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KESM Industries Bhd

Winter Continues

KESM registered a CNL of RM0.5m in 3Q19, pulling back
9M19 CNP to RM2.6m (-91% YoY), markedly below our
forecast at 20% and consensus estimate at 23% due to the
trade war and WLTP. YoY, 9M19 revenue dropped 11% while
3019 revenue fell 9% due to slower demand for its burn-in

MARKET PERFORM 1%

KLCI Index

and testing services. No dividend, as expected. Trim FY19-  siock Information
20E CNPs by 11-3% to RM11.5-20.1m. Upgrade to MP with a “Bjgomberg Ticker

lower TP of RM7.00.

Markedly below expectations. KESM Industries (KESM) registered a
Core Net Loss (CNL) of RM0.5m in 3Q19, pulling back 9M19 Core Net
Profit (CNP) to RM2.6m (-91% YoY). This was markedly below our
forecast at 20% and consensus estimate at 23%. 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.

YoY, 9M19 revenue dropped 11% due to slower demand for its burn-in
and testing services. We believe this could be a negative spillover from
the US-China trade war and WLTP as noted, causing its utilization rate
to fall below 50% as the group’s customers instituted tighter inventory
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Bursa Code 9334
Listing Market Main Market
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Shares Outstanding 43.0
Market Cap (RM m) 301.1
Par value per share (RM) 1.00
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Free Float 40%
Beta 1.7
3-mth avg daily vol: 37,636
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Sunright Ltd 48.4%
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control measures. While EBITDA declined 31% on higher raw material e (NEITE) O 223 A
costs (+45%), operating profit dropped by a larger quantum of 82%, Summary Earnings Table

suggesting the ineffective charge-out of overhead cost on weaker top-  FY July (RM m) 2018A 2019E 2020E
line. Coupled with a higher effective tax rate (ETR) of 43% (vs.17% in  Revenue 349.8 3155 363.0

9M18), CNP tumbled 91%. QoQ, 3Q19 revenue fell 9%, while the EBIT
bottom-line reversed a CNP of RM0.5m to a CNL of RM0.5m due to = PBT

higher material costs (+75%). The increase in raw material purchases  Net profit
coincided with the provision of electronics manufacturing services (EMS)  Core Net Profit

to the group’s new customers.

Lacking near-term catalysts. For 2HCY19, management prefers to
remain cautious and avoid overspending as it believes automotive
demand will remain sluggish and the next semiconductor upturn will only
be seen at end-2019 earliest. We concur with management’s view, as
we see no major catalyst in the automotive sub-segment for the near
term. However, long-term growth prospects of the group remain positive
due to rising semiconductor content in vehicles. We also draw some
comfort from KESM’s sturdy balance sheet with net cash standing at
RM118m as at end-3Q19 (up from RM116m at end-2Q19), positioning
the group well to weather through the momentary market softness. The
group is currently working on new product qualifications for end-products

such as car cameras and sensors for park-assist.

Trim FY19-20E CNP by 11-3% to RM11.5-20.1m after lowering our a0es |
EBIT margin assumptions from 4.5-6.0% to 4.0-5.9%.

Upgrade to MARKET PERFORM with a lower Target Price of RM7.00 &5 1
(from RM7.20), based on FY20E PER of 15.0x, implying -0.5SD. While ass |
the weakness in the automotive market continues to dampen KESM'’s ass q
near-term prospects, the group’s long-term outlook remains promising. S B P P P e P
Additionally, we believe most negatives have been priced-in at the

current price levels.

Risks to our call include: (i) earlier/later-than-expected recovery in
vehicle sales and (i) slower/faster-than-expected adoption of new

semiconductor modules in automobiles.
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Results Highlights

3Q 2Q QoQ 3Q YoY 9M 9M YoY
FYE July (RM’m) FY19 FY19 Chg FY18 Chg FY19 FY18 Chg
Revenue 73.8 81.1 -9.0% 82.3 -10.4% 236.5 264.5 -10.6%
EBITDA 20.2 20.7 -2.5% 27.0 -25.2% 64.0 92.7 -30.9%
EBIT 1.2 1.3 -1.9% 7.3 -83.0% 6.0 34.1 -82.4%
PBT 1.6 1.6 -3.0% 7.2 -78.0% 7.0 33.7 -79.1%
Taxation -0.7 -1.2 -38.1% -1.8 -59.0% -3.0 -5.7 -46.4%
Net Profit 0.9 0.5 83.5% 5.5 -84.1% 4.0 28.0 -85.8%
Core Net Profit -0.5 0.5 NM 5.5 NM 2.6 28.0 -90.6%
EPS (sen) 2.0 1.1 81.8% 12.7 -84.3% 9.2 65.1 -85.9%
DPS (sen) 0.0 0.0 NM 0.0 NM 0.0 0.0
EBITDA margin 27.4% 25.6% 32.8% 27.1% 35.0%
EBIT margin 1.7% 1.6% 8.9% 2.5% 12.9%
PBT margin 2.2% 2.0% 8.8% 3.0% 12.7%
PATAMI margin -0.6% 0.6% 6.6% 1.1% 10.6%
Effective tax rate -45.4% -711.2% -24.4% -43.3% -16.9%

Source: Company, Kenanga Research
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Malaysian Technology Peers Comparison

Core Earnings

ROE Net Div

Last Price Market Cap Shariah Current el Erni Growth PIER ()~ Core e HEY (%) Yld (%) Target Price Ratin
(RM) (RM'm)  Compliant FYE 1-Yr. 2-Yr. 1-Yr. 2-Yr. Hist 1-Yr. 2-Yr. . . 1-Yr. 1-Yr. (RM) 9

Fwd. Fwd. Fwd. Fwd. : . Fwd. ) . Fwd. Fwd.

D&O GREEN TECHNOLOGIES BERHAD 0.620 686.9 Y 12/2019 7.5% 15.6% 18.1% 26.0% . . . . 12.5% 1.8%
KESM INDUSTRIES BERHAD 7.00 301.1 N 07/2019 -9.8% 15.1% -70.7% 74.3% 7.7 26.2 15.0 0.8 0.8 3.2% 2.6% 7.00 MP
MALAYSIAN PACIFIC INDUSTRIES BHD 8.79 1,748.3 N 06/2019 8.1% 5.3% 16.0% 5.8% 10.2 8.8 8.3 15 14 13.6% 3.5% 12.10 OoP
P.I.E. INDUSTRIAL BERHAD 1.27 487.7 Y 12/2019 10.4% 6.2% 1.4% 13.0% 11.5 11.4 10.0 1.2 11 9.9% 3.9% 1.55 OP
SKP RESOURCES BHD 1.29 1,612.7 Y 03/2020 28.5% 15.2% 30.4% 13.3% 16.6 12.8 11.3 2.7 25 20.3% 4.0% 1.40 OoP
UNISEM (M) BERHAD 2.52 1,832.3 Y 12/2019 1.7% 8.0% 3.6% 29.5% 19.2 18.6 14.4 1.3 1.3 6.8% 3.6% 2.15 UpP

Source: Bloomberg, Kenanga Research
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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%

** The Expected Total Return might contain rounding discrepancy.

***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 17, 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 atwww.bursamids.com too.
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