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Correction not yet over, avoid bottom fishing

e

We don’t recommend buying the dip in
anticipation of Al-driven rallies ahead as
market funds, corporate earnings and
economic conditions have changed in the
face of mounting concerns about an
economic recession, carry trade investors
being forced to unwind positions due to a
rate hike in Japan and a gloomy outlook for
the tech industry.

We recommend investors with sizable stock
positions offload shares on any rebound,
while those with small positions are advised
to await signs of bottoming.

Substantial correction calls for change of investment strategy

The Taiex has retreated 4,633 points, or 19%, since July 12. While a rebound could
happen at any time, we don’t recommend buying the dip in anticipation of Al-driven
rallies ahead, a much-touted strategy of bullish investors in the past year or so, as market
funds, corporate earnings and economic conditions have changed in the face of mounting
concerns about an economic recession, carry trade investors being forced to unwind
positions due to a rate hike in Japan and a gloomy outlook for the tech industry. We
believe the best investment strategy now is to be defensive.

Changes in macro environment - Looming concerns about economic recession

While debates circulate about whether the economy is heading into a recession and
when it will happen, bond markets suggest recession risks are growing. The inversion and
rapid narrowing of US Treasury yield spreads, especially of 2-year and 10-year notes, over
the past month, with the 2-year yield falling more sharply than the 10-year yield, causing
the inversion of spreads to close from 50bps a month ago to less than 10bps now, reflects
market expectations for swift rate cuts by the US Fed in response to a significant
economic slowdown. Historically, an inversion and rapid narrowing of US Treasury yield
spreads often entails a bear run in stock markets, with drawdown ranging from around
20% to over 50%. Bond markets always move ahead of stock markets, so it’s better for
investors to prepare for the worst in advance.

Changes in market fund movements - Yen carry trade positions forced to unwind

To the market’s surprise, the Bank of Japan (BOJ) raised its benchmark interest rate by
15bps on July 31, pushing up the yen-US dollar exchange rate to almost 140:1 from 153:1.
The rate hike is a manifestation of the BOJ’s determination to normalize its monetary
policy, and indicates appreciation of the yen could persist for an extended period of time.
Historically, rate hikes driven by appreciation of the yen raise funding costs for carry
traders, leading to an unwinding of positions and creating sell-off pressure on financial
markets. While some investors are upbeat about liquidity support for stock markets after
Fed rate cuts, we note that stock markets tend to retreat in the face of rate cuts alongside
an economic hard landing. Rate cuts can only boost stock performance when the
economy is making a soft landing, and we need to factor in the fact that the global
economy has started to lose steam.

Changes in industrial environment - Weak outlook for tech industry

Based on 2Q24 Taiex earnings results so far, we conclude that: (1) 2Q24 corporate
earnings have been mostly decent, but many companies have revised down earnings
guidance for 3Q-4Q24F, suggesting operations in 2H24F could be lukewarm despite
favorable seasonality; (2) recovery in demand for non-Al applications, such as handset,
PC, consumer electronics and automotive, has been muted; and (3) although Al
companies are involved in an arms race, some investors are starting to question the
viability and commercialization of Al business models.

Valuation & Action

We don’t recommend buying the dip in anticipation of Al-driven rallies ahead as market
funds, corporate earnings and economic conditions have changed in the face of mounting
concerns about an economic recession, carry trade investors being forced to unwind
positions due to a BOJ rate hike, and a gloomy outlook for the tech industry. We believe
the best strategy is to be defensive, and suggest investors with sizable stock positions
offload on rebounds, while those with small positions are advised to wait for signs of
bottoming.
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Figure 1: Inversion & rapid narrowing of yield curve often Figure 2: Sharp appreciation of the Japanese yen will force
entail a bear run of stock markets carry traders to unwind positions
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Figure 3: Rate cuts during an economic hard landing are Figure 4: Rate cuts can boost stock markets only when the
actually detrimental to stock markets economy is making a soft landing
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Figure 5: Taiwan 2Q24 corporate earnings mostly decent, but many firms have revised down earnings guidance for 3Q-4Q24F

Quarterly earnings revisions by Taiex subsector, percent (based on companies that have released earnings results or recently revised forecasts)
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Figure 6: 2024-25F earnings of individual Taiex subsectors are a mixed bag

Full-year earnings revisions by Taiex subsector, percent (based on companies that have released earnings results or recently revised forecasts)
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Figure 7: Taiex PE valuation has declined to 17x from 21x Figure 8: Taiex now valued at 17x PE, above long-term
average of 15x
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Figure 9: Taiex valuation comparison
Forward PB(X) Forward PE(X)
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Figure 10: Our top picks

Investment Target Mktcap Share Change EPS PE P/B ROE Cash yield
Company  Code ) price price +- (NTS) (%) (x) (%) (%)

rating (NTS) (USSmn)  (NTS) (%) 2024F 2025F 2024F 2025F 2024F 2025F; 2024F 2025F; 2023 2024F 2025F
Uni-President 1216 TT ;Outperform 86.0 13,456 712 14 385 431 200 179 34 33 173 188 39 432 47
ACC 110277 iNeutral 400 4,390 404 (09) 306 340 132 119 09 08 6.1 6.7 6.0 50 55
CTBC Holding 2891 TT Outperform 390 19,410 323 2097 329 339 98 95 13 11 143 126 56 59 6.2
ESFH 2884 TT {Outperform 320 12,438 254 262 152 164 167 155 15 14 95 92 a7 43 47
TWM 3045TT  iNeutral 103.0 12,106 106.0 (28)i 3.80 423¢ 279 251 6.3 6.3 180 203 41 41 4.1
CHT 241277 iNeutral 1190 28,912 1215 (21)f 494 511} 246 238 25 2571 100 104 39 40 40
PCSC 2912 TT {Outperform 3190 8,690 2725 1714 1149 1277¢ 237 213 72 69§ 310 331 33 37 41

Source: KGI Research compiled and estimates
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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

Disclaimer

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.

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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