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KESM Industries Bhd
Tighter Inventory Control

1H19 CNP of RM3.1m missed our forecast at 14% and
consensus at 13% due to the trade war and WLTP. YoY
1H19 CNP tumbled 86% on lower demand for burn-in an d
testing revenue, higher raw material costs and ETR.
despite flat revenue, 2Q19 CNP plunged 82% on highe
material costs, and higher ETR as well. No dividend , as
expected. Trim FY19-20E CNPs by 6-5% to RM21.6-32.4 m.
Downgrade to UNDERPERFORM with a lower TP of RM7.60

KESM Industries (KESM)'s 1H19 CNP
of RM3.1m (-86% YoY) came in markedly below our forecast at 14% and
consensus estimate at 13%. We attribute the earnings miss to the
Chinese imposition of tariffs on US vehicles and the introduction of the
Worldwide Harmonised Light Vehicle Test Procedure (WLTP) emission
regulation, both of which affected vehicle sales in the regions during the
quarter. No dividend was announced during the quarter, as expected.

Markedly below expectations.
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YoY, 1H19 revenue dropped 11% due to slower demand for its burn-in =~ Beta

and testing services. We believe this could be a negative spillover from
the US-China trade war and WLTP as noted, causing the utilization rate
to fall below 50% as the group’s customers instituted tighter inventory
control measures. While EBITDA declined 33% on higher raw material
costs (+33%), operating profit dropped by a larger quantum of 82%,
suggesting the ineffective charge-out of overhead cost on weaker top-
line. Coupled with a higher effective tax rate (ETR) of 43% (vs. 15% in

KESM MK Equity

Summary Earnings T able

Bursa Code 9334
Listing Market Main Market
Shariah Compliant Yes
Shares Outstanding 43.0
Market Cap (RM m) 405.6
Par value per share (RM) 1.00
52-week range (H) 20.80
52-week range (L) 7.41
Free Float 40%
1.9
3-mth avg daily vol: 49,973
Major Shareholders
Sunright Ltd 48.4%
Kumpulan Wang Persaraan 6.5%
Tan Kong Hong Alex 4.8%

1H18), CNP tumbled 86%. Qo0Q, despite flat 2Q19 revenue, CNP  FY July (RM m) 2018A 2019E 2020E
plummeted 82% to RM0.5m due to higher material costs (+42%) and a = Revenue 349.8 3155 363.0
higher ETR of 71% (vs. 30% in 1Q19). The increase in raw material ~ EBIT 44.0 23.8 34.6
purchases coincided with the provision of electronics manufacturing  PBT 43.7 24.0 36.0
services (EMS) to the group’s new customers. Net profit 39.3 21.6 324
Prospect to recover in 2H19. Though earnings shortfall was observed gg:lesglne:uzr(()li::?) 39'_3 ;ig ggg
in 1H19, we believe sales would pick up in 2H19 once the adverse effect Earnings Revision _ 6% 5%
of WLTP and trade war subsides. Meanwhile, our check with
S - Core EPS (sen) 91.5 50.2 75.3
management suggests that the slowdown is likely transitory as the long- Core EPS growth (%) 106 451 50.1
term positive outlook of the business remains intact, especially vis-a-vis DPS (sen) 18.5 10'2 15'2
rising semiconductor content in automobiles. Note that the group is still BV/Share (RM) 8.2 8.6 9'1
in an investment phase with customers, though at a slower pace in FY19 Core PER 10'3 18.8 12'5
(with capex of RM30-50m vs. a normal threshold of RM80m). Beyond PBV (¥) 1'2 1'1 1'0
that, capex should normalise as the group is on the verge of shifting to Net. Gearing _0'3 _0'4 _0'5
“smart factories”, which spell better operational efficiency going forward Div. Yield (%) 2'0 1'1 1.6
due to automation. ' ’ ’ '
Trim FY19-20E CNPs by 6-5% to RM21.6-32.4m after lowering our SharclEicalEe rormance
EBIT margin assumptions from 8.0-10.0% to 7.5-9.5%. o
Downgrade to UNDERPERFORM with a lower TP of RM7.60 (from ...
RM8.00), based on an unchanged FY19E PER of 15.0x, in line with the 20
Malaysian OSAT's current 2-year Fwd. PER. Despite a potential e 1770
recovery in 2H19, we believe trade war uncertainties will continue to 1055 o
cloud the group’s near-term earnings visibility, and valuation of the stock
is currently expensive at FY19E PER of 18.8x. = 1670
Risks to our call include: (i) earlier-than-expected recovery in vehicle 0'5:,@ N N N R SR o
sales and (ii) faster-than-expected adoption of new semiconductor e mE ey e
modules in automobiles. 1 mth 3 mths 12 mths
Absolute (%) 0.7% 13.6% -53.0%
Relative (%) 1.6% 13.9% -42.7%
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KESM Industries Bhd Results Note

Results Highlights

2Q 1Q QoQ 2Q YoY 1H 1H YoY
FYE July (RM'm) FY19 FY19 Chg FY18 Chg FY19 FY18 Chg
Revenue 81.1 81.6 -0.6% 91.5 -11.3% 162.7 182.2 -10.7%
EBITDA 20.7 23.1 -10.1% 32.8 -36.7% 43.8 65.7 -33.3%
EBIT 1.3 3.5 -64.0% 13.2 -90.4% 4.8 26.8 -82.2%
PBT 1.6 3.8 -56.7% 13.0 -87.4% 5.4 26.5 -79.5%
Taxation -1.2 -1.2 1.3% -1.8 -36.6% -2.3 -3.9 -40.7%
PAT 0.5 2.6 -82.1% 11.2 -95.8% 3.1 22.6 -86.2%
Net Profit 0.5 2.6 -82.1% 11.2 -95.8% 3.1 22.6 -86.2%
EPS (sen) 1.1 6.1 -82.0% 26.0 -95.8% 7.2 52.4 -86.3%
DPS (sen) 0.0 0.0 0.0 0.0 0.0
EBITDA margin 25.6% 28.3% 35.8% 26.9% 36.0%
EBIT margin 1.6% 4.3% 14.4% 2.9% 14.7%
PBT margin 2.0% 4.7% 14.2% 3.3% 14.5%
PATAMI margin 0.6% 3.2% 12.2% 1.9% 12.4%
Effective tax rate -71.2% -30.4% -14.2% -42.7% -14.8%

Source: Company, Kenanga Research
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KESM Industries Bhd Results Note

Malaysian Technology Peers Comparison

Core Earnings ROE Net Div

Last Price Market Cap  Shariah Current REMENLE Ehei Growth FER ) - Card Eanips P EY (%) Yld (%) Target Price
(RM'm)  Compliant FYE 1-Yr. 2-Yr. 1-Yr. 2-Yr. 7 1-Yr. ) q b 1-Yr. 1-Yr.
Fwd. Fwd. Fwd. Fwd. : . . : . Fwd. Fwd.
D&O GREEN TECHNOLOGIES BERHAD 0.695 Y 12/2019 15.6% 15.6% 27.5% 25.9% . . b . g 13.4%
KESM INDUSTRIES BERHAD 9.43 405.6 Y 07/2019 -9.8% 15.1% -45.1% 50.1% 10.3 18.8 12.5 1.2 1.1 5.9% 1.1% 7.60 UP
MALAYSIAN PACIFIC INDUSTRIES BHD 9.84 1,957.1 N 06/2019 8.1% 5.3% 16.0% 5.8% 11.5 9.9 9.3 1.7 1.6 13.6% 3.2% 13.00 OP
NOTION VTEC BERHAD 1.61 618.3 Y 12/2019 15.9% 6.3% 22.1% 9.3% 14.6 12.0 10.9 1.5 1.4 11.9% 4.2% 1.90 OP
P.1.E. INDUSTRIAL BERHAD 1.29 1,612.7 Y 03/2019 -9.2% 16.5% -13.3% 19.0% 12.5 14.6 12.3 2.8 2.6 18.8% 3.5% 1.25 MP
SKP RESOURCES BHD 2.77 2,014.0 Y 12/2019 2.8% 8.9% 20.9% 27.3% 21.1 17.6 13.8 1.4 1.4 7.9% 3.2% 2.50 UP
UNISEM (M) BERHAD 0.695 769.2 Y 12/2019 15.6% 15.6% 27.5% 25.9% 21.3 17.9 15.2 25 24 13.4% 1.6% 0.700 MP

Source: Bloomberg, Kenanga Research
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KESM Industries Bhd Results Note

Stock Ratings are defined as follows:

Stock Recommendations

OUTPERFORM : A particular stock’s Expected Total Return is MORE than 10%
MARKET PERFORM : A particular stock’s Expected Total Return is WITHIN the range of -5% to 10%
UNDERPERFORM : A particular stock’s Expected Total Return is LESS than -5%

Sector Recommendations***

OVERWEIGHT : A particular sector’'s Expected Total Return is MORE than 10%
NEUTRAL : A particular sector’'s Expected Total Return is WITHIN the range of -5% to 10%
UNDERWEIGHT : A particular sector’s Expected Total Return is LESS than -5%

***Sector recommendations are defined based on market capitalisation weighted average expected total
return for stocks under our coverage.

This report has been prepared by Kenanga Investment Bank Berhad pursuant to the Mid and Small Cap Research Scheme (“MidS”)
administered by Bursa Malaysia Berhad. This report has been produced independent of any influence from Bursa Malaysia Berhad or the
subject company. Bursa Malaysia Berhad and its group of companies disclaim any and all liability, howsoever arising, out of or in relation to
the administration of MidS and/or this report.

This document has been prepared for general circulation based on information obtained from sources believed to be reliable but we do not
make any representations as to its accuracy or completeness. Any recommendation contained in this document does not have regard to
the specific investment objectives, financial situation and the particular needs of any specific person who may read this document. This
document is for the information of addressees only and is not to be taken in substitution for the exercise of judgement by addressees.
Kenanga Investment Bank Berhad accepts no liability whatsoever for any direct or consequential loss arising from any use of this document
or any solicitations of an offer to buy or sell any securities. Kenanga Investment Bank Berhad and its associates, their directors, and/or
employees may have positions in, and may effect transactions in securities mentioned herein from time to time in the open market or
otherwise, and may receive brokerage fees or act as principal or agent in dealings with respect to these companies.

Published and printed by: %
KENANGA INVESTMENT BANK BERHAD (15678-H)

Level 12, Kenanga Tower, 237, Jalan Tun Razak, 50400 Kuala Lumpur, Malaysia Chan Ken Yew
Telephone: (603) 2172 0880 Website: www.kenanga.com.my E-mail: research@kenanga.com.my Head of Research

This report is accessible at www.bursamids.com too.
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