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Much of China’s carbon-intensive activities over the years,
especially in manufacturing, had been outsourced from the
West. This makes China’s goals more impressive, considering
the scale of change the country needs to make while retaining
many of its core industries. And more domestic companies
are taking steps to reduce emissions, which suggests the
direction of travel is positive and still gathering steam.
China leads the world in use of renewable energies, but their
adoption is constrained by recent subsidy cuts, lack of energy
storage facilities, and sources of renewables such as solar
and wind farms being far from urban consumption centres.
Natural gas can play a key role in bridging the transition from
fossil fuels to renewables, because it’s much cleaner than
coal and crude oil. However, gas has its drawbacks, such as
methane leaks and other waste along the supply chain.
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China made headlines for watering down coal reduction
targets during COP261, but we think the criticism is unfair. The
nation’s own targets set by President Xi Jinping last year — for
peak emissions before 2030 and carbon neutrality by 2060 —
are still ambitious and noteworthy considering China’s faster
economic growth compared to developed countries.
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China’s policy targets include increasing natural gas in its
energy mix, so gas volumes will continue to grow across
power generation, heating and industrial applications as
coal declines. Wood Mackenzie, an energy consultancy
group, expects China’s gas consumption to grow by an
average of 5.5% a year between 2020 and 2030, before
eventually peaking in the mid-2040s2. More conservative
estimates put the peak at around 15 years from now, which
is still a decent runway in our view.

26th Conference of the Parties of the United Nations Framework Convention on Climate Change

Certain statements, estimates, and projections in this document may be forward-looking statements. These forward-looking statements are based
upon First Sentier Investors’ current assumptions and beliefs, in light of currently available information, but involve known and unknown risks and
uncertainties. Actual actions or results may differ materially from those discussed. Readers are cautioned not to place undue reliance on these forwardlooking statements. There is no certainty that current conditions will last, and First Sentier Investors undertakes no obligation to correct, revise or update
information herein, whether as a result of new information, future events or otherwise.
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Evolving from gas distribution to
integrated energy solutions

One long-time holding in some of our China strategies
is a privately-owned gas distributor which offers a useful
perspective on the country’s energy transition. While no
company is perfect, we believe it sets a good example
within the fossil fuels industry. The company is proactively
reducing emissions, while its core business is positioned
to benefit from both gas demand growth and the broader
decarbonisation drive.
China’s natural gas consumption has outpaced production
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Our investment case for this company is supported
by its track record of strong execution and operational
outperformance vs. peers; consistent profit growth driven
by its core gas distribution business, with 15% annual
growth expected over the medium term; and consistent
increases in dividend payouts. From 2001 to 2020,
revenue, earnings per share (EPS) and book value per
share (BVPS) have compounded at average rates of 35%,
21% and 21% respectively 3.
We also like the company’s improving business mix. Two
decades ago, it had just a handful of projects while 80%
of revenue came from connection fees, which are one-off
sales. More recently this segment has decreased to less
than 10% of the total, outpaced by other segments with
more sustainable earnings such as retail gas sales and the
Integrated Energy Business.
Perhaps most significant is senior management’s
willingness to listen to our suggestions and discuss issues
openly. We’ve been engaging with the company for many
years, having met them more than 50 times since the early
2000s, and have been a shareholder for at least a decade.
Some of the suggestions we’ve made include reducing
their related party transactions, improving data disclosure,
setting firm ESG targets, and increasing the diversity of its
employees and managers to include more women in the
workforce. They have made some improvements but more
needs to be done.

3

The company seems well aware of the need to transform
their business, as natural gas use may peak in the next 15
or so years. Given our long investment horizon, we also
need to pay attention to what happens beyond this. The
company recently published a multi-faceted plan that
can be broadly categorised into defensive and offensive
measures — in other words, reducing their own emissions
and other waste, and providing customers with low-carbon
solutions to become more environmentally-friendly and
compliant with tightening global and local regulations.
Some of the measurable goals they have announced
include reducing combined Scope 1 and 2 greenhouse
gas emissions, lowering the methane from natural gas
production, and switching their transportation fleet to only
use clean fuel vehicles. Certain tools they employ such as
software for efficient routing of their deliveries and alerts
for methane leakages in their pipelines can also become
revenue-generating offerings.
In recent years the company has positioned itself as an
energy solutions provider, and the nascent Integrated
Energy Business should expand from 10% to 20% of
revenue by 2025. The major areas of focus include energy
storage, carbon capture, hydrogen energy, geothermal
energy, and converting biomass waste into fuels. By
allocating capital and innovating across these emerging
fields, the company is aligning with increasing demands to
better cope with the negative impacts of climate change.

Reducing emissions in our investment
portfolios
Looking at the big picture, we are engaging more with our
companies to reduce their emissions, but this is still in
the early stages. The task is complex with plenty of grey
areas and room for debate on how to move forward. While
ESG has always been a focus for us, we are mindful of
greenwashing and following the letter rather than the spirit
of new regulations and industry standards.

As active, benchmark-agnostic investors, we seek to
make a positive contribution to climate change action
by engaging with our portfolio companies to lower their
emissions over time, rather than simply selling high-carbon
contributors within our portfolios. Our philosophy is to
assess the net effect of a company’s environmental impact
alongside its broader sustainability, and to engage heavily
on the improvements that can be achieved.
Developed countries may need to mature in their thinking
and face the reality that blame will not solve the problem —
engagement and support will. It is easy to sit back and
criticise Asia, but as investors on the ground, we are able
to consider the many nuances and interests at stake.
How can the world balance economic development and

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE PERFORMANCE.
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improvement in quality of life with the need to decarbonise?
We believe the pragmatic approach we have taken with the
gas distributor company is one pathway to this goal.
Natural gas is a medium-term bridge to net zero emissions as
renewables cannot become the entire energy mix overnight.

The company’s core business is well positioned for the
transition years ahead, while its projects under development
suggest it’s evolving in the right direction. We believe our longterm relationship with the gas distributor demonstrates our
engagement philosophy — to travel well, rather than to arrive.

Source: Company data retrieved from company annual reports or other such investor reports. Financial metrics and
valuations are from FactSet and Bloomberg. As at 31 October 2021 or otherwise noted.
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