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Prudence pays off amidst surging oil price
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Cautious over capacity growth: Compared to PRC airlines that recorded double-digit
RPK growth on their international routes, RPK growth of Cathay Pacific Airways (CPA)
was moderate at only 2.7% YoY for 4M18. Meanwhile, ASK rose 3.1% YoY only during
the same period, as CPA management pursues the policy of profitability improvement,
rather than relentless market share expansion. 4M18 RPK growth of its European
routes was, however, high, rising 7.1% YoY, as CPA stepped up to introduce more
direct flights to new tourist destinations with lesser direct competition. Meanwhile, as
a leading air freight operator, RFTK remained strong in 4M18, up 7.7% YoY. Last year,
CPA’s cargo yield rose 11.3% YoY. Industry sources suggested that industry cargo yield
surged further in 1Q18 on the back of robust demand.

Loss-making hedge book now becomes a blessing: CPA was on the wrong end of
its hedging activities in the last two years with losses of HK$8.6bn/6.4bn in
FY16/17, respectively. About 45% of this year’s estimated fuel consumption has
been hedged at about US$80/bbl (Brent oil price) as mentioned by management in
the last results announcement. While the strike price of these contracts is still
hjgher than the prevailing Brent crude oil, we estimate the hedging loss this year
will be substantially lower YoY. We raise our jet fuel price assumption of this year
from USS69/bbl to USS$84/bbl. Our earnings forecast for FY18E is revised
marginally, largely due to the protection from its hedging books. Nevertheless, our
earnings forecast for FY19 changes more significantly as the hedged volume for
FY19 is much smaller under our current forecasts.

Maintain Buy: Compared to CPA, we believe the PRC airlines will be disadvantaged
in 2Q18, and probably in the rest of the year if oil price stays persistently at the
current level while no hedging measures are taken. We revise our FY18-19 earnings
forecasts for CPA and introduce our FY20 forecast. We maintain our Buy call and
target price of HK$15.50, which is equivalent to 1.0x FY18E P/B.

Financial highlights

YIE 31 Dec 2016 2017 2018E 2019E 2020E
Revenue (HK$ m) 92,751 97,284 104,484 111,056 117,949
YoY growth (%) (9.4) 49 74 6.3 6.2
Net profit (HK$ m) (575) (1,259) 1,724 3,922 5,538
EPS (HK$) (0.146) (0.320) 0.438 0.997 1.408
YoY growth (%) -109.6 119.0 NA 127.6 412
Previous EPS (HKS) 0.446 1.780
Change (%) (1.8) (44.0)
P/E (x) NA NA 2949 12.96 9.18
BVPS (HK$) 14.1 155 15.9 16.7 17.7
P/B (x) 0.92 0.83 0.81 0.78 0.73
Dividend yield (%) 0.39 0.39 1.12 2.55 3.60

Source: Company data, BOCOM Int’l estimates
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Financial Statements

Income statement (HK$ m) Cash flow statement (HK$ m)
YIE 31 Dec 2016 2017 2018E 2019E  2020E YIE 31 Dec 2016 2017 2018E 2019E 2020E
Revenue 92,751 97,284 104,484 111,056 117,949 Pretax profit 223 (580) 2,526 5178 7,219
Operating expenses (84,621) (89,097) (94,660) (96,474) (100,759) Depreciation/amortisation 8,550 9,354 10,017 10,639 11,262
EBIT (420)  (1,167) (193) 3,943 5,928 Associate adjustment (1,627)  (2,259) (5,153)  (4,258)  (4,468)
EBIT margin (%) (0.5) (1.2) 0.2) 3.6 5.0 Change in working capital (7,854)  (7,261) 1,343 1,226 1,285
Interest income 155.0 180.0 174.5 147.0 170.7 Tax paid/credited (750) (783) (747) 239 (241)
Interest expense (1,561)  (2,223) (2,609) (3,169)  (3,348) Profit/loss on asset/inv't disposals 79 (657 0 0 0
Net interest inc (exp) (1,408) (2,043) (2,434) (3,022) (3,177) Other operating 7,909 6,880 0 0 0
Associates/JV 2,049 2,630 5,153 4,258 4,468 Operating cash flow 6,530 4,694 7,986 13,025 15,057
Profit before tax 223 (580) 2,526 5178 7,219
Tax paid (497) (308) (417) (854)  (1,263) Capital expenditure (-) (14,886) (16,926) (15,000) (15,000) (15,000)
Effective tax rate (%) 2229 (53.1) 16.5 16.5 175 Investments (-) (12) 0 0 0 0
Minorities (301.0)  (371.0) (385.8) (401.3)  (417.3) Asset/invest disp at selling price 1,854 2,016 800 800 800
Net profit (575.0) (1,259.0) 1,724 3922 5,538 Equity raised 0 0 0 0 0
% YoY (109.6) 119.0  (236.9) 127.6 41.2 Dividend paid (1,447) (453) (548) (980)  (1,646)
Other investment/equity 540 1,248 0 0 0
Change in net cash/(debt) (7421)  (9421) (6,762) (2,156) (789)
Balance sheet (HK$ m)
As of 31 Dec 2016 2017 2018E 2019E 2020E
Fixed assets Financial ratios
Tangible 106,456 111,182 115913 120,021 123,508 YIE 31 Dec 2016 2017 2018E 2019E 2020E
Intangible 10,934 11,221 10673 10,125 9,577 EPS - headline (0.146)  (0.320) 0.438 0.997 1.408
Associates/JV 23,298 28,144 33297 37,555 42,023 DPS 0.050 0.050 0.145 0.329 0.465
Investment 0 0 0 0 0 BVPS 14.07 15.53 15.87 16.66 17.69
Others 5,341 4,996 4,996 4,996 4,996 CFPS 1.660 1.193 2.030 3.311 3.828
Current assets Change (% YoY)
Cash & equivs 20,290 19,094 16,082 18,677 22,638 Revenue (9.4) 49 74 6.3 6.2
A/C receivable/debtors 9,557 11,361 12,202 12,969 13,774 EBITDA (47.6) 0.7 20.0 48.4 17.9
Inventories 1,514 1,515 1,627 1,729 1,837 EBIT (106.3) 177.9 (83.5) (2,147.2) 50.4
Other current assets 31 865 865 865 865 Net profit (109.6) 119.0  (236.9) 127.6 412
Current liabilities Margin analysis (%)
Current debts 7,217 4,823 4,323 4,823 5,323 EBITDA margin 8.8 8.4 9.4 131 14.6
Finance lease, current portion 4,046 4,065 4,065 4,065 4,065 EBIT margin (0.5) (1.2) 0.2) 36 5.0
A/C payable 19,104 17,057 18,319 19472 20,680 Net margin (0.6) (1.3) 1.6 35 47
Others 13,725 15,333 16,036 18,073 20,085 Profitability ratio (%) - year-end basis
Non-current liabilities ROA (0.3) (0.7) 0.9 1.9 25
Long term debts 36,125 49,071 54,321 59,571 64,821 ROE (1.0) (2.1) 28 6.0 8.0
Obligations under finance lease 22,781 20,435 19435 18435 17,435 ROCE (0.3) (0.8) (0.1) 25 35
Other 18,897 16,322 16,322 16,322 16,322 ROIC 75 5.2 3.0 26 36
Net assets 55,526 61,272 62,833 66,177 70,487 Others
Financed by: Net debt to equity ratio (%) 90.1 971 105.8 104.1 99.2
Share capital 17,106 17,106 17,106 17,106 17,106 ST deblt/total debt (%) 20.0 9.8 8.0 8.1 8.2
Reserves 38,259 43995 45325 48428 52,487 Total debt/Total asset (%) 39.5 416 420 42.0 418
Shareholders' funds 55,365 61,101 62,431 65,534 69,593 EBITDA/gross interest expenses (x) 52 37 38 4.6 5.1
Minority interest 161 171 403 643 894 Dividend payout (%) NA NA 33.0 33.0 33.0
Net assets 55526 61272 62,833 66,177 70,487 Total debt/EBITDA (x) 8.6 9.6 8.4 6.0 53

Accounts receivable turnover (days) 37.6 42.6 426 426 426

Source: Company data, BOCOM Int’l estimates
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Rating System

Analyst Stock Ratings:

Analyst Industry Views:

Buy: The stock's total return is expected to exceed that of the
corresponding industry over the next 12 months.

Neutral: The stock's total return is expected to be in line with
that of the corresponding industry over the next 12 months.

Sell: The stock's total return is expected to be below that of the
corresponding industry over the next 12 months.

Not-Rated: The analyst does not have conviction regarding the
outlook of the stock's total return relative to that of the
corresponding industry over the next 12 months.

Outperform: The analyst expects the industry coverage
universe to be attractive relative to the relevant broad market
benchmark over the next 12 months.

Market perform: The analyst expects the industry coverage
universe to be in line with the relevant broad market
benchmark over the next 12 months.

Underperform: The analyst expects the industry coverage
universe to be unattractive relative to the relevant broad
market benchmark over the next 12 months.

Broad market benchmark for Hong Kong is the Hang Seng
Composite Index, for China A-shares is the MSCI China A Index,
for US-listed Chinese companies is S&P US Listed China 50
(USD) Index.

Download our reports from Bloomberg: BOCM or https://research.bocomgroup.com
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Analyst certification

The authors of this report, hereby declare that: (i) all of the views expressed in this report accurately reflect their personal views about any and all of the subject
securities or issuers; and (ii) no part of any of their compensation was, is, or will be directly or indirectly related to the specific recommendations or views
expressed in this report; (iii) no insider information/ non-public price-sensitive information in relation to the subject securities or issuers which may influence the
recommendations were being received by the authors.

The authors of this report further confirm that (i) neither they nor their respective associates (as defined in the Code of Conduct issued by the Hong Kong
Securities and Futures Commission) have dealt in or traded in the stock(s) covered in this research report within 30 calendar days prior to the date of issue of the
report; (ii)) neither they nor their respective associates serve as an officer of any of the Hong Kong listed companies covered in this report; and (iii) neither they
nor their respective associates have any financial interests in the stock(s) covered in this report except for one coverage analyst who is holding shares of Shimao
Property Holdings Limited.

Disclosure of relevant business relationships

BOCOM International Securities Limited, and/or its associated companies, has investment banking relationship with Bank of Communications, Guolian Securities Co.
Ltd., ,Bank of Zhengzhou Co. Ltd., Human Health Holdings Limited, COFCO Meat Holdings Limited, Hebei Yichen Industrial Group Corporation Limited, China Aircraft
Leasing Group Holdings Limited, Orient Securities Company Limited, Wuxi Construction and Development Investment Co.China Development Bank Financial Leasing
Co., Ltd, Phoenix Healthcare Group ,Co. Ltd, Everbright Securities Company Limited, China First Capital Group Limited, Jiayuan International Group Limited, Luzhou
Xinglu Water (Group) Co., Ltd., Postal Savings Bank of China Co., Ltd., China Merchants Securities Co., Limited, Shandong International Trust Co., Ltd, Guangdong
Kanghua Healthcare Co., Ltd CSC Financial Co., Ltd, BOCOM International Holdings Company Limited, HPC Holdings Limited, Guotai Junan Securities Co., Ltd,
Zhongyuan Bank Co., Ltd, Sichuan Energy Investment Development Co., Ltd, Light Year Holdings Limited and Analogue Holdings Limited within the preceding 12
months.

BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Orient Securities Company Limited.
BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Everbright Securities Company Limited.
BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Guolian Securities Co., Ltd.

BOCOM International Global Investment Limited currently holds more than 1% of the equity securities of Guotai Junan Securities Co., Ltd.

BOCOM International Prosperity Investment Limited currently holds more than 1% of the equity securities of China Xinhua Education Group Limited.
Disclaimer

By accepting this report (which includes any attachment hereto), the recipient hereof represents and warrants that he is entitled to receive such report in
accordance with the restrictions set forth below and agrees to be bound by the limitations contained herein. Any failure to comply with these limitations may
constitute a violation of law.

This report is strictly confidential and is for private circulation only to clients of BOCOM International Securities Ltd. This report is being supplied to you strictly on
the basis that it will remain confidential. No part of this report may be (i) copied, photocopied, duplicated, stored or reproduced in any form by any means or (ii)
redistributed or passed on, directly or indirectly, to any other person in whole or in part, for any purpose without the prior written consent of BOCOM
International Securities Ltd.

BOCOM International Securities Ltd, its affiliates and related companies, their directors, associates, connected parties and/or employees may own or have positions in
securities of the company(ies) covered in this report or any securities related thereto and may from time to time add to or dispose of, or may be interested in, any such
securities. Further, BOCOM International Securities Ltd, its affiliates and its related companies may do and seek to do business with the company(ies) covered in this
report and may from time to time act as market maker or have assumed an underwriting commitment in securities of such company(ies), may sell them to or buy
them from customers on a principal basis and may also perform or seek to perform investment banking, advisory, underwriting, financing or other services for or
relating to such company(ies) as well as solicit such investment, advisory, financing or other services from any entity mentioned in this report. In reviewing this report,
an investor should be aware that any or all of the foregoing, among other things, may give rise to real or potential conflicts of interest.

The information contained in this report is prepared from data and sources believed to be correct and reliable at the time of issue of this report. This report does
not purport to contain all the information that a prospective investor may require and may be subject to late delivery, interruption and interception. BOCOM
International Securities Ltd does not make any guarantee, representation or warranty, express or implied, as to the adequacy, accuracy, completeness, reliability
or fairness of any such information and opinion contained in this report and accordingly, neither BOCOM International Securities Ltd nor any of its affiliates nor its
related persons shall be liable in any manner whatsoever for any consequences (including but not limited to any direct, indirect or consequential losses, loss of
profits and damages) of any reliance thereon or usage thereof.

This report is general in nature and has been prepared for information purposes only. It is intended for circulation amongst BOCOM International Securities Ltd’s
clients generally and does not have regard to the specific investment objectives, financial situation and the particular needs of any specific person who may
receive this report. The information and opinions in this report are not and should not be construed or considered as an offer, recommendation or solicitation to
buy or sell the subject securities, related investments or other financial instruments thereof.

The views, recommendations, advice and opinions in this report may not necessarily reflect those of BOCOM International Securities Ltd or any of its affiliates,
and are subject to change without notice. BOCOM International Securities Ltd has no obligation to update its opinion or the information in this report.

Investors are advised to make their own independent evaluation of the information contained in this research report, consider their own individual investment
objectives, financial situation and particular needs and consult their own professional and financial advisers as to the legal, business, financial, tax and other
aspects before participating in any transaction in respect of the securities of company(ies) covered in this report. The securities of such company(ies) may not be
eligible for sale in all jurisdictions or to all categories of investors.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, country or
other jurisdiction where such distribution, publication, availability or use would be contrary to any law, regulation, rule or other registration or licensing requirement.

BOCOM International Securities Ltd is a subsidiary of Bank of Communications Co Ltd.
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