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Bulls to return after digesting slowing earnings & rate hike negatives

Earnings and rate hike negatives to depress Taiex further
The Taiex has been correcting since August, primarily due to high Al share valuations
and a lack of catalysts, as well as soaring US Treasury yields, which have depressed
risk appetite. We don’t expect this round of correction to end until mid-October,
before or after earnings season starts, as the market needs to digest the following
negatives: (1) 3Q23F Al supply chain earnings will cool significantly; (2) consumer
electronics will face alukewarm peak season in 4Q23F; and (3) US dollar strength will
promptFINI to further sell-off Taiex shares.
While long-term Al supply chain businessis being driven by the global Al arms race,
the 3Q23 earnings outlook is not very promising. We predict the server assembly,
power supply, andthermaldissipation subsectors will all see earnings contract YoY in
3Q23, versus YoY growth in 2Q23, due to a high base and tight GPU supply. We
forecast serverassemblers’ earnings will reverse course from 27% YoY growth in 2Q23
to a 20% YoY decline in 3Q23, while power supply makers will turn from 7% YoY
growth to a 6% YoY decline, and thermal dissipation solution manufacturers will
reverse from 2% YoY growth to a 14% decline. The NT dollar depreciated nearly 7%
against the US dollar in 3Q22, with forex gains contributing 14% of Taie x earnings in
the quarter. By contrast, NT dollar depreciation in 3Q23 has been just 2-3%. In July-
August, the sales achievement ratios for the server assembly, power supply, and
thermal dissipation subsectors were a respective 65%, 64%, and 68%, slightly missing
consensuson tight GPU supply.
The market has recently begun to expect PC, handset, and other consumer electronics
demand to recover from 4Q23. However, panel sector pricing, a leading tech sector
demand indicator, hasexperiencedresistance of late in its pricing uptrend, suggesting
that demand for PC, handsets, and other consumer electronics will not recover
markedly in 4Q23-1H24. The panel sector pricing uptrend that began in March,
following the trough in September 2022, is primarily being drive nby panel production
cuts. However, demand for TVs and PCs remains sluggish, and panel price quotes for
November could begin to fall. All this points to a muted 4Q23 peak season for the
broader consumer electronics sector.
The US Dollar Index has rallied a hefty 4% since August due to declining risk appetite
amid the Chinese housing sector crisis and market anticipation of higher-for-longer
US interest rates, the latter bolstered by unexpectedly stubborn US inflation. US
Dollar Index strength has led to FINI sell-off pressure on the Taiex and other Asian
stock indices. Looking forward, recent surprisingly hawkish guidance from the Fed
bodesill for the likelihood of FINI returningto be net buyers of TWSE-listed stocks due
to the strengthening US dollar. Nonetheless, this negative could be digested before
the next FOMC meeting on November 1.
Taiextorally by end-2023F
The demand recovery outlook for PC, handsets, and other consumer electronics
remains unclear. However, we believe smooth inventory digestion progress and the
relatively stable globaleconomy will usherin a new wave of restocking by end-2023F,
similar to the supply-driven restocking cycle experienced bythe panel sector over the
past year. Furthermore, policy support prompted by the upcoming Taiwanese
presidential election will shore up risk appetite within the market, especially for the
green energy and military engineering/aerospace sectors.
Valuation & Action
We predict a Taiex rally by end-2023, despite the negatives of slowing earnings and
interest rate hikes, as the manufacturing sector will see restocking demand resume
and policy support expectations will shore up market sentiment. We recommend
plays that will benefit from strong restocking demand and policy support. Our top
picks are Compeq (2313 TT), MSI (2377 TT), Auras (3324 TT), Nanya Technology (2408
TT), MediaTek (2454 TT), Novatek (3034 TT), Unimicron (3037 TT), Simplo (6121 TT),
AIDC (2634 TT), and Chung-Hsin Electric (1513 TT).

We predict a Taiex rally by the end of 2023,
despite the negatives of slowing earnings and
interest rate hikes, because the manufacturing
sector will start restocking and policy support
expectations will shore up market sentiment.
We recommend accumulating plays that will
benefit from strong restocking demand and
policy support.
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Figure 1: 3Q23F earnings of Al suppliers to fall YoY, with
worse performance than in 2Q23

Figure 2: Al share rally hurt by poor 3Q23F earnings &
overly high valuations (5-year average)
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Figure 3: Forex gains accounted for 14% of 3Q22 Taiex
earnings

Figure 4: NT dollar trend affecting Taiex earnings markedly

Taiex quarterly forex gains as share of operating profit, percent
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Figure 5: Over 60% of 3Q23F tech sales to miss consensus

Figure 6: Over 40% of 3Q23F non-tech sales to miss
consensus
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Figure 7: Market expects handset demand to recover
significantly from 4Q23-2024

Figure 8: Panel rally end suggests muted consumer
electronics demand
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Figure 9: Strong US dollar to drive FINI sell-off of Asian
stocks

Figure 10: FINI offloading Taiex YTD

Trade-weighted US Dollar Index (inverted), points (LHS); FINI net buying/
selling of emerging Asian stocks, US$bn (RHS)
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Figure 11: Manufacturing new orders to inventory ratio
rebound to prompt restocking demand

Figure 12: Restocking demand to drive consumer electronics
earnings recovery from 4Q23F
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Figure 13: Cumulative return by index hefore past Taiwanese presidential elections
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Figure 14: Comparison - Taiex valuations

Forward PB(X) Forward PE(X)
Forward 2023 2024 S5-year 10-year 20-year 2007 2008| Forward 2023 2024 5-year 10-year 20-year 2007 2008
1-year average| average| average peak|bottom 1-year average| average| average peak| bottom
Taiex 172 181 162 1.70 160 161 228 095 17.36 1930 1572 1492 14.84 17.14 2173 880
Taiexexd. TSMC 143 149 1.34 139 138 146 222 089 17061 1991 16.36 14.45 1477 1598 2211 8.06
Source: KGI Research
Figure 15: Our top picks
Company  Code Investment! Target Mkt cap  Share Change{ EPS (NTS) PE (x) P/B (x) ROE (%) Cash yield
rating price price +- (%)
(NTS) (Uus$mn) (NTS) (%)] 2023F 2024F| 2023F 2024F 2023F 2024F, 2023F 2024F, 2023F 2024F
Compeq 2313 7T | Qutperform 70.0 2,014 54.30 2897 352 581 154 9.4 16 14% 105 16.0 26 4.2
M5l 2377 7T | Outperform 2100 4,431 16850 246§ 1154 1399 146 120 27 25 193 214 38 46
AURAS 33247T | Outperform 400.0 868 31550 2681 1361 1842 232 171 45 39 199 238 19 25
NTC 2408 TT | Qutperform 85.0 6,779 70.30 2094 (1.75) 2811 (402) 250 1.3 1.2 (3.1) 5.0 04 138
MTK 2454 TT | Outperform 805.0 36,691 737.00 9.2 4406 5360 16.7 138 4.4 44% 197 316 70 8.0
Novatek 3034 7TT | Qutperform 5100 8,087 427.00 194§ 3745 39.26 114 109 39 36f 345 345 71 74
Unimicran 3037 7T | Outperform 2250 8,354 176.00 278 948 1472 186 120 28 25 16.1 2212 22 34
SMP 6121TT | Outperform 3600 1,931 33550 731 2785 3269 12.0 103 18 1.7 15.2 171 6.1 7.1
AIDC 2634 TT | Outperform 706 1,601 54.60 2931 300 353 18.2 155 3.0 2.8 17.2 18.9 33 39
CHEM 1513 7T | Outperform 133.0 1,668 10650 249 383 831 278 128 31 2.7 125 224 23 5.1

Source: KGI Research

All the above named KGI analyst(s) is SFC licensed person accredited to KGI Asia Ltd to carry on the
relevant regulated activities. Each of them and/or his/her associate(s) does not have any financial interest in
the respectively covered stock, issuer and/or new listing applicant.

All the information contained in thisreport is not intended for use by persors or ertities located in or residing in jurisdictiors whichrestrict the distribution of this information by KGI Asa
Limited (“KGI”) or anaffiliate of KGL Such information shall nat constitute investment advice, or an offer to sell, or an invitation, solicitation or recommendation to subscribe for or invest
in any securities or investment products or services nor adistribution of information for any such purpose in any jurisdiction. In particular, the information herein is not for distribution and
does not constitute an offer to sell or the solicitation of any offer to buy any securities inthe United Statesof America, or to o for the benefit of United States persons (being residerts of te
United States of America or partnerships or corporatiors organised under the laws of the United States of America or any state, territory or possession thereof). All the information contained
in this report is for general informationand reference purpose only without taking intoaccount of any particular investor’s objectives, financial situation or needs. Such information s not
intended to provide professional advice and should nat be relied upon in that regard.
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Some of KGI equity research and earnings estimatesare available electronically onwww.kgi.com.hk Please contact your KGI representative for information The information and opinions
in this report are those of KGI internal research activity. KGI does not make any representation or warranty, express or implied, as to the faimess, accuracy, completeness or correctress of
the information and opinionscontained in this report. The information and opinions contained in this report are subject to ¢ hange without any notice. No person accepts ary liabiliy
whatsoever for any loss however arising from any wse of this report or its contents. This report is not to be corstrued as an invitation or offer to buy or sell securities and/or to participaie n
any investment activity. This report is being supplied solely for informational purposes and may nat be redistributed, reproduced or published (inwhole or in part) by any mears for any
purpose without the prior written consent of KGI. Members of the KG |1 group and their affiliates may provide services to any companiesand affiliates of such companies mentioned herein.
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