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Summary: Founded in 1982, Degem is a leading
jeweler in Malaysia focusing on domestic trading and
manufacturing of diamonds, gemstones, pearls, white
gold and platinum jewelry. Degem was listed on the
Second Board on Oct. 2001, and was transferred to

the Main Board on Jun. 2003.
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Recommendation

Degem posted a 49.3% YoY drop in 9M05 net profit to MYR4.9 min on
the back of lower revenue and weaker margins. Revenue for 9MO05 fell
by 12.9% YoY to MYR82 min due to stiffer competition while EBIT
margin fell to 9.9% from 15.2% a year ago.

We forecast net profit to fall by 35.7% YoY to MYR6.8 min in 2005. We
expect modest rebounds in earnings in 2006 and 2007 as Degem opens
more outlets and consolidates its business operation to achieve greater
efficiency.

Investment Risks

Our analysis and forecasts carry a higher degree of uncertainty than
normal because our attempts to meet with Degem’s management to
obtain additional information prior to preparing this report were
unsuccessful.

Risks to our recommendation and target price include stronger-than-
expected demand for Degem’s jewelry leading to higher growth in
revenue and recovery in margins.

We initiate coverage on Degem with a Strong Sell recommendation
and a 12-month target price of MYR0.45. In our opinion, the
competitive pressure in the crowded jewelry industry in Malaysia
would continue to suppress earnings. We are also concerned that
weaker consumer sentiment due to higher fuel prices will impact
discretionary spending.

Our target price is derived using discounted cash flow (DCF) analysis.
We have discounted Degem'’s future cash flow at a WACC of 9.6%
and assume FCF CAGR of 2.0% (2005-2010) and terminal growth of
0%. The conservative assumptions are due to Degem’s poor earnings
track record in 2004 and 2005.

Degem currently trades at 2006 PER of 13.1x. Our target price
implies a 2006 PER of 8.2x on EPS forecast of 5.5 sen, which in our
view is fair given our expectations of modest earnings growth and the
low estimated ROE of 6.4% in 2006.

Key Stock Statistics Per Share Data
FY Dec. 2004 2005F FY Dec. 2002 2003 2004 2005F
EPS (sen) 7.9 5.1 Book Value (MYR) 0.61 0.70 0.76 0.84
PER (x) 9.1 141 Cash Flow (sen) 10.4 1.7 9.8 6.8
Dividend/Share (sen) 3.0 1.9 Eamings (sen) 9.3 104 7.9 5.1
NTA/Share (MYR) 0.76 0.78 Dividend (sen) 0.0 25 3.0 1.9
Book Value/Share (MYR) 0.76 0.84 Payout Ratio (%) 0.0 17.3 258 274
Issued Capital (min shares) 134.0 PER (x) 77 6.9 9.1 14.1
52-week Share Price Range (MYR) 0.59-1.53 P/Cash Flow (x) 6.9 6.1 73 10.6
Major Shareholders: % P/Book Value (x) 12 1.0 0.9 0.9
Legion Master Sdn. Bhd. 55.0 Dividend Yield (%) 0.0 35 42 2.7
Employees Provident Fund 1.3 ROE (%) 15.1 15.8 115 6.5
Diamond Landmark Sdn. Bhd. 6.9 Net Gearing (%) 10.5 15.0 252 215
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Background

Corporate Profile

Degem manufactures and trades gold, diamonds, gold medals and
badges and also manages and develops property. Jewelry trading and
manufacturing are its principal activities. In 2004, jewelry trading made up
98.5% of total revenue. Since its inception, Degem now has approximately
20 retail outlets in Malaysia.

Degem started off as Thye Loong Goldsmith, which was founded by
Managing Director Choong Kai Sun in 1982. Apart from Chong Kai Sun,
his siblings Choong Kai Soon, Choong Kai Fatt and Choong Khoi Onn are
also directors of the company and they assist Chong Kai Sun in managing
the daily operations of the company. Degem’s largest shareholder,
Legion Master — collectively owned by the siblings -- holds a 55% stake in
the company.

Corporate Structure
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PYT stores are located in shophouses in the suburbs and cater to the
high-end market. D&P caters to the mid- to lower-end market and targets
the trendier and younger consumers. Its outlets are found in major
shopping centres. Degem, which emphasizes high-end fashion and
branding, started operating in late 2003 to broaden Degem’s earnings
base.

Degem’s outlets are mostly located in the Klang Valley, where there is a
higher concentration of potential clients. In 2002-2004, new outlets outside
of Klang Valley such as in Penang and Johor Baru also commenced
operation. Degem sells its diamond jewelry under its own brand names of
Rembrandt Collezione and Happy Eight.

Degem’s products are customized mainly for the domestic market.
However, apart from aiming to establish a presence in all major cities in
Malaysia, Degem is also looking to expand into other overseas markets
e.g. Vietnam.

Earnings Outlook

In 2004, Degem recorded an 18.7% increase in revenue to MYR135.3 min
but net profit fell by 19.6% to MYR10.6 min due to weaker margins. EBIT
margin fell to 13.1% from 17.9%, reflecting higher start up costs and
promotional expenses incurred by its newly opened DeGem stores. In
addition, it incurred MYR1.2 min in professional fee charges arising from
the exercise of its Islamic Note Facility and the acquisition of the
remaining 40% of D&P.

In 2005, its performance worsened with cumulative 9-month net profit
halving to MYR4.9 min and revenue declining 12.9% YoY to MYR82 min.
Degem attributed the poor performance to stiff competition and weaker
consumer spending.

We doubt that there was significant improvement in sales and profitability
in the final quarter of 2005 given the competitive landscape. We forecast
2005 net profit to decline by 35.7% on the back of a 16.3% dip in revenue
and lower margins. We expect EBIT margin to fall to 9.7% in 2005 versus
13.1% in 2004.

Going forward, we have assumed that EBIT margin remains stable at
9.7% over the next two years. We forecast revenue and net profit to
improve modestly after 2005 as Degem consolidates its business
operation. We have assumed an effective tax rate of 28% for 2005
onwards.

Valuation

Source: Company data

Business

Degem operates an integrated jewelry business. Its major business
segments are trading and manufacturing. Trading is the most substantial
contributor to revenue. In FYO04, revenue from the trading division
accounted for 98.5% of group sales. Its manufacturing division supplies
jewelry exclusively to its retail outlets.

It has a factory in Selangor that occupies floor space of 5,040 sq. ft.
Degem sells its products mainly through three retail arms comprising PYT
Jewellers, Diamond & Platinum (D&P) and Degem. Based on information
from its 2004 annual report, Degem has four PYT stores, 11 D&P outlets
and three DeGem showrooms.

We initiate coverage on Degem with a Strong Sell recommendation and a
12-month target price of MYRO0.45. We are concemed that the competitive
pressure in the crowded jewelry industry in Malaysia would continue to
suppress earnings. We are also concerned that weaker consumer
spending due to high fuel prices will impact discretionary spending.

Our target price is derived from discounting Degem'’s future cash flow at a
WACC of 9.6% and assumes FCF CAGR of 2.0% (2005-2010) and
terminal growth of 0%. Our conservative growth rate assumptions are due
to Degem’s poor earnings track record in 2004 and 2005.

Degem currently trades at 2006 PER of 13.1x. Our target price implies a
2006 PER of 8.2x. In our view, the valuation is fair given our expectations
of modest earnings growth and the low estimated ROE of 6.4% in 2006.
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Degem'’s closest comparable is Poh Kong (PKH MK, Hold), the largest Profit & Loss
jewelry retailer in Malaysia. 2005 was a poor year for Degem, affected by
weaker sales from strong competition and rising operating costs. Although FY Dec. /MYR min 2003 2004 2005F  2006F
smaller in operations and eamings base, Degem has better margins and Revenue 140 1383 1133 1215
lower gearing compared to Poh Kong. Trading liquidity of Degem is also Operating Profit (EBIT) 20.5 17.7 11.0 11.8
high(_ar than Poh Kong. Having said that, Degem’s vall{ation of 13.1x 2006 Depreciation 16 18 23 26
earnings appears to be stretched versus Poh Kong's CY2006 PER of
73y, Net Interest Income / (Expense) -13 1.5 -14 -14
Pretax Profit 194 16.2 9.6 104
Meanwhile, we do not think that other jewelry companies such as Yikon Effective Tax Rate (%) 23.8 244 28.0 28.0
(YCB MK, Not Ranked) and Scomi Marine (SMB MK, Not Ranked) are Net Profit 13.1 106 6.8 74
good comparables to Degem. Yikon operates a predominantly export ) )
driven business in gold jewellery and Scomi Marine, (formerly known as Operating Margin (%) 179 131 8.7 87
Habib), has diversified into marine coal transportation and gas and oil Pretax Margin (%) 17.0 120 8.4 8.5
businesses. Net Margin (%) 115 7.8 6.0 6.1
Comparative Valuation Source: Company data, S&P Equity Research
DGEM PHK SMB YCB Balance Sheet
Share Price (MYR) @ Jan. 04, 06 .72 1.12 1.01 4.82
VKL G IMi(R I) 0 0 8 FY Dec./MYR min 2002 2003 2004
) t. Dapl(v | rgong 96.5 129.4 593.8 196.9 Total Assets 1138 1490 1746
ve. Daily Vol. (! 90 16 564 4
PER FYOyS ) (00 6.9 28 95 o742 Fixed Assets 23.3 26.0 26.2
PER FY04 (x) o1 37 25 %4 Current Assets 204 162 e
PINTA 09 06 08 43 Other LT Assets o o0 o
Yield (%) 4'2 4'5 2'5 0'0 Current Liabilities 26.9 42.7 70.1
: °BI — - : : : : LT Liabilties 5.8 6.0 15
ource: Bloomberg, Company data Share Capital 42.0 63.0 63.0
Relative Share Price Performance of Comparables Shareholders’ Funds 7S 882 %.0
% Source: Company data, S&P Equity Research
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Source: Bloomberg, S&P Equity Research
Recent Developments
Apr. 05: Degem acquired the remaining 40% stake in Diamond & Platinum
for MYR14.4 min, funded by the issuance of 8 min new Degem shares
and cash of MYR2.28 min.
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Standard & Poor’s Equity Research Services

Standard & Poor's Equity Research Services U.S. includes Standard & Poor's
Investment Advisory Services LLC; Standard & Poor’'s Equity Research Services
Europe includes Standard & Poor's LLC- London and Standard & Poors AB
(Sweden); Standard & Poor's Equity Research Services Asia includes Standard &
Poors LLC'’s offices in Hong Kong, Singapore and Tokyo, Standard & Poor’s
Malaysia Sdn Bhd and Standard & Poor’s Information Services (Australia) Pty Ltd.

Glossary

Strong Buy: Total retum is expected to outperform the total return of the KLCI or
KL Emas Index respectively, by a wide margin over the coming 12 months, with
shares rising in price on an absolute basis.

Buy: Total return is expected to outperform the total return of the KLCI or KL Emas
Index respectively, over the coming 12 months, with shares rising in price on an
absolute basis.

Hold: Total return is expected to closely approximate the total return of the KLCI or
KL Emas Index respectively, over the coming 12 months with shares generally
rising in price on an absolute basis.

Sell: Total return is expected to underperform the total retun of the KLCI or KL
Emas Index respectively, over the coming 12 months and share price is not
anticipated to show a gain.

Strong Sell: Total return is expected to underperform the total return of the KLCI or
KL Emas Index respectively, over the coming 12 months by a wide margin, with
shares falling in price on an absolute basis.

S&P 12 Month Target Price — The S&P equity analyst’s projection of the market
price a given security will command 12 months hence, based on a combination of
intrinsic, relative, and private market valuation metrics.

Required Disclosures

All of the views expressed in this research report accurately reflect the
research analyst's personal views regarding any and all of the subject
securities or issuers. No part of analyst compensation was, is, or will be,
directly or indirectly, related to the specific recommendations or views
expressed in this research report.

Additional information is available upon request.

Other Disclosures

This report has been prepared and issued by Standard & Poor's and/or one of its
affiliates. In the United States, research reports are prepared by Standard & Poor's
Investment Advisory Services LLC (“SPIAS”).  In the United States, research
reports are issued by Standard & Poor's (“S&P”), in the United Kingdom by
Standard & Poor's LLC (“S&P LLC”), which is authorized and regulated by the
Financial Services Authority; in Hong Kong by Standard & Poor's LLC which is
regulated by the Hong Kong Securities Futures Commission, in Singapore by
Standard & Poor's LLC, which is regulated by the Monetary Authority of Singapore;
in Japan by Standard & Poor's LLC, which is regulated by the Kanto Financial
Bureau; in Sweden by Standard & Poor's AB (“S&P AB”), in Malaysia by Standard
& Poor's Malaysia Sdn Bhd (“S&PM’) which is regulated by the Securities
Commission and in Australia by Standard & Poor’s Information Services (Australia)
Pty Ltd (“SPIS”) which is regulated by the Australian Securities & Investments
Commission.

The research and analytical services performed by SPIAS, S&P LLC, S&P AB,
S&PM and SPIS are each conducted separately from any other analytical activity of
Standard & Poor’s.

CMDF-Bursa Research Scheme (“CBRS”)

This report has been prepared by S&PM for purposes of CBRS administered by
Bursa Malaysia Berhad, independent from any influence from CBRS or the subject
company. S&P will receive total compensation of MYR15,000 each year for each
company covered by it under CBRS. For more information about CBRS, please
visit Bursa Malaysia’s website at:
http://www.bursamalaysia.com/website/listing/cbrs.htm

Disclaimers

This material is based upon information that we consider to be reliable, but neither
S&P nor its affiliates warrant its completeness, accuracy or adequacy and it should
not be relied upon as such. With respect to reports issued by S&P LLC-Japan and
in the case of inconsistencies between the English and Japanese version of a
report, the English version prevails. Neither S&P LLC nor S&P guarantees the
accuracy of the translation.  Assumptions, opinions and estimates constitute our
judgment as of the date of this material and are subject to change without notice.
Neither S&P nor its affiliates are responsible for any errors or omissions or for
results obtained from the use of this information. Past performance is not
necessarily indicative of future results.

This material is not intended as an offer or solicitation for the purchase or sale of
any security or other financial instrument. Securities, financial instruments or
strategies mentioned herein may not be suitable for all investors. Any opinions
expressed herein are given in good faith, are subject to change without notice, and
are only correct as of the stated date of their issue. Prices, values, or income from
any securities or investments mentioned in this report may fall against the interests
of the investor and the investor may get back less than the amount invested. Where
an investment is described as being likely to yield income, please note that the
amount of income that the investor will receive from such an investment may
fluctuate. Where an investment or security is denominated in a different currency to
the investor's currency of reference, changes in rates of exchange may have an
adverse effect on the value, price or income of or from that investment to the
investor. The information contained in this report does not constitute advice on the
tax consequences of making any particular investment decision. This material does
not take into account your particular investment objectives, financial situations or
needs and is not intended as a recommendation of particular securities, financial
instruments or strategies to you. Before acting on any recommendation in this
material, you should consider whether it is suitable for your particular
circumstances and, if necessary, seek professional advice.

For residents of the U.K. This report is only directed at and should only be relied on
by persons outside of the United Kingdom or persons who are inside the United
Kingdom and who have professional experience in matters relating to investments
or who are high net worth persons, as defined in Article 19(5) or Article 49(2) (a) to
(d) of the Financial Services and Markets Act 2000 (Financial Promotion) Order
2001, respectively.

For residents of Malaysia. All queries in relation to this report should be referred to:
Alexander Chia, ACA alexander_chia@standardandpoors.com
Hoe Lee Leng, CPA leeleng_hoe @standardandpoors.com

Tam Ching Wah chingwah_tam @ standardandpoors.com
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