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Maintain at Buy

In the first half year, ZTE Corporation only recorded a growth rate of 0.5% in its revenue, which Target Price (HKD) 21.58

reached RMB37.6 billion. It is mainly due to the hedge of the carriers' network income growth Forecast Dividend (RMB) 0.19

against the decline of revenue from mobile phone terminal, telecom software system and service, Closing Price (HKD) 16.68

etc. However, benefiting from the improvement of overseas contract's gross margin, higher pgtential upside 30.8%

contribution from IDC business, the company's profitability went up continuously with the gross

margin increasing by 4 percent points to 29.5% on year-to-year basis. Therefore, the company company pescription

recorded a net profit of RMB1.13 billion in the first half year with a growth of 263.9%. ZTE zTtis the world-leading provider of telecom solutions, providing technical
Corporation also predicted that the net profit in the first three quarters could reach RMB1.70 to and product solutions for telecom operators and intranet users in 160

RMB1.90 billion, that is, the net profit in the third quarter will be between RMB570 million to countries and regions. Its main products incude cariers ' network,
RMB770 ml”IOn terminals, telecommunication software systems and service, etc.

Company Data

In 4G era, the company elevated its investment in research and development constantly, which Market Cap. (HKD mn) 63,486
also brought the promotion of competitiveness. The company is taking the lead in the inland 4G Enterprise Value (HKD mn) 63,949
market. The second half year till 2015 will be the CAPEX peak in Mainland telecom industry. The 52 weekrange (HKD) 138-1842
company is expected to be the main beneficiary. Meanwhile, the gross margin of mainland G°smo Frice in 52 weekrange H:]
netyvork devices reached 45%, so the profitability of the company will retain stable, even record % 50%  100%
an increase. 20,00 2
35
ZTE Corporation has for the first time entered in large scale into the high-end router market of 15.00 30
China Mobile, ranking No. 2 in market share, while the previous high-end router suppliers such as 25
Cisco and Juniper were out. The elimination of overseas suppliers indicates that operators are 1000 ig
paying more attention to information safety, and it is expected that the domestic high-end router s 10
market in future will create the duopoly structure of ZTE and Huawei. In addition, the market has 5
the features of high technology threshold and strong profitability. Therefore, this bidding-winning 0.0 R 0
indicates that ZTE will continue to improve its market share in mainland and its gross margin. o z 9 g @ = z = £ gz % 9
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At present, the commercially available high-power wireless charging system can be supplied only a—ome.  r63hkequiy —

by three overseas suppliers including Qualcomm and only ZTE in Mainland. Its high-power
electromagnetic induction wireless charging system has passed the identification of scientific and major shareholders
technological achievements and can realize 90% of charging efficiency under the 30KW high- 1.ZTE Holdings 30.78%
power system. It has the leading technology globally, and has applied for more than 20 patents.
As the wireless charging has many advantages such as convenience, no need for land
requisition, safety and reliability, it is hoped to solve the main obstacle of the inconvenience of the
charging of electric cars and gain a further wide popularization. At present, in the 40 domestic
new energy demonstration cities there is a market volume of more than 400 thousand public
buses, and in future the market scale for their wireless charging system is expected to reach research analyst
hundreds of billions. Fan Guohe
fanguohe@phillip.com.cn

. +86 21 51699400-110
Investment Action P ——

Under the big background of the transformation of China economy, the tendency of more
information infrastructure investment is irresistible, and the government also carried out the
supporting policies for stimulating information consumption and broadband construction
successively. Thus, ZTE Corporation and other local comprehensive suppliers of information
devices are expected to welcome a medium and long term spring. Moreover, the company policy
is focused on profitability instead of production scale, resulting in the high level of the profitability
in the future.

Valuation Method
P/E

Viewing from the historical valuation, the company's valuation once reached 37 times during the
peak period of 3G capital expenditure in 2009, and its average price earnings ratio has also
achieved 22 to 23 times in downturn period since 2011. Even if we conservatively give the
company 22 times corresponding to the price earnings ratio valuation of EPS in 2014, the target
price can still reach 21.58 HKD. We maintain it "Buy" rating.

Key Financial Summary

FYE 12/12 12/13 12/14F 12/15F
Turnover (RMB mn) 84,219 75,233 82,352 91,639
Net Profit, adj. (RMB mn) -2,841 1,358 2,678 3,279
EPS, adj. (RMB) -0.83 0.39 0.78 0.95
P/E (X) - 33.9 17.0 13.9

BVPS (RVB) 6.25 6.55 7.01 7.77
P/B (X) 2.10 2.00 1.90 1.70

DPS (RMB) 0.00 0.03 0.19 0.24
Div. Yield 0.0% 0.2% 1.4% 1.8%

Source: Bloomberg, PSR est.
*All multiples & yields based on current market price
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Continuous improvement of profitability

According to the interim report, ZTE Corporation in the first half year only recorded a
growth rate of 0.5% in its revenue, which reached RMB37.6 billion. To be specific,
although the company's carriers' network income increased 14.6% benefiting from the
increase of revenue from TD-LTE and FDD-LTE system device, the company's revenue
from the mobile phone terminal, telecom software system and service decreased by
16.5% and 9% respectively due to the decrease in the operation revenue from inland 3G
mobile phone, video, network terminal and international service.

Figure 1. Sales by businesses

m Carriers” network
W Terminals
Telecommunication software systems,services and others

100%

80% -
60% -
40% |
20%
0% - T T T T

2009 2010 2011 2012 2013 1H14

Source: Company reports, PSR

Notably, the company's profitability picked up continuously with the gross margin
increasing by 4 percent points to 29.5% on year-on-year basis. Among that, carrier
network business’s gross margin increased by 2.9 percent points to 35.3% due to the
increase from overseas contract’'s gross margin and the proportion of 4G system devices.
Moreover, the gross margin of telecom software system and service increased
significantly by 5.6 percent points to 32.7%, which mainly benefited from the IDC business
of high gross profit and the increase from government and enterprise customers' income
contribution.

Figure 2. Recovered gross margin of ZTE
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Benefiting from the improvement of profitability, the company recorded a net profit of 1.13
billion in the first half year with a growth of 263.9%. ZTE also predicted that the net profit
in the first three quarters could reach 1.70 to 1.90 billion, that is, the net profit in the third
quarter will be between 570 to 770 million.

The contribution of 4G will improve

In the 3G age, limited by the factors including the lagging behind of 3G process in
Mainland and contracts of low gross margin, the company's competitiveness was
weakened and the performance was in a downturn. However, in 4G Age, the company
continuously improved its investment in research and development, and the proportion of
expenditure in research and development in income even increased to 10.9% in 1H14,
the highest level since 2007, which brought the great improvement of competitiveness to
the company as well. The company has gained 34% market shares in the second phase
bidding of China Mobile TDD-LTE master device, and gained 42% market shares in the
first phase bidding of China Telecom FDD-LTE master device, and 25% market shares in
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the first phase bidding of China Unicom FDD-LTE master device. In general, the
company takes a leading position in domestic 4G market.

Figure 3. % Research & Dev Costs of ZTE
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Benefiting from the accelerated construction of 4G networks, the period from the second
half year till 2015 will be the peak of the capital charges in mainland telecom industry. The
company is expected to be the main beneficiary. Recently, China Mobile has increased
the goal of 500 thousand 4G base stations by the end of 2014 to 700 thousand, and it is
expected to increase to 1 million for the next year. The number of the FDD trial operation
cities of China Telecom and China Unicom will increase to 40, the national commercial
license is expected to be released within one year, and the numbers of 4G base stations
of them are all expected to reach the goal of 300 thousand to 400 thousand. It is also
worth mentioning that, the gross profit margin of domestic network equipment sales
reaches as high as 45%, therefore, the profitability of the company should be able to
maintain stable or even to increase.

In overseas market, the company's technology is also ahead of that of other international
equipment suppliers such as Ericsson, Nokia and Alcatel-Lucent. In the first half of the
year, though the overseas income slightly declined by 1.7%, the revenue from the
developed markets of Europe and North America has achieved an increase of 10.3%,
which highlights the improvement of the company's competitiveness. Therefore, the
company is expected to continue to grasp global market shares and realize the
improvement of profitability.

Figure 4. Revenue growth by regions
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Colorful hotspots in new business

Recently, the notice of centralized procurement of routers and switchboards for the
period of 2014-2015 published by China Mobile shows that, ZTE Corporation has for the
first time entered in large scale into the high-end router market of China Mobile, ranking
No. 2 in market share, while the previous high-end router suppliers such as Cisco and
Juniper were out. We believe, the elimination of overseas suppliers indicates that
operators are paying more attention to information safety, and it is expected that the
domestic high-end router market in future will create the duopoly structure of ZTE and
Huawei. In addition, the market has the features of high technology threshold and strong
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profitability. Therefore, this bidding-winning indicates that ZTE will continue to improve its
market share in mainland and its gross margin.

Apart from communication industry, ZTE also positively expands into new areas, and the
ZTE new energy car subsidiary has been established in July. On September 17, the
company announced that it would cooperate with Dongfeng Motor to start up the world
first bus commercial model line that adopts the new energy vehicles high-power wireless
charging system in Xiangyang, Hubei Province. At present, the commercially available
high-power wireless charging system can be supplied only by three overseas suppliers
including Qualcomm and only ZTE in Mainland. The high-power electromagnetic induction
wireless charging system has passed the identification of scientific and technological
achievements and can realize 90% of charging efficiency under the 30KW high-power
system. ZTE has the leading technology globally, and has applied for more than 20
patents.

It is worth noting that, as the wireless charging has many advantages such as
convenience, no need for land requisition, safety and reliability, it is hoped to solve the
main obstacle of the inconvenience of the charging of electric cars and gain a further wide
popularization. So far, ZTE has signed strategic cooperation agreements with many
domestic automobile companies (including commercial vehicles and passenger vehicles),
and started the loading commissioning of electric vehicles' wireless charging system. At
present, in the 40 domestic new energy demonstration cities there is a market volume of
more than 400 thousand public buses, and in future the market scale for their wireless
charging system is expected to reach hundreds of billions.

Catalyst

The advances of the bidding of China Mobile LTE network ;
The national release of commercial FDD-LTE license ;

The possibility of diversified ownership reform.

Risks
Slow-down of 4G investment ;
Price pressure higher than expected.
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FYE 2011] 2012 2013| 2014F| 2015F
Valuation Ratios
Price Earnings 21.7x - 33.9x 17.0x 13.9x
Price to Book 1.9x 2.1x 2.0x 1.9x 1.7x
Dividend Yield 1.5% 0.0% 0.2% 1.4% 1.8%
Per share data(RMB)
EPS Adjusted 0.61 (0.83) 0.39 0.78 0.95
Book Value Per Share 7.04 6.25 6.55 7.01 7.77
Dividends Per Share 0.20 0.00 0.03 0.19 0.24
Growth& Margin
Revenue growth 23.4% -2.4% -10.7% 9.5% 11.3%
Gross Profit growth 11.6% -22.7% 9.6% 19.2% 12.0%
Net Profit growth -36.6% -237.9% 147.8% 97.2% 22.4%
Profitability Ratios
Gross Margin 30.3% 23.9% 27.2% 29.6% 29.8%
Net Profit Margin 2.4% -3.4% 1.8% 3.3% 3.6%
Dividend Payout Ratio % 33.3% 0.0% 7.6% 25.0% 25.0%
Key Ratios
Return on Assets 2.1% -2.6% 1.3% 2.5% 2.9%
Return on Equity 8.7% -12.4% 5.9% 11.1% 12.8%
Effective Tax Rate 14.9% -31.3% 21.6% 20.5% 20.5%
Liability ratio 75.6% 79.4% 76.9% 77.5% 76.7%
Income Statement(RMB: mn)
Revenue 86,254 84,219 75,233 82,352 91,639
- Cost of Goods Sold 62,086 65,545 54,775 57,975 64,331
Gross Income 24,168 18,674 20,458 24,376 27,308
- Selling, General & Admin Expenses 23,786 23,042 19,802 23,058 25,476
Operating Income 2,751 -1,162 2,857 3,848 4,633
- Interest Expense 852 1,165 1,045 1,066 1,151
- Foreign Exchange Losses (Gains) 837 136 865 -500 -500
- Net Non-Operating Losses (Gains) -1,574 -480 -880 -200 -300
Pretax Income 2,635 -1,983 1,828 3,482 4,282
- Income Tax Expense 392 621 394 714 878
Income Before XO Items 2,243 -2,605 1,434 2,768 3,404
- Minority Interests 183 236 76 90 125
Net Profit 2,060 -2,841 1,358 2,678 3,279
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Ratings History

Market Price Source: Bloomberg, PSR
Target Price
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PSR Rating System

Total Returns Recommendation Rating
> +20% Buy 1
+5% to +20% Accumulate 2
-5% to +5% Neutral 3
-5% to -20% Reduce 4
<-20% Sell 5

Remarks
We do not base our recommendations entirely on the above quantitative return bands.

We consider qualitative factors like (but not limited to) a stock's risk rew ard profile, market
sentiment, recent rate of share price appreciation, presence or absence of stock price
catalysts, and speculative undertones surrounding the stock, before making our final
recommendation
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PHILLIP RESEARCH STOCK SELECTION SYSTEMS

Total Return Recommendation Rating Remarks
>+20% Buy 1 >20% upside from the current price
+5% to +20% Accumulate 2 +5% to +20%upside from the current price
-5% to +5% Neutral 3 Trade within * 5% from the current price
-5% to -20% Reduce 4 -5% to -20% downside from the current price
<-20% Sell 5 >20%downside from the current price

We do not base our recommendations entirely on the above quantitative return bands. We consider qualitative factors like (but not limited
to) a stock's risk reward profile, market sentiment, recent rate of share price appreciation, presence or absence of stock price catalysts, and
speculative undertones surrounding the stock, before making our final recommendation

GENERAL DISCLAIMER

This publication is prepared by Phillip Securities (Hong Kong) Ltd (“Phillip Securities”). By receiving or reading this publication, you agree to be bound by the
terms and limitations set out below.

This publication shall not be reproduced in whole or in part, distributed or published by you for any purpose. Phillip Securities shall not be liable for any direct
or consequential loss arising from any use of material contained in this publication.

The information contained in this publication has been obtained from public sources which Phillip Securities has no reason to believe are unreliable and any
analysis, forecasts, projections, expectations and opinions (collectively the “Research”) contained in this publication are based on such information and are
expressions of belief only. Phillip Securities has not verified this information and no representation or warranty, express or implied, is made that such
information or Research is accurate, complete or verified or should be relied upon as such. Any such information or Research contained in this publication is
subject to change, and Phillip Securities shall not have any responsibility to maintain the information or Research made available or to supply any
corrections, updates or releases in connection therewith. In no event will Phillip Securities be liable for any special, indirect, incidental or consequential
damages which may be incurred from the use of the information or Research made available, even if it has been advised of the possibility of such damages.

Any opinions, forecasts, assumptions, estimates, valuations and prices contained in this material are as of the date indicated and are subject to change at
any time without prior notice.

This material is intended for general circulation only and does not take into account the specific investment objectives, financial situation or particular needs
of any particular person. The products mentioned in this material may not be suitable for all investors and a person receiving or reading this material should
seek advice from a financial adviser regarding the suitability of such products, taking into account the specific investment objectives, financial situation or
particular needs of that person, before making a commitment to invest in any of such products.

This publication should not be relied upon as authoritative without further being subject to the recipient’'s own independent verification and exercise of
judgment. The fact that this publication has been made available constitutes neither a recommendation to enter into a particular transaction nor a
representation that any product described in this material is suitable or appropriate for the recipient. Recipients should be aware that many of the products
which may be described in this publication involve significant risks and may not be suitable for all investors, and that any decision to enter into transactions
involving such products should not be made unless all such risks are understood and an independent determination has been made that such transactions
would be appropriate. Any discussion of the risks contained herein with respect to any product should not be considered to be a disclosure of all risks or a
complete discussion of such risks.

Nothing in this report shall be construed to be an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in
this research should take into account existing public information, including any registered prospectus in respect of such security.

Disclosure of Interest

Analyst Disclosure: Neither the analyst(s) preparing this report nor his associate has any financial interest in or serves as an officer of the listed corporation
covered in this report.

Firm’s Disclosure: Phillip Securities does not have any investment banking relationship with the listed corporation covered in this report nor any financial
interest of 1% or more of the market capitalization in the listed corporation. In addition, no executive staff of Phillip Securities serves as an officer of the listed
corporation.

Availability

The information, tools and material presented herein are not directed, intended for distribution to or use by, any person or entity in any jurisdiction or country
where such distribution, publication, availability or use would be contrary to the applicable law or regulation or which would subject Phillip Securities to any
registration or licensing or other requirement, or penalty for contravention of such requirements within such jurisdiction.

Information contained herein is based on sources that Phillip Securities (Hong Kong) Limited (“PSHK”) believed to be accurate. PSHK does not bear
responsibility for any loss occasioned by reliance placed upon the contents hereof. PSHK (or its affiliates or employees) may have positions in relevant

investment products. For details of different product's risks, please visit the Risk Disclosures Statement on http://www.phillip.com.hk.
© 2014 Phillip Securities (Hong Kong) Limited
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