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ZTE (763.HK)
Resultin 1Q15 Beyond the Expectation

Hong Kong | Telecom| Company report

In 1Q15 ZTE recorded a revenue of 20.9 billion RMB (similarly hereinafter), up 10.2% yoy.
The net profit was RMB 882 million, up 42% yoy, with EPS of RMB 0.26, surpassing slightly
the market expectation. Thanks to the income growth of international videos and network
terminals as well as international services, the revenue of the telecommunication software
systems, services and other products of the company have increased greatly by 23.38% yoy.
Moreover, the gross margin has kept growing to 35.3%, increasing by 1.8 ppts yoy.

The Premier Minister urged to boost the network speed and reduce the network cost as well
as expand the construction of information infrastructure, and the Ministry of Industry and
Information Technology declared that it would expand the strategic investment of
broadband in China in 2015, especially the construction of 4G. We think the support of
government policies may push the operators to further improve the capital expenditures.
ZTE is competitive in the field of 4G. Not only its essential patents in 4G account for 13%, but
also its market share keeps rising. Therefore, in 2015, operators’ capital expenditure,
especially the increase of 4G investment, will provide guarantee for the performance growth
of the company.

Overseas business is an important market of the company and the contribution is expected
to improve in future. First of all, the overseas expansion of telecom industry benefits from
the national policy of "Belt and Road". Secondly, ZTE's global cooperation and technical
strength are expected to strengthen the competitive position. Thirdly, the global telecom
equipment giants will be reduced to 4 from 5, the slow competition pattern will help ZTE
gain more shares in overseas market. Meanwhile, the possibility of fighting a price war in
the future telecoms equipment field will also decrease and the profitability of ZTE is
expected to be improved.

The proportion of 4G cellphone will improve continuously, and the products mix will be
optimized, so that the ASP and earning capabilities might be improved. In addition,
Qualcomm and NDRC agreed on the license event. ZTE owns a strong develop ability on
hardware and software, and has a rich patent advantage. It can also charge patent fee from
other cellphone suppliers. Therefore, ZTE will also be the major beneficiary of the
agreement.

Transformation to New Businesses May Lead to the Reevaluation

The traditional communication service of ZTE is still in the boom period, and the overseas
business expansion is also expected to exceed the expectation thanks to the policy support.
Meanwhile, the earning capability will continue to be improved. Moreover, the research and
development ability of the company takes the leading position, which will consolidate its
advantageous position in the industry competition. As of 2014, it had retained the position
in the top three of PCT patent application in the world for five consecutive years. At present,
it has above 60,000 global patent applications, among which 17,000 patents have been
authorized.

Meanwhile, the company actively lays out emerging fields by utilizing the advantages of
technology, including wireless charging, smart city, big data platform, internet finance and
so on. Therefore, it will not be a simple equipment supplier any more in future, and then can
win the reevaluation of market. We take 22.5 times as the PE ratio valuation of EPS in 2015
and the target price can reach 30.08HKD, with the "Accumulate" rating. (Closing price as at 4
May 2015)
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Accumulate (Downgrade)

CMP: HKD 26.05

(Closing price as at 4 May 2015)
TARGET: HKD 30.08 (+15.5%)
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KEY FINANCIALS

CNY mn FY14 FY14 FY15E FY16E
Net Sales 75233 81471 92485101434
Net Profit 1358 2634 3630 4229
EPS, CNY 039 077 106 1.23
PER, x 53.2 270 19.7 16.9
BVPS, CNY 6.55 7.65 843 936
P/BV, x 3.2 2.7 2.5 2.2
ROE, % 59 111 125 131

Debt/Equity (%) 333.73 319.33 300.00 300.00

Source: Company reports, Phillip Securities Est.
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TOP 10 PCT APPLICANTS in 2014

No. of published applications in 2014
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Result in 1Q15 Beyond the Expectation

According to the financial reports released by ZTE recently, in 1Q15 it recorded a
revenue of 20.9 billion RMB (similarly hereinafter), up 10.2% yoy. The net profit was
RMB 882 million, up 42% yoy, with EPS of RMB 0.26, surpassing slightly the market
expectation.

On a closer look, thanks to the income growth of international videos and network
terminals as well as international services, the revenue of the telecommunication
software systems, services and other products of the company have increased greatly
by 23.38% yoy. Moreover, the income growth of the wireless system equipment,
wired switching and access systems, routers, exchange boards and other products
has driven the revenue from the carriers’ network to increase by 8.92% yoy, and the
revenue of terminals has grown by 6.97%. What's more, the earning capability of the
first two businesses is stronger. With their larger contribution, the gross margin of
the company has kept growing to 35.3%, increasing by 1.8 ppts yoy.

Improved gross margin
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Although the financial expenses in 1Q15 have increased greatly by 293% because of
the exchange loss, amounting to RMB 600 million, the company has basically hedged
against the loss through the investments of foreign exchange derivatives. It is also
worth noting that the R&D investment of the company in the first quarter was RMB
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2.57 billion, up 30% yoy. This quarter is the single one with the largest investment in
history, which further demonstrates the determination of the company to maintain
its competitiveness in the communication equipment and its layouts for the era of
"Mobile Internet of Everything".

% Research & Dev Costs of ZTE
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4G Continues to Support the Expansion of the carriers network
business

Recently, the Premier Minister urged to boost the network speed and reduce the
network cost as well as expand the construction of information infrastructure, and
the Ministry of Industry and Information Technology declared that it would expand
the strategic investment of broadband in China in 2015, especially the construction of
4G. We think the support of government policies may push the operators to further
improve the capital expenditures. According to the previous disclosure, the CAPEX of
the three operators will be RMB 407.5 billion in total in 2015, up 9% yoy.

It is particularly worth mentioning that, after the issuance of FDD licenses, the 4G
investment of China Telecom and China Unicom may grow substantially, and China
Mobile will speed up the implementation of the three phases of constructing LTE.
From the view of the full year, 4G investment may exceed RMB 150 billion, and the
industry will continue booming, in which the investment of China Mobile decreased
by 10% to RMB 72.2 billion, but China Telecom will increase to RMB 61 billion, up
106%, and China Unicom will grow to RMB 20 billion, up 30%.

4G CAPEX in 2015

4G CAPEX(RMB:bn)  ==———=GROWTH
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ZTE is competitive in the field of 4G. Not only its essential patents in 4G account for
13%, but also its market share keeps rising. According to the statistics, the share of
ZTE in the third concentrated purchase of China Mobile's TDD-LTE equipment was
38%, rising compared with the second period of 34% and first period of 26%. The
share of ZTE in the second concentrated purchase of China Unicom’s FDD-LTE
equipment was 34%, rising from the first period of 25%, and the two periods of China
Telecom’s FDD-LTE main equipment procurement were both about 40%, which
reflects operators™ recognition towards ZTE. Therefore, in 2015, operators’ capital
expenditure, especially the increase of 4G investment, will provide guarantee for the
performance growth of the company.

Overseas Expansion Becomes More Optimistic

Overseas business is an important market of the company, whose revenue
accounting for more than 50%, and it is expected to improve in the future. First of all,
the overseas expansion of telecom industry benefits from the policy support. The
Chinese government has launched a national policy of "Belt and Road", and the prime
minister has publicly promoted High-speed Rail, telecommunications and other
advantageous industries to "going out".

Secondly, in the overseas markets, ZTE adheres to the strategy of large population
and the global mainstream operator, and has established comprehensive cooperative
relations with the global mainstream operators. Moreover, ZTE's 4G technology has a
leading position in the world, and it has been the first to put forward the concept of
Pre5G, in which a number of the key technologies have passed the test and
demonstration. Global cooperation and technical strength are expected to
strengthen the company’s competitive position.

Moreover, recently Nokia has officially announced to acquire its rival Alcatel-Lucent
by 15.6 billion euro. The global telecom equipment giants will be reduced to 4 from 5.
As a result, the oligopoly is further strengthened. The slow competition pattern will
also help ZTE gain more shares in overseas market. Meanwhile, the possibility of
fighting a price war in the future telecoms equipment field will also decrease and the
profitability of ZTE is expected to be improved.

The Terminals Business Will Be Continuously Improved

After experiencing the previous downturn, the Terminal Service Dept started to
operate alone in 2014 and keep the quality strategy, which focuses more on
generalizing by publish market channels in the mainland. The series adjustment has
brought the terminals business out of downturn. In 2014, the shipment of
smartphones reached 48 million, up 20% yoy. Among that, several overseas areas
have reported a multiple growth, including Asia-Pacific, Latin America etc. We think
that the sales of terminal business have potential to improve continuously.

Moreover, the proportion of 4G cellphone will improve continuously, and the
products mix will be optimized, so that the ASP and earning capabilities might be
improved. In addition, Qualcomm and NDRC agreed on the license event. ZTE owns a
strong develop ability on hardware and software, and has a rich patent advantage. It
can also charge patent fee from other cellphone suppliers. Therefore, ZTE will also be
the major beneficiary of the agreement.

Catalysts

Large orders will keep coming from overseas;
The bidding progress of FDD-LTE;

Projects of new fields come true step by step.
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Risks

Foreign exchange fluctuation will affect the performance of net profit;
New business expansion will cause more cost;

Cellphone sales and ASP are not up to the expectation.
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Financials
FYE 2012 2013 2014 2015F 2016F
Valuation Ratios
Price Earnings -25.0x 53.2x 27.0x 19.7x 16.9x
Price to Book 3.3x 3.2x 2.7X 2.5x 2.2X
Dividend Yield 0.0% 0.3% 1.7% 2.3% 2.7%
Per share data(RMB)
EPS Adjusted (0.83) 0.39 0.77 1.06 1.23
Book Value Per Share 6.25 6.55 7.65 8.43 9.36
Dividends Per Share 0.00 0.03 0.20 0.26 0.31
Growth& Margin
Revenue growth -2.4% -10.7% 8.3% 13.5% 9.7%
Gross Profit growth -22.7% 9.6% 15.9% 17.6% 10.4%
Net Profit growth -237.9% 147.8% 94.0% 37.8% 16.5%
Profitability Ratios
Gross Margin 23.9% 27.2% 29.1% 30.2% 30.4%
Net Profit Margin -3.4% 1.8% 3.2% 3.9% 4.2%
Dividend Payout Ratio % 0.0% 7.6% 25.0% 25.0% 25.0%
Key Ratios
Return on Assets -2.6% 1.3% 2.5% 3.2% 3.5%
Return on Equity -12.4% 5.9% 11.1% 12.5% 13.1%
Effective Tax Rate -31.3% 21.6% 22.9% 22.2% 22.2%
Liability ratio 79.4% 76.9% 76.2% 75.0% 75.0%
Income Statement(RMB: mn)
Revenue 84,219 75,233 81,471 92,485 101,434
- Cost of Goods Sold 65,545 54,775 57,759 64,601 70,649
Gross Income 18,674 20,458 23,712 27,884 30,785
- Selling, General & Admin Expenses 23,042 19,802 22,651 25,526 27,996
Operating Income -1,162 2,857 4,849 6,308 7,189
- Interest Expense 1,165 1,045 1,036 1,119 1,208
- Net Non-Operating Losses (Gains) -480 -880 -316 -300 -300
Pretax Income -1,983 1,828 3,538 4,839 5,631
- Income Tax Expense 621 394 810 1,074 1,250
Income Before XO Items -2,605 1,434 2,728 3,765 4,381
- Minority Interests 236 76 94 135 152
Net Profit -2,841 1,358 2,634 3,630 4,229

Source: Company, Phillip Securities (HK) Research Estimates

(Financial figures as at 4 May 2015)
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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 +5% to +20%upside from the current pice

2

-5% to +5% Neutral 3 Trade within _ + 5% from the current price

-5% to -20% Reduce 4 -5% to -20% downside from the current pige
<-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.
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