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Oil Price Recovery Slower Than Expected, Maintain
“Accumulate"
WS T BN, dERE e

® The latest global supply and demand data suggests that the current oil market Rating: Accumulate
is largely in balance, despite a large stock overhang that has proven stubborn
to reduce. Our forecasts for Brent oil prices have been revised down to
US$53/bbl, US$63/bbl, and US$68/bbl for 2017-2019, as we expect oil W K&
prices to recover more slowly in 2017 and perform better in 2018.
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e CNOOC’s earnings performance will continue to be sensitive to 6-18m TP HFrfi: HK$10.50
fluctuations in oil prices. The Company recorded a much improved 1Q2017
performance owing to a higher YoY realized average oil price. Earnings growth Share price [l fi: HK$8.600
in 2H2017 may come under some pressure as the oil market recovers slower
than expected, but CNOOC'’s share price will likely improve based on an

optimistic outlook for 2018. Stock performance
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® Revise TP down to HK$10.50 and maintain investment rating as
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“Accumulate”. The downward revision is due to our lower oil price w1 o
3 *g assumptions for 2017-2019. The TP corresponds to 30.0x/13.7x/10.6x
% FY17/FY18/FY19 PER, equivalent to 1.09x/1.06x/1.02x FY17/FY18/FY19 o7
# o PBR, and is also equivalent to a 24.9% discount on our 2017E DCF valuation BT
B © analysis. 101
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Source: Bloomberg, Guotai Junan International.
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Petrochemicals Sector

Year End Turnover Net Profit EPS EPS PER BPS PBR DPS Yield ROE

g ['ON JBe ZR 1R BEEF B RERIARE) HEE RS [IREES £33/ 958 B R R

12/31 (RMB m) (RMB m) (RMB) (A%) ) (RMB) ) (RMB) (%) (%)

2015A 171,437 20,246 0.450 (66.4) 16.6 8.646 0.9 0.457 7.0 53

2016A 146,490 637 0.014 (96.9) 523.8 8.564 0.9 0.330 3.8 0.2

’:F' Q 2017F 184,135 13,660 0.306 2,044.5 24.5 8.440 0.9 0.430 5.8 3.6

T 2018F 217,711 29,965 0.671 119.4 11.2 8.609 0.9 0.503 6.7 7.9

E % 2019F 235,364 38,566 0.864 28.7 8.7 8.949 0.8 0.523 7.0 9.8
N o
B o

. S Shares in issue (m) &% (m) 44,647.5 Major shareholder KJi %< CNOOC 64.4%

# @) Market cap. (HK$ m) Tifi (HK$ m) 383,968.1 Free float (%) H H7iHELLE (%) 35.6

ya) 8 3 month average vol. 3 /™ H P A i 4 (‘000) 65,001.5 FY17 Net gearing FY17 {# i fii/lE 4% 4 (%) 29.1%

W > 52 Weeks high/low (HK$) 52 J& &/ 10.426 / 8.500 FY17 Est. NAV (HK$) FY17 S At ) 14.0
O

Source: the Company, Guotai Junan International.
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Brent oil prices averaged US$52.7/bbl for the first half of 2017, where 1Q2017 and 2Q2017 oil prices averaged
US$54.6/bbl and US$50.8/bbl, respectively, decreasing 7.0% QoQ. The primary reason for the relatively poor performance
in 2Q2017 was due to the market losing faith in OPEC's ability to rebalance the market with its production cuts amidst
persistent global oversupply. The IEA estimates global oil demand to grow 1.3% and 1.5% to 97.8 mb/d and 99.3 mb/d in 2017
and 2018, respectively. In May, global oil supply reached 96.69 mb/d, 1.3% higher YoY, primarily due to increases in
production from the U.S., Libya, and Nigeria. In April, OECD industry stocks, which contain crude and oil products, remained
high at 3,045 mn bbl, which is 292 mn bbl above the five-year average. Our forecasts for Brent oil prices have been revised
downward to US$53/bbl, US$63/bbl, and US$68/bbl for 2017-2019 as we expect a slower oil price recovery in 2017 and
better performance in 2018. We still expect oil prices to trend upward for the remainder of the year due to stable demand
growth under OPEC production cuts and limited room for U.S. oil production growth. The transportation, aviation, and
petrochemical industries will be the primary drivers of growth in oil demand over the next few years.

Figure-1: Crude Oil Prices Figure-2: Brent vs. WTI Price Spread
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OPEC'’s production cuts have been extended through March, 2018, with compliance being key towards sustaining
market balance. Our analysis of the oil market suggests that OPEC’s production cuts of 1.16 mb/d and non-OPEC production
cuts of 558 kb/d should be sufficient given the time frame to rebalance the oil market by drawing down inventories to the
5-year average. However, this can only be achieved with a high level of compliance by participating members, especially as
Libya and Nigeria, who are exempt from the cuts, continue to increase production. OPEC has a history of non-compliance,
raising the risk of cartel members ramping up production as demand picks up later in the year, but we expect Saudi Arabia,
accounting for over 30% of OPEC oil production, to remain diligent and pick up the slack in case other countries increase
production.

U.S. oil production growth is nearing its peak, with minimal growth to be expected beyond 2018. U.S. crude oil
production averaged 9.167 mb/d for 1H2017, growing 2.1% YoY from an average of 8.976 mb/d in 1H2016. U.S. oil
production peaked in June 2015 at 9.61 mb/d when WTI traded around US$60/bbl before crashing. U.S. oil production has
been rising steadily since hitting a trough in July 2016. According to Baker Hughes, active oil rigs in the U.S. reached 763 for
the week ending July 7", 412 more rigs YoY. The EIA forecasts in its latest Short-Term Energy Outlook that U.S. crude
production will average 9.3 mb/d and 9.9 mb/d for 2017 and 2018, with a long-term production forecast to hover between
10-11 mb/d. Since 1H2017 U.S. oil production averaged 9.15 mb/d, EIA’s forecasts imply that it expects the U.S.’s 2H2017 oil
production will average 9.45 mb/d. U.S. commercial crude stocks (excl. SPR) stood at 502.9 mn bbl for the week ending June
30", growing 5.0% YTD and 1.9% YoY. U.S. commercial crude stocks (excl. SPR) averaged 310.3 mn bbl from 1990 through
to 2014, since then it has grown 15.2% p.a. and averaged 468.8 mn bbl due to increased domestic shale oil production.
Utilization rates of refineries’ operable capacity remained above 90% since the week ending March 31%, as refiners are
expected to produce more oil products in expectation of higher demand for the rest of the year.
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Figure-3: U.S. Crude Oil Production and Stocks Figure-4: U.S. Utilization of Operable Refinery Capacity
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CNOOC'’s 1H2017 share price performance was depressed by lower oil prices in 2Q2017, but we expect an upward oil
price trend in 2H2017 and a brighter outlook in 2018 for the oil market to provide support for share prices in 2H2017.
The Company’s 1Q2017 oil and gas sales rose 55.8% YoY to RMB38,393 mn, which is reflective of the Company’s higher
average realized oil price of US$51.64/bbl, 58.7% higher YoY. As such, a relatively low oil price performance in 2Q2017 will be
reflected with lower earnings for CNOOC. Looking forward, the Company’s 2H2017 earnings will improve with the rise in oil
prices and be in tandem with the seasonality of the market. It is important the stress the sensitivity of CNOOC's earnings to
fluctuations in oil prices, therefore, due to our lower oil price assumptions, we have lowered our earnings forecasts for
CNOOC accordingly.

Figure-5: CNOOC Total Oil & Gas Production Figure-6: CNOOC Oil and Gas Sales, CAPEX, and
Operating Expenses per Barrel
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CNOOC'’s 2017 new projects are all on schedule. The Company’s Weizhou 12-2 Phase 2 project is in the final stages prior
to commencing production having concluded bidding in June for two pressurized water injection pumps for delivery in 4
months. According to a recent press release from Husky Energy, operator of the Madura Strait BD gas field in which CNOOC
holds 40% interest, a ramp up to full sales gas rates is expected in 2H2017. Finally, Japan Petroleum Exploration Co.
announced on May 2" that it has begun steam injection for production start up utilizing SAGD at the oil sands in
Hangingstone, Alberta, Canada. Nexen-CNOOC holds 25% non-operating interest in the Hangingstone joint venture, and
resumption of work since being suspended in May 2016 due to wildfires and low oil prices suggests a brightening outlook for
the oil market and the Company as Canada’s oil sands are relatively expensive to develop when compared to conventional
oilfields in the Middle-East and U.S. shale oil.
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Table-1: CNOOC Development Projects 2016-2017

Production Commencement

Project Date Peak Production (boe/d) Time to Peak Production

2017
1 Penglai 19-9 Jan. 12th, 2017 13,000 2019
2 Enping 23-1 Jan. 17th, 2017 24,800 2018
3 Weizhou 12-2 Phase Il 2H2017 11,800 n.a.
4 BD gas field 2H2017 25,500 <1 year s
5 Hangingstone 2H2017 18,100 1 year &
2016 ]
1 Kenli 10-4 Jan. 27th, 2016 9,600 Reached o
2 Weizhou 11-4 North Feb. 1st, 2016 8,000 <1 year
3 Weizhou 12-2 Feb. 1st, 2016 16,000 Reached
4 Panyu 11-5 Apr. 25th, 2016 3,900 Reached
5 Weizhou 6-9/6-10 comprehensive adjustment Sep. 12th, 2016 3,800 2018
6 Enping 18-1 Sep. 21th, 2016 11,800 <1 year
Source: the Company.
Revise target price down from HK$11.50 to HK$10.50 and maintain investment rating “Accumulate”. The target price
corresponds to 30.0x/13.7x/10.6x FY17/FY18/FY19 PER, equivalent to 1.09x/1.06x/1.02x FY17/FY18/FY19 PBR, and is also
equivalent to a 24.9% discount on our 2017E DCF valuation analysis. The weighted average peers’ FY17 P/B is 1.3x
compared to 1.1x for CNOOC. Despite the slower-than-expected recovery in oil prices, we remain optimistic that the market is
trending upwards and will continue to do so over the next few years. CNOOC is a mature company and its improved
operational efficiency and continued overseas development will drive growth, maintain “Accumulate”.
Table-2: Peers Comparison
Company PE (fiscal year) PB (fiscal year) ROE(%) DIY(%) EV/EBITDA

Stock Code Currency  Last price 16A 17F 18F  19F 16A 17F 18F 19F 17F 17F 17F
Peers
Cnooc Ltd 883 HK HKD 8.60 735.7 14.7 115 o1 0.9 09 0.8 0.8 6.0 43 41
Kunlun Energy Co Ltd 135 HK HKD 7.1 87.1 11.8 107 99 1.4 1.3 1.2 1.1 1.0 2.0 59
Petrochina Co Ltd-H 857 HK HKD 479 102.4 228 160 116 0.7 0.6 06 0.6 28 1.8 6.4
China Pettaleum & 386HK  HKD 587 130 119 108 98 09 08 08 08 75 49 45
Occidental Petroleum Corp OXY US usb 58.94 n.a. 69.1 382 242 2.1 2.3 24 25 3.2 5.2 9.7
Encana Corp ECACN CAD 1148 na. 238 123 86 14 13 12 1.0 46 06 86
Eog Resources Inc EOG US usb 90.63 n.a. 88.0 443 255 37 37 35 32 37 0.7 116 %\
Repsol Sa REP SM EUR 13.66 11.8 101 99 97 0.6 06 06 0.6 6.4 58 49 %
gggg‘ﬁiigs'\'at“ra' CNQCN  CAD 3750 na. 269 157 125 16 15 14 13 55 29 85 8
Murphy Oil Corp MUR US usD 2458 na. 5995 402 278 0.9 0.9 0.9 0.9 2.0 42 45 =
Conocophillips COPUS usD 4335 na. 1123 266 173 15 1.6 16 1.6 33 25 6.8 i
Anadarko Petroleum Corp APC US usb 43.64 n.a. n.a. 1849  26.0 20 1.6 1.5 14 4.3) 0.5 6.8 s
Oil & Natural Gas Corp Ltd ONGCIN INR 165.00 15.0 103 86 17 1.1 1.0 1.0 09 10.1 41 6.7 3
Devon Energy Corp DVN US usD 30.53 na. 17.0 133 8.9 2.7 2.3 2.0 1.8 12.6 0.8 7.8 8
Apache Corp APAUS UsD 47.20 na. 744 423 263 29 29 29 29 24 21 6.9 e
Woodside Petroleum Ltd WPL AU AUD 29.30 20.9 18.0 160 132 1.2 13 1.2 1.2 67 44 8.1 ©
Hess Corp HES US usb 43.06 n.a. n.a. na. na. 1.0 1.0 1.1 0.9 (8.2) 24 9.6
Inpex Corp 1605 JP JPY  1,073.50 93.4 34.0 260 166 05 05 05 05 1.6 1.6 44
Simple Average 134.9 715 31.0 156 15 1.4 14 13 43 28 7.0
Weighted Average 135.8 39.6 254 142 13 13 13 1.2 44 29 6.8

Source: Bloomberg.
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Financial Statements, Ratios and Assumptions

Income Statement Cash Flow Statement
Year ended Dec 31 (RMB m) 2015A 2016A 2017F 2018F 2019F  Year ended Dec 31 (RMB m) 2015A 2016A 2017F 2018F 2019F
Oil & Gas sales 146,597 121,325 147,308 174,169 188,291  Profit before tax 17,130 (5,275) 26,550 46,294 57,395
Marketing & other revenues 24,840 25,165 36,827 43,542 47,073  Adjustments for:
REVENUE 171,437 146,490 184,135 217,711 235,364 Depreciation 72,293 68,303 67,764 67,678 69,435
Operating expenses (28,372) (23211) (27,501)  (30,017)  (31,105) Amortization 1,306 1,020 1,289 1,306 1,412
Exploration expenses (9,900)  (7.359)  (8,732) (10,771) (11,126) TaxPaid 3,116 5912 (12,889)  (16,328)  (18,829) g
DDA (73,439)  (68,907) (69,053) (68,985) (70,847)  JV/A Incomel(loss) - net (1,903) 76 (603) (651) (662) ;
Special oil gain levy (59) 0 0 0 - Change in Working Capital (14,281)  (13,113) 17,363 1,557 2,054 i
gl;‘r‘c‘fasesm' and product 1ga40)  (19018) (32.776) (38,753) (41,895) Other Operating Cash Flows 2434 15940 7,791 5,446 3,871 -
SG&A, others (5,705) (6,493) (7,973) (9,427)  (10,191) OPERATING CASH FLOW 80,095 72,863 107,265 105,302 114,676
Impairment and provision (2,746) (12,171) 0 (27) (24)
Other gains - net (13,920) (11,743) (11,048) (13,063) (14,122) Capital Expenditure (67.674)  (51,347)  (58,923)  (65313)  (70,609)
EXPENSES (153,981) (148,902) (157,083) (171,041) (179,310) !”I;’;Stme”ts in financial ssefs 5905 25541 (1,908) 813 (4413)
OPERATING PROFIT 17,456 (2,412) 27,052 46,670 56,054 Investments in JV/A (1,456) (1,865) (1,000) (1,020) (1,040)
Interest income 873 901 764 1,045 1,719  Other investments (460) (282) (66) (329) (296)
Finance income / (cost) (6.118)  (6246)  (5267)  (5284)  (5324) INVESTMENT CASH FLOW (76,495)  (27,953)  (61,898)  (65,850)  (76,359)
Exchange (losses)/gains, net (143) (790) 399 407 314
Investment income 2,398 2,774 2,413 2,208 3,361 Dividends Paid (20,419)  (14,755)  (19,193)  (22,449)  (23,353)
Share of profit of associates 256 (609) 59 96 96  Change in Gross Debt 28,082  (14,169) (2,628) 204 (82)
Share of profit of JV 1,647 533 544 555 566  Other Financing Cash Flow (14,556) (14,316) 0 0 0
Non-operating income, net 761 574 585 597 609 FINANCING CASH FLOW (6,893)  (43,240)  (21,820)  (22,245)  (23,435)
PROFIT BEFORE TAX 17,130 (5,275) 26,550 46,294 57,395 Exchange Differences 242 198 0 0 0
Income Tax 3116 5912 (12,889) (16,328)  (18,829)
PROFIT FOR THE YEAR 20,246 637 13,660 29,965 38,566 Cash at Beginning of the Year 14,918 11,867 13,735 37,282 54,488
Basic EPS, RMB 0.45 0.01 0.31 0.67 0.86  Net Change in Cash (3,051) 1,868 23,547 17,207 14,883
Diluted EPS, RVB 045 001 03t 067 08 Soon AT TTEENDOFTHE aiem  q37as wram sadss eoamt
Balance Sheet

Year end Dec 31 (RMB Mn) 2015A 2016A 2017F 2018F 2019F
PPE 454141 432,465 423,624 421,259 422,434
Investments in JV/A 28,413 29,995 31,379 32,822 34,285
Intangibles 16,423 16,644 15,795 14,973 14,093
Other Non-Current Assets 25174 36532 33533 31,407 29,429 Financial Ratios and Assumptions %\
NON-CURRENT ASSETS 524,151 515636 504,332 500,461 500,241 Year ended Dec 31 2015A 2016A 2017F 2018F 2019F %
Other Investments.(net) 71,827 53,332 55,240 54,428 58,841  Growth %: a
Cash & Equivalents 11,867 13,735 37,282 54,488 69,371 Qil & gas revenue (32.8)% (17.2)% 214% 18.2% 8.1% -
Inventory 9263 8709 9,207 9,797 9415  Operating profit (784)%  (1138)%  1,021.6% 72.5% 20.1% Iy
Trade Receivables 21,829 23,289 18413 21,771 23,536 Net profit (66.4)%  (96.9% 2,044.5% 119.4% 28.7%
Other Current Assets 25,425 22,980 23,938 28,302 30,597  Margins: o
CURRENT ASSETS 140,211 122,045 144,080 168,787 191,760 Operating margin 11.9% (2.0)% 18.4% 26.8% 29.8% Q
TOTAL ASSETS 664,362 637,681 648,411 669,247 692,002 Net profit margin 11.8% 0.4% 7.4% 13.8% 16.4% §

Debt management: o
Short-Term Debt 33,585 19,678 15,742 14,955 14,208 Net gearing 39.9% 35.6% 291% 24.6% 20.1%
Trade and Accrued Payables 32,614 25,345 33,002 36,020 37,326 Total debt to equity 42.6% 39.4% 39.2% 38.5% 37.0%
Other Current Liabilities 18,181 22,067 25,509 30,161 32,606 Valuation:
CURRENT LIABILITIES 84,380 67,090 74,253 81,136 84,140 BVPS (RMB) 8.646 8.564 8.440 8.609 8.949
Long-Term Debt 131,060 130,798 132,106 133,097 133,762 P/E 16.9 533.6 24.5 1.2 8.7
Other Non-Current Liabilities 62,881 57,422 65,213 70,659 74,530 P/B 0.9 0.9 0.9 0.9 0.8
NON-CURRENT LIABILITIES 193,941 188,220 197,319 203,756 208,293 P/CF 42 47 3.1 3.2 29
TOTAL LIABILITIES 278,321 255,310 271,573 284,892 292,433  Assumptions & others:

Brent oil price (US$/bbl) 54.0 45.1 53.0 63.0 68.0
Share capital 43,081 43,081 43,081 43,081 43,081 Realised oil price (US$/bbl) 513 414 493 59.3 64.3
Reserves 342,960 339,290 333,758 341,274 356,488 Production(mmboe) 496 477 458 462 464
TOTAL EQUITY 386,041 382,371 376,839 384,355 399,569 Production growth 14.6% (3.8)% (3.9% 0.7% 0.5%
Plreserves(US$/boe) 11.41 12.66

TOTAL EQUITY & LIABILITIES 664,362 637,681 648,411 669,247 692,002 RRR % 67% 145%*

Source: the Company, Guotai Junan International.
Note: *adjusted for economic revisions (impairment).
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Company Rating Definition
The Benchmark: Hong Kong Hang Seng Index
Time Horizon: 6 to 18 months

Rating Definition
Buy Relative Performance >15%;

or the fundamental outlook of the company or sector is favorable.
Accumulate Relative Performance is 5% to 15%;

or the fundamental outlook of the company or sector is favorable.

Neutral Relative Performance is -5% to 5%;
or the fundamental outlook of the company or sector is neutral.

Reduce Relative Performance is -5% to -15%;
or the fundamental outlook of the company or sector is unfavorable.

Sell Relative Performance <-15%;
or the fundamental outlook of the company or sector is unfavorable.

Sector Rating Definition
The Benchmark: Hong Kong Hang Seng Index
Time Horizon: 6 to 18 months

Rating Definition

Outperform Relative Performance >5%;
or the fundamental outlook of the sector is favorable.

Neutral Relative Performance is -5% to 5%;
or the fundamental outlook of the sector is neutral.

Underperform Relative Performance <-5%;
or the fundamental outlook of the sector is unfavorable.

DISCLOSURE OF INTERESTS

(1) The Analysts and their associates do not serve as an officer of the issuer mentioned in this Research Report.

(2) The Analysts and their associates do not have any financial interests in relation to the issuer mentioned in this Research Report.

(3) Except for SMI Holdings Group Limited (00198 HK), Guotai Junan International Holdings Limited (01788 HK), Binhai Investment
Company Limited (02886 HK), Link Holdings Limited (08237 HK), GFI MSCI A I-R (CNY) (83156 HK), GFI MSCI A | (03156 HK) and
CAM SCSMALLCAP (03157 HK), Guotai Junan and its group companies do not hold equal to or more than 1% of the market
capitalization of the issuer mentioned in this Research Report.

(4) Guotai Junan and its group companies have not had investment banking relationships with the issuer mentioned in this Research Report
within the preceding 12 months.

(5) Guotai Junan and its group companies are not making a market in the securities in respect of the issuer mentioned in this Research
Report.

(6) Guotai Junan and its group companies have not employed an individual serving as an officer of the issuer mentioned in this Research
Report. There is no officer of the issuer mentioned in this Research Report associated with Guotai Junan and its group companies.

DISCLAIMER

This Research Report does not constitute an invitation or offer to acquire, purchase or subscribe for securities by Guotai Junan Securities
(Hong Kong) Limited ("Guotai Junan”). Guotai Junan and its group companies may do business that relates to companies covered in
research reports, including investment banking, investment services, etc. (for example, the placing agent, lead manager, sponsor, underwriter
or invest proprietarily).

Any opinions expressed in this report may differ or be contrary to opinions or investment strategies expressed orally or in written form by sales
persons, dealers and other professional executives of Guotai Junan group of companies. Any opinions expressed in this report may differ or
be contrary to opinions or investment decisions made by the asset management and investment banking groups of Guotai Junan.

Though best effort has been made to ensure the accuracy of the information and data contained in this Research Report, Guotai Junan does
not guarantee the accuracy and completeness of the information and data herein. This Research Report may contain some forward-looking
estimates and forecasts derived from the assumptions of the future political and economic conditions with inherently unpredictable and
mutable situation, so uncertainty may contain. Investors should understand and comprehend the investment objectives and its related risks,
and where necessary consult their own financial advisers prior to any investment decision.

This Research Report is not directed at, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located
in any jurisdiction where such distribution, publication, availability or use would be contrary to applicable law or regulation or which would
subject Guotai Junan and its group companies to any registration or licensing requirement within such jurisdiction.
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