China Southern Airlines (1055.HK)

No bright points fundamentally Phillip Securities (HK) Ltd
Bloomberg | Reuters | POEMS Phillip Securities Research
1055.HK | 1055.HK | 1055.HK
Industry : Airlines 17 April 2014
Rating: Accumulate CP:2.43HKD TP:2.6HKD CSA
) Rati 200 A lat
Company Profile - ?’rlg\gllious Rating 2.00 ACc:i:uunr:ll:JIZtZ
China Southern Airlines (CSA) is one of China's Big- 3 Carriers i '
and a member of the SkyTeam. CSA owns 440 Boeing and Target Price (HKD) 26
Airbus planes currently. With the headquarters loca  ted in - Previous Target Price (HKD) 3.26
Guangzhou, CSA is the largest airline for the domest ic Closing Price (HKD) 2.43
passenger volumes. It listed in HKEx in 1997 and SSE in 2003. Expected Capital Gains (%) 7.0%
Expected Dividend Yield (%) 2.6%
Summary Expected Total Return (%) 9.6%
Raw Beta (Past 2yrs w eekly data) 1.12
* Net profit dropped 24% in 2013: CSA announced 2013 Market Cap. (HKD bn) 28,844
results recently (Based on IFRS), the Company’s revenues Enterprise Value (HKD mn) 112,354
amounted to 98.5 billion (RMB, similarly hereinafter), down 52 w eek range (HKD) 241-4.36 |

1% y-y, operating expenses increased by 2.5% y-y. Net Closing Price in 52 w eek range —
profit attributable to the equity holders of the company

recorded 1.896 billion, down 24.2% y-y, with the EPS of 0.2 6.00 1 0% 50%  100% - 160
and the DPS of 0.04, the dividend payout ratio was around 5.00 1 140
20%. 120

4.00 1 100
* Main businesses turned into losses from profits: 3.00 1 80
Excluding newly added exchange gains of 2.6 billion due to 200 - 60
the appreciation of RMB, and the additional asset 40
impairment loss of 0.54 billion, the profit before tax of the 1.00 7 20

Company’'s main businesses turned in losses from profits, 0.00

our adjusted real EPS was -0.03, nonrecurring items such 5 5 6 5 5 &5 o 6 o & &b &

as exchange gains play the key roles of the final profit £ 5 c € 2 %9 &g §F s &5 3

contribution. Due to the growth of financing, debt to equity A A A

ratio located at quite high level, and trended to go up, net === Volume,mn  =——=1055hkequity  =——HSI

debt to equity increased from 218% last year to 246%, we Key Financial Summary

expect the capital interest expenses will face large pressure FYE 12/12  12/13 12/14F 12/15F

in future. Revenue (HKD mn) 99,514 98,547 105,684 114,257
Net Profit, adj. (HKDmn) 2,619 1,986 1,022 2,014

* The volume rose with the non-increase of revenues EPS, adj. (HKD) 027  0.20 0.10 0.21

due to the decrease of ticket price: CSA’s passenger PIE (X),ad]. 7.3 9.4 18.3 9.2

traffic volume in 2013 increased by 9.5% y-y, but the BVPS (HKD) 334 350 3.63 3.85

Company'’s volume rose with the non-increase of revenues PIB (X) 0.6 0.5 0.5 0.5

due the large decrease of flight ticket price of the industry. DPS (HKD) 0.05 0.04 0.03 0.05

On the other hand, the control of the capacity lags behind Div. Yield (%) 26% 21%  1.6%  2.6%

the changes of demand, and the Company’s profitability is Source: Bloomberg, PSR est.

damaged due to the relative rigidity of costs. Under the *All muttiples & yields based on current market price

decreqse of 1.2% in _the fuel cost, the Company’s main Valuation Method

operating expenses increased by 2.5% to 9.83 hillion PB

compared with the end of 2012, the operating expenses of

flights (excluding fuel cost) grew by 6.8%, aircraft and

transportation expenses and depreciation increased largely,

up 15.4% and 9.5% y-y respectively, moreover, net interest

expense increased by 17.8% y-y to 1.34 billion due to the Research Analyst

growth of liabilities. Zhang Jing
zhangjing@phillip.com.cn
+86 63512937-104
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» Operating data was worse than the peers:  CSA's yield
per RPK dropped from 0.68 in 2012 to 0.59, lower than Air
China’s 0.62 and CEA’s 0.6. The Company's passenger
capacity increased by 10.2%, and the load factor decreased
by 0.6ppts y-y to 79.5%, higher than CEA but lower than Air
China. According to routes, in terms of RPK, the volume in
domestic, regional and international routes increased by
8.2%, 1.5%, 15.6% respectively, and load factors decreased
by 1.2, 1.6 and up 3ppts to 80.2%, 71.6% and 77.3%. Yield
per RPK recorded 0.61, 0.84 and 0.5 respectively. CSA
obviously located at the weaker position under the industrial
demand structure of “weaker internally, and stronger
externally” due to its larger proportion in domestic routes.

* No bright points fundamentally : CSA'’s capacity will stay
at the high level in the next two years because of the
previous aircraft orders. As for the demand, there is a small
possibility that the price level trends to go up in domestic
routes under the improvement of the relationship between
the demand and supply due to the sluggish economic
growth, the continued limitation in the consumption of public
funds from the government, and the pressure of the outflow
of short-medium haul passenger to the high-speed railways.
CSA'’s international routes, including the rapid expanded
route in Australia in recent years, are still facing the fiercer
competition to try to gain the market shares, and the
profitability needs to be further improved. Overall, there are
no bright points fundamentally.

* Negative impacts : CSA’s debt to equity ratio in USD
recorded as high as 96%, the profits has the large elasticity
of the changes of RMB exchange rate. Predictably, the
previous “profit contributor”, exchange gains, will transfer to
“profit killer” due to the depreciation of RMB in 1Q2014. The
company just predicted its FY2014Q1 EPS to -0.03-0.036.

* Possible activators:

The possible authorization of wide-bodied aircraft A380 in
international routes will bring the improvement of the
utilization efficiency.

Large capital injection from the government

The improvement of the company’s operating efficiency due
to the reform of state-owned enterprises.

» Valuation and rating: We cut the Company’s estimated
EPS to 0.10, 0.21 in 2014/2015 respectively. Though its
valuation still owns safety margins to some extent as the
current P/B locates at the historical trough, there is a
limitation of the price increase under weak fundamentals.
Our 12-m-target price is HK$2.6, implying an upside
potential of 7%, equivalent to 0.56/0.53xP/B, and
19.6/9.9xP/E for 2014/2015 respectively. We recommend
Accumulate rating.

Fig 1. Breakdown of CSA’s FY2013 Profit(mil)
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Fig 2. View of CSA’s FY2013 Operating Expense

.. ) . Compartsien of operating sapenses
Composition s eferating axperses in 213 P PEFAERG £3pense

B2 mililent

[

B gt spmations Frres

[ JEORRS T S50 i

1 A v aed el 00 1
FOECAE S0

Wrrweosion and by 0008 |

B Gavesl s i |
aTIGREY

B Gappecesi'o sud
TG

Data Source: Company reports, Phillip Securities

Fig 3. View of CSA’s FY2013 debts

513

a
i

Chargs
104,545 B B58 4%
41458 30734 58
246% e Era:

L

- T 460 %)

ETE A
B Pien dSoes (FOAT Midtion) B e oty CRME Milfices

Data Source: Company reports, Phillip Securities

20of 2



CSA(1055.HK)
Phillip Securities (Hong Kong) Ltd Research
17 April 2014

Fig 4. Monthly RPK growth of CSA
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Fig 5. Monthly ASK growth of CSA
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Fig 6. Passenger Load Factor of CSA
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Fig 7. RMB/USD trend

Data source: Bloomberg, PSR

Fig 8. Peer Comparison
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Ticker Name m;ékmiap glEBSt PIB: IE?E PIE  EVIBEst PB fgf;} ;OE
Y41 (Y+1) EBITDA
QAN AU Equity QANTAS 1906 05 05 NA NA 63 05 -17 0.1
LHA GREquity LUFTHANSA 89515 12 11 94 60 34 14 11 58
105 HK Equity CSA 2014 07 07 128 89 73 06 13 57
753 HK Equity AC 58268 08 08 115 89 7.6 09 17 64
293 HK Equity CX 59637 0.9 08 132 97 72 10 16 44
670 HK Equity CEA 3813 12 10 120 85 74 10 17 112
9202 JP Equity AN 59268 10 10 378 241 59 09 11 66
SIA SP Equity SIA 76218 09 09 254 176 41 09 18 29
DAL US Equity DAL 210178 20 18 121 103 56 23 218 NA
AAL US Equity AAL 123295 66 35 70 61 50 NA NA NA
UAL US Equity UAL 12005 37 23 102 74 56 51 15 33.1
LUV US Equity LUV 123866 20 18 159 138 58 22 40 105

Data source: Bloomberg, PSR
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FYE DEC FY11 FY12 FY13 FY14F FY15F
Valuation Ratios
PIE (X), adj. 3.8 7.3 9.4 18.3 9.2
P/B (X) 0.60 0.58 0.55 0.53 0.49
Dividend Yield (%) 10.1% 2.6% 2.1% 1.6% 2.6%
Per share data (RMB)
EPS, reported 0.52 0.27 0.20 0.10 0.21
EPS, adi. 0.52 0.27 0.20 0.10 0.21
DPS 0.2 0.05 0.04 0.03 0.05
BVPS 3.28 3.34 3.50 3.63 3.85
Growth & Margins (%)
Growth
Revenue 18.2% 10.1% -1.0% 7.2% 8.1%
EBIT -53.5% 17.1% -70.4% 61.0% 35.1%
Net Income, adj. -11.8% -48.7% -24.2% -48.5% 97.0%
Margins
EBIT margin 4.8% 5.1% 1.5% 2.3% 2.9%
Net Profit Margin 5.7% 2.6% 2.0% 1.0% 1.8%
DIE 38.4% 18.7% 19.8% 28.8% 24.4%
Key Ratios
ROE (%) 15.9% 8.1% 5.9% 2.9% 5.5%
ROA (%) 3.9% 1.8% 1.3% 0.6% 1.1%
Income Statement (RMB mn)
Revenue 90,395 99,514 98,547 105,684 114,257
Operating expenses (87,063) (95,877) (98,280) (104,585) (112,497)
Other Gains-net 1,021 1,462 1,243 1,332 1,525
Profit from operations 4,353 5,099 1,510 2,431 3,285
Non-operating income/expense 2,577 (361) 1,974 (643) (265)
Profit before tax 6,930 4,738 3,484 1,788 3,020
Tax (840) (954) (734) (340) (583)
Profit for the period 6,090 3,784 2,750 1,448 2,437
Minority interests (980) (1,165) (764) (426) (423)
Total capital share 9,818 9,818 9,818 9,818 9,818
Net profit 5,110 2,619 1,986 1,022 2,014
Source: PSR
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——— Market Price

7 Source: Bloomberg, PSR
Target Price
&
5 |
3 A . #Sﬁ;ﬂy "I,l.: v ! 'I"u'u"‘h.l""' .\‘r-u-,.‘ ﬁ.;
2 “H;'h ﬁlmlhw"ww
1 L
H
8% 8% 2% 8% 2% 3§ 2% 28 3% 58 3% a3
1 ............................ I R
2 | | [ 1 T
3
4
5

PSR Rating Sy=stem

Total Returns

Recommendation Rating

= +20% Buy 1
+59% to +20% Accumulate 2
-53% to +5% Meutral 3
-5% to -20% Reduce 4
<-20% Sell 5]
Remarks

We do not baze our recommendations entirely on the abowve guantitative return bands.
We conzider qualitative factors like (but not limited to} a stock's risk reward profile, market
zentiment, recent rate of =hare price appreciation, presence or abgence of stock price
catalyzetz, and =peculative undertones surrounding the stock, before making our final
recommendation
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PHILLIP RESEARCH STOCK SELECTION SYSTEMS

Total Return Recommendation Rating Remarks
>+20% Buy 1 >20% upside from the current price
+5% to +20% Accumulate 2 +5% to +20%upside from the current price
-5% to +5% Neutral 3 Trade within * 5% from the current price
-5% to -20% Reduce 4 -5% to -20% downside from the current price
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider qualitative factors like (but not limited to) a stock's risk
reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and speculative undertones
surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER
This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the
terms and limitations set out below.

This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct
or consequential loss arising from any use of material contained in this publication.

The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any
analysis, forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are
expressions of belief only. Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such
information or Research is accurate, complete or verified or should be relied upon as such. Any such information or Research contained in this publication is
subject to change, and Phillip Securities shall not have any responsibility to maintain the information or Research made available or to supply any
corrections, updates or releases in connection therewith. In no event will Phillip Securities be liable for any special, indirect, incidental or consequential
damages which may be incurred from the use of the information or Research made available, even if it has been advised of the possibility of such damages.

Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at
any time without prior notice.

This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs
of any particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should
seek advice from a financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or
particular needs of that person, before making a commitment to invest in any of such products.

This publication should not be relied upon as authoritative without further being subject to the recipient’'s own independent verification and exercise of
judgment. The fact that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a
representation that any product described in this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products
which may be described in this publication involve significant risks and may not be suitable for all investors, and that any decision to enter into transactions
involving such products should not be made unless all such risks are understood and an independent determination has been made that such transactions
would be appropriate. Any discussion of the risks contained herein with respect to any product should not be considered to be a disclosure of all risks or a
complete discussion of such risks.

Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in
this research should take into account existing public information, including any registered prospectus in respect of such security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation
covered in this report.

Firm’s Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial
interest of 1% or more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed
corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country
where such distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any
registration or licensing or other requirement, or penalty for contravention of such requirements within such jurisdiction.

Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear
responsibility for any loss occasioned by reliance placed upon the contents hereof. PSHK (or its affiliates or employees) may have positions in relevant

investment products. For details of different product's risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.

© 2014 Phillip Securities (Hong Kong) Limited
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