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Background: Founded in 2008 with a capital injection by prestigious US Share price performance
venture-capital firms such as Capital G, InnoLight Technology (Suzhou) (CNY) %)
(ITS) supplied high-speed optical transceivers, with datacentres (DC) its 4 105
key application market. Listed on the Shenzhen Stock Exchange in 2012 40 /\ | ! J %
focusing on industrial machinery, Shandong Zhongji Electrical Equipment zf ('«W | j:
acquired ITS in 2017 and restructured the 2 firms into a consolidated entity, . ‘ ‘ ‘ r »
Zhongji InnoLight (FFf&AE£T), keeping the same stock ticker. After spinning JuH18  Oct18  Jan19 Apr9
off its machinery business into a new subsidiary, Shandong Zhongji Zhongii In (LHS)
. . . . . Relative to SZASHR Index (RHS)
Intelligent Equipment (SZIE), Zhongiji InnoLight became a holding company
for ITS and SZIE. In 2018, InnoLight generated USD770m in revenue 12-month range 26.96-44.41
where ¢.90% was for DC (breakdown by bandwidth shown on next page). Market cap (USDbn) 3.75
3m avg daily turnover (USDm) 26.54

Highlights: DC demand to recover soon. InnoLight’'s DC customers Source: FactSel, Daiwa forecasts

cover most of the leading hyper-scale public/private operators in the world.
Orders from some of its customers seem to have been muted since 2H18
due to inventory adjustments, but management expects business to
recover in 2H19, with revenue upside from bandwidth migration to 400G.
Our market research suggests meaningful price premiums for 400G optical
transceivers over 100G counterparts in the DC market, making the 400G
likely a margin-accretive solution.

Bandwidth upgrades a secular driver. InnoLight sees bandwidth
upgrades as a multi-year trend on surged data flows, especially in the
datacom market where bandwidth migration is faster than telecom. This
echoes our bandwidth theme in the BigData/loT demand cycle. Global DCs
have witnessed bandwidth upgrades to 100G from 40G. Management
expects the next 400G cycle to begin soon, where InnoLight believes it
holds a leading position to benefit given its vertical-disintegration model
offering better time-to-market than an IDM. As for the 5G cellular migration,
it sees intense competition in base-station interconnectivity, thus only
focusing on mid-haul and backhaul data transmissions where bandwidth
requirements are higher (50/100/200G+) than the front-haul (25G).

Financial update. Despite DC inventory correction, InnoLight sees a
revenue trough in 1Q19, followed by a nice uptick QoQ in 2Q19, with
negative YoY growth likely to reverse in 2H19; the bottom line could
potentially grow this year thanks to frugal opex control and reduced interest
expenses associated with refinancing.

Valuation: The stock is trading at a 4.7x 2019E PBR and 37x 4-quarter

forward PER, based on the consensus forecasts, roughly at the low-/mid-
bounds of its historical ranges post the business restructuring in 2017.

See important disclosures, including any required research certifications, beginning on page 5
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InnoLight: quarterly P&L

CNYm 1Q17 2Q17 3Q17* 4Q17 1Q18 2Q18 3Q18 4Q18 1Q19 2015 2016 2017 2018
Revenue 15 56 1,069 1,218 1,399 1,427 1,377 953 876 121 132 2,357 5,156
COGS -10 37 -782 -897 -1,059 -1,057 -993 -641 -630 -88 91 -1,726 -3,750
Gross profit 5 19 287 320 340 370 384 312 246 33 40 632 1,406
Opex -1 -12 17 -145 -152 -159 -167 -155 -123 -37 -47 -284 633
Operating profit 6 7 171 176 188 211 218 157 123 -4 -7 347 773
Pretax profit -4 9 145 57 169 198 183 145 17 6 1 206 695
Income taxes 0 0 -22 -21 -21 -29 -19 -3 -18 -1 -1 -44 -72
Net profit -4 8 122 35 148 169 165 142 100 6 10 162 623
EPS (USD, basic) -0.02 0.04 0.26 0.07 0.31 0.36 0.35 0.30 0.20 0.03 0.05 0.34 1.31
EPS (USD, fully diluted) -0.01 0.03 0.18 0.05 0.22 0.25 0.25 0.21 0.15 0.02 0.03 0.24 0.94
Margin

Gross 32% 35% 27% 26% 24% 26% 28% 33% 28% 27% 31% 27% 27%
Operating -43% 13% 16% 14% 13% 15% 16% 16% 14% -3% -5% 15% 15%
Net -30% 15% 1% 3% 1% 12% 12% 15% 1% 5% 8% % 12%
Growth (QoQ)

Revenue -70% 285% nm 14% 15% 2% -3% -31% -8%

Gross profit -73% 321% nm 1% 6% 9% 4% -19% 21%

Operating profit -258% nm nm 3% 7% 12% 3% -28% -22%

Net profit -174% nm nm -11% 320% 14% -3% -14% -30%

EPS (basic) -174% nm nm -71% 320% 14% -3% -14% -34%

EPS (FD) -174% nm nm -17% 320% 14% -3% -14% -26%

Growth (YoY)

Revenue 41% 21% nm nm nm nm 29% -22% -37% 2% 8% nm 119%
Gross profit 36% 56% nm nm nm nm 34% 2% -28% -14% 22% nm 123%
Operating profit nm nm nm nm nm nm 28% -11% -34% nm nm nm 123%
Net profit nm -29% nm 496% nm nm 35% 302% -33% -32% 81% nm 286%
EPS (basic) nm -29% nm 172% nm nm 34% 301% -37% -32% 81% nm 285%
EPS (FD) nm -29% nm 172% nm nm 34% 301% -33% -32% 81% nm 284%

Source: Company
Note: * consolidation of business operations of InnoLight Technology (& - 4 £/) and Shandong Zhongji Electrical Equipment (1 X ¥ " i 1 # %)

InnoLight: 2018 revenue mix InnoLight: major shareholder structure
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Financial summary
Profit and loss (CNYm)

Zhongji InnoLight (300308 CH): 2 July 2019

Year to 31 Dec 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Revenue 90 124 162 17 91 119 121 132 2,357 5,156
COGS -45 61 -81 -60 -54 -80 -88 91 1726 -3,750
Gross profit 45 63 81 57 37 39 33 40 632 1,406
SG&A -1 -13 -20 =27 -35 -41 -37 -47 -284 -481
R&D 0 0 0 0 0 0 0 0 0 -152
Operating profit 34 50 61 30 1 -2 -4 -7 347 773
Net interest income (expense) -0 -1 -2 4 3 4 3 1 -37 -79
Other non-op gains (losses) 2 -0 1 -0 12 7 7 17 -104 1
Pretax profit 35 49 60 34 16 9 6 1" 206 695
Income tax -4 -7 -8 -5 -2 -1 -1 -1 -44 -72
Minority interest & others 0 0 0 0 0 0 0 0 0 0
Net profit 3 42 51 29 14 8 6 10 162 623
EPS (basic) 3.00 0.84 1.02 0.43 0.12 0.04 0.03 0.05 0.34 1.31
EPS (weighted average) 0.69 0.89 1.02 0.46 0.12 0.04 0.03 0.05 0.50 1.36
EPS (fully diluted) 0.69 0.89 1.02 0.10 0.05 0.03 0.02 0.03 0.24 0.94
DPS (CNY, against prev. year) 0.00 3.93 0.05 0.29 0.10 0.03 0.01 0.01 0.10 0.14
EBITDA 36 54 68 40 22 23 24 24 449 974
Cash flow (CNYm)

Year to 31 Dec 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Pretax profit 35 49 60 34 16 9 6 1 206 695
Depreciation & amortization 2 4 7 10 20 25 27 31 101 201
Changes in working capital 2 -15 -28 -50 0 -20 -2 7 -393 -473
Other operating CF items -6 -6 -6 -7 -1 -5 -5 -15 127 237
Cash flow from operations 34 32 33 -13 36 9 27 34 41 660
Capex -13 -47 -50 -27 -96 -63 -53 -35 -421 -608
Net disposals (acquisitions) 0 0 0 0 0 -27 31 7 27 -70
Other investing CF items 0 0 0 -215 97 22 N -52 248 5
Cash flow from investing -13 -47 -49 -242 1 -69 68 -81 -146 -673
Changes in debts 0 20 20 -40 21 1 -30 0 260 151
Net share issues (purchases) 0 48 0 306 0 0 0 0 760 52
Dividends paid 0 -4 -2 -15 -7 -3 -3 -2 -21 -65
Other financing CF items 0 -1 -1 -6 -5 -0 0 0 -18 -1
Cash flow from financing 0 26 17 245 9 7 -33 -2 981 137
Forex effects & other adjustments 0 0 0 0 0 0 0 0 -7 15
Change in cash 22 1 0 -1 46 -52 62 -49 869 139
Free cash flow 22 -15 -7 -40 -60 -54 -26 -2 -379 52

Source: Company
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Financial summary continued ...
Balance sheet (CNYm)

As at 31 Dec 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Cash & ST investment 28 37 37 243 21 136 12 69 957 1,041
Inventory 41 49 62 61 84 75 82 72199 2,119
Accounts receivable 29 43 50 73 72 88 93 81 1,101 880
Other current assets 1 13 7 6 2 4 7 82 281 17
Total current assets 100 142 156 382 369 304 295 304 4308 4,158
Fixed assets 41 50 110 135 235 166 200 194 1,306 1,719
Goodwill & intangibles 12 29 28 28 137 123 12 97 2171 2,101
Other non-current assets 0 0 0 0 0 63 35 37 25 103
Total assets 152 221 293 545 740 656 641 632 7,810 8,080
Short-term debt 0 20 40 0 19 30 0 0 434 390
Accounts payable 16 23 19 8 35 22 22 28 1,674 942
Other current liabilities 51 22 28 13 18 23 44 40 839 1,536
Total current liabilities 67 65 87 21 72 75 66 67 2,947 2,868
Long-term debt 0 0 0 0 0 0 0 0 241 270
Other non-current liabilities 0 0 0 3 139 36 27 9 616 167
Total liabilities 67 65 87 24 21 111 93 76 3,804 3,304
Share capital 10 50 50 67 120 216 216 216 474 475
Reserves, R/E and others 75 106 157 454 409 329 332 340 3532 4301
Shareholders' equity 86 156 207 521 529 545 548 556 4,006 4,776
Minority interest 0 0 0 0 0 0 0 0 0 0
Total equity & liabilities 152 221 293 545 740 656 641 632 7,810 8,080
Net debt (cash) -28 -17 3 -243 -191 -106 -112 -62 65 681
BVPS (CNY) 1.90 3.31 412 8.33 4.46 2.67 2.54 257 1240 1043

Key ratios (%)

Year to 31 Dec 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Growth

Revenue 2% 37% 3N%  -28%  -22% 31% 2% 8% nm  119%
Operating profit 6% 48% 22% -51% -95%  -260% nm nm nm_ 123%
Net profit 3% 34% 2% 4%  51%  43%  -32% 81% nm  286%
EPS (fully diluted) 1% 29% 15% 9%  51%  -43%  -32% 81% nm  284%
EBITDA 0% 52% 26%  -42%  -45% 3% 5% 1% nm_ 117%
Margin

Gross profit 49.8% 50.8% 502% 487% 40.5% 325% 271% 30.6% 268% 27.3%
Operating profit 372% 403% 37.7% 258% 16% -20% -30% -54% 147% 15.0%
Net profit 346% 339% 316% 247% 157% 6.9% 4.6% 7.6% 6.9% 121%
EBITDA 395% 438% 420% 34.0% 241% 19.0% 195% 183% 19.0% 18.9%
Profitability

ROA 21% 19% 17% 5% 2% 1% 1% 2% 2% 8%
ROE 36% 21% 25% 6% 3% 1% 1% 2% 4% 13%
ROCE 54% 30% 24% 10% 4% 2% 1% 2% 4% 1%
Leverage

Debt to equity 7% 42% 42% 5% 40% 20% 17% 14% 95% 69%
Interest-bearing debt to equity 0% 13% 19% 0% 4% 6% 0% 1% 26% 36%
Net debt to equity -33% 1% 1%  -47%  -36%  -20%  -20% -11% 2% 14%
Efficiency

Days receivable 108 106 104 191 292 246 272 241 92 70
Days inventory 381 270 250 373 489 362 325 307 216 199
Days payable 95 116 95 82 144 129 91 99 180 127
Cash cycle 395 260 260 483 637 480 506 449 127 142

Source: Company

Company profile

Founded in 2008 with capital injection by prestigious US venture capitals such as Capital G, InnoLight
Technology (Suzhou) (ITS) supplied high-speed optical transceivers with datacentre (DC) its key
application market. Listed in Shenzhen Stock Exchange in 2012 focusing on industrial machinery,
Shandong Zhongiji Electrical Equipment acquired ITS in 2017 and restructured the 2 firms into a
consolidated entity Zhongiji InnoLight (4 [&EE]) keeping the same stock ticker. After spinning off its
machinery business into a new subsidiary Shandong Zhongiji Intelligent Equipment (SZIE), Zhongji
InnoLight became a holding company of ITS and SZIE. In 2018, InnoLight generated USD770m
revenue where c. 90% was for DC.
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Important Disclosures and Disclaimer

This publication is produced by Daiwa Securities Group Inc. and/or its non-U.S. affiliates, and distributed by Daiwa Securities Group Inc. and/or its non-U.S. affiliates, except to the extent
expressly provided herein. This publication and the contents hereof are intended for information purposes only, and may be subject to change without further notice. Any use, disclosure,
distribution, dissemination, copying, printing or reliance on this publication for any other purpose without our prior consent or approval is strictly prohibited. Neither Daiwa Securities Group Inc.
nor any of its respective parent, holding, subsidiaries or affiliates, nor any of its respective directors, officers, servants and employees, represent nor warrant the accuracy or completeness of
the information contained herein or as to the existence of other facts which might be significant, and will not accept any responsibility or liability whatsoever for any use of or reliance upon this
publication or any of the contents hereof. Neither this publication, nor any content hereof, constitute, or are to be construed as, an offer or solicitation of an offer to buy or sell any of the
securities or investments mentioned herein in any country or jurisdiction nor, unless expressly provided, any recommendation or investment opinion or advice. Any view, recommendation,
opinion or advice expressed in this publication may not necessarily reflect those of Daiwa Securities Group Inc., and/or its affiliates nor any of its respective directors, officers, servants and
employees except where the publication states otherwise. This research report is not to be relied upon by any person in making any investment decision or otherwise advising with respect to, or
dealing in, the securities mentioned, as it does not take into account the specific investment objectives, financial situation and particular needs of any person.

Daiwa Securities Group Inc., its subsidiaries or affiliates, or its or their respective directors, officers and employees from time to time have trades as principals, or have positions in, or have
other interests in the securities of the company under research including market making activities, derivatives in respect of such securities or may have also performed investment banking and
other services for the issuer of such securities. Daiwa Securities Group Inc., its subsidiaries or affiliates do and seek to do business with the company(s) covered in this research report.
Therefore, investors should be aware that a conflict of interest may exist. The following are additional disclosures.

Ownership of Securities

For “Ownership of Securities” information, please visit BlueMatrix disclosure link at https:/daiwa3.bluematrix.com/sellside/Disclosures.action.
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of the firm producing the report if no individual analyst is named on the report); and no part of the compensation of such analyst (or no part of the compensation of the firm if no individual analyst
is named on the report) was, is, or will be directly or indirectly related to the specific recommendations or views contained in this Research Report.

The following explains the rating system in the report as compared to relevant local indices, unless otherwise stated, based on the beliefs of the author of the report.
"1": the security could outperform the local index by more than 15% over the next 12 months.

"2": the security is expected to outperform the local index by 5-15% over the next 12 months.

"3": the security is expected to perform within 5% of the local index (better or worse) over the next 12 months.

the security is expected to underperform the local index by 5-15% over the next 12 months.

"5": the security could underperform the local index by more than 15% over the next 12 months.

Disclosure of investment ratings

Rating Percentage of total
Buy* 67.79%
Hold** 22.37%
Sell*** 9.84%

Source: Daiwa

Notes: data is for single-branded Daiwa research in Asia (ex Japan) and correct as of 31 March 2019.
* comprised of Daiwa’s Buy and Outperform ratings.

** comprised of Daiwa’s Hold ratings.

*** comprised of Daiwa’s Underperform and Sell ratings.

Additional information may be available upon request.

Japan - additional notification items pursuant to Article 37 of the Financial Instruments and Exchange Law
(This Notification is only applicable where report is distributed by Daiwa Securities Co. Ltd.)

If you decide to enter into a business arrangement with us based on the information described in materials presented along with this document, we ask you to pay close attention to the following
items.

« In addition to the purchase price of a financial instrument, we will collect a trading commission* for each transaction as agreed beforehand with you. Since commissions may be included in
the purchase price or may not be charged for certain transactions, we recommend that you confirm the commission for each transaction.

In some cases, we may also charge a maximum of ¥ 2 million (including tax) per year as a standing proxy fee for our deposit of your securities, if you are a non-resident of Japan.

For derivative and margin transactions etc., we may require collateral or margin requirements in accordance with an agreement made beforehand with you. Ordinarily in such cases, the
amount of the transaction will be in excess of the required collateral or margin requirements.

e There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest rates, exchange rates, stock prices,
real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could exceed the amount of the collateral or margin requirements.

There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by us.

Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as certified public accountants.
*The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current market conditions and the content
of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take responsibility for your own decisions
regarding the signing of the agreement with us.
Corporate Name: Daiwa Securities Co. Ltd.
Financial instruments firm: chief of Kanto Local Finance Bureau (Kin-sho) No.108
Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan
Japan Securities Investment Advisers Association
Type Il Financial Instruments Firms Association
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