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@ A well diversified group. Texchem was founded back in 1973 by its current
Chairman and CEO, Tan Sri Dato’ Seri Fumihiko Konishi. Today, Texchem
Resources (Texchem) comprises four business divisions, namely: a) industrial

division; b) packaging division; c¢) family care division; and d) food division.

@® 2007 earnings adversely affected by sluggish demand for the packaging
division but earnings expected to rebound next year. We expect 2007 earnings
(excluding the gain on disposal of the FMCG business) to see a sharp contraction (-
61.4% yoy) mainly due to lower contribution from the packaging division (affected by
weaker demand) coupled with Texchem’s high financial leverage. Nevertheless, we have
projected earnings to rebound in 2008 on account of better operating results from the
family care and food divisions as well as lower finance costs as Texchem gradually pares

down its borrowing levels. For 2009, we have projected a net profit growth of 6.3% for

RESEARCH SCHENME

the group.

Coverage Under CNMIDF-BURSA

@ Initiate with Market Perform recommendation. We value Texchem at
RM1.37/share, based on a target CYO8 PER of 14.5x. Together with our projected 2008

dividend per share of 12 sen, this suggests a potential total shareholder’s return of

15.5%, which is roughly in line with our projected return for the market. Hence, we are

initiating coverage on Texchem with a Market Perform recommendation.

Table 1 : Investment Statistics (TEXCHEM; Code: 8702) Bloomberg: TEX MK
Net Core EPS Net

FYE Turnover profit EPS EPS#  Growth# PER# C.EPS* P/NTA (gearing ROE GDY
Dec (RMm) (RMm) (sen) (sen) (%0) x) (sen) x) x) (%0) (20)
2006 1,267.7 16.3 13.1 12.6 29.3 10.3 - 1.3 1.4 9.3 7.8

2007f 1,186.5 12.2 9.9 4.9 (61.4) 26.5 - 1.3 1.3 3.5 9.3

2008f 1,206.6 11.7 9.5 9.5 94.5 13.6 - 1.3 1.3 6.8 9.3

2009f 1,237.3 12.5 10.1 10.1 6.3 12.8 - 1.3 1.3 7.1 9.3

# Excludes exceptional items

Issued Capital (m shares) 124.1 Major Shareholders (20)
Market Capitalisation (RMm) 160.1 Texchem Holdings Sdn Bhd 31.4
Daily Trading Volume (m shares) 0.03 Texchem Corporation Sdn Bhd 20.5
52-week Price Range (RM 7/ s) 1.18 - 1.70 Tan Sri Dato’ Seri Fumihiko Konishi 5.6

Main Board Listing / Trustee Stock / Syariah-Approved Stock By The SC
* Consensus Based On IBES Estimates
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BACKGROUND

@ Founded back in 1973 by its current Chairman and CEO, Tan Sri Dato’ Seri
Fumihiko Konishi, Texchem Resources (Texchem) started off as a textile
chemical trader. Over the years, the group has undergone various changes
and diversifications. Today, the Texchem group is made up of four business
divisions, namely: a) industrial division; b) packaging division; c¢) family
care division; and d) food division. Texchem was listed on the Second
Board of Bursa Malaysia in May 1993 and subsequently transferred to the
Main Board in June 2001.

Industrial Division

€ As mentioned above, the origin of the group began with the establishment
of the industrial division, which remains as the largest revenue contributor
to the group (see Chart 1). Essentially, this division markets and
distributes industrial raw materials such as plastic resins, synthetic
polymers, industrial chemicals, dyestuffs and textile auxiliaries. This
division has sales offices and warehousing facilities in Malaysia, Singapore,

Vietnam, Thailand, China and Indonesia.

€ Although this division was the largest revenue generator in 2006, it only
contributed 35.5% to EBIT due to its razor thin margins. We note that EBIT
margins have been on a downtrend, from 3.3% in 2001 declining to 2.6%
in 2006. This was largely due to margin pressures arising from the
competitive environment as well as pricing pressures from building a
foothold in the overseas markets as Texchem had to ensure its products

are competitively priced.

Packaging Division

@ This division is housed under Texchem-Pack Holdings Ltd (TexPack), which
was listed on the Singapore Exchange Securities Trading Ltd in Nov 2006.
TexPack is basically a packaging solutions provider engaged in the design,
manufacture and sale of a variety of plastic packaging products. These
products range from thermoformed trays, precision injection moulded
products, embossed carrier tapes to flexographic printing plates used for

the printing of designs and artwork on a variety of packaging products.

@ Currently, TexPack’s production facilities are located in Malaysia, Thailand,

China and Vietnam while its customers are mainly from the semiconductor,
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consumer electronics and electrical, data storage and telecommunications

industries.

€ In 2006, despite accounting for 20% of total revenue, TexPack was the
largest EBIT contributor to the Group with a 56.1% contribution. The
strong performance from the packaging division was due to stronger
demand from the data storage and consumer electronics and electrical

industries as well as the capacity expansion at its facility in China.

Family Care Division

@ Under the family care division, Texchem manufactures household
insecticide products such as mosquito coils, mosquito mats, insecticidal
aerosols, liquid and mat vaporisers. These products are marketed under
brand names like “Fumakilla”, “H20” and “Vape”. Similar with the above
two divisions, the family care division also has manufacturing facilities
located across the ASEAN region, which includes Malaysia, Indonesia,

Thailand, Vietnam and Myanmar.

@ Aside from household insecticide products, this division was also involved
in the trading of fast moving consumer goods (FMCG). However, this
business was sold off earlier this year to DKSH Holdings for RM16m,

resulting in an exceptional gain of RM6.2m.

Food Division

@ Under this division, Texchem produces a range of upstream and
downstream products. Its upstream operations include seafood processing,
which produces frozen marine products such as squid, cuttlefish, prawns,
and soft shell crabs. In addition, via A.S.K. Andaman Ltd in Myanmar,
Texchem manufactures and markets surimi (minced fish meat product) and
fishmeal (high protein animal feed ingredient) products. A.S.K. Andaman
also supplies Texchem’s Malaysian operations with surimi raw materials
that are then processed into surimi-based products, such as crab sticks and

crab claws.

@ Further downstream is the Sushi King chain of restaurants. There are
currently 42 outlets and management plans to increase this to 47 by the
end of 2008.
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@ Overall, while contributing 21% to 2006 revenue, this division was loss

making last year mainly due to the high operating costs at its Myanmar

plant.

Chart 1: FY06 Revenue Breakdown
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Source: Company, RHBRI

EARNINGS REVIEW

€ For the year FY12/06, revenue grew 6% yoy to RM1.3bn thanks to double-

digit growth posted by the packaging and food divisions. Net profit
(excluding exceptional gains), however, rose 29.3% yoy mainly due to
stronger margins from the packaging division (better product mix and
improved capacity utilisation rates), but offset slightly by higher losses of

the food division.

For 9MFY12/07, revenue was down 3.5% yoy largely due to: a) lower
revenue from the family care division (-24% yoy) post the disposal of the
consumer business; and b) a 13.3% yoy decline in revenue from the
packaging division on the back of weaker demand. Net profit (excluding the
gain on disposal of the FMCG business) slipped 74.6% yoy due to: a) a
4.3%-pt decline in EBIT margin for the packaging division as a result of

lower capacity utilisation rates; and b) high financial leverage.

While Texchem does not have a dividend policy, we note that its dividend is
generally on a rising trend with yields that are rather attractive. The total
gross dividend per share (DPS) declared last year was 10 sen while YTD,
Texchem has declared gross interim DPS totaling 12 sen (9.3% gross
yield). We do not expect Texchem to declare a final DPS, in line with its

practice in prior years.
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RECENT DEVELOPMENTS

@ Acquisition of 1009 equity interest in New Material (Malaysia) Sdn Bhd
(NM). On 6 Sep 2007, Texchem announced a conditional share purchase
agreement with Mitsui Bussan Frontier Co. Ltd to acquire Mitsui's entire equity
stake in NM for RM3m cash. NM is engaged in the trading of electronic component

parts and general merchandise. This acquisition was completed in Oct 2007.

@ Acquisition of a 30% stake in PT Technopia Jakarta (PTTJ). On 13 June
2007, Texchem announced that it had entered into a conditional share sale
agreement with Texchem Corporation, an associate and substantial shareholder of
Texchem, for the purchase of a 30% stake in PTTJ for RM8.4m cash. PTTJ is
involved in the production and sale of mosquito coils in Indonesia. This acquisition

was completed in Aug 2007.

@ Disposal of 51% interest in Sanko Kasei Sdn Bhd (Sanko) by Texchem to
TexPack and acquisition of 40%b interest in Sanko by TexPack from Sanko
Kasei Co. Ltd (Sanko Japan). On 13 Mar 2007, Texchem announced the disposal
of its 51% stake in Sanko to TexPack for RM5.7m, which would be satisfied by the
issuance of 8.2m new TexPack shares. In addition, TexPack has proposed to
acquire a further 40% stake in Sanko from Sanko Japan for RM4.5m, satisfied by
the issuance of 6.4m new TexPack shares. The proposed disposal and acquisition
was completed in May 2007, resulting in a dilution of Texchem’s stake in Texpack
to 70.5% from 72.2%.

EARNINGS OUTLOOK

€ Weak 2007 earnings but expected to rebound in 2008. We expect 2007
earnings (excluding the gain on disposal of the FMCG business) to see a sharp
contraction (-61.4% yoy) due to the above-mentioned factors. That said, we have
projected earnings to rebound in 2008 on account of: a) better EBIT from the
family care division (+10% yoy) as contribution from overseas operations improve;
b) stronger EBIT from the food division (+52.7% yoy) as its operation in Myanmar
is expected to breakeven next year (note that the high percentage change in the
food division is mainly due to the low base effect); and c) lower finance cost as
Texchem gradually pares down its borrowing levels. We have projected flat
earnings for both the industrial and packaging division as despite a mixed outlook
for the semiconductor and electronics industries (see Investment Risks section
below), we believe the worst has passed. For 2009, we have projected a net profit

growth of 6.3% for the group.
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@ Packaging division the key swing factor. In our view, given that the industrial,
family care and food divisions tend to be comparatively more stable than the
packaging division, the latter could possibly be a key swing factor to the group’s
earnings. We note that FY06's strong net profit performance was largely due to the

packaging division while FYO7’s performance was dragged by this same division.

@ Dividends yields expected to remain attractive. As for dividends, given that
Texchem does not have a dividend policy, we have assumed that Texchem will
maintain its DPS of 12 sen for 2008 and 2009. We think this would be sustainable
given that future capital expenditure (capex) is not expected to be significantly
higher than current levels. Going forward, management has guided for annual
capex of around RM35m (2006: RM33m), financed by a combination of borrowings
and internally generated funds. For 2008, we gather that this amount would mainly
go towards expanding its family care division facilities and relocating the packaging
division’s manufacturing facilities in Thailand to a new factory (currently, Texchem

is renting factory space there).

INVESTMENT RISKS

@ Intense competition results in pricing pressure. Generally, Texchem’s
industrial and packaging divisions face stiff competition in both the local and foreign
markets. As a result, we believe these divisions will continue to face pricing
pressure, which could lead to margin erosions especially if it is not able to pass on

higher raw material/inventory costs.

@ Higher raw material prices. Raw materials make up about 70-75% of TexPack’s
cost of sales while extruded plastic sheets, plastic resins and compounds account
for about 60-65% of total raw materials. Given the high crude oil prices, this could
lead to higher raw material costs for TexPack and together with the price pressures,
margins could be severely squeezed. Nevertheless, two mitigating factors here are:
a) some of TexPack’s customers would designate either the grade of raw materials
or the suppliers from whom TexPack are to purchase raw materials from and the
price purchased would be directly negotiated between the customers and the
suppliers; and b) the short product lifecycle (6-12 months) would allow TexPack to

factor in the latest raw material prices when new products are launched.

@ Dependence on the semiconductor, consumer electronics and electrical,
data storage and telecommunications industries. TexPack is heavily
dependent on customers who are in the abovementioned industries. In addition, the
industrial division also supplies products to customers that are in the electronics
and electrical sector (especially plastic resins). While we believe the semiconductor
and electronics sectors could see some recovery (albeit at a modest rate) in 1HOS8,
we expect the recovery to be short-lived and likely to trend downwards in 2HO08

given: a) potentially slower economic growth and consumer spending in the US if
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the subprime woes continue; and b) tighter credit and lower consumer confidence,
which have driven enterprises to cut spending on computer and telecommunication

equipment.

High gearing levels. As at 31 Dec 2006, Texchem’s net gearing level stood at
1.4x, although we note this has been reduced to 1.1x as at end-Sep 2007. Interest
coverage was 4.5x in 2006. We believe the high gearing was mainly to finance its
working capital needs, specifically, inventory, for the industrial division. In our
view, the high financial leverage places Texchem at risk to an unexpected economic

downturn while increasing earnings volatility.

VALUATION AND RECOMMENDATION

*

Initiate with Market Perform with fair value of RM1.37. We have valued
Texchem based on an earnings-based valuation methodology given that we expect
earnings to recover next year. Ascribing a target PER of 14.5x (based on Texchem'’s
3-year median PER) to Texchem’s CYO8 EPS, we obtain an indicative fair value of
RM1.37. Together with our projected 2008 dividend per share of 12 sen, this
suggests a potential total shareholder’s return of 15.5%, roughly in line with our
projected return for the market. Hence, we are initiating coverage on Texchem with

a Market Perform recommendation.
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Income Statement

Table 2: Texchem Earnings Forecast

FYE Dec 2006 2007f 2008f 2009f
(RM m)
Revenue 1,267.7 1,186.5  1,206.6  1,237.3
EBITDA 72.1 71.1 76.0 78.7
Depreciation (32.5) (34.7) (36.2) (37.6)
EBIT 39.5 36.4 39.7 41.1
Net interest expense (16.1) (18.1) (16.3) (16.3)
PBT 22.5 22.9 21.9 23.3
Tax (6.6) (8.0) 7.7 (8.1)
PAT 16.3 12.2 11.7 12.5
Core PAT 15.6 6.0 11.7 12.5
Core EPS (sen) 12.6 4.9 9.5 10.1
Margin (%)
EBITDA margin 5.7 6.0 6.3 6.4
PBT margin 1.8 1.9 1.8 1.9
Net margin 1.3 1.0 1.0 1.0
Effective tax rate 29.3 35.0 35.0 35.0
Balance Sheet
(RM m) 2006 2007f 2008f 2009f
Non-current Assets 274.9 273.6 270.8 266.6
Current Assets 422.8 356.3 364.4 376.2
Short Term Liabilities 351.8 270.0 272.0 275.7
Long Term Liabilities 1315 141.5 1415 1415
Share Capital 124.1 124.1 124.1 124.1
Reserves 47.7 49.1 49.8 51.1
Cash Flow
(RM m) 2006 2007f 2008f 2009f
PBT 22.5 22.9 21.9 23.3
Depreciation 32.5 34.7 36.2 37.6
Other non-cash items 17.5 19.7 17.9 17.9
cca':a?:a?e in Working (24.2) 14.8 (3.6) (4.9)
Tax (10.8) (8.0) 7.7) (8.1)
Operating Cash Flow 36.7 84.1 64.7 65.6
Investing Cash Flow (38.8) (35.0) (35.0) (35.0)
Financing Cash Flow 4.7 (90.1) (27.3) (27.4)
Change in Net Cash 2.7 (41.0) 2.4 3.2
Beginning of the year 50.9 65.6 24.6 27.1
53.5 24.6 27.1 30.3

End of the year

Source: Company, RHBRI
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Band Chart
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