Date: 5/4/2017

Anritsu (6754, JP)
Exchange: Tokyo Stock Exchange 1
Sector: Test & Measurement Equipment
Market Cap: JPY126.4 billion
P/B: 1.6x (3/17 act)

Recommendation: Outperform
Share Price: JPY915 (5/2/2017)
Target Price: JPY1,296
P/E: 42.1x (3/18 CE)
Div. Yield: 1.6% (3/18 CE)

Highlight
METRICAL maintains Anritsu as “Outperform,” upgrading to ‘Outperform’
from “Hold” on February 12th 2017. Its positive business outlook has been
kept and T&M sale is expected to accelerate in late 3Q in FY03/2018 that is
slightly earlier than previous projection as 5G standardization pushes the
demand. According to the recently formed agreement on 5G standardization
by major world careers, specification of NSA-NR should be completed in
March 2018 and 5G commercialization will be scheduled in 2019.
Consequently, the share price is more likely to rise as clearer view on T&M
business comes out much clearer. TP has been raised to JPY1,296 from
JPY1,210 based on the revised positive outlook.

Business Description
Anritsu was founded 1895 and has led Japan’s communication industry as a
manufacturer of test & measurement equipment and expanded its business in
worldwide. Its business is divided by 3 segments of Test & Measurement
(T&M), Product Quality Assurance (PQR) and Others. Sales by segment for
FY03/2017 is shown on the Table on left. T&M accounts for 68%, PQR does
for 22% and Others accounts for 10% of the total sales.
T&M
T&M provides equipment to 3 categories of customers such as smartphone
makers and chip-set makers for mobile market, carrier operators for network
infrastructure and electronics device makers for electronics market. Due to
slower CapEx of smartphone makers, sales have decreased as shown the
Table on left, but seem to hit the bottom in 2Q.
PQR
PQR provides foods, drug and cosmetics makers its equipment for inspecting
contamination, weight measurement and packages. Anritsu projects to
enhance the business worldwide from steadily moderate growth, as the
demand of inspection is expanding in both of Japan and worldwide.
Others
Others consists of 2 business such as information & communication business
and devices business. Information & communication business provides
monitoring and control system to mainly government for public
infrastructure in river and water through Anritsu Networks. Devices business
provides optical/ultra-high-speed devices for optical communications
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networks and telecommunications equipment to electric device makers and
telecommunication equipment manufacturers through Anritsu Devices.

Industry Overview and Competitive Positioning
Industry Overview
T&M
T&M sale is very likely to recover from4Q FY03/2018 buoyed by acceleration
of 5G standardization. The business has been stagnated for 3 years due to
sluggish demand from smartphone makers. Meanwhile, Anritsu is tiring to
develop T&M demand to automotive, IoT and 5G related areas that is
anticipated to commence in 2H of 2017. As a result of the arrival of IoT/5G,
many new services can be expected to start, including 4K and 8K image
transmission, home energy management systems (HEMS), and automated
driving. To realize this service, key technology includes high speed of
transmission (100 times the speed of current LTE), multiple log-ons (a large
number of users to log on and use the Internet at the same time) and without
breaking up (data response time will be 1/1,000 a second). To meet these
conditions, T&M will play a vital role for helping the network system advance
further. In addition to IoT/5G connectivity, demand will expand to cloud
computing and AI. In fact, latest projects include such new areas. For instance,
development of automated driving as well as in operator-driven IoT such as
Category M and NB-IoT is becoming in full swing from this year. Also, major
operators in Japan and overseas are announcing plans for verification tests for
5G commercialization and Investment in 5G is beginning to materialize soon.
Meanwhile, wireline market maintains solid demand of measurement
instruments for development and manufacture of optical modules, led by
increasing demand by data center that is raising investment for high speeds
and high capacity.
PQR
Due to the increasing demand for security and safety, the market of inspection
equipment is expected to grow at slightly higher pace of 5% per year. Since
enforcement of Product Liability Law in 1994, maintaining high standards of
quality assurance has been required for food and pharmaceutical products.
Furthermore, as a result of a number of incidents of contamination in
products, consumers are more likely to be aware of food safety has grown and
quality assurance has become a big issue for the manufactures. In North
America, demand for inspections to detect contaminants in meat products is
increasing. Moreover, requirement by US Food and Drug Administration
(FDA) would be supportive, as the regulatory requires that food products and
pharmaceuticals sold in the United States be labeled properly and that safety
and proper efficacy be assured. In China and Southeast Asia, along with
develops next generation technology of communication industry and R&D
cost is likely to go ahead of revenue. Anritsu Device Co. Ltd focuses on
developing semiconductor laser that is used for high-speed optical
communication. Semiconductor laser market in Japan is estimated to grow
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from JPY158 billion in 2015 to JPY288 billion in 2019 according to Fuji-Keizai
Group.
Competitive Positioning
T&M
Buyers (Low-Middle risk):
For both of Mobile and Network market, collaboration with customers is a key.
Co-working with device makers in development of chips and carrier operators
in next generation network project is a strength. Anritsu expands R&D
activities in US, Asia, Europe and Japan that helps to enhance co-development
in proximity to customers. Such a customizing products and services reduce
buyers risk.
Suppliers (Low risk):
Anritsu as one of the top T&M equipment manufacturers has close and longterm relationship with suppliers. T&M equipment is value added products ha
are assembled by parts and components. Many of components are
alternatively procured from suppliers globally.
Competition (Low-Middle risk): Due to its high technology and limited
number of players would reduce competition risk in industry. However, if
restrained investment by smartphone makers and deliberate attitude of
network investment by career operators are maintained, competition in
industry would be intense. In addition, as Keysight goes up to hard ware T&M
market more aggressively led by recently decided consolidation of Ixia,
whereas Anritsu comes down to software solution. As a result, competition is
likely to become intense.
New Entry (Low risk): Due to its high technology and co-working with
customers, threat of new entry would be limited. As many of products are
customized, a new entrant requires time for customization and codevelopment to meet customer need.
Substitution (Low risk): Due to its nature of products, T&M equipment is an
essential equipment before chip and network system are used in practice.
Substitution risk would be minimal.
PQR
Buyers (Low risk):
The market is expanding as customer base and the number of inspection
process are increasing, although a number of manufacturers provides
inspection equipment. Deli and ‘bento’ lunch box vendors to convenience
stores are aggressively raising inspection equipment due to the increase of
contamination risk. In fact, Anritsu increased sale of X-ray analyzer to the
vendors in Japan and developed meat processors in North America.
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Suppliers (Low risk):
Inspection equipment is not a commodity product and is less dependent on
material prices and many of components are alternatively procured from
suppliers globally. Anritsu has long-term relationship with suppliers on T&M
equipment. This is advantage for producing inspection equipment, too.
Competition (Middle risk): Due to the number of players, the competition is
relatively higher than other criteria. While the demand of inspection
equipment is increasing and the market is likely to grow at solid pace for the
time being, the competition would be stable at this moment. Once the market
was soft, the competition risk would increase.
New Entry (Middle-High risk): Not only test & measurement equipment
makers but other manufacturers enter into the market from sensor makers,
machinery makers, LED makers and etc. New entry risk is middle to high.
Substitution (Low-Mid risk): Inspection process is in various ways. Recently,
X-ray analyzer is getting popular replaced from image sensor. Equipment
makers have to develop new technology continuously for meeting customer
demand, as inspection process, need and regulation are continuously
changing.

Investment Summary
Business Outlook
In short-term view, sales are likely to be in line with its guidance for
FY08/2017OP, but OP is expected to move higher than the company
projection. In fact, an increasing number of projects in IoT field such as
Category M and NB-IoT as well as commercialization of 5G are finally
beginning to materialize. Demand for T&M equipment in 5G investment is
expected to be rising after late 3Q FY2017.
Competitive Positioning and Risks
T&M and PQR are different positioning, although both business is in
prospective markets going forward. T&M has a limited number of players,
higher entry barrier and lower substitution risk. In contrast, PQR has a
number of competitors with relatively lower entry barrier and higher
substitution risk. PQR market is expected to remain stable growth, whereas
T&M market is expected to expand from end of 2017 after sluggish
investment by both of smartphone makers and carrier operators for a few
years.
Valuation
The previous report on February 12th 2017 verified applying valuation
multiples on MV/EBIT, MV/EBITDA and MV/FCF referring peer of Ixia and
Keysight. In case of applying multiple of 14x of MV/EBIT, 11x of MV/EBITDA
and 20x of MV/FCF for T&M segment to Anritsu for FY03/2017 (E), the share
price would rise by 27% to JPY1,259 from the closing price as of May 2nd.
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Financial Stability
Anritsu has maintained positive free cash flow, operating cash flow and
working capital even while it has receded its profitability since FY03/2012.
Due to positive outlook of T&M business from FY03/2018, financial position is
very likely to get strong.

Business Outlook
Full Year FY03/2017 Result
Total sale slid 8.3% YoY to JPY87,638 million and OP, EBT and NP fell 28.2%
YoY to JPY4,234 million, 33.2% YoY to JPY3,628 million and 27.4% YoY to
JPY2,734 million for FY03/2017, as mobile market of T&M business continued
slowing, while PQA business and network of T&M were solid. However, 4Q
from January-March 2017 for the 3-month period, total sale grew 8.7% YoY to
JPY25,374 million and OP jumped 255.6% YoY to JPY2,414 million from
JPY721 million for the same period of the previous year.
Full Year FY03/2018 Outlook by company
Anritsu posts its outlook for FY03/2018. Sale is expected to increase 3.8%
YoY to JPY91,000 million, OP, EBT and NP are expected to rise 3.9% YoY to
JPY4,400 million, 15.7% YoY to JPY4,200 million and 11.2% YoY to JPY3,000
million respectively.
FY03/2018 forecast by METRICAL
METRICAL expects sales are likely to be in line with the company guidance,
but profits are expected to move higher than company forecast. Sales are
expected to increase 3.8% YoY to JPY90,998 million, whereas OP, EBT and NP
are expected to move much higher than company forecast to JPY5,167 million,
JPY4,932 million and JPY3,498 million respectively.
Mid-Term Projection
In mid-term projection, T&M is expected to accelerate from 10% to 20%
increase in sale buoyed by increasing demand of IoT/5G connectivity toward
FY03/2020 and profit margin is expected to improve sharply alongside sale
expansion. PQR is expected to increase its sale in line with market growth at
5% and improves profitability at stead rate after temporarily prior
investment in FY03/2017. Others segment is likely to remain stable.

Valuation
There would be room of upside potential for the share price on peer
comparison, applying EV/EBITDA and other multiples such as Price/EBIT and
EBITDA based on recently acquired Ixia. Anritsu’s target share price has been
raised to JPY1,296 from JPY1,201 of the previous report due to acceleration of
demand on 5G investment. Sum-Of-the-Parts valuation estimates to be
JP1,296 for FY03/2018 (E) based on multiples of Keysight Technologies in
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Price/EBIT, Price/EBITDA and Price/FCF of 14x, 11x and 20x for T&M
segment.
EV/EBITDA
EV/EBITDA for FY03/2018(E) is estimated to be 10.4x. Based on positive
outlook of mid-term projection in EBITDA for Anritsu, EV/EBDA is expected
to decline from 10.2x for FY03/2017 to 4.8x for FY03/2020 (E) (see the Table
below).

Sum-of-the Parts Valuation
Sum-of-the-Parts (SOTP) value is business value of each business segment
that is normalized EBIT, EBITDA and FCF from FY03/2012 to FY03/2018 (E)
by multiples based on Keysight Technologies for T&M segment, added to net
cash and long-term investment securities and land. SOTP value for FY03/2018
(E) is estimated to be JPY1,296 a share that is still 30% discount of closing
price of March 2nd 2017 (see the Table below).

Financial Analysis
As shown key financial ratios and financial statements summary in Appendix,
Anritsu’s profitability has been deteriorating, but financial position is not
much weak. Working capital, operating cash flow and free cash flow are
maintained positive. CapEx rose in FY03/2016 for building head office and
laboratory due to BCP investment, but FCF will be upbeat alongside
recovering T&M business and sable CapEx after F03/2018.
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Recovering T&M business led by increasing demand of 5G network would
minimize risk in slower smartphone market. Conversely solid demand in
network business is likely to intensifying competition with rivals like Keysight.
Continuing slower smartphone market (Likely, Middle Risk)
Soft growth in smartphone market is likely to continue for the time being and
full recovery is less likely soon. However, demand of IoT/5G connectivity is
finally beginning and this would support the business.
Slower CapEx by carrier operators (Less likely, Middle Risk)
It took some time for carriers to raise CapEx for the next generation network.
One of the reasons was 5G Specification by Verizon has not become
standardized, but Non-Standalone New Radio is very likely to lead R&D for
the next generation mobile network from 2H 2017.
Intensifying competition in T&M (Very likely, Low-Middle Risk)
Anritsu is trying to expand to software solution from providing T&M
equipment. Meantime Keysight Technologies is penetrating into hardware
market from software. Acquisition of Ixia would accelerate this strategy.

Aki Matsumoto, CFA
akimatsumoto@metrical.co.jp

Investment Risks
7
METRICAL INC.
Suite 3113, 28-10 Ebisu 2 chome, Shibuya-Ku, Tokyo 150-0013 Japan
Phone: +81-3-4405-6223 Email: akimatsumoto@metrical.co.jp
http://www.metrical.co.jp/

Appendix
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