A8 Digital Music

Wireless sustains growth

Key points:

» 3Q results show a solid growth in Tencent's and Sina's
wireless businesses

> Sustained industry growth, stabile operating policies
and a healthy operating environment - key reasons
behind the improvement

» Telecoms restructuring to benefit both companies in
the long term

» Current operating environment will benefit leaders
such as A8, whose wireless music products are key
drivers to telcos’ growth.

» A8’s cash per share represents 94.6% of its share
price, based on our 3Q projections. BUY, with a
target price of HK$2.60, representing 11.0x
FY12/09F P/E.

Update. Tencent (700 HK, HK$46.80) and Sina (SINA US)
announced solid 3Q growth in their MVAS businesses. Tencent's
MVAS revenue rose 93% YoY to RMB372m. Revenue of 2.5G
products jumped 247% YoY to RMB7lm and IVR 57% to
RMB56m. Sina's revenue from mobile operations rose 63.3% YoY
to US$27m, due to: 1) sustained industry growth; 2) stabilization of
operator policies; 3) favourable government regulations and 4)
healthy business environment, the company said. It expects the
industry's restructuring to improve the overall environment by
spurring China Telecom (762 HK, HK$2.85) and China Unicom (762
HK, HK$9.81) to actively promote and enhance their value-added
services (VAS).

Our view. We believe that the operating environment of China’s
telecom players is healthy and will benefit leaders such as A8. The
company’s UGC music offering is one of the key drivers of wireless
VAS usage in China’s mobile community and the latest comments
from industry players give us confidence that A8 can meet our
FY12/08F earnings forecast of RMB73.5m. We believe that its
wireless music products may benefit from Chinese consumers'
current “belt tightening”, which is prompting a shift from
discretionary spending to items/services that provide a high level of
satisfaction at a relatively low price.

Attractive price. We view the current level as an attractive entry
point for the counter. The company now has RMB290.0m in net cash
at hand, based on our 3Q projections, representing 94.6% of its
market value. We reiterate our BUY call on A8, with a target price of
HK$2.60, representing 11.0x FY12/09F P/E.
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Financial summary

Year to Dec 06A 07A 08F O09F 10F
Turnover (RMBm) 260.1 278.1 650.5 815.2 952.1
Net profit (RMBm) 399 553 735 96.7 117.0
EPS (RMB) 0.089 0.124 0.165 0.217 0.262
EPS A% (4.7) 387 330 316 21.0
P/E (X) 79 57 43 32 27
P/B (x) 25 17 06 05 04
EV/EBITDA (x) 3.7 2.9 0.8 1.2 0.2
Yield (%) 5 - = - 5
ROE (%) 384 36.2 219 179 180
ROCE (%) 457 386 27.1 214 21.4
N. Gear. (%) cash cash Cash Cash Cash
Price Performance
1mth 3mth 12 mth
Relative to FSSTI (%) +3.0 +2.5 -10.0
Actual price changes (%) +3.5 +2.0 -8.5
08F 09F 10F
Consensus EPS (RMB) 0.170 0.217 0.262
Previous forecasts (RMBm) 73.5 96.7 117.0
Previous EPS (RMB) 0.170 0.217 0.262
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Table 1: Summary P&L

Year to Dec (RMBm) 06A 07A 08F 09F 10F
Revenue
Music-related 159.3 197.5 496.5 649.5 780.8
Non music related 109.2 88.5 165.4 180.0 188.0
268.4 286.0 661.9 829.5 968.8
Business tax (8.3) (7.9) (11.4) (14.3) (16.7)
Net revenue 260.1 278.1 650.5 815.2 952.1
Cost of services (127.8) (149.4) (388.1) (496.8) (595.4)
Gross profit 132.3 128.7 262.4 3184 356.6
Other income/gains, net 9.7 20.2 4.6 4.9 515
Gain from disposal of JCE - 5.7 - - -
Selling & marketing expenses (67.8) (67.1) (120.0) (149.1) (165.4)
Administration expenses (22.4) (21.7) (31.2) (37.2) (41.3)
Other expenses (2.8) (0.1) (21.5) (16.5) (10.6)
Finance costs (5.0) (4.9) (3.8) (2.0) (2.0)
Profit/loss from JV 0.6 (0.3) - - -
Tax (5.3) (5.2) (15.1) (20.1) (24.3)
Profit after tax 39.3 55.2 75.4 98.4 118.5
Minority interest 0.6 0 (2.9) 2.7 (1.5)
Net profit 39.9 55.3 73.5 96.7 117.0

Source: Company data

Disclosure of interest: SBI E2-Capital Securities Limited acted as the sole bookrunner, lead
manager and underwriter for the A8 Digital Music Holdings Limited in June 2008.
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