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COMPANY NEWS

O-Net Technologies [0877.HK; HK$4.67; Not Rated] -
1H 2018 results a mixed bag. Concerns behind it; good foundation for future growth.

Market Cap: US$477m; Free Float: 48.3%; 3-month Average Daily Turnover: US$1.0m

Analyst: Mark Po [O-Net Technologies]

The Company. O-Net Technologies (O-Net), one of the leading high-tech (HKS) (HKS million)
enterprises in China, is engaged in optical networking, business related to 8 250
electronic cigarettes, coating services, and machine vision solutions. o 200
Net profit up 51.8%. O-Net's 1H 2018 net profit attributable to equity holders 150
was up 51.8% YoY to HK$111.9m, in line with its previous profit alert in Jul 4

2018. The Company's turnover was up 37.1% YoY to HK$1,207.6m in 1H 100
2018, which was mainly due to: a) a 36% YoY increase in turnover in the 2 50
optical networking segment, and (b) a 63.1% YoY increase in turnover in the

smart manufacturing applications segment. Strong growth in the data centre o o
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interconnect (DCI) segment was the reason for the strong performance of the s Turnover (RHS) e Price (LHS)

optical networking segment. In the smart manufacturing applications segment,

the industrial laser business is the major growth driver. The Company’s gross _Source: Bloomberg, CGIS Research,

profit was up 14% YoY to HK$362.3m in 1H 2018. O-Net reported a gross [t 2015 2016 2017 2018E 2019E
profit margin of 30.0% in 1H 2018, down from 36.4% in 1H 2017. Owing to

effective budget management and operating leverage, O-Nets OPEX to "G o roe 205 B o
revenue ratio decreased 3.3ppt YoY. Gross Profit 362.6 569.7 726.5 805.5 1,020.7

Gross Margin % 319 35.6 35.7 329 33.4
DCI products to drive growth. According to ACG Research, the DCl  netprort 825 130.6 208.9 3032 3465
revenue segment is projected to grow at a 20.6% CAGR from 2016 to 2021. O-  NetMargin % 73 8.2 103 12.4 113
Net management expects the DCI market to continue to drive growth and said 73 = 012 019 029 040 04

. . . . . . . . Ch: (YoY %) 105.4 58.3 54.5 37.4 7.4
the Company will continue to increase its investment in DCI products, including — oee

$0.000 $0.000 $0.000 $0.076 $0.087

high-speed optical transceivers, EDFAs, Raman, ICRs, TNF, VCSEL and
EMLs. The Company is also monitoring the 5G market closely, which is an  ROE %) 62 95 121 1441 151
- . . . . . Dividend Yield (%) - - - 1.62 1.85
obvious trer)d for the whole |ndgstry, and the Company.wnl continue to investin . 280 it 159 e 108
key transceiver products, focusing on the back-haul, middle-haul and front-haul  pgr 26 24 18 16 15
segments. Most of the Company’s major clients are also actively engaged in  FcF vied (%) -0.22% -4.88% 7.93% 4.90% 1.93%

5G development, which will be a strong engine for Company’s growth over next
Capex (m) (135.9) (101.9) (246.5) (160.0) (150.0)

several years. O-Net management highlighted that starting from 2H18, there (. . tow per share ©0) ©02) ©04) 02 o1
will be a whole new growth engine from unique single-mode kilowatt fibre laser et Gearing (%) Net cash Net cash 12.1 8.7 10.4
products with better beam quality and less energy consumption, which is a long )
-term synergy result of acquisition of ITF Technologies Inc. (ITF) in 2014. Source: Bloomberg, Company Data, CGIS Research

times more Chinese base stations in the 5G era than in the 4G era, and 2
to 3 times more optical modules in each base station. Therefore, demand
for optical components, like FSI, WDM, tunable filters, CWDM/WD
devices and ROADM systems, is expected to report sharp increase in the
5G era, which will create strong growth potential for O-Net.

Smartphone segment to pick up. Management highlighted that the
consumer electronics segment (mainly coatings for smartphones) faced
pressure in 1H 2018 due to weak end demand for smartphones. O-Net has
realigned the product and cost structure for mobile phone products, which
should set a recovery base in 2H 2018. Management highlighted that demand
from the smartphone segment picked up in Jul 2018, that 400G optical Our view. We reiterate the view that O-Net is a HK-listed optical
products were already adopted in the DCI market (backbone network), and that ~ component play with a strong global presence. lts current valuation is
it expects 400G optical products to see wider application in 2020. O-Net has ~ somewhat unjustified considering its strong growth in operating
also made significant strides in other emerging fast-growth sectors, such as the =~ performance and strong R&D capability. Its non-optical networking
design and manufacturing of laser chips for pump lasers, high-speed optical ~ Products, such as industrial lasers, are growth drivers. In our view, the
transceivers, and light detection and ranging (LIDAR) solutions through the ~ Potential of the Company's existing business (especially the data-
acquisition of 3SP Technologies S.A.S. (35P), a specialist in indium phosphide ~ communications segment) and new business (LIDAR, sensing and
(InP) and gallium arsenide (GaAs) based laser chips. The acquisition is ~ VCSEL) has not been fully appreciated by the market. O-Net is now
expected to be completed at the end of 2018. According to O-Net  trading at 11.6x 2018 PER, which is a discount to its peers and lower than
management, the Company is one of the few suppliers of industrial lasers with ~ its_historical mean. O-Net is one of the few HK-listed companies
a vertically integrated model. O-Net management mentioned that the  benefitting from increasing demand for equipment and components for
Company’s industrial laser products offer high efficiency and costs savings  high-speed communications. We believe that the concerns are behind it
compared to others such as ITG. Management said the industrial laser market ~ and that the good times are coming. O-Net's current valuation is still lower
is big enough for industry players to grow. than its historical mean, and increasing attention to O-Net may boost its
share price performance.

Cash flow improved. O-Net reported significant improvement in operating

cash flow in 1H 2018, which turned from negative outflow of HK$20.3m in 1H  Catalysts. Higher spending by Internet giants for data centres;
2017 to inflow of HK$262.8m in 1H 2018. The Company’s net gearing fell from  increasing policy support for the industry; and news flow on LiDAR &
12.1% as at the end of 2017 to 3.2% as at the end of Jun 2018. The  VCSEL development and industrial lasers.

improvement in cash flow and the reduction in gearing should remove

investors concerns about the Company’s financial position.

5G investment is a major driver for the industry and O-Net. Management
highlighted that the upcoming 5G rollout presents a tremendous opportunity for
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Figure 1: O-Net PER BAND
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Sources: Bloomberg, Company, CGIS Research
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 1,849.4 2,1491
Automation and Sensing Business 0 34.7 108.0 63.0 95.9 150.8 246.1
Others 7.5 15.2 52.8 139.6 338.2 446.2 662.0
Total 661.5 831.3 1,135.5 1,598.3 2,035.1 2,446.4 3,057.2
YoY Change (%)
Optical Networking Business 19.5 24.7 43.2 14.7 15.5 16.2
Automation and Sensing Business n.a. 211.2 41.7) 52.2 57.3 63.2
Others 164.4 142.2 31.9 48.4
Total 25.7 36.6 40.8 27.3 20.2 25.0
Gross margin (%)
Optical Networking Business 31.9 44.3 32.5 36.1 36.6 34.6 35.1
Automation and Sensing Business 35.0 35.0 30.0 329 32.9 32.9 32.9
Others 28.0 28.0 25.0 32.0 32.0 26.0 28.0
Net margin (%) 2.0 5.2 7.3 8.2 10.3 12.4 11.3
Cost (HKDm)
S,G&A (128.5) (143.6) (183.5) (240.9) (307.0) (319.2) (395.0)
Financial Expenses (0.2) (0.8) 0 0 (5.7) (15.6) (26.0)
YoY Change (%)
S,G&A na. 1.7 27.8 313 27.4 4.0 237
Financial Expenses n.a. 369.3 n.a. n.a. n.a. 1741 66.9
CAPEX (HKDm) 149.7 116.7 135.9 101.9 246.5 160.0 150.0
Net Gearing (%) 12.6 121 8.7 10.4

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

DC Holdings [861.HK]

Asialnfo

Inspur [0596.HK] W China Tower [788.HK]
ChinaSoft [0354.HK]

CCS [552.HK]

China U-Ton [6168.HK]

Wireless

Wireless System

Optical

Optical Fiber Cable Optical System

Trigiant [1300.HK]
Nanfang Communication [1617.HK]

ZTE [763.HK]

Huawei [Unlisted]
Alcatel-Lucent [ALU.US]
Fiberhome [600498.CH]

ZTE [763.HK]

Huawei [Unlisted]

Nokia [NOK.US]

Datang Telecom [600198.CH]

Optical Component

Optical Fiber Preform

YOFC [6869.HK] O-Net [877.HK] Comba Telecom [2342.HK]
Zhongtian Tech [600522.CH] JDSU [JDSU.US] Tat Fook [300134.CH]
Hengtong Photoelectric [600487.CH] Finisar [FNSR.US] MOBI [947.HK]

Tongding Interconnection [2491.CH] Accelink [00281.CH]

Shin-Etsu Chemical Co Ltd [4063.JP] Raycus Fiber Laser [300747.CH]

Corning [GLW.US]
Sumitomo Electric Industries [5802.JP]
FUJIKURA [5803.JP]

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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