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Market cap: US$427.3m
HK$3,352m
Average daily turnover: US$0.34m
HK$2.69m
Current shares o/s: 801.9m
Free float: 44.5%

*Source: Bloomberg

Key changes in this note

» FY19F and FY20F net profit decreased by
26.2% and 26.0% respectively.

» FY19F and FY20F turnover decreased by
5.4% and 6.2% respectively.
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O-Net
1H 2019 results distorted by non-cash items; soft
guidance for 2H 2019 a negative surprise

m O-Net reported a YoY decline in net profit in 1H2019, which was due to non-cash
items recorded in 1H2019 and non-cash gains in 1H 2018.

m The soft guidance for 2H 2019 was a negative surprise, especially that top-line growth
will shift to low gear in 2019.

m We have a major downward revision of net profit forecasts for 2019 and 2020 after
factoring-in the non-cash items in 1H2019 and slower growth in 2H 2019.

m We believe there are no near-term catalysts to re-rate O-Net until there is confirmation
on acceleration of top-line growth.

m We cut our target price from HK$5.63 to HK$4.10 (~15x 2019E PER) after the
downward revision of net profit forecasts. We also downgrade O-Net from ADD to
HOLD.

1H 2019 results highlights: recurring operating income grew 27%
O-Net reported revenue of HK$1,403.4m in 1H2019, up 16.2% YoY from HK$1,207.4m in
1H2018. The Company’s gross profit rose by 14.3% YoY to HK$414.2m in 1H2019, up
from HK$362.3m in 1H2018. Its gross profit margin dropped from 30.0% in 1H2018 to
29.5% in 1H2019, which was due mainly to booking a HK$28.3m provision for write-down
of inventory. Excluding the impact of the inventory write-down, O-Net's gross profit
margin was 31.5% in 1H2019, up from 30.0% in 1H2018. The inventory write-down was
related to product upgrades from 100G to 400G. O-Net reported a net profit of HK$83.1m
in 1H2019, down 25.7% YoY from HK$111.9m in 1H2018. The YoY decline in net profit
was due to: a) an inventory write-down as discussed above and b) a HK$4.7m provision
for impairment of intangible assets. But there was HK$44m in gains from a change in fair
value of financial instruments in 1H2018. Excluding the non-recurring gains in 1H2018,
O-Net’'s operating income increased 27% YoY in 1H2019. O-Net's revenue growth in
1H2019 was driven mainly by a 22% YoY increase in revenue in its optical networking
business and a 92% YoY increase in e-cigarette revenue. But O-Net's other product
segments, including machines, consumer electronics, LIDAR and industrial lasers,
reported a YoY decline in revenue in 1H2019, due to different factors, such as product
upgrades and weak end-market demand.

Shifting to low gear

During the results presentation, O-Net management mentioned that shipments of optical
networking products were softer than expected in Q3 2019 and that it was difficult to
release guidance for 2H2019. Based on our understanding, the soft guidance is mainly
due to inventory digestion by a key customer, as there is no indication when the digestion
process will end. The soft guidance was a negative surprise, given its top-line growth in
1H2019 and messages from downstream players. O-Net reported solid top-line growth
(CAGR of 31.9%) in 2014-2018, but we expect it to report slower turnover growth (14.1%
after revision) in 2019. Previously, we expected investors to rebuild confidence in the
Company after its 2018 results and the release of its Q1 2019 turnover figures. But it
seems that the whole process has to re-start, and the market might wait for next set of
results before a re-rating.

Forecasts revised downward, rating downgrade

We cut our net profit forecasts for 2019 and 2020 by 26.2% and 26.0%, respectively. The
downward revision is mainly due to projected lower turnover growth and higher operating
expenses. We downgrade O-Net from ADD to HOLD, as the new target price offers
limited upside.

Financial Summary Dec-17A Dec-18A Dec-19F Dec-20F
Revenue (HK$m) 2,035 2,516 2,871 3,482
Operating EBITDA (HK$m) 311.5 327.0 341.6 420.0
Net Profit (HK$m) 208.9 262.5 222.1 275.1
Normalised EPS (HK$) 0.27 0.33 0.27 0.33
Normalised EPS Growth 53.0% 20.9% (16.6%) 22.4%
FD Normalised P/E (x) 15.04 12.44 14.91 12.18
DPS (HK$) - 0.020 0.020 0.050
Dividend Yield 0.00% 0.49% 0.49% 1.23%
EV/EBITDA (x) 12.05 11.54 11.48 9.83
P/FCFE (x) NA NA 52.42 34.55
Net Gearing 30.1% 22.7% 25.2% 29.3%
P/BV (x) 1.60 1.45 1.36 1.23
ROE 12.1% 12.3% 9.4% 10.6%
% Change In Normalised EPS Estimates

Normalised EPS/consensus EPS (x) 0.69 0.71 0.00
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Figure 1: Forecasts revision

2019F forecasts 2020F forecasts
Revision (HKD m) old New change old New change
Revenue 3,036 2,871 -5.4% 3,713 3,482 -6.2%
Cost of sales and services (2,084) (2,003) -3.9% (2,543) (2,420) -4.8%
Gross profit 952 868 -8.8% 1,170 1,062 -9.3%
Other income and other gains and losses 45 50 11.0% 49 53 8.3%
Distribution and selling expenses (95) (90) -5.4% (117) (109) -6.2%
Administrative expenses (270) (235) -12.9% (326) (282) -13.7%
R&D expenses (260) (295) 13.3% (318) (358) 12.4%
Finance costs (33) (37) 11.3% (41) (45) 10.4%
JV & Associates (1) 7 554.2% @) ®) 554.2%
Profit before tax 337 254 -24.8% 417 314 -24.6%
Income tax expense (41) @37) -10.0% (50) (45) -10.1%
MI 4 5 12.8% 4 5 12.8%
Profit for the period 301 222 -26.2% 371 274 -26.1%
ppt ppt

Gross margin (%) 31.4 30.2 [€%)) 315 30.5 (1.0)
Operating margin (%) 12.2 10.1 (2.1) 12.3 10.3 (2.0)
Net Margin (%) 9.9 7.7 (2.2) 10.0 7.9 (2.1)
Turnover by products (HKDm)

Optical Networking Business 2,524 2,440 -3.3% 3,029 2,928 -3.3%
Automation and Sensing Business 178 186 4.4% 244 256 4.7%
Others 333 245 -26.6% 439 298 -32.3%

SOURCES: CGIS RESEARCH, COMPANY DATA, BLOOMBERG
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BY THE NUMBERS

P/BV vs ROE 12-mth Fwd FD Normalised P/E vs FD
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Profit & Loss
(HK$m) Dec-17A Dec-18A Dec-19F Dec-20F
Total Net Revenues 2,035 2,516 2,871 3,482
Gross Profit 796 869 962 1,169
Operating EBITDA 312 327 342 420
Depreciation And Amortisation (69) (81) (94) (106)
Operating EBIT 242 246 248 314
Financial Income/(Expense) (24) (26) (30) (37)
Pretax Income/(Loss) from Assoc. (0) 1) 7) (8)
Non-Operating Income/(Expense) 30 64 44 46
Profit Before Tax (pre-El) 249 283 254 314
Exceptional ltems 0 0 0 0
Pre-tax Profit 249 283 254 314
Taxation (43) (24) (37) (45)
Exceptional Income - post-tax
Profit After Tax 206 259 217 269
Minority Interests 3 4 5 6
Preferred Dividends
FX Gain/(Loss) - post tax
Other Adjustments - post-tax
Preference Dividends (Australia)
Net Profit 209 262 222 275
Normalised Net Profit 206 259 217 269
Fully Diluted Normalised Profit 209 262 222 275
Cash Flow
(HK$m) Dec-17A Dec-18A Dec-19F Dec-20F
EBITDA 311.5 327.0 341.6 420.0
Cash Flow from Invt. & Assoc.
Change In Working Capital (358.8) 47.6 (132.1) (227.7)
(Incr)/Decr in Total Provisions
Other Non-Cash (Income)/Expense 30.9 34.1 (73.0) 0.0
Other Operating Cashflow 33.6 (43.5) 116.8 46.0
Net Interest (Paid)/Received (26.0) (32.4) (37.0) (44.8)
Tax Paid
Cashflow From Operations (8.8) 332.7 216.3 193.5
Capex (246.5) (180.0) (190.0) (190.0)
Disposals Of FAs/subsidiaries
Acq. Of Subsidiaries/investments 67.5 (44.3) 0.0 0.0
Other Investing Cashflow 3.8 17.5 (31.9) (24.8)
Cash Flow From Investing (175.1) (206.8) (221.9) (214.8)
Debt Raised/(repaid) (84.5) (146.4) 68.7 118.4
Proceeds From Issue Of Shares
Shares Repurchased
Dividends Paid 0.0 0.0 (16.0) (16.4)
Preferred Dividends
Other Financing Cashflow (43.6) (51.9) (69.6) (85.8)
Cash Flow From Financing (128.0) (198.3) (17.0) 16.2
Total Cash Generated (311.9) (72.3) (22.5) (5.2)
Free Cashflow To Equity (268.4) (20.5) 63.2 97.0
Free Cashflow To Firm (158.0) 158.4 314 23.5
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BY THE NUMBERS... cont'd

Balance Sheet
(HK$m) Dec-17A Dec-18A Dec-19F Dec-20F
Total Cash And Equivalents 408 407 429 477
Total Debtors 975 866 988 1,198
Inventories 377 501 572 693
Total Other Current Assets 20 56 62 72
Total Current Assets 1,781 1,830 2,051 2,439
Fixed Assets 916 1,015 1,111 1,195
Total Investments 0 0 0 0
Intangible Assets 0 0 0 0
Total Other Non-Current Assets 407 374 382 390
Total Non-current Assets 1,323 1,389 1,493 1,585
Short-term Debt 654 488 556 675
Current Portion of Long-Term Debt 367 429 489 593
Total Creditors 0 0 0 0
Other Current Liabilities 33 32 24 26
Total Current Liabilities 1,053 948 1,070 1,294
Total Long-term Debt 0 0 0 0
Hybrid Debt - Debt Component
Total Other Non-Current Liabilities 15 12 13 14
Total Non-current Liabilities 15 12 13 14
Total Provisions 2 12 13 14
Total Liabilities 1,071 972 1,095 1,322
Shareholders' Equity 2,032 2,249 2,456 2,714
Minority Interests 2 2) () (13)
Total Equity 2,033 2,247 2,449 2,702
Key Ratios

Dec-17A Dec-18A Dec-19F Dec-20F
Revenue Growth 27.3% 23.7% 14.1% 21.3%
Operating EBITDA Growth 58.1% 5.0% 4.5% 22.9%
Operating EBITDA Margin 15.3% 13.0% 11.9% 12.1%
Net Cash Per Share (HK$) (0.77) (0.64) (0.75) (0.96)
BVPS (HK$) 2.54 2.81 2.99 3.30
Gross Interest Cover 9.34 7.59 6.70 6.99
Effective Tax Rate 17.3% 8.4% 14.4% 14.4%
Net Dividend Payout Ratio NA 6.1% 7.4% 15.0%
Accounts Receivables Days 145.5 133.5 117.8 114.9
Inventory Days 95.3 97.3 102.5 100.1
Accounts Payables Days - - - -
ROIC (%) 12.5% 9.2% 8.9% 10.1%
ROCE (%) 8.90% 8.09% 7.61% 8.57%
Return On Average Assets 8.22% 9.02% 7.32% 8.10%
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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 performance should
not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is made regarding 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, its subsidiaries and
associate companies (“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 International 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
Financial Holdings Limited. China Galaxy International may have financial interests in relation to the subjected company(ies)’ securities in respect of which are
reviewed in this report, and such interests aggregate to an amount may equal to or less than 1% of the subjected company(ies)’ market capitalization unless specified
otherwise.

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) mentioned 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 transactions 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.

Galaxy International Securities 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 investment services in relation
to the investment concerned or a related investment or investment banking services to the company(ies) mentioned in this report.

Furthermore, Galaxy International Securities 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).

China Galaxy International has procedures in place to eliminate, avoid and manage any potential conflicts of interests that may arise in connection with the
production of research reports. The research analyst(s) responsible for this report operates as part of a separate and independent team to the investment banking
function of Galaxy International Securities and procedures are in place to ensure that confidential information held by either the research or investment banking
function is handled appropriately.

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 covered in this report.

We are transferring the rating mechanism from “BUY, SELL, HOLD” to “ADD, REDUCE, HOLD”. Please refer to the definitions below.

Explanation on Equity Ratings (Existing mechanism (will be replaced by new mechanism by 01/09/19))
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 : noclear catalyst, and downgraded from BUY pending clearer signal to reinstate BUY or further downgrade to outright SELL

Explanation on Equity Ratings (New mechanism)
ADD :  The stock’s total return is expected to exceed 10% over the next 12 months.

REDUCE : The stock’s total return is expected to fall below 0% or more over the next 12 months.
HOLD :  The stock’s total return is expected to be between 0% and positive 10% over the next 12 months.

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.

China Galaxy International Securities (Hong Kong) Co. Limited, CE No.AXM459
20/F, Wing On Centre, 111 Connaught Road Central, Sheung Wan, Hong Kong. General line: 3698-6888.
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