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O-Net Technologies [0877.HK; HK$5.63; Not Rated] -
Strong 2017 results. New technologies, new products and new applications to drive growth

Market Cap: US$634m; Free Float: 48%; 3-month Average Daily Turnover: US$2.6m
Analyst: Mark Po

The Company. O-Net Technologies (O-Net), one of the leading high-tech  [O-Net Technologies]

enterprises in China, is engaged in optical networking, business related to (HK$) (HKS$ million)
electronic cigarettes, coating services, and machine vision solutions. i r jgg
O-Net's 2017 net profit attributable to equity holders was up 60.0% YoY to 6 - 600
HK$208.9m, from HK$103.6m in 2016, slightly higher than its previous 5 - 500
profit alert in Feb 2018. The Company’s turnover was up 27.3% YoY to 4 - 400
HK$2,035.1m in 2017, from HK$1,598.3m in 2016, which was mainly due 3 [ 300
to the turnover growth in all business segments, including (a) optical 2 200
networking for both the telecommunications and data-communications ' 100
industry, (b) consumer business and others, such as its automation & arty May17 U7 Sep17 Nov17 Janis -0
sensing business and industrial lasers. The Company’s gross profit was up = Turnover (RHS) Price (LHS)

27.5% YoY to HK$726.5m. O-Net reported a gross profit margin of 35.7%  soyce: Bloomberg, CGIS Research,

in 2017, up from 35.6% in 2016, the highest since 2013. fioycinances P P e e e
Optical network products recovered from inventory adjustments. revenue 11355 15983 2,035.1 26225 3,206.8
Turnover in the optical networking products segment was up 14.7% YoY to ~ Change (Yov %) 36.6 408 273 289 620
HK$1601.0m in 2017. The headline growth rate for optical network products 227" e o “r o e
may look unexciting, but it shows that the Company has recovered from the = netproft 825 1306 208.9 285.5 358.3
inventory adjustments in the industry in 1H 2017 (turnover in the optical 2 (""" o o o o oo
networking products segment reported YoY growth of only 3.4% in 1H  change(vov %) 105.4 58.3 545 204 527
2017). The recovery in performance was due to the launch of new products ~ °° $0.000 $0.000 $0.000 so072 $0.090
(especially Datacom products and secured orders from new customers.  roe ) 62 o5 121 133 157
The telecommunications part of the optical networking business reported an  Dividend vield (%) - - - 115 144
8.8% YoY increase in turnover to HK$1,159.6m in 2017, which rone o ot o " "

outperformed the market. The Company’s Datacom products reported a
33.8% YoY increase in turnover to HK$441.4m in 2017. Sales of 100G
products took off in 2017, driven by the growth of web-scale data centres.
Key products for the 100G telecom network, including EDFAs and

FCF Yield (%) 0.17% -3.66% -5.96% 2.32% 1.33%
Capex (m) (135.9) (101.9) (246.5) (100.0) (115.0)
Free cash flow per share (0.0) (02) (0.4) 0.1 0.1

Net Gearing (%) Net cash Net cash 121 10.7 1.9

linecards, ICR, and TNF, helped O-Net gain market share. In addition to
enjoying strong demand for two kinds of products, passive components and
transceiver modules, O-Net's 10 X 10 TOSA & ROSA products were
qualified by customers and commenced mass shipments. According to
management, O-Net continues to gain market share globally. Given the
strong growth of the Datacom market, O-Net is well on its way to
introducing new iterations of advanced products. It commenced shipments
of the 100Gbe AOC to major data centres and network equipment
manufacturers in 2017, and launched the 100GbE QSFP28 CWDM4 at the
end of 2017. According to management, the Company will launch its 400G
products on time to capture the growth potential.

Optimistic outlook for consumer electronics segment. Turnover in the
consumer electronics segment reported YoY growth of 214.4% to
HK$199.3m in 2017. This strong growth is a result of O-Net's application of
cutting-edge coating technology for providing multi-coating solutions for
smartphone casings. O-Net management highlighted that demand for
coating solutions is strong and capacity is tight. Management is optimistic
about the outlook for the consumer electronics segment. The industrial
applications business recorded turnover of HK$234.8m in 2017, up
significantly from HK$139.1m in 2016. The machine vision systems
segment achieved YoY growth of 101.9% and contributed HK$32.3.0m in
2017. O-Net'’s industrial laser business was contributed solely by ITF, which
supplied optical components for industrial laser applications, such as fibre
lasers. The industrial laser business reported turnover of HK$123.5m in
2017, up 67.3% YoY. The LiDAR business reported turnover of HK$15.4m

Source: Bloomberg, Company Data, CGIS Research

in 2017, up from HK$2.4m in 2016. O-Net controlled costs well, as all
operating expenses as a percentage of turnover decreased YoY in
2017. This was one of the reasons for the Company’s strong net
profit growth in 2016. O-Net remains committed to developing new
products, as R&D expenses as a percentage of turnover remained at
over 11% in 2017. The Company's operating cash flow was
HK$41.9m in 2016 vs. HK$132.9m in 2015. O-Net'’s financial position
is healthy, as its net gearing ratio was 12.1% in 2017.

Product roadmap and growth drivers. Management discussed O-
Net's product roadmap and growth potential in 2018 and beyond
during the results presentation. According to management, O-Net
has already taken measures to strengthen its position in both the
global telecommunications and data communications markets. O-Net
launched 100GbE QSFP28 CWDM4 and 10GbE SFP at the end of
2017, which is expected to drive growth of the optical networking
products segment. According to management, O-Net continues to
develop and launch new solutions for high-power fibre laser products
by leveraging ITF’s technology platforms and manufacturing

capabilities. O-Net has launched a best-in-class 2kWh laser engine
and 6 kWh laser combiners and will release a multi-kilowatt fibre
laser system in 2018 to drive growth of the industrial laser segment.
According to O-Net management, the Company is one of the few
suppliers of industrial lasers with a vertically integrated model. To
expedite the growth of its LIDAR business, O-Net launched the first
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generation cost-effective laser source module for LIDAR, called “PANDA”, in Sep 2017. O-Net is committed to continuing the development of next-
generation laser source modules for LiDAR at a lower price point, thereby making ADAS a more cost-effective proposition for the automotive industry.
O-Net acquired 3SP Technologies in the first half of 2017. The acquisition will enable the O-Net to leverage its expertise in indium phosphide and galli-
um arsenide-based laser chips to accelerate its penetration into the telecommunications and data-communication markets. O-Net is developing 25G+
VCSEL and EML chips internally.

Our view. O-Net is a HK-listed optical component play with a strong global presence. lts current valuation is somewhat justified considering its strong
growth in operating performance and strong R&D capability. Its non-optical networking products are growing fast and the growth momentum should
continue. In our view, the potential of the Company’s existing business (especially the data-communications segment) and new business (coating and
materials, LIDAR, sensing and VCSEL) has not been fully appreciated by the market. After a post-results earnings upward revision, O-Net is now trad-
ing at 16.4x 2018 PER, which is at a discount to its peers and lower than its historical mean. O-Net is one of the few HK-listed companies benefitting
from increasing demand for equipment and components for high-speed communications. Despite the recent share price rally, O-Net’s current valuation
is still lower than its historical mean. Increasing attention to O-Net may boost its share price performance.

Catalysts. Accelerated qualification of new products from major customers; increased spending by Internet giants for data centres; increasing policy
support for the industry; increasing IR activities; and news flow on LiDAR & VCSEL development .
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Figure 1: O-Net PER BAND
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Figure 2: Assumptions for O-Net
2013 2014 2015 2016 2017 2018F 2019F
Turnover (HKDm)
Optical Networking Business 654.0 781.4 974.7 1,395.7 1,601.0 1,826.2 2,069.8
Automation and Sensing Business 0 34.7 108.0 63.0 95.9 150.8 246.1
Others 7.5 15.2 52.8 139.6 338.2 645.5 980.9
Total 661.5 831.3 1,135.5 1,598.3 2,035.1 2,622.5 3,296.8
YoY Change (%)
Optical Networking Business 19.5 24.7 43.2 14.7 14.1 13.3
Automation and Sensing Business n.a. 211.2 41.7) 52.2 57.3 63.2
Others 164.4 142.2 90.8 52.0
Total 25.7 36.6 40.8 27.3 28.9 25.7
Gross margin (%)
Optical Networking Business 3.9 31.9 31.9 443 325 36.1 36.1
Automation and Sensing Business 8.0 6.5 35.0 35.0 30.0 329 329
Others 10.0 9.0 28.0 28.0 25.0 32.0 32.0
Net margin (%) 2.0 52 7.3 8.2 10.3 10.9 10.9
Cost (HKDm)
S,G&A (128.5) (143.6) (183.5) (240.9) (307.0) (366.8) (456.9)
Financial Expenses (0.2) (0.8) 0 0 (5.7) (15.6) (26.0)
YoY Change (%)
S,G&A n.a. 1.7 27.8 31.3 274 19.5 24.6
Financial Expenses n.a. 369.3 n.a. n.a. n.a. 1741 66.9
CAPEX (HKDm) 149.7 116.7 135.9 101.9 246.5 100.0 115.0
Net Gearing (%) 12.6 121 10.7 11.9

Sources: Company data, CGIS Research
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Figure 3: Domestic optical network business supply chain
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Sources: Bloomberg, CGIHK Research
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Disclaimer

This research report is not directed at, or intended for distribution to or used by, any person or entity who is a citizen or resident of or located in any
jurisdiction where such distribution, publication, availability or use would be contrary to applicable law or regulation or which would subject China
Galaxy International Securities (Hong Kong) Co., Limited (“Galaxy International Securities”) and/or its group companies to any registration or licensing
requirement within such jurisdiction.

This report (including any information attached) is issued by Galaxy International Securities, one of the subsidiaries of the China Galaxy International
Financial Holdings Limited, to the institutional clients from the information sources believed to be reliable, but no representation or warranty (expressly
or implied) is made as to their accuracy, correctness and/or completeness.

This report shall not be construed as an offer, invitation or solicitation to buy or sell any securities of the company(ies) referred to herein. Past perfor-
mance should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is made regard-
ing future performance. The recipient of this report should understand and comprehend the investment objectives and its related risks, and where
necessary consult their own independent financial advisers prior to any investment decision.

Where any part of the information, opinions or estimates contained herein reflects the personal views and opinions of the analyst who prepared this
report, such views and opinions may not correspond to the published views or investment decisions of China Galaxy International Financial Holdings
Limited and any of its subsidiaries (“China Galaxy International”), directors, officers, agents and employees (“the Relevant Parties”).

All opinions and estimates reflect the judgment of the analyst on the date of this report and are subject to change without notice. China Galaxy Interna-
tional and/or the Relevant Parties hereby disclaim any of their liabilities arising from the inaccuracy, incorrectness and incompleteness of this report
and its attachment/s and/or any action or omission made in reliance thereof. Accordingly, this report must be read in conjunction with this disclaimer.

Disclosure of Interests

China Galaxy Securities Co., Ltd. (6881.HK; 601881.CH) is the direct and/or indirect holding company of the group of companies under China Galaxy
International.

China Galaxy International may have financial interests in relation to the subjected company(ies) the securities in respect of which are reviewed in this
report, and such interests aggregate to an amount may equal to or more than 1 % of the subjected company(ies)’ market capitalization.

One or more directors, officers and/or employees of China Galaxy International may be a director or officer of the securities of the company(ies) men-
tioned in this report.

China Galaxy International and the Relevant Parties may, to the extent permitted by law, from time to time participate or invest in financing transac-
tions with the securities of the company(ies) mentioned in this report, perform services for or solicit business from such company(ies), and/or have a
position or holding, or other material interest, or effect transactions, in such securities or options thereon, or other investments related thereto.

China Galaxy International may have served as manager or co-manager of a public offering of securities for, or currently may make a primary market in
issues of, any or all of the entities mentioned in this report or may be providing, or have provided within the last 12 months, significant advice or invest-
ment services in relation to the investment concerned or a related investment or investment banking services to the company(ies) mentioned in this
report.

Furthermore, China Galaxy International may have received compensation for investment banking services from the company(ies) mentioned in this
report within the preceding 12 months and may currently seeking investment banking mandate from the subject company(ies).

Analyst Certification

The analyst who is primarily responsible for the content of this report, in whole or in part, certifies that with respect to the securities or issuer covered
in this report: (1) all of the views expressed accurately reflect his or her personal views about the subject, securities or issuer; and (2) no part of his or
her compensation was, is, or will be, directly or indirectly, related to the specific views expressed by the analyst in this report.

Besides, the analyst confirms that neither the analyst nor his/her associates (as defined in the code of conduct issued by The Hong Kong Securities and
Futures Commission) (1) have dealt in or traded in the securities covered in this research report within 30 calendar days prior to the date of issue of
this report; (2) will deal in or trade in the securities covered in this research report three business days after the date of issue of this report; (3) serve as
an officer of any of the Hong Kong-listed companies covered in this report; and (4) have any financial interests in the Hong Kong-listed companies cov-
ered in this report.

Explanation on Equity Ratings

BUY : share price will increase by >20% within 12 months in absolute terms

SELL : share price will decrease by >20% within 12 months in absolute terms

HOLD : no clear catalyst, and downgraded from BUY pending clearer signal to reinstate BUY or further downgrade to outright SELL
Copyright Reserved
No part of this material may be reproduced or redistributed without the prior written consent of China Galaxy International Securities (Hong Kong) Co.,
Limited.

20/F, Wing On Centre, 111 Connaught Road Central, Sheung Wan, Hong Kong. General line: 3698-6888.
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