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  Investing in China’s Water Sector       
  

The Merrill Lynch China Water 
Index – Mar-10 Review 

   
 
 

 A tradable index to capture the theme 
The Merrill Lynch China Water index aims to provide exposure to the water sector 
in China, based on a positive outlook for the sector as a whole. Stocks are 
considered for inclusion based on exposure to the sector rather than on stock-
specific fundamental views, with the aim of achieving a diversification of 
company-specific risk while still capturing the growth prospects for the sector.  

Given the smaller company size bias within the sector, most stocks in the sector 
are not currently covered by BofAML research. Therefore, all qualifying regional 
stocks identified by BofAML research as participants in the sector will be 
automatically considered for inclusion, whether or not covered by BofAML 
fundamental research and irrespective of any existing research 
recommendations. 

The index tracks the price performance (no reinvestment of dividends) in USD of 
a maximum of thirty stocks (currently 16) that we have identified as participants in 
the sector and hence likely beneficiaries of its deregulation. 

As of 31-Mar-10, the index has posted returns of 38.4% since launch (11-Aug-06), 
outperforming the Palisades Water Index by 25.5%. Over the last 12 months, the 
index has posted returns of 74.5%, outperforming the benchmark by 30.1%. 

Urgent deregulation presents imminent opportunities 
With the largest population and one of the fastest-growing economies in the 
world, China’s demand for water is extremely intense. With per capita water 
resource at one-quarter of the world’s average, water resources in China are 
scarce and water pollution is worsening. Experts predict the imbalance of water 
supply and demand will reach a critical point by 2010, when 26 of the mainland’s 
31 provinces may face severe water crises unless a significant reform of the 
industry is undertaken. To cope with this, the Chinese government has launched 
a number of initiatives to reform the severely under-resourced water sector. 
Companies that stand to benefit from this deregulation process present an 
interesting investment opportunity, in our view. 
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 Chart 1: Relative performance of ML China 
Water Index and Palisades Water Index 
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Source: BofAML Equity Derivatives Research, daily data from 11-Aug-06 
through 31-Mar-10 

Table 1: Vendor Codes for Index 
Source Code 
Bloomberg MLEICHWT <INDEX> <GO> 
Reuters .MLHKK 
Source: Bloomberg, Reuters and BofA Merrill Lynch Equity Derivatives 
Research 
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Investing in China’s Water Sector 
The demand for water is intensifying with increasing global population and 
economic growth, making China’s water shortage problems more urgent than 
ever. Complicating the situation further is heavy pollution of the water supply and 
lack of ecologically sustainable measures to protect water resources. As water 
resources become scarce, the monetary and utility values of water should rise 
accordingly. 

China’s Water Crisis 
With a per capita water resource at one quarter of the world’s average, water 
resources in China are very scarce to start with. Serious water pollution, low 
water tariffs that discourage water conservation and investment into the sector, 
and wastewater treatment bottlenecks are all worsening the situation. 

Most importantly, if reform measures are not taken quickly to ease the heavy 
regulation that governs water sector operations, experts predict that 26 of the 
country’s 31 provinces could run out of water by as soon as 2010. 

China’s Water Sector Deregulation 
The Chinese government is fully aware of the severity of water shortage and 
pollution in China, and has set into motion a 5-year reform objective to deregulate 
the water sector that would: 

 Open up the water sector for non-state investment; 

 Invest and build up the water supply infrastructure and waste water treatment 
facilities; 

 Implement measures to increase investment and participation in the sector; 
and 

 Increase water resources fees, water tariffs and wastewater treatment 
charges. 

Water sector reform remains on track 
As of Dec-08, the water prices for residential and industrial use in 36 PRC cities 
had increased by 12.4% and 17.2%, respectively, since 2005. Six citie,s including 
Tianjin and Shanghai, raised their water tariffs in 2009 and public hearing 
sessions have been arranged in Beijing and Shenyang in preparation for water 
tariff adjustment. According to National Development and Reform Commission 
(NDRC), the reasons for tariff adjustment include: 

 Improve the returns of water supply franchises 

 Raise funding for south-north water transmission projects 

 Help conserve the scarce water resources 

 Narrow the gap of water tariffs between China and other countries 

NDRC believes the water reform has progressed substantially in recent years. To 
ensure sound implementation of water reform, NDRC demands future water tariff 
adjustments to be more transparent and take water supply, wastewater treatment 
industry development needs and impact on low income families into 
consideration, all of which will contribute to steady adjustment in the water price. 



  Inves t ing  in  Ch ina ’s  Water  Sec to r   
 08 Apr i l  2010    

 

 3

While water rates have gone up in support of the reform drive, there is public 
push back in some areas which is to be expected. For instance, the Qiqihaer local 
government had to cut its average water price from RMB4.2/ton to RMB3/ton in 
Nov-09 after the public outcry resulting from the water price hike at the beginning 
of 2009. So far, we have not seen the government step back from the reforms, 
but temporary implementation delay in some areas is possible. 

China’s Water Sector Investment Opportunities 
We believe that companies in the water sector (supply, treatment process, 
engineering and technology) that are well-positioned to benefit from China’s water 
sector deregulation present an interesting investment opportunity. We think the 
companies that would have an advantage in competing within the sector would be: 

 Companies that own water supply networks and collect water fees directly 
from end users, which would thus benefit from any tariff hike; 

 Companies that operate in relatively affluent regions with relatively high fixed 
returns; 

 Companies that specialize in water conservation and purification and have 
marketable technologies/products; and 

 Designers and manufacturers of water-conservation and water-treatment 
products/projects that could benefit from rapid expansion in water facilities. 

For more information, please refer to our China Equity Strategy team’s report 
titled “China Matters Issue No. 36: China’s Water Sector Deregulation: Winners & 
Losers” published on 11-Jul-06. 

The Merrill Lynch China Water Index 
The index is designed to track the price performance (therefore, no reinvestment 
of dividends) in USD of a maximum of thirty stocks (currently 16) that we have 
identified as likely beneficiaries of deregulation of China’s water sector. 

Index Selection Criteria 
Potential constituent stocks are selected from the Far East ex Japan region (see 
Table 2 for the member countries) and screened by BofA Merrill Lynch’s research 
team to identify whether the companies could be beneficiaries of China water 
sector deregulation. We then classify the companies with scores of “High”, 
“Medium” or “Low” to reflect our assessment of their current or forecasted 
revenue exposure to the China water sector (see Table 3 for the scores along 
with their China water sector revenue exposures). 

In addition, stocks are eligible for index inclusion if they meet the following two 
criteria: 

 Liquidity – a minimum 21-day median turnover of USD 0.5mn 

 Investability – not subject to any foreign investment restrictions 

Hence, the mainland China-listed A-share stocks would not be eligible for 
inclusion, since trading of this share class is only permitted for domestic investors 
and foreign investors with QFII status. However, if foreign investment restrictions 
are relaxed and tax implications are clarified, we may consider A-share 
companies for inclusion at some later stage. 

Table 2: Countries in Far East ex Japan  
China 
Hong Kong 
Indonesia 
Korea 
Malaysia 
Philippines 
Singapore 
Taiwan 
Thailand 
Source: BofA Merrill Lynch Equity Derivatives Research 

Table 3: Scoring Scale for China Water Sector 
Revenue Exposure 
Qualitative Score Exposure 
High 50% - 100% 
Medium 25% - 50% 
Low 1% - 25% 
Source: BofA Merrill Lynch Equity Derivatives Research 



  Inves t ing  in  Ch ina ’s  Water  Sec to r   
 08 Apr i l  2010     

 4 

Stocks that pass our liquidity and investablity criteria are grouped together 
according to their qualitative scores of China water sector revenue exposure and 
ranked in descending order of their exposure. Stocks within each qualitatively 
assessed group are then ranked in descending order based on 21-day median 
turnover. 

Stocks are added to the index based on this two-tiered ranking scheme. Selection 
begins with the highest qualitative score of China water sector revenue exposure 
and progresses through each score of exposure in the order of descending 
liquidity. The index can comprise of a minimum of five or maximum of 30 stocks. 
Should a situation occur when inclusion criteria yields less than five constituent 
stocks, the index will be terminated. 

To ensure that the Merrill Lynch China Water Index offers a liquid and tradable 
basket of stocks that are relevant to China’s water sector, the index constituents 
will be reviewed on a semi-annual basis (March and September) according to the 
aforementioned selection criteria. 

Table 4: Vendor Codes for Index 
Source Code 
Bloomberg MLEICHWT <INDEX> <GO> 
Reuters .MLHKK 
Source: Bloomberg, Reuters and BofA Merrill Lynch Equity Derivatives Research 

 
Index Weighting Scheme 
Constituent stocks are equally weighted in the index but subject to liquidity 
adjustment to ensure the constituent stocks are tradable as an entire basket. 
Liquidity adjustments are applied to facilitate the trading execution of a USD 5mn 
notional basket within one third of each constituent stock’s 21-day median 
turnover. This is achieved by a reduction in the weights of less liquid stocks. 

During each semi-annual review (March and September), weightings of the 
revised constituent stocks will be rebalanced using the above weighting scheme. 

Index Constituents 
The index is currently comprised of 16 stocks selected from the Far East ex 
Japan region based on our index inclusion criteria. The constituent stocks listed 
on the Hong Kong Stock Exchange account for 71.3% of the China Water Index. 
The rest of the index is composed of stocks listed on the Singapore stock 
exchange and the Shenzhen stock exchange. 

A significant contribution, amounting to about 67.9% of the index, comes from 
companies that derive a portion of their earnings through the supply of water to 
China. 

Table 5 on next page lists the 16 stocks in the Merrill Lynch China Water Index at 
the close of business on 15-Apr-10 and their respective weights. 
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Table 5: Composition of the Merrill Lynch China Water Index 
BBG Code Stock Exchange Name Water Sub-Sector Exposure Weights 
371 HK Hong Kong Beijing Enterprises Water Gr Water Supply High 6.9% 
3 HK Hong Kong Hong Kong & China Gas Water Supply Low 6.9% 
SGL SP Singapore Sound Global Ltd Waste Water Treatment Technology and Engineering High 6.9% 
HYF SP Singapore Hyflux Ltd Water Supply Medium 6.9% 
882 HK Hong Kong Tianjin Development Hldgs Lt Water Supply Low 6.9% 
363 HK Hong Kong Shanghai Industrial Hldg Ltd Water Supply Low 6.9% 
659 HK Hong Kong NWS Holdings Ltd Water Supply Low 6.9% 
270 HK Hong Kong Guangdong Investment Ltd Water Supply High 6.9% 
855 HK Hong Kong China Water Affairs Group Water Supply High 6.9% 
392 HK Hong Kong Beijing Enterprises Hldgs Water Supply Low 6.9% 
257 HK Hong Kong China Everbright Intl Ltd Waste Water Treatment Technology and Engineering Medium 6.9% 
200024 CH China China Merchants Property D-B Water Supply Low 6.1% 
1065 HK Hong Kong Tianjin Capital Environ-H Waste Water Treatment Technology and Engineering High 5.0% 
SINO SP Singapore Sinomem Technology Ltd Waste Water Treatment Technology and Engineering Low 4.7% 
840 HK Hong Kong Xinjiang Tianye Water Savi-H Water Treatment Process Engineering and Technology High 4.5% 
UENV SP Singapore United Envirotech Ltd Waste Water Treatment Technology and Engineering High 4.2% 
Source: BofA Merrill Lynch Equity Derivatives Research 

 

 
Performance Analysis 
Chart 4 illustrates the historical performance of the Merrill Lynch China Water 
Index and the Palisades Water Index since the index launch date (11-Aug-06).  

Our analysis shows that the Merrill Lynch China Water has posted returns of 
38.4% since launch (11-Aug-06), outperforming the Palisades Water Index by 
25.5%. Over the last 12 months, the index has posted returns of 74.5%, 
outperforming the benchmark by 30.1%. 
 
Table 6: ML China Water Performance (as of 31-Mar-10) 
 ML China Water Palisades Water 
12 Months 74.5% 44.4%
Since inception* 38.4% 12.9%
Source: BofA Merrill Lynch Equity Derivatives Research 
A complete performance record is available upon request 
* Merrill Lynch China Water Index inception date: 11-Aug-06 

 
 
 

Chart 2: Country Weight Distribution 
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 Chart 3: Water Sub-Sector Weight Distribution 
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Chart 4: Relative performance of ML China 
Water Index and Palisades Water Index 
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Link to Definitions 
Macro 
Click here for definitions of commonly used terms. 
 

Analyst Certification 
I, Arik Reiss, hereby certify that the views expressed in this research report 
accurately reflect my personal views about the subject securities and issuers. 
I also certify that no part of my compensation was, is, or will be, directly or 
indirectly, related to the specific recommendations or view expressed in this 
research report. 
 
  

http://research1.ml.com/C?q=wpAvVk4sJJM_
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contained in a third-party website. Content contained on such third-party websites is not part of this report and is not incorporated by reference into this report. The 
inclusion of a link in this report does not imply any endorsement by or any affiliation with Merrill Lynch. Access to any third-party website is at your own risk, and you 
should always review the terms and privacy policies at third-party websites before submitting any personal information to them. Merrill Lynch is not responsible for 
such terms and privacy policies and expressly disclaims any liability for them. 

Certain outstanding reports may contain discussions and/or investment opinions relating to securities, financial instruments and/or issuers that are no longer 
current. Always refer to the most recent research report relating to a company or issuer prior to making an investment decision. 

In some cases, a company or issuer may be classified as Restricted or may be Under Review or Extended Review. In each case, investors should consider any 
investment opinion relating to such company or issuer (or its security and/or financial instruments) to be suspended or withdrawn and should not rely on the analyses 
and investment opinion(s) pertaining to such issuer (or its securities and/or financial instruments) nor should the analyses or opinion(s) be considered a solicitation of 
any kind. Sales persons and financial advisors affiliated with BAS, MLPF&S or any of their affiliates may not solicit purchases of securities or financial instruments 
that are Restricted or Under Review and may only solicit securities under Extended Review in accordance with firm policies. 

Neither Merrill Lynch nor any officer or employee of Merrill Lynch accepts any liability whatsoever for any direct, indirect or consequential damages or losses 
arising from any use of this report or its contents.   
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