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Rating:
Upgrade to Accumulate
« Inthe first half year, China Unicom have realizkd revenue of 149.57 billion Target Price (HKD) 1420
RMB (same as below), only an increase of 3.6%, dée first single digit rorecast bividend (RMB) 0.16
increase since the financial crisis, which is mainfluenced by the reform of Closing Price (HKD) 13.02

transformation from business tax to VAT in telecoumication industry and
keen market competition.

. Ho_wever, the company’s business structure is mcpnern(zed. meg 1O ormpany Descrption
adjus_tment of inter-network settlement costs andlng of mobile phone As the only Chinese telecommunication operator going publicin New York,
subsidies make the Company's cost expense rurioatea grovvth speed; and Hong Kong, and Shanghai at the same time, China Unicom mainly operates
the Company's profitabi”ty continues to improveiqﬁh brings a|ong the net fixed telephone serice, mobile communication service, communication
pI’Ofit of 6.69 billion yuan, an yea”y increase2d.8%. which is much higher facility service at home and abroad, network access service, various value-
than the revenue grovvth épeed ’ added telecommunication services and etc.

« We expect that the revenue growth speed of Chinaddnwill slow down. company Data

Potential Upside 11.4%

But, the prospect of performance remains optimistiecause the Tower MarketCap. (HKDm) 24301
Company has been rapidly established to cut caiénse, and at the sam;&terprise Value (HKDm) 363,526
time, the marketing expense will continue to diwpile the profitability of the 52Weekrange (HKD) 889-14.18
company is most sensitive to the cut of expense. Cosing Frice 2w ekrange ——
« Compared with the first mover advantage of 4G byn&hMobile, China o 50%  100%
Unicom has faced challenges in increasing new usdte first half year. But ,;q 180
recently, the company is planning to increasel100gshnd 4G base stations b 160

140

the end of this year. On the basis of strengthe@i@gnetwork (about 500 1500 120

thousand 3G base stations have been establisledgptoy LTE network in
hot spot zones in large scales; and China Unicolinkegp increasing users’
experience, and transplant the 3G advantages terd®f which newly added s5q
users are expected to grow rapidly. Besides, thapeoy gains an upper hanc
with its original 3G network and will carry on tlserategy of 4G/3G integrated °®
operations. Therefore, construction of 4G netwavitlsenjoy cost advantage.
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Investment Action

In general, owing to outside competition of thestise granting of virtual network

operators, rapid growth of WeChat and other OT$syell as inner pressure of theMajor Shareholders

tariff adjustment of operator, China Unicom andeotbperators are facing mucl1thina United Network Communications Group Company 75.94%
larger market pressure. However, the company enjays advantage of
differentiated 3G with rich flow operating experen Investments including
construction of 4G base stations will be conducteethe company for re-
developing of new users in our opinions. Besidég, tompany's profitability
prospect is better than revenue growth and actwg@oeation of diversified
ownership is also expected to bring improvementopérating efficiency and research Department

vitality. research@phillip.com.cn
486 21 51699400-105

3G advantage enables the company to enjoy a higidaeation level than other
competitors which should be maintaine@d/e grant it 20X 2014EPS, at a target
price of HK$14.2. We upgrade it to “Accumulate”inat

Key Financial Summary
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Valuation Method

FYE 12/12 12/13 12/14F 12/15F
Turnover (RMB mn) 248,926 295,038 305,364 331,320
Net Profit, adj. (RMB mn) 7,096 10,408 13,411 14,690
EPS, adj. (RMB) 0.30 0.44 0.56 0.62
P/E (X) 34.4 235 18.5 16.7

BVPS (RVMB) 8.89 9.22 9.62 10.02
P/B (X) 1.16 1.12 1.07 1.03

DPS (RMB) 0.12 0.16 0.22 0.25
Div. Yield 1.2% 1.6% 2.3% 2.4%

Source: Bloomberg, PSR est.
*All multiples & yields based on current market price
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Performance increases by 25.8% in 1H14

According to the recent interim statements publish®y China Unicom, the
company has realized the revenue of RMB 149.5bbijuan (same as below) in
the first half year, only a yearly increase of 3,68tich is the first single digit
increase since the financial crisis. Taken togetslewing down of revenue growth
is mainly caused by the impact of the reform froosihess tax to VAT in the
telecom industry and keen market competition, ascthe earlier 4G deployment of
China Mobile, and the impact from virtual networgevator, Tencent and other
OTT businesses. Therefore, net additions of the pamyls mobile users are
declining, and ARPU goes down. In the first hallagethe company's blended
mobile ARPU value was 47.0 yuan with yearly dedrea®f 3.1%, out of which
ARPU value of 3G was 68.7 yuan, 11.5% down yeay®ar, which was the first
time to break 70 yuan.

Figure 1. Slower Revenue Growth
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Source: Company reports, PSR

But, the company's service revenue have realizeih@aase of 9% to 127 billion
yuan of which have maintained the leading positiornthe industry with 3.4%
higher than the average growth rate. While the itehsales revenue declined by
19% annually. Therefore, the company's businessctsite has become more
optimized, with mobile services accounting for 64%the operating revenue and
non-voice service accounting for 59.5%.

Meanwhile, the company's cost expense increasavisrlthan the revenue increase,
which was mainly benefited from: 1) the adjustmehtinter-network settlement
cost started earlier this year, such a cost ottrapany was saved by 2.35 billion
yuan at a rate of 23.7%; 2) the subsidy amount3férmobile phones was down
21% to 3.33 billion yuan, out of which the subsidythe second quarter was 1.54
billion yuan of yearly 22.5% down, and quarterly.9% down. Finally, the
company's profitability continued to improve wittBEDA yearly increase of
13.1% to 47.82 billion yuan of which accounts fat.&% of the service revenue,
yearly increase of 1.4% which have led to net praffi6.69 billion yuan of yearly
increase 25.8%, with the growth speed much hidhean the revenue growth, which
is corresponding to earnings per share of 0.28h.yua

Figure 2. Cost Breakdown

Cost &Expense 1H12 1H14 | Change
Interconnection charges 9017 7565 -23.72%
Depreciation and amortisation 33906| 36882 8.78%
Network, operation and support expenses 15993 18035| 12.77%
Employee benefit expenses 149341 16969 | 13.63%
Costs of telecommunications products sold 31813 25682 -19.27%
Other operating expenses 294731 33629 14.10%

Sum 136,036 | 138762  2.00%

Source: Company reports, PSR
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Figure 3. High growth of profit than revenue
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Profitability will still win revenue growth

Considering that FDD license for China Unicom i abt opened nationwide and
the deployment of 4G is falling behind, as well tag policy of business tax
transforming to VAT will not officially start to iplement until June. Inevitably
China Unicom's revenue growth will maintain a trexicslowing down, and keep a
low increase speed of single digit.

However, we expect that the company's prospecthef gerformance remains
optimistic. Firstly, though the policy of businesax transforming to VAT is
expected to decline the profit of almost 40%, tlgustment of inter-network
settlement cost basically offsets negative imp&eicondly, along with the rapid
establishment of China Communication Facilitiesvider Limited Company (the
Tower Company), the company will reduce the costtmstruction of steel towers,
supporting facilities, and operation maintenance.aAweak operator, the company
will benefit from such a progress and save cagitplense. Thirdly, the SASAC has
already issued a circular to the three operatolsarly requiring an annual
marketing expense cutting of 20% in coming threesegutive years, and this
measure is expected to deliver great impact ompeeators' mobile phone subsidy,
and the three major operators are expected to obilenphone subsidy of more
than 10 billion yuan in 2014. While in 2013, theperse of mobile phone subsidy
by China Unicom was 7.8 billion, accounting for % 2f the revenue. It is worthy
to mention that China Unicom's profit margin is thevest among the three major
operators, only 5%, while China Mobile is 22%, a@tina Telecom is 9%.
Therefore, the company's profitability is expectede most sensitive to the cutting
of marketing expense.

Figure 4. Lowest EBITDA Margin of China Unicom
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Source: Company reports, PSR
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China Unicom will build 10 thousand 4G base stations

China Unicom had obtained the experimental licdosd-DD LTE in 16 cities by
the end of June, and recently the company has @tatmadd 100 thousand 4G base
stations. In 1H14, the number of the newly built-TIDE base stations by China
Unicom was only 5773, which was not only far behi@tiina Mobile's 300
thousand scale, but also later than China Teleqomggress.

In the first half year, just based on the leadirapifion over 4G license and
construction, China Mobile's newly added users hiept growing which have
already gained a leading advantage. On the conttheynumber of newly added
users of China Unicom has declined. On the bass$rehgthening system based 3G
networks in future (about 500 thousand 3G bas®sthave been established), and
strengthening the deployment of LTE networks in ¢t zones, China Unicom is
expected to increase user's experience, or magplient the 3G advantage to 4G
era, and the newly increased users are also expbéztgain rapid development.
During the first half year, its traffic operatiomsgained an edge with yearly data
traffic increased 82.1% which is far more thanititustry average of 52.1%.

Figure 5. Net Additions of Mobile Subscribers
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Source: Company reports, PSR

Moreover, although construction of base station él strengthened, the company
still maintains the previous capital expense pla8®billion yuan. For one thing,
this is benefited from the establishment of the @&o®ompany, which will help the
company save expenses; for another, the compamg @ai upper hand with its
original 3G networks and will carry on the strategy G/3G integrated operations,
so it will keep enjoying cost advantages while ¢arding 4G networks.

The catalyst

FDD license is available nationwide;

Probe into diversified ownership;

Higher-than-expected newly added 4G users and ARPU.

Risks
Intensified competition of 4G charges;
Capital expenditure is higher than expectation.
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Periodicity: | 2011 | 2012 | 2013 2014F 2015F
Valuation Ratios
Price Earnings 57.41 34.44 23.48 18.45 16.67
Price to Book 1.18 1.16 1.12 1.07 1.03
Dividend Yield 0.97% 1.16% 1.55% 2.13% 2.42%
Per share data(RMB)
EPS Adjusted 0.18 0.30 0.44 0.56 0.62
Book Value Per Share 8.74 8.89 9.22 9.62 10.02
Dividends Per Share 0.10 0.12 0.16 0.22 0.25
Growth &Margin
Revenue growth 22.06% 19.01% 18.52% 3.50% 8.50%
Operating profit growth 4.92% 109.71% 31.37% 31.33% 8.32%
Net profit growth 9.76% 67.87% 46.67% 28.85% 9.54%
Operating Margin 2.86% 5.03% 5.58% 7.08% 7.07%
Net Profit Margin 2.02% 2.85% 3.53% 4.39% 4.43%
Dividend Payout Ratio % 55.74% 39.85% 36.36% 39.08% 0.4058845
Key ratios
Return on Assets 0.94% 1.46% 1.99% 2.52% 2.70%
Return on Equity 2.05% 3.42% 4.86% 5.99% 6.30%
Liability ratio 54.87% 59.41% 58.63% 57.20% 57.20%
Effective Tax Rate 24.49% 25.47% 25.30% 25.00% 25.00%
Income Statement(RMB: mn)
Revenue 209,167 248,926 295,038 305,364 331,320
- Selling, General & Admin Expenses 203,776 237,324 279,271 284,447 308,625
Interconnection charges 16,380 18,681 20,208 15,421 16,732
Depreciation and amortisation 58,021 61,057 68,196 74,509 80,842
Network, operation and support expe 29,449 32,516 33,704 37,560 40,752
Employee benefit expenses 26,601 28,778 31,783 35,575 39,096
Costs of telecommunications produc 29,739 45,040 63,416 50,996 54,668
Other operating expenses 43,586 51,252 61,964 70,386 76,535
Operating Profit 5,975 12,530 16,461 21,617 23,415
- Interest Expense 2,334 3,129 4,035 4,237 4,449
- Foreign Exchange Losses (Gains) -1,207 75 -1,325 -400 -500
- Net Non-Operating Losses (Gains) -750 -195 37 -100 -120
Pretax Income 5,598 9,521 13,714 17,881 19,587
- Income Tax Expense 1,371 2,425 3,306 4,470 4,897
Net Profit 4,227 7,096 10,408 13,411 14,690
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Ratings History
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PSR Rating System

Total Returns Recommendation Rating
> +20% Buy 1

+5% to +20% Accumulate 2

-5% to +5% Neutral 3

-5% to -20% Reduce 4
<-20% Sell 5
Remarks

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 rew ard 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
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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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Website: www.poems.com.sg

HONG KONG
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AUSTRALIA
PhillipCapital Australia
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