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Morningstar Pillars Analyst Quantitative .
Economic Moat None None Air Canada Reports Record Second-Quarter Results
Valuation *okk Overvalued
Uncertainty Very High High
Financial Health - Moderate Keith Schoonmaker, CFA, Analyst, 14 May 2015 wane.
Source: Morningstar Equity Research | " t Th .
nvestment Thesis
Quantitative Valuation A Air Canada has articulated a four-point strategy to ~ Kwame Webb, CFA, Analyst, 12 August 2015
9 improve operating results on a sustainable basis. Record ~ Analyst Note
R Fairly Velued —— profits in 2013 and 2014 have given management  Air Canada reported strong second-quarter results based
confidence to further capacity and grow the airline in the ales growth and 32% growth in operating profits
Current 5-YrAvg  Sector Country notoriously volatile no-moat industry. By promoting more econd quarter record of $323 million. Traffic improved

Price/Quant Fair Value 107 111~ 088 078 international (including U.S. transborder) and premium-payi

Price/Earnings 16.7 316 17.2 151 . . . .
Forward P/E 23 = w0 102 traffu;, the company aims .to. generate higher operatin
Price/Cash Flow 22 14 99 64 margins. International traffic improved to 63% of revenue
Price/Free Cash Flow 276 153 167 123 in 2014 from 58% in 2009, while premgg traffic has
Dividend Yield % — — 230 412

remained around 20% of revenue for the pa
A++, the company's trans-Atlgg )
Lufthansa and United Aigd
January 2010.

Source: Morningstar

Bulls Say
> Air Canada's introduction of the Boeing 787
could help attract premium passengers who drive

higher profits. operating

. . . Rpany operates a
= The company will continue to cut operating

costs, helping to improve profitability and
operating flexibility.

> Worldwide GDP is improving, and air trav
demand historically increases by an additiona
1.5%-2%. Strong demand will hel
and more important, yields, a
operating margin improveme,

dustry that lacks sustainable competitive
Lvantages. Further, the company is introducing
h-density 777 aircraft within its mainline segment to
profitably access low-fare, long-haul markets such as
Hong Kong.

Bears Say
= Low-fare flying on select route
customers to demand further low-fare destinations,
causing issues for Air Canada's multiclass
offering.

In 2009, Air Canada began a cost-transformation program
aimed at reducing its cost structure by CAD 500 million
by year-end 2011. It overachieved by delivering savings
of CAD 530 million, helping operating margins increase
t04.3% in 2013. Air Canada's new goal is to reduce total
cost per available seat mile by 15% by year-end 2017 from
a 2012 base year. It also started charging bag fees in
November 2014, which will aid revenue growth.

= Air Canada is exposed to foreign exchange, as
the majority (around 80%] of its inflows are in CAD
while large outflows, including fuel, debt
obligations, and capital expenditures, are in
uSD.

> The airline industry is notorious for adding too
much capacity ingood times, leading to aggressive
pricing in order to maintain load factors.
Competitive dynamics make for an industry where
profitability has been elusive over the long term.

Finally, management has a vision to create a workforce
that's more entrepreneurial and empowered. The
company worked through strained employee relationships
and concluded a new collective agreement with major
unions in 2012 with lower pension expenses. We believe
that the upturn in profitability has improved employee
relations. Still, the capacity additions across the industry
are worrisome and could pressure fares should demand

| 7%, leading to the period's substantial operating
ofit growth. We plan to maintain our CAD 9 fair value
estimate and our no-moat rating following the latest
earnings report.

Air Canada remains focused on maintaining an
appropriate cost structure that allows it to improve
profitability. Still, the firm is aggressively expanding
capacity. Combined with competitive additions, this is
translating into weaker domestic yields. For 2015, Air
Canada sees capacity increasing 9%-10% and adjusted
CASM declining 1.0%-2.0% (versus its prior outlook for
1.5%-2.5%). Air Canada will take delivery of 30 Boeing
787s through 2019 and will start upgrading its single-aisle
fleet to 737-MAX aircraft. We see a 5% average annual
capacity expansion for the next five years. The company
is sitting on CAD $4.9 billion of debt offset by CAD $3.0
billion of cash, and it expects capital expenditures of
nearly CAD $8 billion during the next five years.

Air Canada Rouge, launched July 1, 2013, currently
operates 34 aircraft (14 Boeing 767-300s and 20 Airbus
A319s) and could increase to 50 aircraft (25 Boeing
767-300s and 25 Airbus single-aisle) in the back half of
the decade. The low fares and low-cost structure of Rouge
allow Air Canada to more effectively compete for leisure
passengers than its mainline operations, and it has been
the sole source of Air Canada'’s capacity growth in recent
periods.

Economic Moat

Keith Schoonmaker, CFA, Analyst, 14 May 2015

We do not believe Air Canada is protected by an economic
moat because of minimal barriers to entry and lack of
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Close Competitors Currency (Mil) Market Cap TTM Sales  Operating Margin TTM/PE margins are also highly sensitive to load factor and yield.

Delta Air Lines Inc DAL USD 36,620 40920 948 33 Other uncertainties include foreign exchange, employee

Southwest Airlines Co LUV usD 25,115 18,952 16.35 16.47 .relat|ons, aircraft safety, heightened - security, and
inclement weather.

United Continental Holdings Inc UAL usb 20,936 38,398 10.42 8.05

Westjet Airlines Ltd WJA CAD 3,448 4,030 13.97 8.93

switching costs forits customers, who have ample choices
to fulfill their travel needs. Local market competition
includes low-cost carrier WestJet, while international
competition is intense, with numerous North American
and European players vying for share. Returns on investe
capital were negative in 2008 and 2009 before turning
positive for the past four years. We estimajg ROICs can

share. The company
ieving and maintaining cost

ring the next five years, as it takes delivery of new 787
amliners, and resultin revenue growing 6% with some
pficing benefit in later years. Greater than 80% load
factors experienced by Air Canada, combined with lower
fuel costs, should help margin performance, and we
anticipate operating margins to average nearly 8% in our
forecast period. We do not believe the company will pay
taxes for the next four years because of prior years' losses
and assume a low 5% rate thereafter. We have included
planned capital expenditures for the upcoming five years
that total around CAD 7.2 billion compared with CAD 3.3
billion over the past five years.

Risk

Keith Schoonmaker, CFA, Analyst, 14 May 2015

Volatile crude oil prices and intense pricing pressure from
competitors are the two biggest uncertainties facing
airlines in general, and they apply to Air Canada as well.
Fuel represents around 25%-30% of revenue and depends
on Air Canada's hedging policy and the exchange rate of
the Canadian dollar versus the U.S. dollar--ail's typical
denomination. Thus, a drastic rise in energy prices would
suppress performance results significantly. Operating

Management
Keith Schoonmaker, CFA, Analyst, 14 May 2015
vinescu was named president and CEO in April

ned it to record profits, and deserves a lot of credit.

Importantly, recognizing that a competitive cost structure
is a necessity, ongoing cost reduction targets are a key
part of his ongoing strategy. The current program calls for
reducing CASM by 15% in 2017 from a 2012 base.
Nonetheless, legacy airline operators as a group have not
done well for most stakeholders over the decades.
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120 basis points to 81.5%. Yields were 4.2% softer as Air
Analyst Notes Archive Canada increased low-fare flying on the mainline and

Air CanadaReports Record Second-Quarter Results
Kwame Webb, Analyst, 12 August 2015

Air Canada reported strong second-quarter results based
on 3% sales growth and 32% growth in operating profits
to a second quarter record of $323 million. Traffic
improved 9% on similar capacity growth. Yields were 2%
lower as Air Canada increased low-fare flying on th
mainline and Rouge brands, along with collecting lower
fuel surcharges. Cost per available seat mile excluding
fuel ticked up 1% from the prior-year peri
fuel inclusive basis it fell 7%, leading to
substantial operating profit growt

increasing 9%-10% and adjusted
.0% (versus its prior outlook for
: ada will take delivery of 30 Boeing
rough 2019 and will start upgrading its single-aisle
0 737-MAX aircraft. We see a 5% average annual
y expansion for the next five years. The company

sitting on CAD $4.9 billion of debt offset by CAD $3.0
billion of cash, and it expects capital expenditures of
nearly CAD $8 billion during the next five years.

Air Canada Rouge, launched July 1, 2013, currently
operates 34 aircraft (14 Boeing 767-300s and 20 Airbus
A319s) and could increase to 50 aircraft (25 Boeing
767-300s and 25 Airbus single-aisle) in the back half of
the decade. The low fares and low-cost structure of Rouge
allow Air Canada to more effectively compete for leisure
passengers than its mainline operations, and it has been
the sole source of Air Canada'’s capacity growth in recent
periods.

Air Canada Reports Record 1Q Results

Keith Schoonmaker, CFA, Analyst, 12 May 2015

No-moat Air Canada reported strong first-quarter results,
including sales growth of 6% to CAD 3.2 hillion and
operating profits of CAD 200 million. Traffic improved
10.9% as capacity rose 9.3% and load factor improved

Rouge brands, both parts of the firm's strategy to push
high density and leisure flying. Cost per available seat mile
excluding fuel was well controlled and declined 1.8% from
the year-ago period. We will update our models after the
earnings call but expect to maintain our CAD 9 fair value

remains focused on maintaining an
cost structure that allows it to improve

ining 1.5%-2.5% (versus its prior outlook for
.75%-1.75%). Air Canada will take delivery of 30 Boeing
787s through 2019 and will start upgrading its single-aisle
fleet to 737-MAX aircraft. We see 5% average annual
capacity expansion for the next five years. The company
issittingon CAD 5.8 billion of debt offset by CAD 2.8 billion
of cash and expects capital expenditures of nearly CAD 8
billion over the next five years.

Air Canada Rouge, launched July 1, 2013, currently
operates 30 aircraft (10 Boeing 767-300s and 20 Airbus
A319s) and could increase to 50 aircraft (25 Boeing
767-300s and 25 Airbus single-aisle) in the back half of
the decade. The low fares and low-cost structure of Rouge
allow Air Canada to more effectively compete for leisure
passengers than its mainline operations.
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Air Canada Class B AC
Last Close Quantitative Fair Value Estimate Market Cap (Mil) Sector Industry Country of Domicile
10.99 10.92 3,340.5 [] industrials Airlines Canada
Air Canada provides scheduled passenger services in the Price Versus Quantitative Fair Value
Canadian market, the Canada-US transhorder market as well 201 ‘ 2012 ‘ 2013 2014 2015 2016
as the international markets to and from Canada for leisure Sales/Share
travelling. Quamitative‘Fair Value Estirﬂate - Forecast Range
@@ 40 : qupasted Price
Dividend
Quantitative Scores Scores 2 A St
All Rel Sector Rel Country ~ Momentum: —
Quantitative Moat None 7 5 4 24 Standard Deviation:  66.79
Valuation Overvalued 6 6 5 v
Quantitative Uncertainty High 86 87 94 16
Financial Health Moderate 43 36 40 x/\/"‘/\- """ o 6.52 52-Wk 15.09
— v
Aé — ,.,\,./ 078 5-Yr 15.09
713 76.8 3234 60.2 7.4 Total Return %
Undervalued Fairly Valued Overvalued 626 696 3104 196 +/~ Market (S&P/TSX Composite)
— — — — Dividend Yield %
10.3 217 9.6 178 Price/Earnings
Valuation Sector_Country 0.0 0.0 0.2 0.3 Price/Revenue
Current 5-YrAvg  Median ~ Median Undervalued
Price/Quant Fair Value 1.07 11 0.88 0.78 Fairly Valued
Price/Eamnings 187 316 172 15.1 Gl
Forward P/E 33 — 14.0 10.2
Price/Cash Flow 22 1.4 99 6.4 Monthly Volume (Thousand Shares)
Price/Free Cash Flow 276 15.3 16.7 12.3 Liquidity: High
Dividend Yield % — — 230 412
Price/Book — 05 16 09 2013 2014 ™ Financials (Fiscal Year in Mil)
Price/Sales 03 0.1 08 15 12,382 13,272 13,565 Revenue
22 72 22 % Change
Profitability Sector  Country 619 815 1,155 Operating Income
Current 5-YrAvg  Median Median 41.6 31.7 a7 % Change
Return on Equity % — — 1.1 1.2 6 100 205 Net Income
Return on Assets % 1.8 -0.7 46 0 731 941 1528  Operating Cash Flow
Revenue/Employee (K) 555.4 5038 439.3 962 -1,501 -1,404 Capital Spending
187 -231 -560 124 Free Cash Flow
Quantitative Moat 32 1.5 -1.9 -4.2 09 % Sales
0.37 -0.92 0.45 0.02 0.34 0.70 EPS
— -348.6 — -95.6 1,600.0 105.4 % Change
2.55 1.64 0.67 0.04 -1.61 0.42 Free Cash Flow/Share
6 _ — — — — — Dividends/Share
I 6.24 -8.10 -12.41 -10.96 -5.12 -1.57 Book Value/Share
20 277,371 274,444 284,532 286,489 — 286,489 Shares Outstanding (K)
Profitability
2 6.7 — — — — — Return on Equity %
M_/\'wv' 0 1.0 25 1.4 0.1 1.0 1.8 Return on Assets %
REMWEWWK —_— 1.0 22 1.1 0.1 08 1.5 Net Margin %
1.03 1.15 1.30 1.34 1.32 1.18 Asset Turnover
— 6.1 — — — — —  Financial Leverage
Financial Health Corent BYrAvg Mooy ey 60.2 56.4 56.9 58.4 565 618 Gross Margin %
Distance to Default 05 03 06 06 34 1.5 36 5.0 6.1 8.5 Operating Margin %
Solvency Score _ o 1925 584.2 — — 3,449 3,959 4,732 — Long-Term Debt
ASSBIS/EQUW'(\/ 89 29 18 12 1,740 -4,085 -3,406 -1,460 -1,201 -449 Total Equity
Long-Term Debt/Equity 39 26 0.2 0.2 1.8 2.1 24 25 24 2.3 Fixed Asset Turns
Growth Per Share Quarterly Revenue & EPS Revenue Growth Year On Year %
1-Year ~ 3-Year  5Year 10-Year  Revenue (Mil) Mar Jun Sep Dec  Total
Revenue % 12 46 6.4 43 2015 32490 34140 — — — 0
Operating Income % 317 65.7 — — 2014 3,065.0 33050 37980 3,1040 13272.0 8.1
Earnings % 15155 62.1 314 — 2013 29520 3,057.0 34790 28940 12382.0 73 60
Dividends % - = - = wz o 2%20 293890 33280 28410 121200 15 '
Book Value % _ _ _ __ Earnings Per Share 38 33
Stock Total Return % 299 1053 304 — B -1.08  1.00 — — — 23 19
2014 -1.20 0.75 1.10 -0.35 0.34
2013 -0.95 -0.09 1.05 -0.03 002 503 201 2015
2012 -0.76 -0.35 1.54 0.02 0.45
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Morningstar Equity Research Methodology

Fundamental Analysis

At Morningstar, we believe buying shares of superior
businesses at a discount and allowing them to com-
pound over time is the surest way to create wealth in
the stock market. The long-term fundamentals of busi-
nesses, such as cash flow, competition, economic cy-
cles, and stewardship, are our primary focus. Occa-
sionally, this approach causes our recommendations to
appear out of step with the market, but willingness to
be contrarian is an important source of outperfor-
mance and a benefit of Morningstar's independence.
Our analysts conduct primary research to inform our
views on each firm’s moat, fair value and uncertainty.

Uncertai
Assessme!

Fundamental Economic Fair Value
Analysis Moat Rating Estimate

Economic Moat

The economic moat gonceN
ingstar's investm i
guish high-quality

tible to competition. Com-
oats are likely to achieve normal-

Panies are likely to sustain excess returns beyond
years. The longer a firm generates economic profits,
igher its intrinsic value. We believe lower-quality
no-moat companies will see their returns gravitate to-

Economic Moat

ward the firm’s cost of capital more quickly than compa-
nies with moats will. We have identified five sources of
economic moats: intangible assets, switching costs,
network effect, cost advantage, and efficient scale.

Fair Value Estimate

Our analyst-driven fair value estimate is based primari-
ly on Morningstar's proprietary three-stage discounted
cash flow model. We also use a variety of supplemen-
tary fundamental methods to triangulate a company's
, such as sum-of-the-parts, multiples, and yields,
others. We're looking well beyond next quarter
determige the cash-generating ability of a company’s

pany’s intrinsic value through sustained excess re-
urns on invested capital.

Uncertainty Rating

The Morningstar Uncertainty Rating demonstrates our
assessment of a firm’s cash flow predictability, or valu-
ation risk. From this rating, we determine appropriate
margins of safety: The higher the uncertainty, the wider
the margin of safety around our fair value estimate be-
fore our recommendations are triggered. Our uncertain-
ty ratings are low, medium, high, very high, and ex-
treme. With each uncertainty rating is a corresponding
set of price/fair value ratios that drive our recommen-
dations: Lower price/fair value ratios (<1.0) lead to pos-
itive recommendations, while higher price/fair value

WIDE

Moat Sources

COMPANY PROFITABILITY
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Morningstar Equity Research Methodology

ratios (>1.0) lead to negative recommendations. In very
rare cases, the fair value estimate for a firm is so un-
predictable that a margin of safety cannot be properly
estimated. For these firms, we use a rating of extreme.
Very high and extreme uncertainty companies tend to
have higher risk and volatility.

Quantitatively Driven Valuations

To complement our analysts” work, we produce Quanti-
tative Ratings for a much larger universe of companies.
These ratings are generated by statistical models that
are meant to divine the relationships between Morn-
ingstar's analyst-driven ratings and key financial data
points. Consequently, our quantitative ratings are di-
rectly analogous to our analyst-driven ratings.

Valuation; The valuati
e fair val

pntitative Economic Moat: The quantitative moat
rating is analogous to Morningstar's analyst-driven
economic moat rating in that both are meant to de-
scribe the strength of a firm’s competitive position.

Uncertainty Rating

Understanding Differences Between Analyst
and Quantitative Valuations

If our analyst-driven ratings did not sometimes differ
from our quantitative ratings, there would be little val-
ue in producing both. Differences occur because our
quantitative ratings are essentially a highly sophisti-
cated analysis of the analyst-driven ratings of compa-
rable companies. If a company is unique and has few
comparable companies, the quantitative model will
have more trouble assigning correct ratings, while an
Il have an easier time recognizing the true
ristics of the company. On the other hand, the
odels incorporate new data efficiently

- In this way, they provide an excellent second
opinion for each other. When the ratings differ, it may
be wise to follow the analyst's rating for a truly unique
company with its own special situation, and follow the
quantitative rating when a company has several rea-
sonable comparable companies and relevant informa-
tion is flowing at a rapid pace.

Price/Fair Value
2.00

1.75

1.50

1.25

1.00

0.75

0.50

0.25

Low Medium

Uncertainty Rating

* ok

Jokok

Fook kK

b2 2.2.2.¢

High

Very High
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Price {CAD)

prepared by the person(s) noted in their capacity as
Equity Analysts employed by Morningstar, Inc., or one
of its affiliates. This Reporthas notbeen made available
to the issuer of the relevant financial products prior to
publication.

The Morningstar Rating for stocks identifies stocks
trading at a discount or premium to their intrinsic value.
Five-star stocks sell for the biggest risk-adjusted
discount whereas one-star stocks trade at premiums to
their intrinsic value. Based on a fundamentally focused
methodology and a robust, standardized set of
procedures and core valuation tools used by
Morningstar's Equity Analysts, four key components
drive the Morningstar Rating: 1. Assessment of the
firm's economic moat, 2. Estimate of the stock's fair
value, 3. Uncertainty around that fair value estimate,
and 4. Current market price. Further information on
Morningstar's  methodology is available from
http://global.morningstar.com/equitydisclosures.

This Report is current as of the date on the Report until
it is replaced, updated or withdrawn. This Report may
be withdrawn or changed at any time as_other
information becomes available to us. This Refk g

be updated if events affecting the Report md
change.

Conflicts of Interest:

-No material interests are held by Morning
Equity Analyst in the financial p
subject of the Reports.

-Equity Analysts are required to comply with the CFA
Institute's Code of Ethics and Standards of Professional
Conduct.

-Equity Analysts" compensation is derived from
Morningstar's overall earnings and consists of salary,
bonus and in some cases restricted stock.

-Equity Analysts do not have authority over
Morningstar's investment management group's
business arrangements nor allow employees from the
investment management group to participate or
influence the analysis or opinion prepared by them.
Morningstar will not receive any direct benefit from the

Fair Value (CAD) ——
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publication of this Report.

receive
pes not

- Morningstar doe
providing research a
be rated.

the product issuer or its
services or products for a fee and

services, licenses to republish our ratings and research
in their promotional material, event sponsorship and
website advertising.

-Further information on Morningstar's conflict of
interest policies is available from http://global.mornin-
gstar.com/equitydisclosures.

If you wish to obtain further information regarding
previous Reports and recommendations and our
services, please contact your local Morningstar office.

Unless otherwise provided in a separate agreement,
you may use this Report only in the country in which the
Morningstar distributor is based. Unless stated
otherwise, the original distributor of this document is
Morningstar Inc. Redistribution, in any capacity, is
prohibited without permission. The information, data,
analyses and opinions presented herein do not
constitute investment advice; are provided solely for
informational purposes and therefore are not an offer

ell a security; and are not warranted to be
orr€ct, complete or accurate, nor may they be
construed as a representation regarding the legality of
investing in the security/ies concerned, under the
applicable investment or similar laws or regulations of
any person or entity accessing this report. The opinions
expressed are as of the date written and are subject to
change without notice. Except as otherwise required
by law, Morningstar, its affiliates, and their officers,
directors and employees shall not be responsible or
liable for any trading decisions, damages or other
losses resulting from, or related to, the information,
data, analyses or opinions or their use. You should seek
the advice of your financial, legal, tax, business and/or
other consultant, and read all relevantissue documents
pertaining to the security/ies concerned, including
without limitation, the detailed risks involved in the
investment, before making an investment decision.

Please note that investments in securities are subject
to market and other risks and there is no assurance or
guarantee that the intended investment objectives will
be achieved. Past performance of a security may or may
not be sustained in future and is no indication of future
performance. As the price / value / interest rate of a
security fluctuates, the value of your investments in the
said security, and in the income, if any, derived
therefrom may go up or down.

For Recipients in Australia: This report has been
authorized by the Head of Equity and Credit Research,
Asia Pacific, Morningstar Australasia Pty Limited and
is circulated pursuant to RG 79.26(f) as a full
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Stewardship

Standard

restatement of an original report (by the named
Morningstar analyst) which has already been broadly
distributed. To the extent the report contains general
advice it has been prepared without reference to your
objectives, financial situation or needs. You should
consider the advice in light of these matters and, if
applicable, the relevant Product Disclosure Statement
before making any decision to invest. Refer to our
Financial Services Guide (FSG) for more information at
www.morningstar.com.au/fsg.pdf.

For Recipients in Hong Kong: The research is distributed
by Morningstar Investment Management Asia Limited,
which is regulated by the Hong Kong Securities and
Futures Commission to provide services to professional
investors only. Neither Morningstar Investment
Management Asia Limited, nor its representatives, are
acting or will be deemed to be acting as an investment
advisor to any recipients of this information unless
expressly agreed to by Morningstar Investment
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