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Stock Rating Overweight
Industry View Attractive
Price target HK$14.25
Up/downside to price target (%) 17
Shr price, close (Mar 30, 2015) HK$12.82
52-Week Range HK$23.40-11.06
Sh out, dil, curr (mn) 1,811
Mkt cap, curr (mn) Rmb85,655
EV, curr (mn) Rmb108,042
Avg daily trading value (mn) HK$230.12

Fiscal Year Ending 12/13 12/14e 12/15e 12/16e

ModelWare EPS (Rmb) 1.49 1.55 0.90 1.14
Consensus EPS (Rmb)§ 1.38 1.63 1.12 1.21
Revenue, net (Rmb
mn)

27,527 32,990 28,635 30,707

EBITDA (Rmb mn) 10,959 12,610 9,194 10,676
ModelWare net inc
(Rmb mn)

6,716 7,415 4,298 5,427

P/E 12.6 6.9 10.8 8.6
P/BV 2.3 1.2 1.0 1.0
RNOA (%) 12.0 12.8 7.1 8.4
ROE (%) 20.9 19.9 10.1 12.2
Div yld (%) 2.4 4.4 2.8 3.6
Unless otherwise noted, all m etrics are based on Morgan Stanley ModelWare fram ework
§ = Consensus data is provided by Thom son Reuters Estim ates
e = Morgan Stanley Research estim ates
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2014 Results in Line; Headwinds to Come
in 2015, but Still Most Defensive of Peers

We think CNOOC's 2015-17 production plan has laid out a clear
picture for COSL - there is sufficient work load, but at a lower rate.
Despite headwinds, we think such bonding makes COSL much more
defensive during the industry downturn as its fleet should enjoy
much higher utilization.

Opinion on shares – neutral: We see the shares rangebound in the near
term as 2014 results were in line with our expectation. We think the consensus
has already turned bearish, with negative earnings growth as its base case
scenario. At 1.0x 15e P/B with ROE of 10% (vs. Chinese OFS peer average of
0.8x 15e P/B and 4.7% ROE), we think downside risk is limited. We believe
COSL will also apply stricter cost control measures to offset the negative
impact from day rate drop in 2015.

Opinion on results – neutral: The company reported net profit of Rmb7.5 bn
in 2014, which was 1% above our estimates but 4% below consensus. By
segment:

Opinion on outlook – minor positive: We think the day rate decline will
continue, which we consider the key downside risk for COSL. However,
compared with other industry peers, we think COSL will secure high utilization
for its existing fleet team, which could make it more defensive. Thanks to
CNOOC's commitment to further increase its production volume in 2015-
2017, we believe COSL is well positioned to further strengthen its leading
market profile in the domestic offshore oil service industry. Meanwhile, the
company should look to also capture new overseas opportunities, such as in
Mexico, more aggressively to diversify its revenue sources. In the long run, we
believe COSL is a market share taker on the back of more competitive service
cost and solid parent support.

Morgan Stanley does and seeks to do business with
companies covered in Morgan Stanley Research. As a result,
investors should be aware that the firm may have a conflict
of interest that could affect the objectivity of Morgan
Stanley Research. Investors should consider Morgan
Stanley Research as only a single factor in making their
investment decision.
For analyst certification and other important disclosures,
refer to the Disclosure Section, located at the end of this
report.
+ =  An alysts emp loyed  by n on -U .S.  a ff ilia tes are n o t reg istered  w ith  F INRA, may
n o t be associated  person s o f th e member an d  may n o t be su b ject to  NASD/NYSE
restriction s on  commu n ication s w ith  a  su b ject compan y, pu b lic appearan ces an d
trad in g  secu rities h eld  by a  research  an alyst accou n t.

Drilling: Due to lower day rate and utilization, OP margin declined by
5.5ppts YoY and 8.5ppts HoH in 2H14.

Well service: 2014 OP margin rose by 3.6ppts. Strength from the deep
water project in 1H14 was partially offset by a decline in volume and
prices in 2H14 due to the sharp fall in oil prices.

Marine support & transport: OP margin improved by 3.6ppts YoY and
9.0ppts HoH in 2H14, thanks to the addition of new fleets and a one-off
impairment in 1H14. Net of the one-off effect, 2014 OP margin was stable
in 2014 vs. 2013.

Geophysical: Reported a loss in 2H14 due to sharp declines in volume
and prices.
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Exhibit 1: COSL: A Share Data

Sou rce: Compan y data ,  Th omson  Reu ters,  Morgan  Stan ley Research
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   HK$14.25 Derived from our base case, DCF-based SOTP valuation.

Bull HK$20.08
Implies 13.5x Bull Case 2015e
EPS

Higher oil prices supports long-term day rate + Segment
margins sustain in the long run: Oil price averages US$100/bbl
in the long run, drilling day rate resumes gradual growth, and
margins of each segment improve.

Base HK$14.25
Implies 12.7x Base Case
2015e EPS

Large CNOOC capex cut amid lower crude oil price + drilling
day rate stabilizes and well services margin stabilizes after
2017: Strong capex cut by CNOOC pressures day rate and
utilization. However, as oil price recovers and industry supply-
demand rebalances, day rate and well service margins see
improvement in the long run.

Why Overweight?

Leading offshore oilfield service company in China
with dominant market share; long-term
relationship with CNOOC makes day rate and
utilization more resilient during down cycle;

Long-term overseas and deep water market
growth opportunity backed by established track
record in North Sea and continuous fleet
expansion;

Strong free cash flow generation, DCF value at
HK$14.25, a 11% premium versus latest price;

Uncertainties about CNOOC's capex cut have been
removed, and negatives have been priced in.
Current risk reward is attractive, in our view.

Key Value Drivers

CNOOC's capex

Drilling rig day rates and utilization

Cost control

Technology breakthrough

Potential Catalysts

Gradual recovery in crude oil price

Improvement in global drilling day rate and
utilization

Faster than expected breakthrough in well service
R&D

New contract win in either deep-water China or
overseas market

Risks to Achieving Price Target

Oil price stays low in the long run

Further correction in day rates for jack-up and
semi-sub rigs due to accelerated supply growth

Significant cost increase

Bear HK$10.56
Implies 7.6x Bear Case 2015e
EPS

Lower oil price further pressures drilling day rate, capacity
expansion and segment margins: Drilling day rate continues to
go down in the long run. Segment margins contract at a faster
rate.

 

Risk Reward Snapshot

 Risk-Reward Snapshot: COSL (2883.HK, HK$12.82, OW, PT HK$14.25)

Negatives from CNOOC's capex cut priced-in; Favored pick for oil price recovery on resilient earnings,
OW

Sou rce: Th omson  Reu ters,  Morgan  Stan ley Research
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   Rmb11.46 Derived from our base case, DCF-based SOTP valuation

Bull Rmb26.8
0

Implies 22.4x Bull Case 2015e
EPS

Higher oil prices support long-term day rate + Segment
margins sustain in the long run: Oil price averages US$100/bbl
in the long run, drilling day rate resumes gradual growth, and
margins of each segment improve. We assume A share premium
to stay at 66%, which is the average since Sep 2008

Base Rmb11.4
6

Implies 12.7x Base Case
2015e EPS

Large CNOOC capex cut amid lower crude oil price + drilling
day rate stabilizes and well services margin stabilizes after
2017: Strong capex cut by CNOOC pressures day rate and
utilization. However, as oil price recovers and industry supply-
demand rebalances, day rate and well service margins see
improvement in the long run

Why Underweight?

Leading offshore oilfield service company in China
with dominant market share; long-term
relationship with CNOOC makes day rate and
utilization more resilient during down cycle;

Long-term overseas and deep water market
growth opportunity backed by established track
record in North Sea and continuous fleet
expansion;

Uncertainties about CNOOC's capex cut have been
removed, however, the shares look overvalued -
our DCF valuation is at a 50% discount to the
current price, and the stock is trading at >100%
premium to the H shares, which in our view is
unjustified.

Key Value Drivers

CNOOC's capex

Drilling rig day rates and utilization

Cost control;

Technology breakthrough.

Potential Catalysts

Normalization of liquidity in A share market

A share sentiment change on investment theme
shift

Better connect between A-H markets

Risks to Achieving Price Target

Oil price rebounds quickly

Higher-than-expected realized day rate

Continued liquidity increase in A share market

Bear Rmb8.49
Implies 7.6x Bear Case 2015e
EPS

Lower oil price further pressures drilling day rate, capacity
expansion and segment margins: Drilling day rate continues to
go down in the long run. Segment margins contract at a faster
rate.

 Risk-Reward Snapshot: COSL (601808.SS, Rmb22.95, UW, PT Rmb11.46)

Intrinsic Value Implies 50% Downside, Trading at >80% Premium to H Shares, UW

Sou rce: Th omson  Reu ters,  Morgan  Stan ley Research
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2014 Results Analysis

 Summary of Financial and Operational Results

Exhibit 2: COSL: 2H14 & 2014 Financial Results Review

Sou rce: Compan y Data , Morgan  Stan ley Research . No te: Prepared  based  on  IFRS, n .m. =  n o t mean in g fu l
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 Segment Results Review

Drilling

OP declined by 3% YoY and 18% HoH to Rmb3.0bn in
2H14, due to lower day rates and more standby. In
2014, OP rose by 14% as annual operating days and
average day rates both increased:

Notably, drilling segment revenue included the US$65mn settlement fee received from Statoil Petroleum with
respect to the dispute over standby fees.

COSL currently manages 44 drilling rigs. By geography, it has 14 rigs operating in Bohai, 9 in South China Sea, 4

Exhibit 3: COSL: 4Q14 & 2014 Segment Operation Review

Sou rce: Compan y Data , Morgan  Stan ley Research . No te: n .a .  =  n o t app licab le

Exhibit 4: COSL: Drilling Operating Days &
Utilization

Sou rce: Compan y Data , Morgan  Stan ley Research

Jackup operating days: Rose 13% YoY to 2,782
days in 4Q14, and 8% YoY to 10,381 days in 2014.
The increase in 2014 was mainly due to the
commencement of operation of 2 owned rigs and
3 leased rigs during the year.

Jack-up utilization rate: Declined 4ppts YoY and
1ppt QoQ in 4Q14, and 5ppts YoY in 2014. The
drop mainly reflected more days for maintenance
and standby.

Jack-up day rate: Rose 9% YoY and fell 5% QoQ
in 2H14, and climbed 9% YoY in 2014.

Semi-sub operating days: Declined 7% YoY and 11% QoQ to 819 days in 4Q14, and increased 16%
YoY to 3,517 days in 2014. The increase in 2014 was mainly due to the full-year operation of 4 semis
that were launched in 2013.

Semi-sub utilization rate: Declined 9ppts YoY and 11ppts QoQ in 4Q14, and rose 1ppt YoY in 2014.

Semi-sub day rate: Rose 2% YoY and fell 1% QoQ in 2H14, and was stable in 2014 vs. 2013.

Overall drilling OP margin: Fell 5.5ppt YoY and 8.5ppt HoH to 34% in 1H14. For 2014, OP margin
declined by 1.5ppts YoY to 38%.
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in East China Sea, 14 in international markets, 2 being maintained and commissioned in shipyard and 1 standby.
By rig type, it has 33 jack-ups and 11 semi-subs. The company also has 2 accommodation rigs and 5 module
rigs.

Well Services

OP increased 17% YoY and decreased 55% HoH to
Rmb426mn in 2H14. The YoY rise was mainly thanks to
technological improvement and the increase in the
number of drilling rigs, while the HoH decline is mainly
due to the high base from the deep water project in
1H14 and falling oil service prices as oil prices declined.
OP margin in 2H14 was down 1.9ppt YoY and 15.8ppt
HoH to 8%.

For 2014, OP jumped 97% YoY to Rmb1.4bn. OP
margin rose 3.6ppts to 14%, thanks to completion of
the deep water project in 1H14.

Marine Support & Transportation

OP rose 43% YoY and 190% HoH to Rmb238mn in
2H14. Excluding effects of asset impairment loss of
Rmb143.7 in 1H14, OP was flat in 2014 vs 2013. Self-
owned vessel operating days were flat in 2014 vs 2013.

Exhibit 5: COSL: Drilling Overall Day Rates Improved by 8% YoY and Declined by 1% HoH

Sou rce: Compan y Data , Morgan  Stan ley Research

Exhibit 6: COSL: Well Services Segment Revenue
vs. OP Margin

Sou rce: Compan y Data , Morgan  Stan ley Research

Exhibit 7: COSL: Marine Support and
Transportation Operating Days of Self-Owned
Vessels

Sou rce: Compan y Data , Morgan  Stan ley Research
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Geophysical

OP turned into negative in 2H14 due to decreases in
volume, utilization and prices. For 2014, OP was down
77%.

 Capex

Capex stood at Rmb5.3bn in 2H14, down 27% YoY. For 2014, capex stood at Rmb8.1bn, down 6% YoY.

Exhibit 8: COSL: Geophysical Volume of Self-
Owned Rigs

Sou rce: Compan y Data , Morgan  Stan ley Research

2D seismic data collection: Volume fell 26%
YoY and 76% QoQ in 4Q14, and 18% YoY in 2014.

2D seismic data processing: Volume declined
4% YoY and 21% QoQ in 4Q14, and 28% YoY in
2014.

3D seismic data collection: Volume slid 12%
YoY and 59% QoQ in 4Q14, and 2% YoY in 2014.

3D seismic data processing: Volume fell 78%
YoY and 29% QoQ in 4Q14, and 27% YoY in 2014.

Geophysical OP margin: Declined >45ppts both
YoY and HoH in 2H14. 2014 OP margin dropped
18ppts.

Exhibit 9: COSL: 2H14 Capex Decreased 27% YoY

Sou rce: Compan y Data , Morgan  Stan ley Research
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2015 Outlook

 Financial Outlook

According to the 2014 annual results announcement, it the company expects that:

 2015 Rig Operating Status

COSL plans to focus on working with its sister company CNOOC in maintaining high utilization, which we
believe can give COSL stronger resilience than its global peers in industry headwind. Base on COSL 's rig status
update as of Feb 3, 2015:

Exhibit 10 shows details of COSL's rig operating status in 2015. However, the company confirmed that day rate
is subject to downward pressure.

The revenue and operating profit for 2015 will decrease significantly as compared with 2014.

The trend of work load and prices in China's offshore oil and gas market will be similar to the global
market.

The company will actively implement cost control and efficiency improvement initiatives.

Business of the four main segments of the company will be notably affected in 2015.

By geography: COSL has secured 89% of contracts in the domestic market and 72% of contracts in the
overseas market.

By rig type: COSL has secured 85% of contracts for jackups and 77% of contracts for semi-subs.
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Notably, COSL's fleet team also has a low cost structure (Exhibit 11), with 34% of the operating rigs of over 25
years with no depreciation, yet in good condition.

 2015 Capex Plan

COSL budgeted Rmb 6.5-7.5bn capex for 2015, down by 7-20% from the level of 2014. Of the budgeted capex,
80% is for projects in progress, such as the building of oilfield service vessels.

Exhibit 10: COSL: Rig Operating Status in 2015

Sou rce: Compan y data ,  Morgan  Stan ley Research . No te: 1.  CO SL Hu n ter is servin g  a  con tract w h ile a  su bsequ en t con tract is pen d in g  con firmation . 2.

CO SL Pion eer h as su spen ded  its operation  an d  it is expected  to  resu me operation  in  Au gu st.  3.  Data above as o f  3 Feb ru ary 2015 an d  may su b ject to

ch an ge; rig s u n der main ten an ce are n o t sh ow n ; 4.  Jack-u ps are marked  in  b lu e an d  semis are marked  in  g reen .

Exhibit 11: COSL: Rig Fleet Structure

Source: Company Data, Morgan Stanley Research

Exhibit 12: COSL: Market Share in Offshore
China

Source: Company Data, Morgan Stanley Research
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Valuation

H shares

We derive our price target of HK$14.25, based on our SOTP valuation that consolidates the DCF value for
each division. We use DCF as the major valuation methodology for COSL for three main reasons: 1) COSL has a
long operating history and established track record, and therefore it has predictable future cash flows; 2) COSL’s
business expansion requires continuous capex to maintain its business scale; 3) With no direct exposure to
material crude oil price fluctuations, COSL can generate sustainable free cash flow.

We apply a DCF valuation to each segment, rather than making an aggregate forecast: This is because
each business division differs in terms of growth drivers, the capex cycle and profitability. We believe this gives a
much clearer picture regarding the intrinsic value of COSL. We apply a standardized WACC of 9.1% (unchanged)
to each business division, because capital budgeting is considered at the corporate level. We use: 1) risk-free
rate of 3.5%; 2) equity beta of 1.3x; 3) equity risk premium of 7%; and 4) target equity/assets ratio of 0.6x.

A shares

Our price target for A shares is based on our valuation for H shares adjusted by currency exchange rate,
since the company's fundamentals are the same. We acknowledge historical valuation differences in the A and H
markets, but we see the discount/premium narrowing thanks to the A-H MMA. Our PT is Rmb 11.46, implying
downside of 50%.

Exhibit 13: COSL: SOTP Valuation

e =  Morgan  Stan ley Research  estimates,  Sou rce: Compan y Data , Morgan  Stan ley Research
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other factors. For all research available on a particular stock, please contact your sales representative or go to Matrix at
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Morgan Stanley Research is provided to our clients through our proprietary research portal on Matrix and also distributed electronically by Morgan Stanley
to clients. Certain, but not all, Morgan Stanley Research products are also made available to clients through third-party vendors or redistributed to clients
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INDUSTRY COVERAGE: China Oil & Gas

COMPANY (TICKER) RATING (AS OF) PRICE* (03/30/2015)

Meng CFA, Andy
China BlueChemical (3983.HK) O (02/11/2015) HK$2.91
China Oilfield Services Ltd. (601808.SS) U (12/11/2014) Rmb22.96
China Oilfield Services Ltd. (2883.HK) O (01/13/2012) HK$12.82
China Petroleum & Chemical Corp. (0386.HK) O (10/29/2014) HK$6.12
China Petroleum & Chemical Corp. (600028.SS) E (02/11/2015) Rmb6.49
CNOOC (0883.HK) O (07/14/2009) HK$10.80
Hainan Rubber (601118.SS) U (10/16/2014) Rmb9.80
Hilong Holding Limited (1623.HK) O (06/13/2013) HK$1.89
Honghua Group Ltd. (0196.HK) U (03/18/2014) HK$0.91
Inner Mongolia Junzheng (601216.SS) U (12/11/2014) Rmb20.05
Offshore Oil Engineering (600583.SS) U (12/11/2014) Rmb13.24
PetroChina (601857.SS) U (02/11/2015) Rmb11.89
PetroChina (0857.HK) E (02/11/2015) HK$8.51
Qinghai Salt Lake (000792.SZ) U (10/16/2014) Rmb30.42
Sinofert Holdings (0297.HK) O (10/16/2014) HK$1.55
Sinopec Kantons (0934.HK) O (03/18/2014) HK$5.65
Sinopec Shanghai Petrochemical Co Ltd (0338.HK) O (02/11/2015) HK$2.95
SPT Energy Group Inc (1251.HK) E (02/11/2015) HK$1.30
Tianhe Chemicals (1619.HK) O (07/24/2014) HK$1.17

Stock Ratings are subject to change. Please see latest research for each company.
* Historical prices are not split adjusted.
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