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Valuation 
We see a couple of reasons that have led to the re-rating of NDP and LMP, the two 
major Hong Kong-listed containerboard plays, which are 1) solid earnings recovery 
amid low cost trend, and 2) diminishing negative impact from RMB currency 
depreciation at the beginning of the year. All in all, we believe sector valuation 
reversion back to mid-cycle will continue in the foreseeable years on the back of 
gradual improvement in the industry fundamentals, and stronger cash flow from 
steady margins recovery. 

We gauge the sector earnings trend would be negatively correlated to the capacities 
addition. We currently expect the industry’s net added capacity to peak in 2016 and 
reduction to accelerate in 2017. Should our supply demand forecasts prove to be 
accurate, the recovering industry earnings would be the prime catalyst supporting an 
uptrend into 2017. Meanwhile, we forecast NDP’s net profit to increase at a CAGR of 
13% between FY16E and FY18E (FYE June 30), and LMP’s net profit to increase by 16% 
in FY15-17E.  

We believe both NDP and LMP could potentially trade up to mid-cycle range, contrary 
to their corresponding growth profile back in 2010. Historically, NDP’s share price has a 
higher correlation with OCC price movement, relative to LMP. It might be worthwhile 
to note that both share prices traded at dip during the previous two down-cycles in 
2012 and 2009. We justify a valuation premium to LMP over NDP based on its stronger 
margins and balance sheet. 

Valuation methodology 
Nine Dragons Paper (2689 HK, BUY, PT HKD7.0) 
Our methodology in setting the price target is based on the historical PBR multiples 
and ROE, and by applying them to our forecast earnings for the forecasted fiscal years. 
We value NDP at HKD7.0 based on 12x PER, at par to our estimated FY17E EPS of 
RMB0.52 (FYE June 30), and an exchange rate of RMB/HKD exchange of 0.86. Our 
target price represents 1.0x PBR to our estimated FY17E book value per share of 
RMB6.24. We believe the stock would tend to trade towards book value as we foresee 
ROE recovery over FY17E-18E. Historically, the stock has traded below book only during 
2012 when the company posted a decline in earnings. 

Lee & Man Paper (2314 HK, BUY, PT HKD7.2) 
Our methodology in setting the price target is based on the historical PBR multiples 
and ROE, and by applying them to our forecast earnings for the forecasted fiscal years. 
We value LMP at HKD7.2 based on its 5-yr average valuation of 12x PER to our 
estimated FY16E EPS of HKD0.6. Our target price represents 1.75x PBR to our 
estimated FY16E book value per share of HKD4.1. We believe the valuation premium 
over NDP is justified given its superior ROE and as we foresee profitability continue to 
expand in FY16E and FY17E. Historically, the stock has traded below book only during 
2012 when the company posted a decline in earnings. 

Investment risks 
1) slower-than-expected ASP recovery, 2) sharp contraction in consumption in China or 
recession in other developed economies, 3) unexpected increase in supply and industry 
capacity expansion in the next two years, contrary to our expectation of a decline in 
net new added capacity scenario for 2016 and 2017, 4) wider magnitude of RMB 
depreciation in 2016, 5) spike in raw materials costs, and 6) feasibility for corporations 
to arrange debt refinancing 
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Figure 32: PBR band - NDP Figure 33: PBR band - LMP 

  
Source: Bloomberg, CSCI Research estimates Source: Bloomberg, CSCI Research estimates 

Figure 34: PER band - NDP Figure 35: PER band - LMP 

  
Source: Bloomberg, CSCI Research estimates Source: Bloomberg, CSCI Research estimates 

Figure 36: Peer comparison 

 
Source: Bloomberg, prices as of 27 July 2016 
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Equity Research l China l Paper  

Nine Dragons Paper 

(2689 HK) Improving debt profiles on falling capex 
¶ We initiate coverage on Nine Dragons Paper (NDP) with a Buy rating 

and PT of HKD7.0, based on our blended valuation of FY17E 12x PER 
and 1.0x PBR. 

¶ We expect NDP would continue to deliver steady margin expansion 
at the core operational level. 

¶ We are concerned that its forex loss overhang would remain in the 
near term, given its large forex debt position. 

Earnings outlook. NDP is China’s largest containerboard manufacturer 

with an established nation-wide production and sales network. Having 

completed the major capex growth phase, the company has pledged to 

lower its gearing ratio going forward. We believe NDP is poised to benefit 

from the industry recovery on the back of accelerating capacity closure 

led by the supply side reforms and stricter environmental protection 

regulations, as NDP should be able to pick up those markets where 

smaller plants are being shaken out. Although its high net gearing ratio 

(90% in FY16E) still seems to be a market concern, the management has 

set its sights to reduce net gearing to 75-80% in the term. We 

conservatively estimate its net gearing to improve to 76% in FY17E 

considering the likelihood of new projects in the pipeline, besides those 

that have already been announced, is low. Management indicated that it 

will only add new capacity after the net gearing ratio falls to within the 

target range. NDP aim to restructure its RMB-denominated loan mix to 

80%, while c.50% of total interest-bearing debts are in fixed term. We 

expect NDP’s net profit to remain lower than LMP’s; however, the gap 

will likely narrow as NDP strives to strengthen its balance sheet. 

Valuation. As we project Nine Dragons’ net profit to grow at a CAGR of 

13% over the next three years, the stock does not deserve to trade below 

the mid-level range of 2011-2015. Our PT of HKD7.0, which is based on 

12x FY17E PER, is derived from an estimated EPS of RMB0.52 on 

assumption of an RMB/HKD exchange of 0.86. Our PT translates to 1.0x 

FY17E (FYE June 30) estimated book value of RMB6.24. 

Key catalysts and risks. Slower-than-expected ASP recovery in FY16E-17E 

and slower-than-expected progress of capacity shutdown. 
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NDP’s Financial statement 

 
Source: Bloomberg, CSCI Research estimates, prices as of 27 July 2016 

 

Income statement (RMBm) Cash flow statement (RMBm)
Year end: D ec 2014 2015 2016E 2017E 2018E Year end: D ec 2014 2015 2016E 2017E 2018E

Revenue 28,929        30,093        31,586         31,072         32,872        EB IT 3,629    3 ,235    4 ,354    4 ,460    5 ,021    

COGS (24,178)       (25,376)      (25,709)      (25,127)       (26,362)      Depreciation & amortisation 1,771           1,838          2,376         2,357         2,339         

Gross profit 4,751           4,716           5,876          5,945          6,510           Net interest 1,503          1,324          1,304          1,226          1,134           

Selling expenses (526)            (679)            (718)             (699)            (699)            Taxes paid (370)           (499)           (780)           (828)           (995)           

General and administrative (821)             (918)             (929)            (903)            (903)            Changes in working capital 11                 2,058         (1,131)           96               (367)           

Other opex 218               148               155               152               161                Others (3,061)         (533)           (1,436)         (740)           (411)             

EB IT D A 5,400    5 ,073    6 ,729    6 ,817     7 ,360    C ash f lo w fro m o perat io ns 3,482    7 ,424    4 ,686    6 ,572    6 ,721    

Depreciation & Amortization (1,771)           (1,838)          (2,376)         (2,357)         (2,339)         

EB IT 3,629    3 ,235    4 ,354    4 ,460    5 ,021     Capex (2,576)        (1,704)         (2,500)        (2,000)        (2,000)        

Interest income 70                130               104               76                63                Acquisitions (19)               (80)              -              -              -              

Interest expense (1,573)          (1,455)          (1,408)          (1,302)          (1,197)           Disposals 31                15                -              -              -              

JVs and associates 38                39                41                 41                 43                Others 3,455         (2,239)        (1,100)          (1,636)         (1,765)         

Others -               (27)               -               -               -               C ash f lo w fro m invest ing 891       (4 ,007)  (3 ,600)  (3 ,636)  (3 ,765)  

P retax pro f it 2 ,157     1,955     3 ,122     3 ,310     3 ,979    

Taxation (370)            (499)            (780)            (828)            (995)            Dividends (373)           (408)           (600)           (636)           (765)           

M inority interests (32)               (45)               (72)               (76)               (92)               Issue of shares -              -              -              -              -              

N et pro f it 1,755     1,412      2 ,269    2 ,406    2 ,892    Change in debt 1,244          (3,584)        (3,000)        (3,000)        (3,000)        

Net profit (adjusted) 1,755           1,412            2,269          2,406          2,892          Others 20               (16)               -              -              -              

C ash f lo w fro m f inancing 891       (4 ,007)  (3 ,600)  (3 ,636)  (3 ,765)  

Basic EPS (RM B) 0.38 0.30 0.49 0.52 0.62

Diluted EPS (RM B) 0.38 0.30 0.49 0.52 0.62 C hange in cash 5,264    (591)      (2 ,514)   (701)      (809)     

DPS (RM B) 0.07 0.08 0.13 0.14 0.16 Free cash flow 906             5,720         2,186          4,572         4,721          

Balance sheet (RMBm) Key ratios 
Year end: D ec 2014 2015 2016E 2017E 2018E Year end: D ec 2014 2015 2016E 2017E 2018E

Cash 7,902          7,311            4,797          4,096          3,287          Operat ing rat io s

Short term investments -               -               -               -               -               Gross margin 16.4             15.7             18.6             19.1              19.8             

Accounts receivables 7,126           6,749          7,282          7,163           7,578          EBITDA margin (%) 18.7             16.9             21.3             21.9             22.4            

Inventory 4,523          3,553          4,091           3,999          4,195           Effective tax rate (%) 17.2             25.5            25.0            25.0            25.0            

Other current assets 53                615               615               615               615               Revenue growth (%) 6.5              4.0              5.0              (1.6)              5.8              

T o tal current  assets 19,604   18,228   16,784   15,872   15,674   Net income growth (%) 23.6            (19.6)           60.8            6.0              20.2            

PP&E 45,599        45,011          45,135         44,779        44,440        EPS growth adj (%) 23.6            (19.6)           60.8            6.0              20.2            

Intangible Assets 223              252              252              252              252              DPS growth (%) 0.0              14.3             60.8            6.0              20.2            

Total investments 53                64                64                64                64                

Other long term assets 1,504           1,479           1,479           1,479           1,479           Eff icency rat io s

T o tal lo ng term assets 47,379  46,806  46,930  46,573  46,235  ROE (%) 7.3              5.6              8.4              8.4              9.4              

T OT A L A SSET S 66,983  65,034  63,714   62,445  61,909   ROCE (%) 7.3              6.8              9.2              9.5              10.6             

Asset turnover (x) 0.4              0.5              0.5              0.5              0.5              

Short term debt 12,350         12,188          11,045          9,902          8,759          Op cash / EBIT (x) 1.0               2.3              1.1                1.5               1.3               

Accounts payables 4,893          5,145           5,085          4,970          5,214           Depreciation / CAPEX (x) 0.7              1.1                1.0               1.2               1.2               

Other current liabilities 357              426              426              426              426              Accounts receivable days 116.1            84.1             81.1              84.8            81.8             

T o tal current  liabilit ies 17,599   17,759   16,556   15,297   14,399   Accounts payable days 106.4          72.2            72.6            73.0            70.5            

Long term debt 23,124         19,802         17,945         16,088         14,231          

Deferred tax 1,628           1,912            1,912            1,912            1,912            Leverage rat io s

Bonds payable -               -               -               -               -               Net gearing (%) 114.5           97.8            90.0            76.4            64.0            

Other long term liabilities 31                 35                35                35                35                Net debt / EBITDA (x) 5.1               4.9              3.6              3.2              2.7              

T o tal lo ng term liabilit ies 24,784  21,749   19,892   18,035   16,178    Interest cover (x) 2.4              2.4              3.3              3.6              4.4              

T OT A L LIA B ILIT IES 42,384  39,508  36,448  33,333  30,577  Current ratio  (x) 1.1                1.0               1.0               1.0               1.1                

Shareholdersô funds24,073        25,227        26,896        28,666        30,793        Valuat io n

M inority Interests 527              299              371               447              539              PER (x) 14.5             18.0             11.2              10.5             8.8              

T OT A L LIA B  A N D  EQUIT Y 66,983  65,034  63,714   62,445  61,909   EV/EBITDA (x) 10.6             10.7             7.9              7.5              6.6              

PBR (x) 1.0               1.0               0.9              0.9              0.8              

Net cash / (debt) (27,572)      (24,680)      (24,194)       (21,895)       (19,704)       Dividend yield (x) 1.3               1.5               2.4              2.5              3.0              
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Equity Research l China l Paper  

Lee & Man Paper 

(2314 HK) Tapping into new high-margin products 
¶ We initiate coverage on Lee & Man Paper (LMP) with a Buy rating 

and PT of HKD7.2, based on our blended valuation of FY16E 12x PER 
and 1.75x PBR. 

¶ We believe LMP would benefit from ramp-up of its new capacity in 
Vietnam and tissue paper contribution towards FY17. 

¶ We expect new growing catalysts as management announces new 
development projects during the upcoming interim results briefing. 

Earnings outlook. LMP is China’s second-largest containerboard 

manufacturer. LMP is relatively more prudent in capacity expansion as 

compared to Nine Dragons Paper (NDP), hence it has a relatively stronger 

balance sheet and profitable earnings profile. With only one new 

containerboard capacity scheduled to be built in Vietnam (PM19) and a 

total of four new tissue paper capacities (TM5-8) set to come on stream 

by year-end, the prospects for LMP in meeting its planned production 

volume expansion targets, in particular for FY17F, have increased 

significantly. Thus far, market still awaits the company’s new 

development plans, which we expect will be announced during its 

interim results presentation. Despite so, LMP has continued to deliver 

higher pre-exceptional net profits versus NDP, owing to: 1) its greater 

concentration on high-margin linerboard, which contributed 77% of total 

revenue versus 46% for NDP, its major competitor, 2) its greater 

geographical concentration with 55% of its capacities allocated in 

Guangdong province versus NDP’s 38%, and 3) lower gearing ratio. 

Meanwhile, we expect LMP’s unit net profit to remain higher than NDP 

and to grow at a CAGR of 16% in FY15-17F. 

Valuation. We value LMP at HKD7.2 based on 12x PER on FY16E EPS of 

HKD0.6. We believe the stock should worth to trade towards one 

standard deviation above the average level during 2011 and 2015, as we 

anticipate the company to achieve an earnings CAGR of at least 16% for 

FY15-17F. Our PT of HKD7.2 translates to 1.75x FY16E book value of 

HKD4.1. We justify its premium valuation over NDP based on its superior 

ROE. 

Key catalysts and risks. Slower-than expected ASP recovery in 

FY16E-17E and slower–than-expected progress of capacity shutdown. 
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LMP’s Financial statement 

 
Source: Bloomberg, CSCI Research estimates, prices as of 27 July 2016 

Income statement (HKDm) Cash flow statement (HKDm)
Year end: D ec 2013 2014 2015 2016E 2017E Year end: D ec 2013 2014 2015 2016E 2017E

Revenue 16,970       17,099        17,616         18,952        21,504       EB IT 2,334   2 ,459  2 ,892   3 ,497   3 ,896  

COGS (14,084)     (14,028)      (14,037)      (14,757)      (16,444)     Depreciation & amortisation 680            833           871             1,298         1,258        

Gross profit 2,886        3,072         3,578         4,195          5,060        Net interest 149             215            155             214             199            

Selling expenses (312)           (330)           (318)            (361)            (456)          Taxes paid (244)          (305)         (418)           (500)          (563)         

General and administrative (622)          (709)           (797)           (889)           (1,124)         Changes in working capital (1,280)        (256)         335            (767)          (770)         

Other opex 380            426             428             552             416             Others (365)          (404)         (292)          (428)          (398)         

EB IT D A 3,013    3 ,292    3 ,763    4 ,795    5 ,153    C ash f lo w fro m o perat io ns 1,272    2 ,541   3 ,542   3 ,314    3 ,622  

Depreciation & Amortization (680)          (833)           (871)            (1,298)         (1,258)        

EB IT 2,334   2 ,459    2 ,892    3 ,497    3 ,896   Capex (2,272)       (2,050)      (3,000)       (2,600)       (500)         

Interest income 10               16                10                12                11                Acquisitions (50)             (296)         (16)              -             -            

Interest expense (159)           (231)            (165)            (226)           (210)           Disposals 3                 19              25              -             -            

JVs and associates 0                 (0)                (0)                -              -             Others (9)               8                6                 -             -            

Others 0                 (0)                (0)                -              -             C ash f lo w fro m invest ing (2,328)  (2 ,318)  (2 ,986)  (2 ,600)  (500)    

P retax pro f it 2 ,185    2 ,244    2 ,737    3 ,283    3 ,697   

Taxation (244)          (305)           (418)            (500)           (563)          Dividends (578)          (660)         (739)          (983)          (1,107)        

M inority interests -             -              -              -              -             Issue of shares (184)           (111)            (411)            -             -            

N et pro f it 1,940    1,940    2 ,318    2 ,783    3 ,134    Change in debt 1,857         1,871         1,523         -             (2,000)      

Net profit (adjusted) 1,940         1,940          2,318          2,783         3,134         Others -             -            (0)               (0)               -            

C ash f lo w fro m f inancing 1,094    1,100    372      (983)     (3 ,107)  

Basic EPS (HKD) 0.41 0.41 0.50 0.60 0.68

Diluted EPS (HKD) 0.41 0.41 0.50 0.60 0.68 C hange in cash 53        1,322   926      (269)     15        

DPS (HKD) 0.15 0.14 0.18 0.21 0.24 Free cash flow (1,000)        491            542            714             3,122        

Balance sheet (HKDm) Key ratios 
Year end: D ec 2013 2014 2015 2016E 2017E Year end: D ec 2013 2014 2015 2016E 2017E

Cash 711              2,033         2,959         2,689         2,704        Operat ing rat io s

Short term investments -             -              -              -              -             Gross margin 17.0            18.0           20.3           22.1            23.5          

Accounts receivables 5,582        5,891          4,869         5,788         6,568        EBITDA margin (%) 17.8            19.3           21.4            25.3           24.0          

Inventory 3,123         3,258         3,092         3,338         3,719         Effective tax rate (%) 11.2             13.6           15.3            15.2            15.2           

Other current assets 45              35               122              122              125             Revenue growth (%) -             0.8            3.0             7.6             13.5           

T o tal current  assets 9,460   11,217    11,042   11,938   13,116   Net income growth (%) -             (0.0)           19.5            20.1            12.6           

PP&E 20,830      22,465       23,351        24,654       23,896      EPS growth adj (%) -             0.5            21.0            20.1            12.6           

Intangible Assets -             -              -              -              -             DPS growth (%) -             (2.1)            - - -

Total investments -             -              -              -              -             

Other long term assets 905            1,055          1,206          1,206          1,206         Eff icency rat io s

T o tal lo ng term assets 21,734  23,520  24,557  25,860  25,102  ROE (%) 11.9             11.1             13.5            14.6            14.9           

T OT A L A SSET S 31,195  34,737  35,599  37,798  38,218  ROCE (%) 10.5            10.1            10.7            12.1             13.1            

Asset turnover (x) 0.5             0.5            0.5             0.5             0.6            

Short term debt 5,661         6,698         5,250         5,250         4,546        Op cash / EBIT (x) 0.5             1.0             1.2              0.9             0.9            

Accounts payables 3,165         3,262         3,043         3,314          3,693        Depreciation / CAPEX (x) 0.3             0.4            0.3             0.5             2.5            

Other current liabilities 83              357             156              282             296            Accounts receivable days 108.8         122.5        111.5           111.5           111.5          

T o tal current  liabilit ies 8,909   10,317   8 ,449    8 ,847    8 ,536   Accounts payable days 83.9           83.6          82.0           82.0           82.0          

Long term debt 5,298        6,163          9,012          9,012          7,717         

Deferred tax 641             780             902             902             902            Leverage rat io s

Bonds payable -             -              -              -              -             Net gearing (%) 62.7           62.0          65.6           60.8           45.4          

Other long term liabilities -             -              -              -              -             Net debt / EBITDA (x) 3.4             3.3            3.0             2.4             1.9             

T o tal lo ng term liabilit ies 5,939   6 ,942    9 ,914    9 ,914    8 ,618    Interest cover (x) 15.7            11.5            18.7            16.3            19.6           

T OT A L LIA B ILIT IES 14,848  17,260  18,363  18,761   17,154  Current ratio  (x) 1.1               1.1              1.3              1.3              1.5             

Shareholdersô funds16,346       17,477        17,236        19,037        21,064       Valuat io n

M inority Interests -             -              -              -              -             PER (x) 15.2            15.4           12.5            10.4            9.3            

T OT A L LIA B  A N D  EQUIT Y 31,195  34,737  35,599  37,798  38,218  EV/EBITDA (x) 13.2            12.7           11.1              8.8             7.8            

PBR (x) 1.8              1.7             1.7              1.5              1.4             

Net cash / (debt) (10,249)     (10,828)      (11,304)       (11,573)       (9,558)       Dividend yield (%) 2.3             2.3            2.8             3.4             3.8            
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Company Rating Definition 
The Benchmark: Hong Kong Hang Seng Index; Time Horizon: 12 months  

Buy 12-month absolute total return: >=10% 

Hold 12-month absolute total return: >-10% but <10% 

Sell 12-month absolute total return: <=-10% 
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