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SPT Energy Group (1251 HK)

W& LEE

2015 2016 2017E 2018E 2019E
Revenue (Rmbm) 1,060 818 1,028 1,318 1,713
YOY (%) -51.12 -22.84 25.62 28.26 29.96
Net income (Rmbm) -412 -292 2 79 166
YOY (%) - - 3,435.8 110.8
EPS (Rmb) -0.27 -0.19 0.00 0.05 0.11
Diluted EPS (Rmb) -0.27 -0.19 0.00 0.05 0.11
ROE (%) -35.48 -31.08 0.24 7.69 13.95
Debt/asset (%) 46.93 50.86 48.86 45.32 44,93
Dividend Yield (%) - - - - -
P/E (x) - 443.86 12.55 5.96
P/B (x) 0.88 1.08 1.08 0.99 0.85
EV/EBITDA (x) - - 12.04 6.78 4.46
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SPT Energy Group is a Chinese private oil & gas services company, with a comprehensive portfolio of
products and services, ranging from drilling and well completion to reservoir monitoring and
maintenance services. In 2016, SPT generated 43% of its revenue overseas, with Kazakhstan
accounting for 23% of total revenue. We are positive on the firm’s growth outlook on the back of
recovering oil prices, increasing cost control efforts, and the gradual liberalisation of China’s upstream
oil & gas services sector. We forecast diluted EPS of Rmb0.00 in 17E (vs -Rmb0.19 in 16A), Rmb0.05
in 18E, and Rmb0.11 in 19E (+120% YoY). We derive a target price of HK$1.24, representing 20.1x 18E
PE. With 55% upside, we initiate coverage of the company with a BUY rating.

Strong oil price recovery. Brent futures have remained above US$60/bbl since the beginning of the
year, steadily approaching US$70/bbl. We believe the current price rebound is mainly driven by falling
US crude oil inventories, stronger-than-expected US economic growth, and the US shale oil production
bottleneck, amid continued tight crude oil supply by member countries of the Organization of the
Petroleum Exporting Countries (OPEC). According to a survey conducted by Reuters in January 2018,
based on responses from over 1,000 oil & gas professionals, Brent prices are expected to average
USS$65/bbl in 2018F. Under this scenario, we expect global upstream oil & gas Capex to grow 11% YoY
in 2018E, leading SPT’s Ebitda margin to increase from 14.8% in 17E to 24.2% in 18E.

Market liberalisation. China’s National Development and Reform Commission (NDRC) released an oil
& gas reform programme in 2014 to liberalise the domestic oil & gas sector gradually by opening
upstream and downstream markets to international players and privately owned firms, such as SPT.
We expect China’s upstream oil & gas Capex to grow 17% YoY in 17E and 19% YoY in 18E, following a
steep Capex contraction in 2015-16 amid China’s anti-corruption campaign, which led to a period of
relative stagnation among large oil & gas state-owned enterprises (SOEs). Moreover, we see the
government’s efforts to raise the proportion of natural gas in the country’s primary energy
consumption, from 5% in 2015 to 15% in 2030, as a long-term Capex growth driver. As a result, we
forecast private companies to occupy a larger share of the domestic market, from 10% in 16A to 20%
in 20E, while projecting China’s upstream oil & gas services market to expand from Rmb16bn in 2016
to Rmb53bn in 2019E (48.7% Cagr). As such, we expect SPT’s revenue in China to grow from Rmb463m
in 2016 to Rmb970m in 2019E (28.0% Cagr).

Initiate with a BUY. Given the firm’s strong growth potential, underpinned by recovering oil prices,
increasing cost control efforts, and the gradual liberalisation of China’s upstream oil & gas services
sector, we forecast net profit of Rmb2.2m in 17E, Rmb78.9m in 18E, and Rmb166.3m in 19E,
translating into diluted EPS of Rmb0.00 in 17E (vs -Rmb0.19 in 16A), Rmb0.05 in 18E, and Rmb0.11 in
19E (+120% YoY). We derive a target price of HK$1.24, representing 20.1x 18E PE. With 55% upside,
we initiate coverage of the stock with a BUY rating.
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SPT Energy at a glance
SPT Energy Group is a Chinese private oil & gas services company. Over the past decade, the firm
has developed a comprehensive portfolio of products and services in the oil & gas sector, ranging
from integrated project design and field operation to drilling, well completion, and production
equipment manufacturing. In 2016, reservoir services accounted for 64% of its revenue, while
drilling services represented 21% and well completion services 14%. SPT has increased its global

footprint to diversify country risks and improve its growth potential. In 2016, 43% of the firm’s
revenue were generated overseas, Kazakhstan alone accounting for 23% of total revenue. The

company’s revenue amounted to Rmb818m in 2016 (-22.8% YoY), amid the global oil & gas market

In terms of competitive advantages, SPT is one of the only two Chinese non-state-owned upstream

players that provide a comprehensive range of oilfield services, allowing the firm to bid for turnkey
contracts, which usually enjoy higher margin than individual contracts. We note CEO Wang

Drilling services

Guogiang and executive director Wu Dongfang own a combined 42.2% stake in the company.
22%

downturn.
USS15m worth of convertible bonds were issued in 2012 with a conversion price of HK$1.69,

accounting for 13.6% of the market capitalisation on 19 January 2018.
Fig 2: Revenue breakdown by business segment in 2016
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Fig 1: Revenue breakdown by geographical area in 2016
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Fig 4: Ownership structure
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Fig 3: SPT’s comprehensive service offerings
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Fig 5: Global E&P Capex growth and SPT’s Ebitda margin
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Oil price support

The majority of SPT’s clients are national oil companies (NOCs), which usually subcontract
exploration and production (E&P), including prospecting for onshore and offshore oil & gas
reserves, drilling wells to exploit new oil & gas fields, and performing routine well maintenance, to
oilfield services providers, such as SPT. Oil companies’ E&P efforts are reflected in their annual
Capex. As such, changes in Capex have a significant impact on the demand for upstream oil & gas
services, and thus on the profitability of oil & gas services companies. As shown in figure 5, the
correlation between oil companies’ Capex YoY changes and SPT’s Ebitda margin in 2008-16 reaches
0.84 (R%: 0.70).

Qil price is one of the main triggers of Capex changes. We note global Capex expanded continuously
as oil prices stayed above US$100/bbl in 2011-2013, while declining sharply when oil prices tumbled
in 2014-2015. The share price performance of upstream oil & gas firms is directly affected by Capex
changes, and therefore oil prices. As shown in figure 6, SPT’s share price soared in 2011-13, when
oil prices were at record-high levels, and plummeted in 2014 as oil prices collapsed.

30% -

Fig 6: SPT’s share price performance and ICE Brent crude oil price
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Fig 7: The impact of oil price recovery on oilfield service firms
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In the following sections, we discuss in more details how the recent increase in oil prices has led to
an expansion in oil companies’ Capex and, as a result, improved upstream oilfield services firms’
fundamentals.

Strong oil price recovery

Oil price recovery accelerated in late-2017 after the Organization of the Petroleum Exporting
Countries (OPEC) extended its production cut pact. After declining for two years, Brent futures
arrived at US$60/bbl in end-October 2017, catching the uptrend of global rotary rig count. Due to
stronger-than-expected global oil demand growth and decreasing global oil supply, Brent futures
have remained strong above USS$60/bbl since the beginning of the year, steadily approaching
USS$70/bbl, amid falling US crude oil inventories and growing tensions in Iran.

Please refer to the last page for important disclosures Page 2
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Recovery in Brent oil price and worldwide rig account
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Growing oil demand

We see growing global oil demand as the primary short-term factor supporting the current oil price
recovery, as upstream producers cannot increase supply as quickly as demand grows. US is one of
the main consumers of crude oil and related products, exerting significant influence on global oil
demand. As shown in figure 9, US accounted for 20.9% of the world’s total crude oil consumption
in 2016, vs 14.6% for Europe and 12.6% for China. According to monthly reports by the
International Energy Agency (IEA), global oil demand grew 1.9% YoY in 2017, representing
2.1mmbpd, mainly supported by US and China. US’ increasing oil demand is backed by stronger-
than-expected economic growth. After a weak first quarter in 2017, US beat GDP growth consensus
in the following two quarters, while being in line with market consensus in 4Q17, resulting in a
gradual decrease in the country’s commercial crude oil inventories amid tight global oil supply, thus
driving up US oil demand.

Fig 9: Global demand breakdown in 2016 Fig 10: US GDP growth and crude oil inventories
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Looking at the forward curve of ICE Brent and WTI crude oil futures contracts, we highlight a change
in shape from contango, where longer-dated futures are traded at a higher price than shorter-dated
contracts, in June 2017 to backwardation, where longer-dated futures are exchanged at a lower
price than shorter-dated contracts, in January 2018. We attribute this change to the oil spot price
rally of 2H17 and the growing immediate demand for crude oil, which is consistent with our
previous observation.

Please refer to the last page for important disclosures Page 3
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Fig 11: ICE Brent forward curve Fig 12: WTI forward curve
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Tight oil supply

Crude oil is divided into conventional crude oil and unconventional crude oil, depending on the
extraction technique used. OPEC countries, which mostly produce conventional crude oil, account
for 40.5% of the global oil supply. To support oil prices, which OPEC economies heavily rely on, 11
of the 13 active OPEC members signed a production cut pact in October 2016, and agreed to extend
the pact to mid-2018 in June 2017 and to end-2018 in November 2017. After the first extension
was signed in June 2017, driven by Saudi Arabia’s (31% of total OPEC production) pursuit of high
IPO valuation for its NOC Aramco and other OPEC countries’ resolve to stabilise their economies,
the compliance rate towards the 1.2mmbpd production cut target increased from 75% in June 2017
to 125% in November 2017, while crude oil production declined from 32,961 mbpd to 32,361mbpd.
As Aramco will not get listed before late-2018 and it will take time for oil-dependent economies to
recover, we expect OPEC’s crude oil supply to remain tight in the long term, thus supporting
continued oil price recovery.

Fig 13: OPEC production and compliance rate
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Looking at unconventional oil, we note shale oil represented 48.3% of US total domestic oil
production in 2016, the US being one of the main producers of unconventional oil. We note many
investors believe the growth in US shale oil production will compensate the decrease in OPEC
production to a large extent, curbing the oil price recovery. However, we think it will not be the
case as shale well productivity reaches a bottleneck. In the Permian Basin, which accounts for 30%
of US total crude oil production and is the country’s largest shale oil production region, oil
production growth per rig gradually decreased to zero between October 2017 and December 2017,
while rig count increased from 380 to 398. We see the 40%-plus natural decline rate of existing
wells as the primary cause of the supply bottleneck. In the absence of technological change and
improving productivity, increasing rig counts is the only way to drive up production or even
maintain the current production level. As such, we expect production costs per barrel to climb,

Please refer to the last page for important disclosures Page 4
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dissuading shale oil producers from increasing their supply, unless oil prices keep up with the
growth in production costs.

Fig 14: Crude oil production breakdown : Oil production per rig at Permian Basin (US)

700 7 (bpd) - 10%
600 4 - 5%
500 A o
Permian Basin - 0%
30% 400 -
F -5%
Other areas 300 -
44% - -10%
200 4
100 4 - -15%
Bakken 0 20%
Formation N N N N N N N N N N S~ N ooow
- - - - - - - - - - - - o0 o0
13% O O O © O © © O o o o o o o
Eagle Ford 4 & & &4 & 94 4 494 4949 49 499 49 38 8
i o o < wn o) ~ 9] [=2) o — o~ S~ -~
Shale O O O © O O o © O +H «H «=H o9 o
13% o o
Qil production per rig e oM change (RHS)
Source: EIA, SWS Research Source: EIA, SWS Research

Global Capex recovery

Global oil companies’ Capex has entered an uptrend following the strong oil price recovery
experienced since 2016. Barclays’ global E&P spending survey index climbed 7% YoY in 2017,
increasing for the first time since the 2014 oil price collapse, while Barclays forecasts global Capex
to grow 8% YoY in 2018F.

Fig 16: Barclays’ global E&P spending survey index
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We highlight the current Capex recovery cycle is different from the previous one in several ways.
Thanks to technological advances, the production cost of crude oil has decreased. More specifically,
the average production cost per barrel declined from US$50/bbl in 2014 to US$40/bbl in 2016. This
indicates that, on average, oil companies break even faster than before, which facilitates Capex
recovery.

We estimate the global marginal cost of production to determine the price at which most oil
companies would break even when producing an extra barrel of crude oil through Capex increase
in the current oil upward cycle. We exclude the Middle East and Russia from our calculation as their
Capex decisions are largely independent from oil price changes due to very low production costs
(US$20-30/bbl). As such, we calculate a global supply-weighted average marginal cost of production
of US$56/bbl.

Please refer to the last page for important disclosures Page 5
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We note global Capex picked up in 2017, after two consecutive years of contraction, as Brent oil
price exceeded the US$56/bbl threshold. Given the long-term market view of US$60/bbl, as shown
by the ICE Brent forward curve (figure 11), we believe the Capex recovery will be sustainable. During
the previous 2009-2010 oil price uptrend, Capex started to pick up in 2010, after Brent oil price
increased from US$60/bbl to c.USS80/bbl in 2009. According to our estimations, the oil price
threshold for Capex recovery at that time was c.US$70/bbl. During periods in which Brent oil price
was within the US$70-80/bbl range, in 2007 and 2010-11, Barclays’ global E&P spending survey
index grew an average of 11% Yoy, slightly higher than Barclays’ 2018F forecast of 8% YoY. In the
current cycle, we assume a similar level of growth in Capex, at c.10% YoY annually as long as oil
prices remain above the current oil price threshold of USS$56/bbl.

Fig 17: Average crude oil production cost per country in 2016
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Fig 18: Crude oil production cost range by geographical area in 2016

80 - (USS/bbl)
70 4
60 A
50 4
40 -
30 A
20 A
10 T T T T T |
Middle East Far East us North Sea Non-OPEC Arctic
Russia Mexico (shale oil) Angola countries Russia
Nigeria Brazil (oil sands)
Venezuela (deep water)
Conventional Conventional  Unconventional Unconventional Unconventional Unconventional
QOil type (less sulphide) (more sulphide) (shale oil) (deep water) (oil sands) (mixed)
World supply 49 )8 5 13 5 )
(%)
Average cost
23 49 61 63 72 75

(USS/bbl)
Source: EOG resources, PIRA, SWS Research

Please refer to the last page for important disclosures Page 6




P

?) iﬂs February 12, 2018 Utilities| Company In-depth Research

Brent oil price and global Capex growth
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Improving fundamentals

Historically, Capex recovery leads to improving fundamentals, in particular profitability, for
upstream oil & gas services companies. We note SPT’s and Anton Qilfield Services Group’s (3337:HK
— N-R) Ebitda margin swiftly picked up as Capex recovered in 2010-14, supported by high oil prices.
By contrast, oil & gas equipment manufacturer Honghua Group’s (196:HK — Outperform)
profitability only picked up in 2011. As one of the first destinations for upstream Capex during an
upcycle tends to be oilfield services, and investment in new equipment typically occurs after idle
capacity is fully utilised, services providers generally show a more rapid response to oil price
recovery and Capex growth than equipment providers.

In terms of share price performance, we note upstream oil & gas services providers are more
sensitive to oil price changes than upstream equipment manufacturers, like Honghua, and E&P
companies, such as PetroChina (857:HK — N-R), China Petroleum & Chemical Corporation (Sinopec;
386:HK — N-R) and CNOOC (883:HK — N-R). Hence, during the 2009-11 oil price uptrend, oil & gas
services firms experienced stronger share price performance, while during the 2014-15 oil price
downtrend, they witnessed stronger share price corrections. Overall, oil & gas services companies
tend to deliver more robust share price performance than equipment manufacturers and E&P
companies when oil prices remain largely above the breakeven level.

Fig 20: Ebitda margin of China’s upstream oil & gas services companies
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Fig 21: Share price performance of upstream oil & gas companies (base 100), 2009-11
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Fig 22: Share price performance of upstream oil & gas companies, 2012-16
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Asset-light strategy

SPT increased its Capex from Rmb89m in 2011 to Rmb211.9m in 2014, representing a 33.5% Cagr,
amid high oil prices. However, the 2014 oil price collapse took a heavy toll on SPT, as the company
subsequently recorded large deprecations on idle equipment, thus impacting its financials.
Depreciation accounted for 14% of the firm’s total revenue in 2016 (vs only 4% in 2014). In addition,
impairment losses represented 5-10% of total revenue in 2016-17, weighing on the company’s
overall profitability. As a result, Ebitda margin slumped from 12.7% in 2014 to -18.8% in 2016.

In response to the 2014 oil price fall and its consequences on the company’s financials,
management decided to develop an asset-light strategy, and streamline operations to improve asset
efficiency. As a result, total asset turnover increased from 0.15 in June 2015 to 0.24 in June 2017,
while fixed-asset turnover rose from 0.82 to 1.2 over the same period. Assuming the same profit
margin and financial leverage as during the previous oil price uptrend, an improvement in asset
turnover will push up the firm’s profitability. As such, we expect SPT’s share price to gain
momentum as the company continues to roll out its asset-light strategy.

Scenario analysis
We have analysed the impact of oil prices on SPT’s fundamentals under three scenarios.

Bull case: Stronger-than-expected US and China’s economic growth would boost the demand for
crude oil, driving up short-term oil prices above US$70/bbl. The market would adjust its long-term
oil price forecast accordingly, beating Reuters’ survey forecast of US$65/bbl. Given soaring oil
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prices, we believe global Capex would increase at the same average growth rate as when oil prices
exceeded USS70/bbl during the previous upward cycle (c.+15% YoY), benefiting upstream oil & gas
services companies, such as SPT. Under this scenario, we expect the company to experience double-
digit revenue growth and substantial improvement in profitability. We believe the 15% YoY growth
in oil companies’ Capex would trigger an upward Capex investment upcycle for upstream services
firms. However, surging oil prices would ease concerns about increasing production costs, leading
US shale oil supply to grow substantially, thus weighing on the sustainability of oil price hikes. If oil
prices unexpectedly decrease due to the sudden increase in long-term supply, large depreciations
will negatively affect the company’s profitability, as in the precious cycle. Although SPT’s asset-light
strategy would give the company further flexibility, oil price volatility would make steady revenue
growth unsustainable.

Base case: We expect crude oil supply and demand to maintain the price of oil between the Capex
recovery threshold of US$56/bbl and Reuters’ survey forecast of USS65/bbl. Under this scenario,
OPEC countries would maintain tight supply due to economic concerns. Shale oil supply would not
rise substantially given increasing production costs, thus supporting the long-term stability of oil
prices. As technology advances decrease average production costs, global Capex would increase
steadily, at a rate of 8-10% YoY. Upstream services providers would benefit the most from this
situation as they would receive steady order flows from oil companies, given solid Capex growth,
thus making revenue growth sustainable. Moreover, a stable oil price outlook would encourage oil
& gas services providers to increase Capex in the long run, providing further upside potential.

Bear case: Due to an unexpected shock to the global economy, demand would weaken and crude
oil inventories pile up. Under this scenario, the OPEC could decide to cancel the production cut pact,
increasing global oil supply. The combination of weakened demand and growing supply would drive
oil prices below the Capex recovery threshold of US$56/bbl. As a result, global Capex would
contract, catching upstream services companies off guard, and thus leading SPT’s profitability to
tumble.

We conducted a sensitivity analysis to assess the impact of oil prices on global Capex growth and
SPT’s Ebitda margin, by considering the three scenarios described previously. We also ran a simple
regression between SPT’s Ebitda margin and global Capex growth. Under our bull scenario, SPT’s
profitability would significantly improve, reaching record-high levels, while under our base case
scenario, SPT’s profitability would recover to its historical average.

Fig 23: Sensitivity analysis Fig 24: Regression between SPT’s Ebitda margin and global Capex growth
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To this day, we have not seen any sign of large economic slowdown or sudden increase in supply.
Therefore, we believe the base case and bull case scenarios are more likely than the bear case
scenario. We see US shale oil as the most imminent threat to the current uptrend. We expect global
Capex to grow moderately in 2018-19E, with a positive impact on SPT’s fundamentals.

China market

Although SPT has significantly increased its exposure to global markets, the China market cannot
be ignored as a large portion of SPT’s revenue still come from the domestic oil & gas market. In
contrast to global markets, China’s market is dominated by state-owned enterprises (SOEs), while
the government largely influences NOCs' strategies.

Capex recovery

PetroChina, Sinopec, and CNOOC are China’s three largest NOCs, accounting for 95%-plus of the
country’s upstream Capex. We used their E&P expenditure as a proxy for China’s upstream Capex.
As shown in figure 23, although China’s Capex growth is significantly correlated (0.86) with global
Capex growth, represented by Barclays' global E&P spending survey index, China’s Capex decreased
more during the 2015-2016 oil price downturn. We attribute this to China’s anti-corruption
campaign, targeting high-level government officials and SOE senior executives, in 2014-2016, which
led to a period of relative stagnation in large SOEs, such as PetroChina, Sinopec, and CNOOC.

We ran a simple regression between China's upstream Capex YoY change and Barclays' global E&P
Capex YoY change, as shown in figure 24. By extrapolating Barclays’ 7% global Capex YoY growth
forecast in 2017F and 8% YoY growth forecast in 2018F, we forecast 17% YoY growth for China’s
Capex in 2017E and 19% YoY growth in 2018E, which is in line with our expectation of stronger
Capex expansion in China to offset the larger decrease in 2015-16. Moreover, we see China’s
ambitious unconventional gas production plan, aiming to raise the percentage of natural gas in
primary energy consumption from 5% in 2017 to 10% in 2020 and 15% in 2030, as a long-term
Capex growth driver.

Fig 25: China’s Capex growth vs global Capex growth Fig 26: Regression between China’s Capex growth and global Capex growth
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Market share

According to a study from Peking University, SOEs account for 85% of China’s upstream oil & gas
services market, private companies occupying a 10% market share and international players
representing the remaining 5%. We estimate SPT’s market share within the non-state-owned
segment at 2.8%, and therefore estimate its share in the overall China market at 0.28%.
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Fig 27: China’s upstream oil & gas services market breakdown
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Source: Peking University Research Center, SWS Research

Opening up

China’s National Development and Reform Commission (NDRC) released an oil & gas reform
programme in 2014 to break the state-owned monopoly and bring healthy competition by opening
upstream and downstream markets to international players and privately owned firms.

In mainland China, oil fields are all operated as branches of state-owned oil companies, such as
China National Petroleum Corporation (CNPC). After Liaohe and lJilin oil fields were given full
economic autonomy in 2014, Xinjiang, Dagang, Huabei, and Tuha oil fields were required to be
responsible for their own financial situation, operating under their own accounting books, in
December 2017. The six oil fields, which account for ¢.20% of China’s crude oil production, are
experiencing rising cost pressure. As a result, oil field management are encouraged to work with
private services providers, which tend to offer more competitive prices, thus stimulating growth of
the private sector.

Fig 28: Gradual liberalisation of China’s upstream oil & gas market

2014 2016
CNPC opened lilin oil field and Upstream services and
Liaohe oil field to non-state- engineering companies were
owned businesses spinned off from Sinopec
2015 2017
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through public tender businesses

Source: SWS Research
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Based on our previous regression analysis, we forecast China’s upstream oil & gas Capex to grow
18% YoY on average over the next three years. Moreover, we expect SPT to maintain its current
market share, on the back of solid long-term relationships with oil companies, and the private oil &
gas services sector to expand 3.5 times over the same period, reaching Rmb53bn in three years (ie,
20% of the overall upstream market). As such, SPT’s domestic revenue may potentially grow up to
230% over the next three years.

Fig 29: Estimated market size of China’s private upstream services sector
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Source: SWS Research

Financial analysis

Given the oil price recovery and gradual liberalisation of the upstream oil & gas services sector, we
anticipate positive and sustainable revenue growth in 2017-19E. As rig utilisation increased from
50% in early 2017 to 90% in late 2017, amid rising oil prices, we expect SPT’s drilling services
revenue to reach Rmb309.6m in 17E (+70% YoY), Rmb464.4m in 18E (+50% YoY), and Rmb696.5m
in 19E (+50% YoY). Meanwhile, we forecast the firm’s well completion revenue to arrive at
Rmb132.7min 17E (+10% YoY), Rmb159.2m in 18E (+20% YoY), and Rmb191.1m in 19E (+20% YoY),
and its reservoir services revenue to reach Rmb545.4m in 17E (flat YoY), Rmb654.5m in 18E (+20%
YoY), and Rmb785.4m in 19E (+20% YoY). As such, we expect total revenue to grow 25.6% YoY to
Rmb1.0bn in 17E, 28.3% YoY to Rmb1.3bn in 18E, and 30.0% YoY to Rmb1.7bn in 19E.

Fig 30: Revenue breakdown
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Source: Company data, SWS Research
Raw material costs and salaries currently account for 60% of SPT’s operating costs. In line with its

asset-light strategy, the company has stepped up its cost control efforts, resulting in improved
inventory and personnel management. According to the firm’s annual report, the number of
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employees decreased from 4,084 in 2014 to 3,400 in 2015 (-16.7% YoY) and 3,013 in 2016 (-11.3%
YoY). We forecast salaries to account for 32% of revenue in 17E, 28% in 18E, and 25% in 19E,
following the firm’s redundancy plan. Meanwhile, we expect raw material costs to stabilise at 20%
of total revenue in 2017-19E.

Fig 31: Raw material costs and salary expenses as a percentage of revenue
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Given increasing revenue, on the back of recovering oil prices, and improved control of personnel
expenses and raw material costs, we forecast net profit of Rmb2.2m in 17E (vs net loss of
Rmb292.4m in 16A), Rmb78.9m in 18E (+3,436.0% YoY), and Rmb166.3m in 19E (+110.8% YoY). As
such, we expect the company’s Ebit margin to reach 4% in 17E, 11% in 18E, and 15% in 19E.

: Net profit Fig 33: Ebit margin
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Source: Company data, SWS Research Source: Company data, SWS Research

We believe the firm’s asset-light strategy will improve its operating cash flows. More specifically,
we expect net cash flow from operating activities to reach —-Rmb46.7m in 17E (vs -Rmb82.3m in
16A), Rmb108.2m in 18E, and Rmb182.4m in 19E (+68.6% YoY). Meanwhile, we forecast net cash
flow from investing activities of -Rmb61.1m in 17E, -Rmb80m in 18E, and -Rmb80m in 19E, and
net cash flow from financing activities of Rmb17.7m in 17E (+111.7% YoY), Rmb10.0m in 18E (-
43.6% YoY), and Rmb40.0m in 19E (+300.0% YoY).

Under its asset-light strategy, we expect the firm to dispose of its idle assets. Therefore, we forecast
its total asset turnover to increase from 0.52 in 17E to 0.74 in 19E, and its net asset turnover to rise
from 1.01 to 1.34 over the same period. In addition, we expect its debt-to-asset ratio to decrease
from 49% in 17E to 45% in 19E.

Given the company’s strong growth potential, underpinned by recovering oil prices, increasing cost
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control efforts, and the gradual liberalisation of China’s upstream oil & gas services sector, we
forecast net profit of Rmb2.2m in 17E, Rmb78.9m in 18E, and Rmb166.3m in 19E, translating into
diluted EPS of Rmb0.00 in 17E (vs -Rmb0.19 in 16A), Rmb0.05 in 18E, and Rmb0.11 in 19E (+120%
YoY).

Fig 34: Operating cash flow Fig 35: Asset turnover ratios
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Fig 36: Debt-to-asset ratio
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Valuation

We use a three-stage discounted cash flow (DCF) valuation model to estimate our target price. Our
model is based on a cost of equity of 11.98%, a pre-tax cost of debt of 4.3%, a long-term debt-to-
equity ratio of 50%, and an effective tax rate of 20%. We estimate SPT’s weighted average cost of
capital (WACC) at 9.14%.

Fig 37: Key assumptions in our FCFF calculation

Years Revenue growth Ebit margin
Stage 1 (explicit) 1to3 - -
Stage 2 (semi-explicit) 41013 10% stable
Stage 3 (terminal value) >13 2% 4.0%

Source: SWS Research
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We expect faster revenue growth than consensus, as lower production costs allow upstream Capex
to recover at lower oil prices, compared with the previous upward cycle. Moreover, we are positive
on SPT’s asset-light strategy, leading to increased cost control and thus improved profitability.

We see lower-than-expected oil prices as the main downside risk for SPT, while considering OPEC’s
production cut decisions and global economic growth as two important catalysts for the stock.

We derive a target price of HKS$1.24, representing 20.1x 18E PE. With 55% upside, we initiate
coverage of the stock with a BUY rating.

Fig 38: WACC calculation

Item Estimation Source / method used

Risk-free rate 3.80% SWS Research

Equity risk premium 6.82% SWS Research

Beta 1.2 Bloomberg

Cost of equity 11.98% CAPM

Nominal cost of debt 4.30% Historical average
Debt-to-equity ratio 50% Long-term capital structure

Effective tax rate 20.00% Long-term value combined with current tax rate
WACC 9.14%

Source: SWS Research

Fig 39: DCF valuation

(Rmbm) Value Proportion
Stage 1 (fast growth) 117 6%
Stage 2 (stable growth) 553 27%
Stage 3 (terminal value) 1,095 54%
Core firm value 1,765 88%
Plus: Non-core long-term investment 0 0%
Bank balances and cash 246 12%
Held-for-trading investment 0 0%
Total firm value 2,011 100%
Minus: Interest bearing debt 382 19%
Minority interests 97 5%
Equity value 1,532 76%
Share capital (m) 1,535

Equity value per share (Rmb) 1.00

Equity value per share (HKS) 1.24

Source: SWS Research
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Appendix

Name

Wang Guogiang

Wu Dongfang
Ethan

Liu Ruoyan

Jin Shumao

Li Qiang

Lin Yang

Chen Chunhua

Zhang Yujuan

Wu Kwok Keung
Andrew

Wan Kah Ming

Jiang Qingsong

Zhao Feng

Li Zhiguo

Wan Wenjiang

Ma Hongguo

Position

CEO and chairman of the board

Executive director

Executive director and executive
president

Vice president

Executive director, vice president, and
CFO

Non-executive director

Independent non-executive director

Independent non-executive director

Independent non-executive director

Independent non-executive director

CEO, vice president, and general
manager of the Russian division

Vice president and general manager
of the North American division

COO and manager of the project
expansion department
Vice president and head of the
engineering technology centre
Vice president and general manager
of eastern China

Source: SWS Research

Summary

Wang Guogiang has served as chief executive officer for about five years, and has been a director of the
company since June 2008. Wang is also chairman of the board and nomination committee, and a member of
the remuneration committee. He has worked in the oil & gas industry for more than 32 years, and is currently
in charge of the overall operation and management of the group.

Wu Dongfang has worked in the oil & gas industry for more than 25 years, and has been a director of the
company since June 2008. Wu is in charge of business development for the group.

Liu Ruoyan has worked in the oil & gas industry for more than 43 years, and has been an executive director of
since December 2011. Liu is in charge of marketing for the well drilling and workover business, and
management of production and operation for the group.

Jin Shumao resigned as an executive director on 21 March 2017. Jin has worked in the oil & gas industry for
more than 44 years in China and abroad. Jin is responsible for the operation, integration, and development of
all product and service lines worldwide.

Li Qiang has been involved in corporate management for more than 19 years, and has been an executive
director since March 2017. Li is primarily responsible for internal control, including planning and operations,
capital operation, and information disclosure.

Lin Yang currently serves as an executive director at Forebright Capital Management Limited. He was
appointed by China Outfitters Holdings Limited as a non-executive director.

Chen Chunhua has worked for South China University of Technology since July 1986, and now serves as a
professor and tutor for doctoral students in the Business Administration School, with more than 30 years of
experience in academic education and practice in corporate operations and business management. She is also
a member of the audit committee of the group.

Zhang Yujuan is the chairman of the remuneration committee and a member of the nomination committee.
She successively served as general manager of Nanjing Pincheng Four Seasons Cultural and Creative Company,
general manager of Chengdu Tianxinyang Gold Industry, and director of Hong Kong Tianxinyang.

Wu Kwok Keung is the chairman of the audit committee and a member of the remuneration committee and
nomination committee. He worked for Ernst & Young for over 32 years before retiring.

Wan Kah Ming has been involved in legal practice for more than 22 years, focusing on China inbound and
outbound investment, finance, mergers and acquisitions, and restructuring. Wan is also a member of the audit
committee.

Jiang Qingsong has worked in the oil & gas industry for more than 20 years, and joined the group in March
2003. Jiang is primarily responsible for the business development and management of the overseas market
(except North America).

Zhao Feng has worked in the oil & gas industry for about 30 years, and joined the group in January 1999. Zhao
is primarily responsible for business development and management of the North American and Singaporean
markets.

Li Zhiguo has worked in the oil & gas industry for more than 22 years, and joined the group in March 1996. Li is
primarily responsible for market development in China.

Wan Wenjiang has worked in the oil & gas industry for more than 36 years, and joined the group in April 2004.
Wan is mainly responsible for technology development and management.

Ma Hongguo has worked in the oil & gas industry for more than 20 years, and joined the group in 2003. Ma is
primarily in charge of operations and management for eastern China.

Please refer to the last page for important disclosures Page 16



P

J iﬂs February 12, 2018 Utilities| Company In-depth Research

Fig 41: Consolidated Income Statement

(Rmbm) 2015 2016 2017E 2018E 2019E
Revenues 1,060 818 1,028 1,318 1,713
Material Costs (352) (178) (198) (256) (335)
Employee Benefit Exp (544) (376) (316) (358) (418)
Rental Costs (70) (53) (69) (89) (117)
Transportation Costs (41) (23) (31) (40) (51)
D&A (102) (118) (86) (81) (81)
Service Costs (149) (107) (134) (171) (223)
Impairments (47) (83) (30) (20) (20)
Others Operating Costs (202) (149) (123) (158) (206)
Operating Profits (448) (268) 41 145 262
Finance Costs (38) (35) (38) (39) (39)
PBT (486) (303) 3 106 223
Tax 43 (11) (1) (21) (45)
PAT (443) (315) 2 85 179
Minority interest (30) (22) 0 6 13
Net profit (412) (292) 2 79 166
Basic EPS (HKS) (0.31) (0.22) 0.00 0.06 0.13

Source: SWS Research

Fig 42: Consolidated Balance Sheet

(Rmbm) 2015 2016 2017E 2018E 2019E
Current Assets 1,561 1,447 1,406 1,413 1,724
Cash and cash equivalents 345 246 159 197 340
Trade & notes receivables 632 564 642 775 856
Other receivables 172 249 257 165 171
Inventories 394 372 329 256 335
Other current assets 19 18 18 20 22
PP&E 535 393 364 361 359
Intangible assets 81 57 60 62 63
Other non-current assets 173 163 161 181 181
Total Assets 2,350 2,060 1,991 2,017 2,327
Current Liabilities 965 923 851 782 874
Borrowings 260 279 300 300 300
Trade and other payables 554 493 395 293 363
Other current liabilities 152 151 156 189 211
Long-term liabilities 138 125 122 132 172
Total Liabilities 1,103 1,048 973 914 1,046
Minority Interests 120 97 97 103 116
Shareholder Equity 1,127 915 921 1,000 1,166
Share Capital 1 1 1 1 1
Reserves 1,603 1,318 1,320 1,399 1,565
Forex Difference (477) (403) (400) (400) (400)
Total Liabilities and equity 2,350 2,060 1,991 2,017 2,327

Source: SWS Research
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Fig 43: Consolidated Cash Flow Statement

(Rmbm) 2015 2016 2017E 2018E 2019E
Profit before taxation (448) (268) 41 145 262
Plus:Depr. and amortisation 102 118 86 81 81
Finance cost (38) (30) (38) (39) (39)
Losses from investments 0 (5) 0 0 0
Change in working capital 492 (5) (138) (38) (77)
Others (101) 109 3 1 45
CF from operating activities 125 (82) (47) 108 182
CAPEX (249) (29) (60) (80) (80)
Other CF from investing activities (1) 0 0 1 0
CF from investing activities (256) (28) (61) (80) (80)
Equity financing 0 0 0 0 0
Net change in liabilities (115) 8 18 10 40
Other CF from financing activities 0 0 0 0 0
CF from financing activities (115) 8 18 10 40
Forex Difference (3) 3 3 0 0
Net cash flow (250) (99) (87) 38 142
FCFF (59) (196) (71) 87 141
FCFE (144) (163) (23) 128 213

Source: SWS Research

Fig 44: Key Financial Ratios

2015 2016 2017E 2018E 2019E
Ratios per share (Rmb)
Earnings per share (0.27) (0.19) 0.00 0.05 0.11
Diluted EPS (0.27) (0.19) 0.00 0.05 0.11
Operating CF per share 0.08 (0.05) (0.03) 0.07 0.12
Dividend per share 0.00 0.00 0.00 0.00 0.00
Net assets per share 0.73 0.60 0.60 0.65 0.76
Key Operating Ratios(%)
ROIC -34.72 -30.38 -2.50 4.42 10.31
ROE -35.48 -31.08 0.24 7.69 13.95
EBITDA Margin -32.66 -18.36 12.38 17.15 20.05
EBIT Margin -42.27 -32.77 3.99 11.00 15.32
Growth rate of Revenue(YoY) -51.12 -22.84 25.62 28.26 29.96
Growth rate of Profit(YoY) - - - 3435.76 110.78
Debt-to-asset ratio 46.93 50.86 48.86 45.32 44.93
Turnover rate of net assets 0.85 0.81 1.01 1.20 1.34
Turnover rate of total assets 0.45 0.40 0.52 0.65 0.74
Effective tax rate (%) 8.93 -3.71 20.00 20.00 20.00

Dividend yield (%) o o - - -
Source: SWS Research
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Information Disclosure:

The views expressed in this report accurately reflect the personal views of the analyst. The analyst declares that neither he/she nor his/her associate serves
as an officer of nor has any financial interests in relation to the listed corporation reviewed by the analyst. None of the listed corporations reviewed or any
third party has provided or agreed to provide any compensation or other benefits in connection with this report to any of the analyst, the Company or the
group company(ies). A group company(ies) of the Company confirm that they, whether individually or as a group (i) are not involved in any market making
activities for any of the listed corporation reviewed; or (ii) do not have any individual employed by or associated with any group company(ies) of the Company
serving as an officer of any of the listed corporation reviewed; or (iii) do not have any financial interest in relation to the listed corporation reviewed or (iv)
do not, presently or within the last 12 months, have any investment banking relationship with the listed corporation reviewed.

Undertakings of the Analyst

I (We) am (are) conferred the Professional Quality of Securities Investment Consulting Industry by the Securities Association of China and have registered
as the Securities Analyst. I hereby issue this report independently and objectively with due diligence, professional and prudent research methods and only
legitimate information is used in this report. I am also responsible for the content and opinions of this report. I have never been, am not, and will not be
compensated directly or indirectly in any form for the specific recommendations or opinions herein.

Disclosure with respect to the Company

The company is a subsidiary of Shenwan Hongyuan Securities. The company is a qualified securities investment consulting institute approved by China
Securities Regulatory Commission with the code number ZX0065.

Releasing securities research reports is the basic form of the securities investment consulting services. The company may analyze the values or market trends
of securities and related products or other relevant affecting factors, provide investment analysis advice on securities valuation/ investment rating, etc. by
issuing securities research reports solely to its clients.

The Company fulfills its duty of disclosure within its sphere of knowledge. The clients may contact compliance@swsresearch.com for the relevant disclosure
materials or log into www.swsresearch.com for the analysts' qualifications, the arrangement of the quiet period and the affiliates’ shareholdings.

Introduction of Share Investment Rating

Security Investment Rating:

When measuring the difference between the markup of the security and that of the market’s benchmark within six months after the release of this report,
we define the terms as follows:

Trading BUY: Share price performance is expected to generate more than 20% upside over a 6-month period.

BUY: Share price performance is expected to generate more than 20% upside over a 12-month period.

Outperform: Share price performance is expected to generate between 10-20% upside over a 12-month period.

Hold: Share price performance is expected to generate between 10% downside to 10% upside over a 12-month period.

Underperform: Share price performance is expected to generate between 10-20% downside over a 12-month period.

SELL: Share price performance is expected to generate more than 20% downside over a 12-month period.

Industry Investment Rating:

When measuring the difference between the markup of the industry index and that of the market’s benchmark within six months after the release of the
report, we define the terms as follows:

Overweight: Industry performs better than that of the whole market;

Equal weight: Industry performs about the same as that of the whole market;

Underweight: Industry performs worse than that of the whole market.

We would like to remind you that different security research institutions adopt different rating terminologies and rating standards. We adopt the relative
rating method to recommend the relative weightings of investment. The clients’ decisions to buy or sell securities shall be based on their actual situation,
such as their portfolio structures and other necessary factors. The clients shall read through the whole report so as to obtain the complete opinions and
information and shall not rely solely on the investment ratings to reach a conclusion. The Company employs its own industry classification system. The
industry classification is available at our sales personnel if you are interested.

HSCEI is the benchmark employed in this report.

Disclaimer:

This reportis to be used solely by the clients of SWS Research Co., Ltd. ( subsidiary of Shenwan Hongyuan Securities, hereinafter referred to as the “Company”).
The Company will not deem any other person as its client notwithstanding his receipt of this report.

This report is based on public information, however, the authenticity, accuracy or completeness of such information is not warranted by the Company. The
materials, tools, opinions and speculations contained herein are for the clients’ reference only, and are not to be regarded or deemed as an invitation for the
sale or purchase of any security or other investment instruments.

The clients understand that the text message reminder and telephone recommendation are no more than a brief communication of the research opinions,
which are subject to the complete report released on the Company’s website (http://www.swsresearch.com). The clients may ask for follow-up explanations
if they so wish.

The materials, opinions and estimates contained herein only reflect the judgment of the Company on the day this report is released. The prices, values and
investment returns of the securities or investment instruments referred to herein may fluctuate. At different periods, the Company may release reports
which are inconsistent with the materials, opinions and estimates contained herein.

Save and except as otherwise stipulated in this report, the contactor upon the first page of the report only acts as the liaison who shall not provide any
consulting services.

The clients shall consider the Company’s possible conflict of interests which may affect the objectivity of this report, and shall not base their investment
decisions solely on this report. The clients should make investment decisions independently and solely at your own risk. Please be reminded that in any
event, the company will not share gains or losses of any securities investment with the clients. Whether written or oral, any commitment to share gains or
losses of securities investment is invalid. The investment and services referred to herein may not be suitable for certain clients and shall not constitute
personal advice for individual clients. The Company does not ensure that this report fully takes into consideration of the particular investment objectives,
financial situations or needs of individual clients. The Company strongly suggests the clients to consider themselves whether the opinions or suggestions
herein are suitable for the clients’ particular situations; and to consult an independent investment consultant if necessary.

Under no circumstances shall the information contained herein or the opinions expressed herein forms an investment recommendation to anyone. Under
no circumstances shall the Company be held responsible for any loss caused by the use of any contents herein by anyone. Please be particularly cautious to
the risks and exposures of the market via investment.

Independent investment consultant should be consulted before any investment decision is rendered based on this report or at any request of explanation
for this report where the receiver of this report is not a client of the Company.

The Company possesses all copyrights of this report which shall be treated as non-public information. The Company reserves all rights related to this report.
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Unless otherwise indicated in writing, all the copyrights of all the materials herein belong to the Company. In the absence of any prior authorization by the
Company in writing, no part of this report shall be copied, photocopied, replicated or redistributed to any other person in any form by any means, or be used
in any other ways which will infringe upon the copyrights of the Company. All the trademarks, service marks and marks used herein are trademarks, service
marks or marks of the Company, and no one shall have the right to use them at any circumstances without the prior consent of the Company.

This report may be translated into different languages. The Company does not warrant that the translations are free from errors or discrepancies.

This report is for distribution in Hong Kong only to persons who fall within the definition of professional investors whether under the Securities and Futures
Ordinance (Chapter 571 of the laws of Hong Kong) (the “SFO”) or the Securities and Futures (Professional Investor) Rules (Chapter 571D of the laws of the
Hong Kong under the SFO).

This report is for distribution in the United Kingdom only to persons who (i) have professional experience in matters relating to investments falling within
Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) order 2001 (as amended) (the “Order”) or (ii) are persons falling within
Article 49(2)(a) to (d) (“High Net Worth Companies, Unincorporated Associations, etc”) of the Order (All such persons together being referred to as “Relevant
Persons”). This document is directed only at Relevant Persons. Other Persons who are not Relevant Persons must not act or rely upon this document or any
of its contents.

Distribution in Singapore

If distributed in Singapore, this report is meant only for Accredited Investors and Institutional Investors as defined under Section 4A of the Securities and
Futures Act of Singapore. If you are not an Accredited Investor or an Institutional Investor, you shall ignore the report and its contents. The Singapore
recipients of the report are to contact the Singapore office of Shenwan Hongyuan Singapore Private Limited at 65-6323-5208, or 65-6323-5209 in respect of
any matters arising from, or in connection with, the report.
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