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Delivering Railway Safety

Surge Capital Focuses on Six Key Attributes of Long-Term Earnings Growth
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gg?((% Strong Business Model

’ Industry: Railways

(ff ~ Innovation & Pivot
Market Cap: Rs750 Crores

:)G Change & External Trend
p- Optionalities Revenues: Rsl1l Crores
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)
__i Leadership & Edge Net Loss: Rs16 Crores
% Stellar Management Execution Net Debt: Rsl7 Crores

Indicates attributes present in the stock

Investment Bucket: Non-Linear

Brief Thesis

Kernex is an IP backed OEM (original equipment manufacturer) focused on railways.

It is one of the three approved OEMs of the indigenously developed train collision avoidance system-
KAVACH.

We have seen in the recent years that the government has been actively releasing orders within the
defence & railways sector; Kavach is ~Rs35000 crores opportunity which is yet to play out.

We believe that there is high likelihood of new & acceleration of orders by railways for Kavach in the
coming years and Kernex should generate substantial profits from this opportunity.
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KERNEX & KAVACH

Kernex is an IP backed OEM focused primarily on railways. The primary product for Kernex is the
indigenously developed train collision avoidance system- KAVACH.

Kavach has been developed by RDSO (Research Design and Standards Organization) as a cheaper alternative
to global ATP (automatic train protection) systems.
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to do so, AUTOMATIC Braking system will take over through BIU.

Brief history of Kavach;

201 R&D on Kavach started
2012 Initial prototype achieved
2014 Initial trial commenced
2015-2017 Extensive field trials were carri'ed <.)ut a!’\d fin?l specification of the system
were finalized in Mar2017
2019 Final approval for the system was granted
Budget allocated funds for rapid implementation of Kavach system on
Budget 2022 2000 Kms track and sanctioned plans to install Kavach across ~34,000

Kms track by FY28
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INVESTMENT SETUP

Our core thesis in Kernex is based on the fact that there are many OEMs within railways and defence who
have worked on R&D over last 1-1.5 decade, have the products approved and are just waiting for government
to give commercial orders to monetize the IP developed over last few decades.

In the recent years we have seen substantial pickup in orders from the government and that has led to
extremely strong growth & future prospects for most defence & railway companies.

Orderbook of some companies have grown by ~10x;
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Kavach is one area wherein the orders are yet to be released in a major way, despite the stated intent of the
government to roll-out the system.

Orders totaling ~3000 Kms and ~Rs2400 crores in value were released in later part of 2022; of this Kernex had
secured ~Rs540 crores of orders and HBL Power had secured ~Rs800 crores of order.

However, post that we have not seen many major new orders.

Earlier there were expectation of new tenders of ~Rs4500 crores in Oct-Dec'23 and ~Rs9000 crores in Mar-Apr24.
But the same have got delayed due to ongoing upgradation of Kavach system from version 3.2 to 4.0

We believe that with this upgradation getting completed, there is high likelihood of new orders coming out
this year and acceleration in Kavach rollout by railways over coming years.
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The opportunity size for Kavach is extremely large with limited number of players;

Cost of Kavach System Total Opportunity Size Only 3 Approved OEMs
~Rs50 lakhs per km of track Kernex Microsystems
N ~Rs35000 Crores HBL Power
~Rs70 lakh per locomotive Medha

*3-4 more players are under various stages of
approval

The OEMs are bidding for these orders in partnership with EPC players, who will carry out the installation of
fiber, radios etc along the railway lines, while OEMs will supply the equipment.

Work Value Split

EPCs
40%

An important aspect to add here is that the profit margins in such kind of IP based OEM supply is very high.

Kernex has partnered with

KEC

KEC INTERNATIONAL LIMITED

We have seen that some of the defence OEMs are making ~30%+ PAT margins on their commercial supplies.

FY24 PAT Margins

35%

Zentech Data Patterns

32%
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We believe that if the opportunity plays out, then the quantum of profits that Kernex can report would be
very large.

Kernex over next 3-4 years can report cumulative profits more than its current marketcap of ~Rs750 crores;

Opportunity Size Expected Players OEM Order Share PAT Margin Expected Cumulative Profits
35000 ([ ] o . 875

L (10 )78 =
Crores ® crores

On top of this, we also have optionality from signaling & moving block projects which is another area

wherein the company has built some IP and expertise.

Kernex is one of the 5 OEMs shortlisted by Centre of Excellence (Indian Railways) for Moving Blocks, design
and development.

Recently it has won an order of ~Rs110 crores for a Block Signaling System.

Our Focus o KERNEX

e Kavach

Headway e Moving Blocks
Improvement » CBTC

¢ Absolute Block Signaling
¢ Level Crossing Gates

e CCTV for Railways

e Smart water solutions
e Water distribution

NN NN

Kernex have won orders of ~Rs660 crores in last two years and hardly any execution has happened till date.
The key Kavach orders won in 2022 have near term deadlines and thus FY25 should be a year of not only
new order wins but also actual revenue & profit generation for the company.
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KERNEX Order Book
Date of Announcement Area Order Value (Rs crore) Execution Timeline
02/08/2022 Kavach 2674 Before July'23
01/09/2022 Kavach 25522 650 Days
30/09/2022 Kavach 254.86 650 Days
01/01/2024 Block Signaling System 109.47 600 Days
23/04/2024 Kavach 826 Before Aug24
04/05/2024 Kavach 5.77 By Mar'25
Total 660.32

Kernex Revenues (Rs crores)

2

FY22 FY23 9M FY24

In Feb24, Kernex came out with an investor presentation wherein it has provided the following guidance
for coming years;

Financial Outlook Y KERNEX

FY24- B FY25- | FY26-
25 26 27

* KAVACH * KAVACH * KAVACH * KAVACH

« 3120 Cr « 3500 Cr + 31000 Cr « 31200 Cr
» Others e Others e Others * Others

« Z10Cr « 3400 Cr * 3900 Cr * 31500 Cr

Though we do not take these numbers on face value, but if we look at the kind of revenues that its peer-
HBL Power was expecting from Kavach before the new orders were delayed, we can see that HBL was also
expecting a similar number for FY25; which to an extent indicates that these numbers quoted by Kernex are
not unreasonable expectations but are in-line with the potential opportunity that is expected to play out.

QSURGE

CAPITAL



KERNEX MICROSYSTEMS 20 June 2024

SALES AND EBITDA BY BUSINESS SEGMENT
Actual FY 24 & Expected FY 25 As on 27.5.2024

Rs crores
! Industrial |  Defence Electronics | Others
Year Total Sales EBITDA ‘ EBITDA Batteries Batteries
—— - % —— S — —
\ ’ BT
FY 24 2209 435 | 20 1424 180 515 90
| Actuals |
- 950 B HBL was also
2 as
intimated on ‘ \ expecting ~Rs500
Febraary 08 | This was based on
70731/ ' pad =0 20 1430 220 total 6000 KMs of 30 crore revenues
2 Kavach tenders from Kavach in
[ being floated in
i | | March 2024, FY25 based of new
orders.
FY 25 2093 407 19 1424 222 421 26
Revised as Excluding Excluding FY25
on FY25 Kavach ‘ Kavach tenders
27 May 24 tenders ] i ‘

For HBL Power Systems Limited

(Source: HBL Power Press Release 27/05/2024)

EXPECTATIONS GOING AHEAD

We believe that if orders do start coming out, then Kernex could deliver returns in multiples in a very short
period of time. However, members should also note that if the orders do not come then we can lose ~50%
in no time here and thus members should buy & allocate keeping this risk:reward dynamic in mind.

With our initiation we have tried to balance the risk:reward and timing;

1. because once the orders are out, it would be very difficult to buy into the stock due to its small circuit
filter and thus initiation had to be pre-emptive

2. Stock has recently corrected ~50% from its highs to price levels that were there when the major
orders were won in 2022. And in a situation like Kernex wherein one will need patience to hold till
the time the orders come, a lower buy price helps (mentally) in terms of holding onto the stock.

RISK

The obvious primary risk here is a situation wherein orders are not released in the near term.

The 2" risk is the risk of execution. We have seen that the orders received in 2022 have not been executed
yet. Earlier there was an expectation of ~Rsl00 crores of revenues being booked in Q4FY24, however
company is yet to report its Q4 results.

Though some of the execution issue is primarily due to railways ask to upgrade the existing system to new
version as well.

Finally, the last risk area is new OEM approvals. Currently there are 3-4 new OEMs who are at various stages
of development & approval. If many new OEMs get approved in near term, then that can dilute the potential
opportunity size for Kernex.
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Ratings Explanation:
Buy: Expected total return (price appreciation plus dividend yield) of more than 10% over next 12 months.
Hold: Expected total return (price appreciation plus dividend yield) of +/- 10% over next 12 months.

Exit: No Further Coverage/Update on the stock.

Conviction Rating:

Conviction rating reflects our understanding of return:risk ratio of the underlying stock for next 12
months. The rating is given within a range of 1-5 stars, wherein each higher star reflects a higher return:risk
ratio; so, 1 star indicates a low return:risk ratio and 5 star indicates a high return:risk ratio.

The rating is based on our qualitative understanding of how the four factors of- Price Action, Earnings
Growth, Valuations & Perception will play out over next 12 months for the stock.

Conviction ratings are to be read along with Buy & Hold ratings and no conviction rating is assigned for
stocks with Exit rating.

Note: Ratings are valid till changed.

Ratings History
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Kernex Stock Price

Note: Above chart indicates ratings assigned (including changes) over the period of coverage of stock.
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Disclaimer & Disclosure

Surge Capital is a trade/brand name used by Ankush Agrawal (Individual SEBI Registered Research Analyst
INHOO0008941) to provide equity research services in the Indian Equity Markets.

This report is for the personal information of the authorized recipient and does not construe to be any investment,
legal or taxation advice to you. Ankush Agrawal/Surge Capital is not soliciting any action based upon it. This report
is not for public distribution and has been furnished to you solely for your information and should not be
reproduced or redistributed to any other person in any form. This document is provided for assistance only and is
not intended to be and must not alone be taken as the basis for an investment decision. The views expressed are
those of analyst and the firm may or may not subscribe to all the views expressed therein. The report is based upon
information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be
relied upon such. Ankush Agrawal/Surge Capital or any of its affiliates or employees shall not be in any way
responsible for any loss or damage that may arise to any person from any inadvertent error in the information
contained in this report. Neither Ankush Agrawal/Surge Capital, nor its employees, agents nor representatives shall
be liable for any damages whether direct or indirect, incidental, special or consequential including lost revenue or
lost profits that may arise from or in connection with the use of the information. Ankush Agrawal/Surge Capital or
any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding
any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness
for a particular purpose, and non-infringement.

“Registration granted by SEBI, and certification from NISM in no way guarantee performance of the Research
Analyst or provide any assurance of returns to investors”

More details- https://www.surgecapital.in/disclosures

DISCIPLINARY HISTORY
There are no pending material litigations or legal proceedings against the Research Analyst.

As on date, no penalties / directions have been issued by SEBI under the SEBI Act or Regulations made thereunder
against the Research Analyst relating to Research Analyst services.

More details- https://www.surgecapital.in/investor-complaints

TERMS AND CONDITIONS OF RESEARCH SERVICES

The Research Services will be limited to providing independent research recommendation and shall not be involved
in any advisory or portfolio allocation services.

“Investments in securities market are subject to market risks. Read all the related documents carefully before
investing.”

The Research Analyst shall not be responsible for any loss to the Investors.

More details- https://www.surgecapital.in/terms-and-conditions

DETAILS OF ITS ASSOCIATES

No associates
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Analyst Certification
Analyst: Ankush Agrawal

Email: ankush@surgecapital.in

Analyst Ownership of Stock: YES

The Analyst certify (ies) that he complies with Qualification and Certification requirements of Regulation 7 of SEBI
(Research Analyst) Regulations 2014; that are required to be complied with by the individuals registered as Research
Analysts under SEBI (Research Analysts) Regulations 2014.

Further, The Analyst certify (ies) that the views expressed herein accurately reflect his (their) personal view(s) about
the subject security (ies) and issuer(s) and that no part of his (their) compensation was, is or will be directly or
indirectly related to the specific recommendation(s) or views contained in this research report.

Disclosure under SEBI (Research Analyst) Regulations 2014

Whether the research analyst or research entity or its associates or his relative has any financial interest in the
subject company and the nature of such financial interest- Yes

Whether the research analyst or research entity or its associates or relatives, have actual/beneficial ownership of
one per cent or more securities of the subject company, at the end of the month immediately preceding the date
of publication of the research report or date of the public appearance - No

Whether the research analyst or research entity or his Associate or his relative, has any other material conflict of
interest at the time of publication of the research report or at the time of public appearance - No

Whether it or its associates have received any compensation from the subject company in the past twelve months-
No

Whether it or its associates have managed or co-managed public offering of securities for the subject company in
the past twelve months- No

Whether it or its associates have received any compensation for investment banking or merchant banking or
brokerage services from the subject company in the past twelve months- No

Whether it or its associates have received any compensation for products or services other than investment banking
or merchant banking or brokerage services from the subject company in the past twelve months- No

Whether it or its associates have received any compensation or other benefits from the Subject Company or third
party in connection with the research report. - No

Whether the research analyst has served as an officer, director or employee of the subject company - No

Whether the research analyst or research entity has been engaged in market making activity for the subject
company - No
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