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Disclaimer

UBS AG ("UBS") was engaged by the Government of the Hong Kong Special Administrative Region
("HKSARG" or the "Government") to provide independent advice on the feasibility of partial privatization of
Airport Authority Hong Kong ("AA"). Our financial advice, under the terms of our engagement contract,
was contained in various reports to HKSARG (the "Reports"). The information and analyses contained in,
and opinions expressed in, the Reports were based, among other things, upon confidential information
provided to UBS by Government and AA.

This document is an abridged version of the Reports produced at the request of the Government. Given that
the analysis underlying some elements of the report has been based on sensitive information, sections
containing or referring to such sensitive information have been omitted from this abridged version.
Accordingly, this document does not purport to or necessarily contain all the information that may be
necessary to fully evaluate the feasibility of a partial privatisation.

No representation or warranty, expressed or implied, is or will be made in relation to the accuracy, fairness,
reasonableness or completeness of any information contained in this document or that any information
remains unchanged in any respect. No responsibility or liability is or will be accepted by UBS or by any of its
officers, employees, advisors and agents in relation thereto and accordingly none of them shall be liable for
any cost, loss or damage incurred or suffered by any recipient or any other person in connection with or
arising out of the use of this document or any reliance placed thereon. Information included in this
document is based on the conditions prevailing at the time of the partial privatisation study and may be
subject to change or amendment to reflect changing circumstances.
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Introduction

The Government has articulated five key objectives for the potential partial privatisation of AA. These are: (i)
reaffirming the Government’s commitment to a free market economy, thereby reducing the role of the public
sector; (i) optimising the utilisation of scarce public resources; (iii) introducing private ownership to further
strengthen commercial focus at AA and broaden access to AA's sources of capital; (iv) enhancing the diversity
and depth of the Hong Kong equity market; and (v) providing the Hong Kong public with the opportunity to
share in the success and growth potential of AA. These objectives will frame our discussion of each of the
monetisation alternatives considered.

1.1 FRAMEWORK FOR EVALUATING EACH OF THE MONETISATION ALTERNATIVES

Hong Kong International Airport (“HKIA"”) is a world-class asset, renowned for its service quality and
efficiency, and is strategically positioned as the gateway to the most dynamic and fastest growing region of
the world. Superior operating efficiency and a highly effective crisis response to SARS attest to the quality,
strength and vision of the management team. The proposed partial privatisation will be a landmark
transaction, generating substantial interest from investors in Hong Kong and globally.

There are a range of monetisation alternatives, including privatisation via IPO, that are potentially available to
the Government of Hong Kong Special Administrative Region (“HKSARG" or the “Government”) in respect
of AA. In developing the optimal monetisation alternative, we have measured each option against a defined
set of criteria, as outlined below.

Valuation of

equity/proceeds + Maximise valuation/proceeds within the selected monetisation alternative

¢ Reaffirm commitment to a free market economy and minimise the need for
Ferrirnr] il Government financial input; enhance AA’s independent access to equity capital

of Government ¢ Ensure that an acceptable level of HKSARG influence and control is retained
+ Maximise the value and liquidity of the Government'’s residual holding

- hi + Encourage broad investor participation
wnershi
s Share AA’s success and growth potential with the Hong Kong public

Government: Optimise the utilisation of scarce public resources

+ AA: Impact of monetisation option on AA’s management and business,
Impact on key including level of commercial discipline, drive and focus, and access to a range

stakeholders of funding sources
Users: Impact of monetisation option on airline and other users

+ Potential investors: Impact on investor demand

Development of | | ¢ Provide the platform to secure HKIA's status as the leading regional aviation hub

Hong Kong + Attract new capital to Hong Kong

and HKIA Promote development and diversity of domestic capital markets

Ability to + Selected monetisation strategy should be easy to implement

implement; ease ¢ Legal implications (e.g. AA Ordinance / amendments required)

of execution Minimise execution risk
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1.2 RATIONALE FOR AIRPORT PRIVATISATIONS

In reviewing the rationale for precedent airport privatisations, several common themes consistently emerge,
some of which are more applicable to AA and Hong Kong than others.

Firstly, airport privatisation can facilitate the use of private capital to fund the future investment requirements
of a strategic national asset.

While AA is a relatively new airport with ample capacity, it is also growing very rapidly and will in the medium
be in need of new capital to enable it to make continuous investments in HKIA and maintain its competitive
edge. A privatisation will diversify and broaden AA's access to capital markets and also provide it with
additional discipline in making timely and effective investments.

Secondly, privatisation provides a clear and determined signal of government’s desire to reduce its
participation in a market economy. Privatisation of airports is a key and growing trend in China, Asia and
other parts of the world. In Hong Kong, the SAR Government has always adhered to the principle of “small
government” in the belief that this will lead to better and more efficient allocation of resources.

Thirdly, in the case of privatisation via IPO, this allows for the broad distribution of ownership and provides a
diversified source of funding for airports through access to deep and liquid equity markets. We anticipate
that the privatisation of AA will allow the Hong Kong public to participate in the growth and success of this
important asset.

Fourthly, privatisation generates proceeds to satisfy government funding requirements and provides the
government with the flexibility to redirect public funds towards other purposes such as healthcare and
education. This need in Hong Kong for Government income is much less acute than in other countries and
hence is not an overriding consideration.

Finally, privatisation can enhance the commercial discipline and focus of airport operations, thereby
motivating staff to drive increased operational efficiency, service standards and profitability. Private
management and ownership is likely to enhance the ability to respond swiftly to changing market conditions.
It will also be more responsive to commercial opportunities and subject to a supportive economic regulatory
framework, encourage development of complementary businesses.

It has been questioned whether there was any urgent need to privatise AA given that it already delivers high
commercial and operating standards, and that therefore any benefits are likely to be less prominent.
Notwithstanding the merits outlined above, we believe there are tangible benefits for the stakeholders of AA
in a privatisation for the following reasons:

¢ The market provides a level of scrutiny and a prompt, transparent reward-penalty system that cannot be
replicated and hence encourages continuous improvement and innovation

+ Privatisation will better position AA to fully leverage its airport management skills to develop commercial
opportunities in the mainland and elsewhere

+ AA’s performance-oriented culture will be better sustained as a private enterprise
+ Continued development of AA’s business will create more varied job opportunities, providing AA's staff
with better career prospects and job satisfaction

13 KEY STAKEHOLDER CONSIDERATIONS

Government and public

¢ |s there substantial future infrastructure investment required in AA’s case that can be funded by the
private sector?

— Access to the equity capital markets will diversify AA’s funding base
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+ Wil privatisation enable the more efficient utilisation of scarce public resources?
— While AA already has access to debt capital, privatisation will allow AA also to tap equity capital,
thereby reducing the likelihood of “cash calls” from Government, should these arise
+ Will privatisation promote the regional and economic development of Hong Kong, the depth and diversity
of domestic capital markets, and the status of HKIA as a regional aviation hub?
— The privatisation method chosen will drive a number of these benefits

¢ What is the optimal strategy that maximises sale proceeds within the relevant constraints?
— The optimal strategy will be determined with reference to, inter alia, AA’s business, and its prospects,
and the desired level of Government control
+ How can the Government exercise reasonable powers over this strategic asset?

— Governments around the world have used a number of methods when privatising their airports
including aerodrome licenses and economic regulation

AA

¢ Will privatisation maximise commercial discipline and focus, financial independence, returns and
management autonomy?
— Yes, within the bounds of AA being a strategic national asset

¢ Does privatisation facilitate AA’s ability to preserve its regional leadership while providing the platform to
build first-class facilities to meet demand?
— Yes, access to the equity capital markets will diversify AA’s funding base and impose capital discipline

¢ Can privatisation help motivate management, staff and employees to strive for excellence?
— Yes, privatisation, in particular via IPO, can include employee and management performance-related
benefits and incentive schemes that better align employee, company and shareholders’ interests
¢ Does privatisation provide access to additional sources of capital (e.g. equity)?
— The extent depends on the privatisation route chosen

Users

+ Can privatisation encourage the timely development of high quality infrastructure and the quality of
service, safety and efficiency provided by HKIA?
— Yes, AA's team will continue to build on these key deliverables post privatisation

+ Will privatisation simply replace a “public monopoly” with a “private monopoly”?
— Economic regulation and competition from other airports should ensure that there is no monopoly
abuse
+ Will airport charges be reasonable post-privatisation?

— From an economic perspective, AA should be allowed to earn a reasonable rate of return on its assets.
The “reasonableness” of charges will need to be measured in the context of overall quality of service
and efficiency

Potential Investors

¢ How attractive is AA's investment proposition?

— The business is very attractive; value depends on, inter alia, AA’s financial profile going forward and
prevailing market conditions at the time of privatisation

+ Does the investment opportunity satisfy investor return requirements?
— This will depend on AA'’s financial profile and risk associated with its projected cash flows
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The importance of capital structure

AA's management has achieved significantly improved results over the past few years and is continuing to do
so. Shareholder value can be further enhanced by focusing on minimising the cost of capital, usually referred
to as the weighted average cost of capital (“WACC"). This will require optimising the mixture of debt and
equity in AA's capital structure.

As brief background, capital structure efficiency is often measured by comparing a company’s return on
invested capital to its cost of capital. The difference between these two figures is called the Residual
Economic Value; this is a measure of overall value creation or value erosion.

Residual Economic Value (“REV")

as a percentage of invested capital

Weighted average

1
Return on invested . I
cost of capital I
[

= capital (“ROIC") -

("WACC™)
L - - - - = e—ee-—-—-—-—--———= |
After tax Market cost
operating profit of equity
- +
Invested After tax
capital cost of debt

Effects of sub-optimal capital structure

Overcapitalisation (excessive equity) Undercapitalisation (excessive debt)

+ Too much equity will result in an unnecessarily ¢ This will impose restrictions on the business’

high WACC and a low return on equity

A high cost of capital may result in under-
investment

Projects/acquisitions will have difficulty passing
the required return threshold and the company
will therefore be less aggressive/competitive in
the pursuit of new projects
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ability to finance for new investments

If there are severe unforeseen shocks, the
ability of the business to service its debt may
be strained and in the extreme, would lead to
creditors demanding loan repayment

A rebalancing of AA’s debt and equity to optimise its capital structure will enhance its capital efficiency and
shareholder’s value.
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Overview

We have considered the following monetisation options for the potential privatisation of AA:
a) Initial Public Offering ("IPO") on the Stock Exchange of Hong Kong
b) Sale of a minority stake (<50%) of AA to a strategic investor

) Securitisation

N

d) Exchangeable bonds
e) Sale to EFIL

We believe that options ¢), d) and e) do not fulfill Government's stated objectives as described in Section 1
and we have therefore not discussed them further in this paper. In the following pages we have evaluated
each of options a) and b) in more detail according to the framework described in Section 1.
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IPO

UB Investment
Bank



IPO

1. TRANSACTION STRUCTURE AND TIMING

Transaction structure

Key features

¢ The Government launches an initial public
offering for AA on the Hong Kong Stock

Government Public Exchange (“HKSE”)
¢ Flexibility on amount of shares Government

(100-)% X% can sell; ability for company to raise new

equity

¢ Key considerations include:
— Suitability of the business for listing
AA — Offer structure and size
— Corporate governance
— Employee and Hong Kong retail
participation programmes
Indicative IPO timetable'
Week 1 2 3 4 5 6 7 8 9 10 11 12

Documentation / Due diligence
Preparation of accounts
Financial modelling / valuation |
Development of investment case ]
Pre-marketing |
Roadshow / bookbuilding |
Pricing *
Note:

1

2.

*

Assumes AA is corporatised and regulation is in place prior to launch

MEASURING AN IPO AGAINST KEY CRITERIA

Valuation — Value will be driven by the future prospects of AA, which will in large part be determined
by the agreed regulatory framework, corporate governance, capital structure etc. Maximum sale proceeds
will be difficult to achieve as no “control premium” (which a single buyer may be prepared to pay) is
justified

Continued role of Government — An IPO structure gives the Government the flexibility to retain a
majority residual stake in AA and maximises the liquidity of the Government’s residual shareholding

Ownership — An IPO facilitates substantial participation by employees and domestic retail investors in a
strategic national asset

Impact on key stakeholders — The Hong Kong public and investors will be familiar with the IPO
structure, given the MTRC precedent. In respect of AA’s management and business operations, broad
private ownership and disclosure and public scrutiny as a listed entity will enhance commercial focus, drive
for operational efficiency and management accountability, and increase business autonomy and financial
flexibility at AA. Management incentive programmes, based on public market benchmarks, may also be
introduced to align management and shareholders’ interests

Ability to implement and ease of execution — As with any other monetisation option, a degree of
execution risk is involved. This is particularly the case for IPOs, given the sensitivity of a successful equity
issue to prevailing market conditions and investor sentiment

Investment
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¢ Legal implications — An IPO would require the corporatisation of AA with the associated legislative
changes and the vesting of its property, assets and liabilities into the ListCo. As per the views of legal
advisers, the formula of statutory vesting of all rights and liabilities of the existing Airport Authority in a
Cap.32 company, whose shares can then be sold to outsiders, is tried and workable (e.g. MTRC) and is far
simpler and more effective than attempting to transfer rights and liabilities by any other means. The major
legal implication is ensuring that all consequential necessary legislative and regulatory amendments are
identified and dealt with. Similarly any impact on international agreements will need to be identified and
any necessary steps taken to ensure compliance with Hong Kong's obligations. If any change in
international obligations is envisaged, Basic Law 13 needs to be borne in mind to see whether it might
have any application (Central People’s Government responsibility for Hong Kong's foreign affairs)

+ Development of Hong Kong and HKIA — An IPO increases the international profile and visibility of AA,
establishes a deep future funding platform for AA and increases the depth and diversity of the Hong Kong
equity market

3. OTHER CONSIDERATIONS

¢ Size of offering
An important consideration in determining the size of the IPO is the Government'’s desired residual
shareholding and level of control. We expect that the Government will seek to maintain a reasonable level
of control over AA given its strategic importance to Hong Kong and the domestic economy. In the case of
a partial IPO, institutional investors will typically expect the Government to indicate its longer-term
intention in relation to its residual stake. In the case of MTRC, the Government provided an undertaking
in the prospectus that it intended to retain at least 50% of the company for a period of 20 years post-IPO.
From an international perspective, it is not common for governments to commit for such long periods of
time. The Government may also wish to consider the implementation of additional control mechanisms,
particularly if an IPO of a majority stake is selected as the preferred privatisation strategy, including a
single shareholder limit or foreign ownership limit. The flipside of this is that such restrictions are likely to
have an impact on value as they would eliminate the possibility of a takeover.

+ Impact on credit rating
Recent rating agency actions in Europe with regard to both ADP and Schiphol suggest that the agencies
are adopting a more conservative approach to airport ratings by evaluating them on a stand-alone basis
(i.e. without Government support). However, in Asia, we understand that the linkage between
government-owned companies and sovereigns remains strong.

¢ Maximising value in the IPO

From an implementation perspective, a well-structured and executed IPO will maximise value for the

Government and AA. In order to maximise valuation at the time of IPO, a number of important

considerations must be addressed, including:

— Offer and syndicate structure should be designed to maximise the efficiency of the marketing and
execution process. 2-3 Joint Global Coordinators / Joint Bookrunners could be appointed to lead both
the Institutional Offer and the HKPO. Key selection criteria should include knowledge and
understanding of AA, marketing and distribution strength, demonstrable ability to generate demand
of the highest value for issuers, credibility and rankings of research analysts, and experience in
executing similar offerings globally and in Hong Kong

— Offer size: This needs to be sufficiently large to facilitate the participation of key investors and ensure
adequate liquidity in the secondary market, whilst not being too large for the market to absorb

— Marketing campaign:

— Institutional investors will provide price leadership in an IPO and will drive demand and valuation
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— Given the familiarity of Hong Kong retail investors with AA, retail demand will be strong and can
be maximised through the use of a comprehensive targeted marketing programme (including the
use of marketing materials, call centre, website and potentially, retail incentives)

¢ Listing venue
We believe that a Hong Kong listing is adequate for AA. We do not believe that a dual listing will add to
the success of a potential IPO, or increase the achievable offer size or valuation of AA. Neither the MTRC
or BOCHK IPOs involved an overseas listing; Grupo Aeroportuario del Sureste SA (ASUR) in Mexico is the
only airport IPO to have chosen the dual listing route. There were a number of specific reasons for this
including the limited depth of the domestic market, the inability of foreign institutions to invest in
securities listed in Mexico and the desire to embrace US GAAP and SEC disclosure and corporate
governance requirements.
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Sale of minority stake to a strategic investor

1. TRANSACTION STRUCTURE AND TIMING

Transaction structure

Key features

. ¢ The Government sells a minority stake in AA to
Government Strategic Partner a strategic partner and retains the remaining
stake
100-x% X% ¢ A new corporate structure for AA is preferable
¢ Third party interest likely to be driven by
associated preferential trading relationships
AA ¢ May draw interest from “trophy asset” hunters
Indicative timetable
Week 1 4 5 6 7 8 9 10 11 12 13 14 15 16
Strategic sale
Approach potential bidders
Sign confidentiality agreement with selected
bidders
Draft sale and purchase agreement | ]
Due diligence by bidders C—
Binding financial and technical bids —/
Evaluate bid proposals
Selection of preferred bidder P'S
Negotiations

Sign sale and purchase agreement
Completion of strategic sale

A strategic stake of less than 50% will not deliver full control to a strategic investor. Parties interested in such
a stake are likely to seek to use it to secure preferential trading or other relationships with HKIA. From their
perspective, they are likely to seek the lowest possible monetary investment to secure the aforementioned
relationship. However, the level of strategic stake held by a third party will have very different implications for

HKSARG as the holder of the remaining shares.

2. MEETING GOVERNMENT’S OBJECTIVES

¢ Valuation — The sale of a minority stake in a corporatised AA is unlikely to achieve a higher valuation
than an IPO unless the Government is willing to concede meaningful management influence or a path to
control. The Government may nevertheless secure part of the monetary value of the preferential trading
or other relationships with HKIA that the buyer may secure in return. In addition, there have been
precedents where premia have been paid for the scarcity value of investment opportunities (e.g. ADP

Management in Beijing Capital International Airport)

¢ Continued role of Government — A strategic sale process offers the flexibility for the Government to

IPO the remaining stake at a later date
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Ownership — A strategic sale process results in highly concentrated ownership. As far as the level of
ownership is concerned, potentially interested strategic buyers will see little benefit in acquiring a large
stake to secure preferential trading or other relationships with HKIA. We believe that a 10% stake would
be deemed sufficient for this purpose, while a 20% stake would have the additional benefit of equity
accounting. A stake in excess of 25% would give the strategic buyer the power to block special
resolutions, but negative control is not deemed sufficient to generate interest among airport operators
and may not be acceptable to the Government either

Impact on key stakeholders — The limited tangible value-add to AA from an operational perspective
and the acceptability of the potential strategic partner to the Government, AA and the general public, are
key considerations

Ability to implement and ease of execution — The sale process is less dependent on equity market
conditions, which substantially reduces execution risk

Legal implications — It may be technically possible for the Government to transfer some of its shares in
AA to a strategic investor with only certain amendments to the existing Ordinance to allow for the
introduction of the additional shareholder, the payment of dividends, the appointment of a Board
representative(s) and other related matters. However, it may be desirable from both the Government's
and the investor’s perspective for AA to be corporatised prior to the strategic sale, which will involve the
repeal of the existing Ordinance and the enactment of a new ordinance

Development of Hong Kong and HKIA — Given the strength of AA’s management team, operational
efficiency, world-class facility and service standards, a strategic partner will offer little additional value in
terms of international profile or operational, management and efficiency gains. On the contrary, a
strategic buyer’s commercial expectations for management influence will likely create substantial and
unnecessary disruption to the management and operation of HKIA. Finally, this option does not allow for
the broad ownership of AA, a key objective of the privatisation exercise
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Selected international precedents

We present below monetisation methods pursued by other governments in respect of airport assets

worldwide.
No. of Sale of Sale of majority
airports Date IPO minority stake stake

Argentina 33 1998
Athens 1 1995
Auckland 1 1998
Australia | 3 1997
Australia Il 7 1998
BAA 7 1987
Beijing 1 2000
Birmingham 1 1997
Bolivia 1 1996
Bristol 1 1997
Brussels 1 2004
Chile 3 1997
Colombia 3 1996
Copenhagen 2 1994
Disseldorf 1 1997
East Midlands 1 1993
Fraport 2 2001
Florence 1 2000
Guangzhou Baiyun 1 2003
Hainan Meilan 1 2002
Hanover 1 1998
London Luton 1 1998
Malaysia Airports 36 1999
Mexico 34! 1998
Newcastle 1 2001
Rome’ 2 1997
Sangster Jamaica 1 2003
Shanghai 1 1998
Shenzhen 1 1998
South Africa 9 1998
Sydney 1 2002
Vienna 1 1992
Wellington 1 1998
Xiamen 1 1996
Zurich 1 2000
Notes:

1 Three regional airport groupings privatised in 1998, 1999 and 2000 involving 34 airports
2 ADR was taken private in 2000 by the Leonardo consortium, which acquired a majority stake via a tender process that triggered a
mandatory public offer for 100% of the company
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