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Rating Action Overview

-  Sercomm's solid software development capability coupled with in-house manufacturing
underpins its market position in the telecom equipment industry. However, the
company's limited pricing power, small operating scale, and less-favorable product mix
with low profit margin constrain its competitive position.

- Sercomm's conservative debt usage and financial policy helps the company to better
withstand market volatility and control financial risk.

- OnMay 29, 2019, Taiwan Ratings Corp. assigned its 'twA-' long-term and 'twA-2' short-
term issuer credit ratings to Sercomm.

- Therating outlook is stable to reflect our expectation that Sercomm will generate positive
discretionary cash flow with a recovery in EBITDA, and remain debt free after surplus cash
adjustment over the next two years.

Rating Action Rationale

We believe Sercomm Corp.'s accumulated strength in software development coupled with
hardware design and in-house manufacturing underpin its market position in the
telecommunication equipment industry. Moreover, Sercomm's conservative debt usage and
financial policy should help the company to better withstand market volatility and control
financial risk, in our view. Nonetheless, the company's limited pricing power against its
clients, small operating scale, and less-favorable product mix with a still-high contribution
from low-margin businesses could continue to constrain its profitabilty and competitiveness.

Founded in 1992, Sercomm designs and manufactures telecom equipment, including
broadband gateway consumer premise equipment (CPE), WiFi access point, business routers,
and Internet of Things (loT) related products. Broadband CPE is the company's biggest
business segment, which contributed about 72% of revenue in 2018. Enterprise network and
loT business contributed about 14% and 12%, respectively. Sercomm is among the top three
global broadband CPE provider, conveying a global market share in the high-single-digit
percentage. The company also has a leading market position in certain niche market,
including a market share of 20%-25% in IP camera in the U.S., and a global market share of
8%-10% in business wireless router. The company has production base in China (60%),
Taiwan (20%), and Philippine (20%) as of May 2019.

Sercomm's competency in software development coupled with hardware design and in-house
manufacturing allows a high degree of customization and shortens turnaround time for
product development. Sercomm has more than 1,200 R&D engineers and R&D expenses has
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accounted for 4%-5.5% of revenue over the past three years. The company has enhanced its
production efficiency through the adoption of automation and Al, which increased output per
labor by roughly 50% over the past five years. In addition, Sercomm's agility in moving
production capacity overseas in the face of increasing trade friction and rising import taxes in
the U.S. demonstrates its flexibility in managing capacity and lowering cost. These factors
underpin Sercomm's capability in delivering new products to clients in a timely and cost-
effective manner, which is critical to market success.

In our view, Intense competition and low profitability in the fragmented broadband CPE
segment constrains Sercomm's competitive positon. The company has limited pricing power
against its clients, particularly because of its small scale. Although Sercomm's strong R&D
capability may grant it a price premium for new products in the initial launch stage, this
premium gradually declines as products enter their mature life cycle. This means that original
design manufacturers (ODM) compete for orders largely based on price and the switching cost
for customers is low in most cases. We expect Sercomm to experience continued margin
pressure resulting from market competiton. In 2018, low-margin CPE business accounted for
about 38% of revenue.

We expect Sercomm's product mix to improve with a lower contribution from low-margin CPE
business, as the company pursues the 'Go Direct' strategy. This strategy is to supply
broadband CPEs directly to network service providers (because it carries better margin)
instead of selling through vendors. The strategic shift would require the company to establish
relationships with carriers in the U.S., China, and Southeast Asia that were previously served
indirectly. If successfully executed, Sercomm would see profitability improvement and better
customer diversity. Nonetheless, this could take some time and uncertainty exists. Another
drawback is that Sercomm is likely to face order cuts from CPE vendors, which could drag
down the company's revenue growth over the next 12 months. These vendors were the
company's largest clients in the past.

Sercomm's low debt leverage and conservative financial policy are key supporting factors for
the ratings. The company has a net cash position as the end of 2018 with New Taiwan dollar
(NT$) 6.1 billion cash and liquid investment and NT$2.8 billion of debt. The company also
takes a conservative approach in managing account receivables and foreign currency risk.
Almost all Sercomm's account receivables are covered by insurance and foreign orders are
locked using currency forwards once confirmed. We believe such a conservative financial
policy will help the company to better withstand market volatility and control financial risk.

Nevertheless, market volatilities could still have a significant impact on Sercomm's cash flow
generation and profitability. The volatility may stem from the company's small scale and still
relatively high customer concentration that makes it cash flow sensitive to orders from a
single client. Material input cost changes, price pressure, and the lumpy nature of capital
expenditure by carriers may also lead to such volatility. In addition, constant technology
evolution is likely to stir up volatility in final sales prices and margins periodically, while
shortening product life cycles provide less stability in earning streams.
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Outlook

The stable outlook reflects our expectation that Sercomm's EBITDA will recover in 2019 and 2020 with
the introduction of next-generation products, progress on the company's product mix, expansion of its
customer base, and rationalization of input costs. The stable outlook also reflects our view that the
company will generate positive discretionary cash flow and remain debt free after surplus cash
adjustment over the next two years.

Downward scenario

We may lower the long-term rating on Sercomm if ineffective R&D or product design leads to loss of
business or if the company increases debt usage substantially, possibly due to large-scale capacity
expansion or shareholder friendly actions that cause its ratio of debt to EBITDA to exceed 1.5x for an
extended period. We may also lower the rating if the company's profitability weakens as a result of more
intense price competition or persistent increases in raw material costs, leading to a return on capital of
below 10%.

Upward scenario

We view the likelihood of an upgrade as relatively low over the next one to two years. However, we may
raise the rating if Sercomm could expand its operating scale substantially with an enlarged and more
diversified customer base such that its cash flow stability improved with less impact from a single client.
We may also raise the rating if Sercomm could strengthen its profitability materially, likely through
broadening the scope of product offerings and optimization of its product mix by increasing the
contribution from high-margin products.

Our Base-Case Scenario

We expect Sercomm's revenue to grow 4%-6% in 2019 and 15%-20% in 2020, mainly underpinned
by anticipated higher growth in enterprise network business for next-generation products and loT
business amid increasing application demand.

— U.S.realGDPtogrow 2.2% in 2019 and 1.7% in 2020, Europe's real GDP to grow 1.3% in 2019 and
1.9% in 2020, and Asia-Pacific real GDP to grow 5.2% in 2019 and 5.3% in 2020.

— Broadband CPE sales will decline by a low-single digit in 2019, mainly due to Sercomm's strategy
shift toward supplying directly to network service providers instead of through CPE vendors, which is
likely to cause order drop from CPE vendors. CPE revenue could grow again in 2020, driven by
geographic sales expansion and product upgrades.

—  Other business lines will have faster growth in the double digit range in 2019-2020. The introduction
of the new Wifi 6 standard and continued customer base expansion is behind our anticipation of
strong sales growth in Sercomm's enterprise business. New product launches in surveillance
equipment and the introduction of new loT applications could also boost the company's loT business
sales over the same period.

- Gross margin to recover to 15.5%-16.5% in 2019 and 2020 from 15.2% in 2018, driven by a likely
decline in input cost and lower contribution from low-margin home gateway business.

— Sales and general administrative expenses to grow by a mid-single-digit percentage in 2019-2020
with the setup of new overseas sales offices for geographic expansion.

— R&D cost to increase by double-digits in 2019-2020 to support new product development. R&D to
revenue ratio will be 5%-6% over the period.

- Capital expenditure of NT$0.7 billion-NT$0.8 billion in 2019 and NT$1 billion-NT$1.4 billion in 2020.
Higher capital expenditure in 2020 reflects planned capacity expansion domestically and overseas.

— Cash dividend payout of around 72% of previous year's net income.

—  Weapply a surplus cash haircut of 6%, mainly to reflect the discount on stock investments.

- Positive discretionary cash flow in 2019 and 2020 and largely flat reported debt.
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Based on these assumptions, we arrive at the following credit measures:

- EBITDA margin of 5%-6% in 2019 and 2020.
- Ratio of debt to EBITDA of Ox in 2019 and 2020.
- Ratio of free operating cash flow to debt of Ox in 2019 and 2020.

Liquidity

The short-term rating on Sercomm is 'twA-2". We believe Sercomm has strong liquidity to meet its needs
over the next 24 months up to the end of 2020. The ratio of liquidity sources to liquidity uses will be 1.5x-
2xin 2019 and 2.5x-3x in 2020. The company's liquidity sources will still exceed liquidity uses even with
EBITDA drops by 30%. We also believe Sercomm can absorb a low probability high impact event without
refinancing, underpinned by its prudent risk management characterized by a high cash balance, low
debt usage and high insurance coverage on its account receivables. In addition, we believe Sercomm has

good banking relationships as evidenced by the low interest rates on its bank loans. None of Sercomm's
debt carry any financial covenants.

Principal Liquidity Sources.

- Cash and short-term investments: NT$6.1 billion at the end of 2018.
- Cash flow from operations: NT$1.5 billion-NT$2 billion in 2019 and NT$2 billion-NT$2.5 billion in
2020.

Principal Liquidity Uses:

- Debt maturity: NT$2.7 billion in 2019 and NT$20 million-NT$30 million in 2020.

- Working capital outflow: NT$100 million-NT$150 million in 2019.

- Capital expenditure: NT$0.7 billion-NT$0.8 billion in 2019 and NT$1.1 billion-NT$1.4 billion in 2020.
- Cashdividend: NT$612 million in 2019 and NT$700 million-NT$800 million in 2020.

Rating Score Snapshot

Issuer Credit Rating: twA-/Stable/twA-2

Note: All scores below are in comparison with global obligors.

Business risk: Weak

— Country risk: Moderately High
— Industry risk: Moderately High
— Competitive position: Weak

Financial risk: Modest
— Cash flow/Leverage: Modest

Anchor: twa-

Modifiers

- Diversification/Portfolio effect: Neutral
— Capital structure: Neutral

— Financial policy: Neutral

— Liquidity: Strong

- Management and governance: Fair

— Comparable rating analysis: Neutral

Stand-alone credit profile: twa-
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Related Criteria

— General Criteria: Use Of CreditWatch And Outlooks - September 14, 2009

- Understanding Taiwan Ratings' Rating Definitions, www.taiwanratings.com - June 26, 2018

-  General Criteria: Group Rating Methodology - November 19, 2013

—  General Criteria: Methodology: Industry Risk - November 19, 2013

- General Criteria: Country Risk Assessment Methodology And Assumptions - November 19, 2013

—  Criteria| Corporates | General: Methodology And Assumptions: Liquidity Descriptors For Global
Corporate Issuers - December 16, 2014

- Criteria | Corporates | Industrials: Key Credit Factors For The Technology Hardware And
Semiconductors Industry - November 19, 2013

- Criteria | Corporates | General: Corporate Methodology - November 19, 2013

- Criteria| Corporates | General: Corporate Methodology: Ratios And Adjustments - April 01, 2019

— General Criteria: Methodology: Management And Governance Credit Factors For Corporate Entities
And Insurers - November 13, 2012

(Unless otherwise stated, these articles are published on www.standardandpoors.com, access to which requires a registered account)

Ratings List

New Rating

Sercomm Corp.

Issuer Credit Ratings twA-/Stable/twA-2

Copyright © by Taiwan Ratings Corp. All rights reserved.

rrs.taiwanratings.com.tw

May 29, 2019

5



Copyright © 2019 by Taiwan Ratings Corporation (TRC). All rights reserved.

No content (including ratings, credit-related analyses and data, valuations, model, software or other application or output therefrom) or any part thereof (Content) may be
modified, reverse engineered, reproduced or distributed in any form by any means, or stored in a database or retrieval system, without the prior written permission of TRC.
The Content shall not be used for any unlawful or unauthorized purposes. TRC and any third-party providers, as well as their directors, officers, shareholders, employees
or agents (collectively TRC Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. TRC Parties are not responsible for any errors or
omissions (negligent or otherwise), regardless of the cause, for the results obtained from the use of the Content, or for the security or maintenance of any data input by the
user. The Content is provided on an "as is" basis. TRC DISCLAIMS ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES
OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONING
WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OPERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no event shall TRC be liable to any party for
any direct, indirect, incidental, exemplary, compensatory, punitive, special or consequential damages, costs, expenses, legal fees, or losses (including, without limitation,
lostincome or lost profits and opportunity costs or losses caused by negligence) in connection with any use of the Content even if advised of the possibility of such damages.

Credit-related and other analyses, including ratings, and statements in the Content are statements of opinion as of the date they are expressed and not statements of fact.
TRC's opinions, analyses and rating acknowledgment decisions (described below) are not recommendations to purchase, hold, or sell any securities or to make any
investment decisions, and do not address the suitability of any security. TRC assumes no obligation to update the Content following publication in any form or format. The
Content should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making
investment and other business decisions. TRC does not act as a fiduciary or an investment advisor except where registered as such. While TRC has obtained information
from sources it believes to be reliable, TRC does not perform an audit and undertakes no duty of due diligence or independent verification of any information it receives.
Rating-related publications may be published for a variety of reasons that are not necessarily dependent on action by rating committees, including, but not limited to, the
publication of a periodic update on a credit rating and related analyses.

To the extent that regulatory authorities allow a rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain regulatory purposes, TRC
reserves the right to assign, withdraw or suspend such acknowledgement at any time and in its sole discretion. TRC disclaims any duty whatsoever arising out of the
assignment, withdrawal or suspension of an acknowledgment as well as any liability for any damage alleged to have been suffered on account thereof.

TRC keeps certain activities of its business units separate from each other in order to preserve the independence and objectivity of their respective activities. As a result,
certain business units of TRC may have information that is not available to other TRC business units. TRC has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process.

TRC receives compensation for its solicited ratings and certain analyses, normally from issuers, originators, arrangers, or underwriters of securities or from obligors. TRC
reserves the right to disseminate its opinions and analyses. TRC’s public ratings and analyses are made available on its Web sites, www.taiwanratings.com (free of charge),
and rrs.taiwanratings.com.tw (subscription), and may be distributed through other means, including via TRC publications and third-party redistributors. Please click here
for any other conflict of interests that may affect the credit rating as requested by the regulator.
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