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Huaneng Power Int’'l Inc (902.HK)

Attractive valuation

Hong Kong | Electricity Supply | Company report

Investment Summary

) We estimated a weak 2016 result with decline in net profit, however we
believe the valuation is appealing.

® China electric power demand possibly bottomed, perhaps if the electricity
consumption continue to grow steadily, would improve the firm's long-term
earning power.

®  China Coal price surge possibly ended, beneficial to the control of electricity
generation costs.

Company Overview

Huaneng Power International Inc. and its subsidiaries mainly engaged in developing,
constructing, operating and managing large-scale power plants throughout China.
As of 30 June 2016, the Company is one of China's largest listed power producers
with controlling generation capacity of 82,571 MW and an equity-based generation
capacity of 75,403 MW.

Below is a diagram to show the distribution of power plants of the company:
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According to the firm's 1H2016 interim results, the Company and its subsidiaries
recorded consolidated operating revenue of RMB52.924 billion, representing a YoY
decrease of 18.96%. The net profit attributable to equity holders of the Company
was RMB6.177 billion, representing a YoY decrease of 30.99%.

Along with overall unfavorable business environment of the power generation
industry, the firm experienced tough times in last year. The most obvious problem
is that, the price surge of the thermal coal resulted a significant impact on the cost of
power generation. Moreover, the Excess Capacity of the power generation industry
is another crucial problem. China’s industrial power use growth has slowed in
resulting the decrease in the power generation.
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The group announced that the company's total power generation by the
power plants within China on consolidated basis amounted to 313.690 billion
kWh, down 2.13% YoY in 2016, and the total electricity sold by the company
amounted to 295.800 billion kWh, down 2.05% YoY. In 2016, the group's
average on-grid electricity settlement price for its power plants within China
amounted to RMB396.60 per MWh, down 10.53% YoY. As a result, it is has
been estimated that our 2016E EPS is RMB 0.64 per share in 2016, a decline
of 32% YoY.

However, the stock is trading at approximate 7x FY2016E PE and 0.78x Price to
Book Ratio, we believe most unfavorable information basically priced in on the
stock price. In 2016, the stock had underperformed by around 35%,
compared with the Hang Seng Index, which the valuation might already
become appealing.

In addition, as the firm is the one of the largest power generator in China. It is
hard to ignore that the group is a monopoly company, and also since the
national standards for energy saving environmental protection is pushed
higher and the environmental protection restrictions for energy development
is much more tightened, the barriers to entry has become higher and higher
for new entrants. Thereby, the group still has favorable long-term prospects.

The Valuation is attractive

By simply look at the PB ratio, aims to examine the attractiveness of the
valuation, at least in the book value point of view.

The Chart in below shows 10 years of PB ratio of Huaneng Power, the statistic
started on 27/3/2016, with 2 standard deviation banh.

10 Years PB Band Chart
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Source: Bloomberg, Phillip Securities (HK) Research

From the chart above, we can see that the valuation is actually appealing.
Approximately, the average 10 years PB ratio is 1.385, one standard deviation
below is 0.978, and the stock trades well below 0.978x PB.
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These were two periods that the firm's Price to Book Ratio similar to now, the
first period is during the 2008 financial crisis and the 2011 European debt
crisis.

Although the valuation looks appealing by just looking at the PB ratio, the
recent profitability, liquidity and operation efficiency are also the important

factors. We have collected some key figures in the table below:

In Millions of CNY 1H 2015 2H 2015 1H 2016
Return on Assets 4.76 4.48 3.55
Cash From Operations 24,048 18,315 19,466
Long Term Debt to Total Assets 27.79 25.32 27.27
Current Ratio 0.28 0.27 0.27
Asset Turnover 0.46 0.42 0.38
Free Cash Flow 8,036.1 2,259.2 8,319.4
Free Cash Flow/Share 0.56 0.16 0.55

Source: Bloomberg, Company reports, Phillip Securifi¢k) Research

According to the 2016 interim result, the group still has an abundant
operating cash inflow of RMB 19,466 million, which surprisingly increased by
6.28% compared with the previous 6 months. Although the long term debt to
total assets ratios rose to 27.27, the current ratio stayed the same. As the first
half of 2016, the group still has free cash flow per share of 0.55 RMB, almost
identical to the same period in 2015, indicated the free cash flow is possibly
still abundant.

The Return on Equity ratio is also crucial, which can provide more
information regarding the profitability of the group.

Huaneng Power 10 years ROE
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Source: Wind, Phillip Securities (HK) Research

According to the data collected from Wind, the ROE for last 3 seasons is
11.25% indicating that the profitability is acceptable for the period, and the
stock trades at around 0.78x PB ratio currently. The firm's profitability was
unfavorable in two periods. The first period was 2008 during the Financial
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Crisis, the firm's ROE was -9.4%, and the stock traded at lowest PB of 0.82.
The second period was 2011 during the European debt crisis, the firm's ROE
was only 2.26%, and the stock traded at the lowest PB of 0.67. This could
indicated that most of the unfavorable information are already reflected in
the stock price, and the group possibly undervalued in recent times due to
market overreaction.

Moreover, to see whether Huaneng Power is undervalued, we used a simple
Discounted Dividend Model for evaluating the intrinsic value. The annual
market return of HSI that we use for the calculation is 7.16%, which is the
data collected from 31th Dec 1995 to 31th DEC 2016. We used the 10 years
China government bond yield of 3.27% as the risk free rate, and the historical
Beta of the stock is 0.729. From that, we calculated that the required return of
the stock is 6.11%. Our forecasted dividend per share for next year is 0.26
RMB per share. Basic on the 10 years average ROE figure and we assumed the
dividend payout ratio will stays the same as 50%, we speculated the dividend
growth rate is 2.47% under normal situation and 1% for the worst situation.
As a result, we calculated the intrinsic value of RMB 7.14 per share for the
normal situation, and it is surprisingly close to the A share price of the group
in the China A market. Under the worst situation, the intrinsic value is still
RMB of 5.09 per Share. Therefore, the H share of the Group is trading at below
intrinsic value. Basic on our estimated intrinsic value of the firm and the
current PB ratio, it is reasonable to believe that the stock is undervalued.

China electric power demand possibly bottomed

According to the China National Energy Administration, the total power
consumption grew 5% YoY to 5.9 trillion kilowatt hours in 2016. Electricity
consumed by the service sector surged 11.2% last year, in line with 5.3%
growth and 2.9% increase in the agricultural and industrial sectors in the
period. From the whole year data, the main cause of the Excess Capacity of
the power generation industry is slowed growth in the industrial electricity
use. As its economy also slows, China possibly switch to less energy-intensive
industries in order to be more resource-efficient.

However, according to the China Electricity Council, in November 2016, the
total industrial electricity Consumption grew 5.9% to 370.5 billion kilowatt
hours, accounting for 73.1% of the total power consumption.

20
15
10
5
%
0
v
5
-10
15
L2545 67 87 108 1273 38 sA 7R 95 1A128 45 67 8 10
i 0145 20188, 20166
—BTiEE —ETEE

Source: National Bureau of Statistics of ChiRajllip Securities (HK) Research

The light industrial electricity consumption grew 7.2% to 62.1 billion kilowatt
hours, accounting for 12.2% of the total power consumption. The heavy
industrial electricity consumption grew 5.7% to 308.4 billion kilowatt hours,
accounting for 60.8% of the total power consumption. Moreover, the group
recently announced a better quarterly operation figure. For the fourth
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quarter of 2016, the company's total power generation by the power plants
within China on consolidated basis amounted to 81.097 billion kWh, up
2.02% yearly, and the total electricity sold by the company amounted to
76.064 billion kWh, up 1.57% yearly. All these figures indicated that China
electric power demand possibly bottomed, perhaps if the electricity
consumption continue to grow steadily, would also improve the firm's long-
term power of earning.

China Coal Price surged significantly, correction expected

Since the China government has been implemented a successful coal supply-
side structural reform, including the strictly production limitation and
reduction policy in major coal producing areas, as well as intensified the
inspection on illegal coal mines and closure and suspension of mines. The
China Nationwide Thermal Coal Price Index, the coal price rose to 534.92 per
tonne in the last month of 2016, roughly more than 60% increase since the
start of the year, according to the data from Bloomberg. The surged coal price
had a significant impact on the power of earning of the coal-fired power
generation companies, no exception for Huaneng power international.

China Nationwide Thermal Coal Price Index
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Source: Bloombergphillip Securities (HK) R
However, the significant price increases disrupted the coal industry's
capacity reduction and hurt the business of downstream industries, could
cause the serious excess capacity problem reappeared in the coal industry. On
the demand side, the end of the winter heating season will also reduce the
demand for Coal. As a result, the coal price surge would possibly ended in
recent time, and at least a price correction is expected, it is beneficial to the
firm’s fuel cost reduction. Moreover, according to the company, they have
fully analysed the market, reinforced and deepened its cooperation with
large-sale coal companies, highlighted the bids and price comparison for
open-market coal, and at the same time improved coal importation. As a
result, along with the correction of the coal price, we believe the group has
the ability to effectively controlling the electricity generation cost.

Valuation

Taking all the points mentioned above into consideration, Huaneng Power
International Inc's target price is therefore $5.72, with Accumulate rating
assigned, represents 0.89x FY16 P/B and 0.86x FY17 P/B. (Closing price at 1
FEB 2017)
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Risks

Risks relating to the power demand in China, the overall power demand could
keep declining if the economic growth slows down.

Risks relating to coal market, the fluctuation on the coal price will bring
certain degree of risks to the fuel cost control

Risks relating to electricity tariff, it could cause uncertainty on the electricity
pricing.

Risks relating to environmental protection policies, the national standards for
energy saving environmental protection could pushed higher and the
environmental protection restrictions for energy development is possibly
more tightened.

p PhillipCapital

Financials

FYE 2013 2014 2015 2016 F 2017F
Valuation Ratios

Price Earnings Ratio (P/E) 7.39 9.76 5.96 7.11 8.95
Price to Book Ratio 1.23 1.61 1.01 0.80 0.78
Per share Data(RMB)

Basic Earnings per Share 0.74 0.86 0.94 0.64 0.52
Book Value per Share 4.44 5.20 5.54 5.68 5.86
Dividends per Share 0.38 0.38 0.47 0.32 0.26
Revenue Growth YoY -0.38 4.66 -8.08 -11.99 2.01
Growth & Margins(%)

Operating Income or Losses 42.19 17.31 3.03 -29.80 -15.27
EPS 89.74 16.22 9.30 -31.91 -18.75
Net Income 89.14 16.85 12.06 -31.91 -18.75
Operating Profit Margin 18.16 20.35 22.81 18.03 14.98
Net Profit Margin 7.85 8.77 10.69 8.40 6.45
Key Ratios

ROE 17.58 17.73 17.16 10.94 8.74
ROA 4.00 4.33 4.48 3.92 3.14
Income Statement( RMB:mn)

Revenue 133832 125407 128905 113442 115727
Operating Income or Losses 24111 25275 29142 20456 17333
Pre-Tax Income 17422 19050 22958 15031 11986
Net Income/Net Profit (Losses) 10426 10757 13651 9373 7165

Source: Company reports, Phillip Securities (HK) Research Estimates

(Financial figures as at 1 February 2017)
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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 +5% to +20%upside from the current pice

2

-5% to +5% Neutral 3 Trade within _ + 5% from the current price

-5% to -20% Reduce 4 -5% to -20% downside from the current pige
<-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.
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