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Medium-term buying opportunities emerging

The Taiex has recently come under selling
pressure again on a slew of negatives,
including escalating US Al chip export
restrictions, surging US Treasury yields, and
the Israel-Hamas war. Investors should not
fear these negatives, as they have to a certain
extent already been priced in and earnings
projections are set to be revised up, which will
spur a Taiex bull run. For the near-term, we
prefer that
impressive earnings or are benefiting from

government policies.

corporations have  posted

Escalating US Al chip export restrictions have already been priced in to a certain extent

The Biden administration announced on October 17 wider restrictions on Al chip exports
to China, which will take effect in 30 days. Judging by the US Al chip restrictions
implemented a year ago, we expect aggressive pull-in demand from Chinese
manufacturers before the effective date and that Al server chip makers will seek
alternative solutions that comply with the new rules. In the wake of the first set of Al chip
restrictions put in place last year, the Taiex bottomed within 11 days and climbed back to
where it was before the decline, indicating the effect of the restrictions on the Taiex was
short-lived. US Bureau of Industry and Security (BIS) officials stated that if the
semiconductor sector is able to design a “tamper-proof” mechanism to prevent systems
embedded with a maximum of 256 Al chips from being strung together and made into a
supercomputer for military use, then Al chip exports to China can continue.

Falling Treasury yields usually bring funds back to stock markets

While US Treasury yields have climbed structurally of late on term premiums, we expect
them to fall as the current Fed rate hikes draw to a close. Since 1990, whenever Treasury
yields started falling from their peaks, the Taiex posted respective average returns of 4.2%,
1.5%, and 3.6% within one, two, and three months, suggesting falling Treasury yields bode
well for stock markets. The Fed’s latest dot plot foretells that the current rate uptrend will
stop by the end of the year.

Israel-Hamas war will have little effect on equities, unless it triggers a war involving
larger nations

The Israel-Hamas conflict has heightened geopolitical risk in the Middle East and has
rapidly increased risk-aversion sentiment within global stock markets. That said, non-
economic events, such as wars and terrorist attacks of all sizes since WWII, have had very
limited effect on stock markets, unless they led to conflicts between larger nations. Since
WWII, only six conflicts, including the Japanese attack on Pearl Harbor (1941), the North
Korean invasion of South Korea (1950), the Cuban Missile Crisis (1962), the Vietnam War
(1968), the invasion of Kuwait by Iraq (1990), and the September 11 attacks (2001), caused
the S&P 500 to plummet by over 5%, due to the involvement of major nations. The
remaining 21 such events had little effect on global stock markets. Specifically, stock
markets required one month to more than six months to fully recover in the aftermath of
the conflicts involving large countries, while only a few days or weeks were needed in the
case of small conflicts.

Taiex to rally over medium- to long-term during the upcoming earnings upcycle

TSMC'’s (2330 TT, NTS544, OP) analyst meeting on October 19 indicated that sector-wide
inventory adjustments are ending and early signs of recovery have emerged. We predict
3Q23 earnings will surprise on the upside as two-thirds of tech firms will beat on sales
growth and forex gains. In addition, smooth inventory digestion, Al server/PC replacement
demand, and decent macroeconomics will usher in a wave of upward revisions to
projected earnings, which will bring an end to the earnings downcycle that began in 2H22
and support a medium- to long-term bull run for the Taiex.

Valuation & Action

The Taiex has recently come under selling pressure again on a slew of negatives, including
escalating US Al chip export restrictions, surging US Treasury yields, and the Israel-Hamas
war. Investors should not fear these negatives, as they have to a certain extent already
been priced in and earnings projections are set to be revised up, which will spur a Taiex
bull run. For the near-term, we prefer corporations that have posted impressive earnings
or are benefiting from government policies. Our top picks are Gigabyte Technology (2376
TT, NT$247, OP), Auras Technology (3324 TT, NT$312, OP), Accton (2345 TT, NTS511, OP),
Elite Material (2383 TT, NT$413, OP), UMC (2303 TT, NT$48.3, OP), LuxNet (4979 TT,
NTS$158, OP), MediaTek (2454 TT, NT$816, OP), Novatek Microelectronics (3034 TT,
NTS$429, OP), Nanya Technology (2408 TT, NT$67.8, OP), Waffer Technology (6235 TT,
NTS$125, OP), and Chung-Hsin Electric & Machinery Manufacturing (1513 TT, NT$100,
OP).
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Figure 1: Falling US Treasury yields good for Taiex near-
term

Figure 2: Taiex returns usually positive within 1-3 months of
US Treasury yields starting to fall from their peaks

US 10-year yield, percent (LHS); Federal funds rate, percent (RHS)
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Figure 3: Stock markets are usually resilient, unless conflicts
erupt involving large nations

S&P 500 declines during major conflicts, percent
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Figure 5: Tech firms had high sales achievement rates in
3Q23

Tech 3Q23 sales achievement rate, percent
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Note: 3Q23 sales achievernent ratio refers to 3Q23 sales results, versus 3Q23 sales forecasts
Source: TEJ; KGI Research

Figure 7: Tech inventory down markedly from 2022 peak

Tech inventory turnover, days
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Figure 4: Stock markets usually recover rapidly, unless
conflicts erupt involving large nations

Number of days for S&P 500 to recover after major conflicts
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Figure 6: Forex gains to add 7% to 3Q23F operating profit

NT-dollar quarterly appreciation/depreciation against US dollar, percent (x-
axis), TWSE-listed firms' quarterly FX gains as share of operating profit,
percent (y-axis)
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Figure 8: 2024F handset, PC, & server replacement cycle

Global projected shipment growth YoY by end product, percent
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Figure 9: Upward revisions to Taiex earnings likely Figure 10: Corporate earnings upward revision periods
coincide with Taiex bull runs

Taiex 12-month forward EPS, points Taiex forward EPS, points (LHS); Taiex, points (RHS)
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Figure 11: Taiex & subsector earnings growth projections

2023F 2024F 2023F 2024F
2022 KGl forecast  Consensus| KGI forecast ~ Consensus 2022 KGl forecast  Consensus| KGI forecast  Consensus
Optical communication Tumed 913 913 197.9 197.9  Petrochemicals (63.1) (636) (47.3) 1735 837
profitable
ABF 102.5] (59.9) (64.5) 73.9 73.8  Steel (75.4) (33.6) (69.5) 168.8 140.8
Networking PCB 56.1 (23.2) (21.3) 70.4 70.3  Shoe-making 100.0| (50.0) (41.4) 65.9 51.2
IC design and senvice 94 8| 83 5.5 51.8 47.5 Auto parts 52.8 (14.1) (14.3) 53.4 433
Networking 239.5 253 385 51.4 66.2 Heawy electrical (1.9 303 458 333 327
ccL (7.7) (0.7) (2.1) 47.0 495  Industrial automation 52 (12.6) (11.6) 278 256
Server EMS (9.3) (1.5 23 443 46.7 Tourism (46.5) 170.5 174.5 26.6 245
Passive components (0.8) (27.2) (25.8) 346 31.4  Bicycle (12.7) (25.0) (29.5) 219 26.7
Thermal 50.6 10.0 15.4 326 20.1 Food (2.9 116.9 121.6 20.6 15.4
Handset EMS (2.1) (15.7) (11.7) 27.0 233 Aerospace 1354 39.0 299 17.7 18.1
Cloud digital 16.3 154 (14.2) 259 21.6  Apparel 321 (12.0) (15.2) 12.0 18.4
First-line foundry 70.4 (25.5) (23.2) 252 221 Cement (50.7) 47.0 392 75 86
Power supply 151 6.9 77 238 214 Finance (49.9) 55.8 487 6.4 88
iPhone components 284 (35.8) (35.8) 238 229 Food (13.6) 282 396 59 (4.3)
€ design : (2.9 (36.9) (38.6) 180 221 Allines (31.9) 253.9 2305 (51.2) (49.5)
(handset/consumer electronics)
Second-tier foundries 516 (38.6) (33.2) 53 5.9  Container shipping 197 (95.4) (95.5) Turned (74.1)
unprofitable
Telecom 2.6] 6.1 83 42 4.0
Silicon wafer 29.5 20.5 14.9 26 3.0
) 36.0) T%imed Tlljrned Tgmed T%imed
unprofitable  unprofitable profitable profitable
16 Tgmed Remgined Rem.ained Remgined Rem.amed
unprofitable| unprofitable  unprofitable| unprofitable  unprofitable
Technology 17.8 (22.4) (23.1) 268 280
Non-tech (12.0) (69.2) (68.0) 228 15.9
Taiex (2.4) (28.2) (30.0) 228 219

Note: In order of KGI projected 2024 earnings change YoY
Source: Bloomberg; KGI Research

Figure 12: Comparison — Taiex valuations

Forward PB(X) Forward PE(X)
Forward 2023|2024 5-year| 10-year| 20-year| 2007 2008| Forward 202l 2022 5-year| 10-year| 20-year| 2007 2008
1-year average| average| average| peak| bottom| 1-year average| average| average| peak| bottom
Taiex 166| 180 161 170 160 161 228] 095| 1638| 1928 1571| 1485 | 1481 72| 213 880
El‘\:’ée"d 136 147 132 139 138 146 222| o089| 1657| 1954] 1606| 1445 1477 1597 2271 806

Source: KGI Research
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Figure 13: Our top picks

Investment achieveiqeii Target i cap  ohare changel ppg yre) PE (x) PIB (x) ROE (%) c“hc"ie'd
Company Code rating rate price price +- (%)
(%), (NT$) (USSmn) (NT$) (%) 2023F 2024F| 2023F 2024F: 2023F 2024F| 2023F 2024F| 2023F 2024F
Gigabjte ~ 2376 TT | Outperform 116] 3600 5155 2615 377 942 1425 278 184 43 40| 161 226| 22 33
AURAS  3324TT | Outperform 114] 4000 851 3105 288 1361 1842|228 169| 44 39199 238| 19 26
Acton  2345TT | Outperform 110, 4500 9,136 5260  (144)| 1525 1794|345 293: 120 102} 379 375| 15 19
EMC 2383TT | Outperform 106/ 1400 1,743 1300 770 801 933|162 139 25 23| 161 190 42 46
UMC 2303TT | Outperform 105, 5450 4428 4180 304 1513 2224} 276 188: 57 50| 217 285| 20 3.1
LudNet  4979TT | Outperform 100, 560 18,687 482 162 459 482|105 100 17 15[ 165 161{ 35 41
MTK 245477 | Outperform 102{ 2100 626 1525 377 351 1047|434 146! 116 65} 309 570{ 03 03
Novatek ~ 3034TT | Outperform 100, 9560 40,922 8250 159 4515 5626 | 183 147 33 32/ 170 220| 64 74
NTC 2408TT | Outperform 101, 5100 8113 4300 186, 3745 3926/ 115 110 39 36| 345 345/ 70 74
Waffer ~ 6235TT | Outperform 97| 850 6811 709 199 (210) 283 {(337) 251 13 12} (37) 51| 04 18
CHEM 1513TT | Outperform 97, 1750 476 1540  136| 842 1134|183 136 26 24| 147 185] 32 45

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 this report is not intended for use by persons or entities located in or residing in jurisdictions which restrict the distribution of this information by KGI Asia
Limited (“KGI”) or an affiliate of KGI. Such information shall not 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 a distribution 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 in the United States of America, or to or for the benefit of United States persons (being residents of the
United States of America or partnerships or corporations 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 information and reference purpose only without taking into account of any particular investor’s objectives, financial situation or needs. Such information is not
intended to provide professional advice and should not be relied upon in that regard.

Disclaimer

Some of KGI equity research and earnings estimates are available electronically on www.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 fairness, accuracy, completeness or correctness of
the information and opinions contained in this report. The information and opinions contained in this report are subject to change without any notice. No person accepts any liability
whatsoever for any loss however arising from any use of this report or its contents. This report is not to be construed as an invitation or offer to buy or sell securities and/or to participate in
any investment activity. This report is being supplied solely for informational purposes and may not be redistributed, reproduced or published (in whole or in part) by any means for any
purpose without the prior written consent of KGI. Members of the KGI group and their affiliates may provide services to any companies and affiliates of such companies mentioned herein.
Members of the KGI group, their affiliates and their directors, officers and employees may from time to time have a position in any securities mentioned herein.
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