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ZTE (763 HK)

1H23 earnings lifted by improved gross margin

ZTE released 1H23 results, posting revenue/NP (Rmb60.7bn)/NP (Rmb5.4bn),
growth of 1.5%/19.9% YoY. The top-line growth was muted, mainly due to the
slowdown in overseas capex spending and macro pressures. Geographically,
domestic sales grew 6.2% YoY, while overseas sales declined by 8.5% YoY.
The bottom-line growth was strong, driven by improving GPM (6.18ppts higher
than 1H22), a result of favourable segment mix and cost optimization. We
maintain BUY rating and increase TP to HK$29.4, considering potential
further share gain on domestic carrier business and higher gross margin.

The growth of domestic carrier sales will outpace overseas. 1)
Domestic market: According to China Mobile and China Unicom’s recent
tender announcements in the past months, they will procure ¢.500k and
690k 5G BTS, which was greater-than-expected as the telcos guided only
560k to be added earlier this year. ZTE will continue to be the key beneficiary
in domestic telecom markets, with potential share gain, partially offsetting
the negative impact from declining 5G-related spending (China telco’s total
capex to grow 2% in 2023 with investment focus shifting to computing power
areas). We still expect ZTE’s non-RAN business, especially the new
server/memory/switch products, to drive double-digit growth. 2) Overseas
market: We think overseas telecom capex has peaked in 2022, reaching
all-time high of US$300bn, driven by resumed 5G buildouts. Looking
forward, we are cautious about overseas telecom capex growth, considering
plateaued 5G revenue growth and macro pressures.

GPM is expected to remain at current 40%-+ level. The Company’s GPM
improved to 43.2% in 1H23 from 37.0%/37.3% in 1H/2H22, mainly due to a
significant increase in margin in the Carrier segment (54.2% in 1H23 vs.
45.3%/47.1% in 1H/2H22). We expect the mgmt. team will continue to
improve organizational efficiency and strengthen the Company’s financial
performance.

TP was raised to HK$29.4, based on 11.4x (unchanged, close to 3-year
avg.) rollover FY24E P/E. We expect ZTE'’s revenue to grow 7.6%/8.9%
YoY in 2023/24E. We revised down our top-line forecasts by 9%/12%, due
to cautious outlook for global telecom spending and soft
consumer/corporates spending. We revised up our bottom-line forecasts by
5%/10%, reflecting higher GPM. We raised TP to HK$29.4. We think the
stronger growth in earnings justify the 11.4x P/E multiple. Potential risks

include China-Us trade tensions, additional component
restriction/technology ban, and 5G deployment delays.
Earnings Summary
(YE 31 Dec) FY20A FY21A FY22E FY23E FY24E
Revenue (RMB mn) 101,451 114,522 122,954 132,278 144,074
YoY growth (%) 11.8 12.9 7.4 7.6 8.9
Gross margin (%) 31.6 35.2 37.2 41.2 41.0
Operating profit (RMB mn) 5,589 8,534 10,561 11,839 12,765
YoY growth (%) (39.9) 52.7 23.7 121 7.8
Net profit (RMB mn) 4,260 6,813 8,080 9,886 11,653
YoY growth (%) (17.3) 59.9 18.6 22.4 17.9
EPS 0.92 1.47 171 2.05 2.4
P/E (x) 22.4 12.9 13.5 11.2 9.6
ROE (%) 11.8 14.4 14.3 155 15.7

Source: Company data, Bloomberg, CMBIGM estimates
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Figure 1: China major telcos have collectively added Figure 2: 5G BTS tender announcements
~451k 5G BTS in 1H23
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Figure 3: CMBIGM estimates vs. consensus

CMBI estimates Consensus Diff (%)
RMB mn FY23E FY24E FY25E FY23E FY24E FY25E FY23E FY24E FY25E
Revenue 132,278 144,074 | 156,765 | 137,529 152,803 | 167,208 -4% -6% -6%
Gross Profit 54,554 59,074 63,811 51,703 57,549 63,404 6% 3% 1%
Operating Profit 11,839 12,765 13,659 11,518 13,165 15,079 -3% -3% -9%
Net profit 9,886 11,653 13,312 9,838 11,155 12,656 0% 4% 5%
EPS (RMB) 2.05 2.40 2.74 2.09 2.40 2.70 -2% 0% 1%
Gross Margin 41.2% 41.0% 40.7% 37.6% 37.7% 37.9% 3.6 ppt 3.3 ppt 2.8 ppt
Operating Margin 9.0% 8.9% 8.7% 8.4% 8.6% 9.0% 0.6 ppt 0.3 ppt -0.3 ppt
Net Margin 7.5% 8.1% 8.5% 7.2% 7.3% 7.6% 0.3 ppt 0.8 ppt 0.9 ppt

Source: Company data, CMBIGM estimates

Figure 4: Earnings revision

| New old | Diff (%)
RMB mn FY23E FY24E FY23E FY24E FY23E FY24E
Revenue 132,278 144,074 144,923 163,260 -9% -12%
Gross Profit 54,554 59,074 50,883 56,736 7% 4%
Operating Profit 11,839 12,765 11,024 12,413 7% 3%
Net profit 9,886 11,653 9,396 10,580 5% 10%
EPS (RMB) 2.05 2.40 197 2.18 4% 10%
Gross Margin 41.2% 41.0% 35.1% 34.8% 6.1 ppt 6.3 ppt
Operating Margin 9.0% 8.9% 7.6% 7.6% 1.4 ppt 1.3 ppt
Net Margin 7.5% 8.1% 6.5% 6.5% 1 ppt 1.6 ppt

Source: Company data, CMBIGM estimates
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Financial Summary

INCOME STATEMENT

YE 31 Dec (RMB mn)

Revenue 90,737 101,451 114,522 122,954 132,278 144,074
Cost of goods sold (57,008) (69,379) (74,160) (77,228) (77,724) (85,000)
Gross profit 33,728 32,071 40,362 45,727 54,554 59,074
Operating expenses (24,424) (26,483) (31,828) (35,166) (42,715) (46,308)
Selling expense (7,869) (7,579) (8,733) (9,173) (10,052) (10,804)
Admin expense (4,773) (4,995) (5,445) (5,333) (5,501) (5,920)
Sales tax (931) (685) (787) (951) (1,497) (1,631)
R&D expense (12,548) (14,797) (18,804) (21,602) (27,836) (30,318)
Others 1,696 1,573 1,941 1,893 2,171 2,365
Operating profit 9,304 5,589 8,534 10,561 11,839 12,765
Other income/(expense) (1360) (104) 928 (1646) (1840) (1513)
EBIT 8,128 5,485 9,462 8,915 9,999 11,253
Other income/expense (180) (164) (979) (657) 0 0
Pre-tax profit 7,162 5,064 8,499 8,752 11,264 13,280
Income tax (1,385) (342) (1,463) (960) (1,230) (1,454)
After tax profit 5,777 4,722 7,036 7,792 10,034 11,827
Minority interest (280) (446) (223) 289 (148) a74)
Others (349) (16) 0 0 0 0
Net profit 5,148 4,260 6,813 8,080 9,886 11,653
BALANCE SHEET 2019A 2020A 2021A 2022E 2023E 2024E
YE 31 Dec (RMB mn)

Current assets 102,567 106,977 127,871 137,874 146,851 162,909
Cash & equivalents 28,506 31,403 39,071 47,072 56,006 69,553
Restricted cash 4,804 4,256 11,642 9,274 8,387 8,387
Account receivables 19,778 15,891 17,509 17,751 17,039 18,091
Inventories 27,689 33,689 36,317 45,235 44,201 44,292
Other current assets 21,790 21,738 23,332 18,542 21,218 22,586
Non-current assets 38,635 43,658 40,892 43,080 42,190 43,718
PP&E 9,384 11,914 11,437 12,913 13,768 14,587
Right-of-use assets 1,064 1,047 815 1,080 1,031 1,008
Deferred income tax 2,511 3,437 3,195 3,719 3,773 4,124
Intangibles 7,719 9,367 8,905 7,342 8,143 7,891
Goodwill 186 186 0 0 0 0
Other non-current assets 17,771 17,707 16,540 18,026 15,475 16,108
Total assets 141,202 150,635 168,763 180,954 189,041 206,626
Current liabilities 86,371 74,395 78,685 78,424 72,759 80,938
Short-term borrowings 26,646 10,559 8,947 9,962 6,005 7,446
Account payables 18,356 17,152 21,717 19,075 19,576 21,397
Other current liabilities 41,369 46,684 48,021 49,387 47,178 52,095
Non-current liabilities 16,877 30,117 36,791 42,987 46,595 45,063
Long-term borrowings 10,045 22,614 29,908 35,126 38,334 36,033
Other non-current liabilities 6,832 7,503 6,883 7,861 8,261 9,030
Total liabilities 103,248 104,512 115,476 121,410 119,354 126,002
Share capital 4,228 4,613 4,731 4,736 4,827 4,865
Retained earnings 11,680 14,824 20,651 27,309 35,351 46,035
Other 12,919 23,860 26,100 26,596 28,459 28,501
Total shareholders equity 28,827 43,297 51,482 58,641 68,637 79,401
Minority interest 2,875 2,826 1,806 902 1,050 1,223
Other 6,252 0 0 0 0 0
Total equity and liabilities 141,202 150,635 168,763 180,954 189,041 206,626

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE 3
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CASH FLOW 2020A 2021A 2022E 2023E 2024E
YE 31 Dec (RMB mn)

Operating

Profit before taxation 5,777 4,722 7,036 7,792 10,034 11,827
Depreciation & amortization 3,587 3,971 4,588 4,386 4,783 5,289
Change in working capital (4,177) (1,965) 2,616 (9,058) 1,870 (454)
Others 2,260 3,505 1,484 4,458 3 6,481
Net cash from operations 7,447 10,233 15,724 7,578 16,690 23,143
Investing

Capital expenditure (6,551) (6,472) (5,686) (4,952) (5,678) (6,195)
Others 528 -610 -4,906 3,661 635 375
Net cash from investing (6,023) (7,082) (10,592) (1,291) (5,043) (5,820)
Financing

Dividend paid (2,640) (2,951) (2,618) (3,688) (3,904) (2,992)
Net borrowings 9,019 (1,294) 5,309 5,442 (749) (860)
Others (657) 3,955 88 (299) 1,941 76
Net cash from financing 5,722 (290) 2,779 1,455 (2,712) (3,776)
Net change in cash

Cash at the beginning of the year 21,134 28,506 31,403 39,071 47,072 56,006
Exchange difference 227 37 (242) 260 0 0
Cash at the end of the year 28,506 31,403 39,071 47,072 56,006 69,553

PLEASE READ THE ANALYST CERTIFICATION AND IMPORTANT DISCLOSURES ON LAST PAGE 4
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Disclosures & Disclaimers

Analyst Certification

The research analyst who is primary responsible for the content of this research report, in whole or in part, certifies that with respect to the securities
or issuer that the analyst 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 that 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 stock(s) 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 stock(s) covered in this research report 3 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.

CMBIGM Ratings

BUY : Stock with potential return of over 15% over next 12 months

HOLD : Stock with potential return of +15% to -10% over next 12 months

SELL : Stock with potential loss of over 10% over next 12 months

NOT RATED : Stock is not rated by CMBIGM

OUTPERFORM : Industry expected to outperform the relevant broad market benchmark over next 12 months
MARKET-PERFORM : Industry expected to perform in-line with the relevant broad market benchmark over next 12 months
UNDERPERFORM : Industry expected to underperform the relevant broad market benchmark over next 12 months
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