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Year to Mar Net Revenue Adjusted EBITDA EPS
2017E 159,792 30,894 13.12
2018E 159,364 31,659 15.11
2019E 159,219 32,741 15.90
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Company Update

Dynam / Japan update; maintaining Buy rating and
raising PT to $17.25
Dynam update. Shares of Dynam are up 22% since our mid-January initiation prompting
a current assessment of our thoughts on the company and Japan. We believe the upside
in shares has been driven in part by: 1) In the intervening months Dynam reported
strong 3QFY17 (December) revenue metrics, which suggests our 2H17 earnings forecast is
achievable. We expect FY17 (March) results in late May. 2) Over recent weeks progress has
been made on Japan's IR bill, which in turn is increasing mind share on all gaming-related
companies in Japan. 3) The Japanese Yen has appreciated nearly 4% against the HKD since
our launch and a stronger Yen means higher HKD-denominated earnings.

We don't expect pachinko to be a legislative focus. Recent media reports have suggested
that Japan will pursue a bill that further restricts existing forms of gambling (e.g. horse racing),
as well as pachinko, under the guise of stepping up problem-gambling measures. Ultimately
we believe the legislature has enough on its hands in the form of the IR bill and is unlikely
to touch the existing frameworks of pachinko, horse racing, etc. Further, given that pachinko
is a homegrown industry we are inclined to think it could actual get some form of legislative
support (protection), especially in the context of the likelihood of foreign-owned IRs. Finally,
the government already has - over a period of many years - introduced increasingly stringent
standards that have transformed pachinko into more of a leisure pursuit and less like gambling
via gradual reduction in payout ratios that have eliminated even modestly sized jackpots.
Dynam has been in front of the industry in installing these lower volatility machines.

IR bill beginning to take shape. Although we expect Dynam to be a strong contender for
any regional smaller-scale IR license, we do not necessarily expect them to be part of the
two larger licenses issued for Tokyo or Osaka. Over recent weeks the government, including
PM Abe chairing a kickoff meeting of legislative decision-makers, has begun moving forward
with the crafting of the IR Implementation bill. At least in public we would expect much of
the focus to remain on the social aspects of IRs (e.g. problem-gambling as noted above).
Behind the scenes we would expect the relevant details to be hashed out, including number
and locations of licenses, tax rates, etc. To date the government has given little indication of
the regulatory nuts and bolts other than confirming it will follow international standards set in
jurisdictions like Singapore or Las Vegas.

Raising PT to $17.25 and maintaining Buy rating. Today we are raising our PT to
$17.25 (from $16.50) on the heels of the stronger Yen. Our valuation methodology remains
unchanged and we apply a 5.0x multiple to FY18 EBITDA (also unchanged). Shares of
Dynam are currently trading at just 4.2x our FY18 estimates. Over time we expect the
valuation gap to narrow between Dynam and its regional casino kindred spirits in the US that
trade at 7.5x forward earnings.

*Please see analyst certification and required disclosures starting on page 5 of this report.
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Modest earnings growth ahead 

Our positive outlook on Dynam remains unchanged and we still expect the company to 

generate modest EBTIDA growth in the low single digits over the coming years. This is not 

unlike the expected earnings growth of US regional casino operators. We expect the 

company to pull several levers to achieve EBITDA growth of around 3% annually through 

FY20. These levers are: 1) maintaining a flat revenue story, 2) opportunistic M&A, and 3) 

cost saves.  

Our forecast is currently predicated on a largely flat revenue story, which, in our view is 

conservative in light of longer-term historical industry trends. While GGR of the industry as 

a whole has declined at an average annual rate of ~1.4% since 1995, GGR per hall has 

actually grown at a rate of 1.0% per year over the same period (as the number of halls has 

declined at a faster rate than total industry GGR). In other words, most of the GGR from 

halls that close typically ends up at other geographical proximate halls. In the context of 

Dynam not only maintaining its base of halls but actually growing its base through both 

greenfield and M&A opportunities, our flat revenue assumptions are readily achievable. 

However, we do note risk in the late calendar 2019 in the event the government increases 

the national sales tax to 10% (from 8%). 

The number of pachinko halls continues to decline, driven, in part, by such factors as 

regulations that lower the volatility of games (see more details in the following section), 

general economic factors, and alternative entertainment options. This has resulted in an 

average annual decline in the number of halls of 2.4% since 1995. Either the outright 

closure of halls (bankruptcy or otherwise) or even the specter of financial difficulties 

should result in numerous opportunities for Dynam to modestly grow its base of halls over 

the coming years. Our model currently anticipates the addition of just five new halls per 

year relative to the current base of 444 halls. 

Finally, we expect the company to continue to see experience lower operating costs as 

measured on a per-hall basis. Based on recent conversations we've had with 

management, they continue to view the ongoing cost save initiatives as still having plenty 

of runway over the coming years (annual decline in opex per parlor of 3.4% over the last 

six years). The two largest components of opex are pachinko machine costs and labor. As 

it relates to staff costs, the company has lowered full-time headcounts while increasing 

part-time or temporary staff. It is also introducing greater amounts of automation into its 

parlors to further reduce staff costs. With respect to pachinko and pachislot machine 

costs, the company has targeted a mix of second-hand machine purchases and self-

branded games. These efforts will continue, while at the same time the company's 

transition of its Yume parlors (acquired Yume's 38 halls in November 2015) to the Dynam 

style of management should yield further cost saves. Our model contemplates a lower rate 

of cost saves (opex per parlor declining 2.5% annually) going forward than the previous 

seven fiscal years (3.4% annually). 
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Tighter pachinko regulations 

Noted on the first page we don't necessarily think that the Japanese legislature will 

introduce increasingly prohibitive legislation as it relates to the pachinko industry. This is 

primarily a function of the regulatory body already going down a multi-year path that has 

resulted in pachinko being much less like gambling and more of a leisure pursuit. 

Ultimately the regulations call for the replacement of higher volatility games (i.e. higher 

jackpot payouts) with lower volatility games.   

For much of the pachinko industry this will have a negative impact on calendar 2017 GGR. 

However, Dynam has gotten well out in front of this trend (nearly 80% of Dynam's 

machines were already low volatility vs. industry at 60% by year-end 2016), and we 

believe much of the impact is already in the rear view for Dynam. As such, mgmt generally 

sees stable same-store sales from here, which is broadly inline with our forecasts (e.g. 

2HFY17 at -0.1%, FY18 at -0.3%).  

As of November 2015, 1:400 payout ratio machines were no longer allowed to be 

installed. The new maximum payout ratio is 1:320. Pachinko machines have a three-year 

maximum statutory life cycle, so by October 2018 there will be no more 1:400 machines in 

the market. The following figure highlights the current installed base of machines, as 

measured by volatility (e.g. 1:100 payout ratios up to 1:400 payout ratios), for Dynam and 

for the industry. 

Figure 1: Mix of low and high volatility machines, Dynam vs. industry 

 

Source: company data  
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EBITDA growth in the low single digits 

We expect Dynam to have a largely stable revenue story over the next several years. 

However, we expect the company to continue to engineer cost saves that outpace any 

revenue declines, resulting in annual EBITDA growth of around 3% for FY18, FY19 and 

FY20. On the heels of a very tough +90% comp in 2H16, we are forecasting 2H17 

EBITDA to decline 5%. All-in, our expectations for EBITDA growth are broadly inline with 

EBITDA growth expectations for many US regional casino operators – a comparison that 

is very relevant as it relates to valuation of Dynam and our view that over time Dynam 

should begin to close the valuation gap with its US regional casino peers.  

Figure 2: EBITDA growth, FY11 – FY20E 

 

Source: Union Gaming, company data 

In the below figure we present our earnings model for Dynam. Note that the model is 

presented in Japanese Yen, which is the principal business currency for Dynam. For 

valuation purposes we convert to Hong Kong Dollars. 

Figure 3: Dynam earnings model, FY16 to FY20 

 

Source: Union Gaming 
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Increase in national sales tax
from 5% to 8% & tighter regulations

Acquisition of Yume parlors
& right sizing of costs

JPY mm, FYE March 1H16 2H16 2016 1H17 2H17F 2017F 2018F 2019F 2020F

Revenue

High cost parlors 41,328 42,769 84,097 41,262 40,619 81,881 77,272 73,022 69,006

y/y change -14.1% 0.3% -7.3% -0.2% -5.0% -2.6% -5.6% -5.5% -5.5%

Low cost parlors 34,515 37,299 71,814 38,547 39,364 77,911 82,092 86,197 89,645

y/y change 5.9% 19.4% 12.5% 11.7% 5.5% 8.5% 5.4% 5.0% 4.0%

Total revenue 75,843 80,068 155,911 79,808 79,983 159,792 159,364 159,219 158,651

y/y change -6.0% 8.4% 0.9% 5.2% -0.1% 2.5% -0.3% -0.1% -0.4%

Hall operating expenses (68,855) (69,471) (138,326) (72,474) (70,048) (142,522) (139,765) (138,592) (136,952)

General and administrative expenses (2,738) (3,060) (5,798) (2,692) (2,700) (5,392) (5,500) (5,610) (5,722)

Other income 3,644 4,540 8,184 4,676 4,500 9,176 8,000 8,000 8,000

Other operating expenses (511) (1,294) (1,805) (1,110) (1,100) (2,210) (2,200) (2,200) (2,200)

Operating profit 7,383 10,783 18,166 8,208 10,635 18,844 19,899 20,817 21,777

EBITDA 13,170 17,324 30,494 14,431 16,463 30,894 31,659 32,741 33,800

y/y change -38.8% 90.4% -0.4% 9.6% -5.0% 1.3% 2.5% 3.4% 3.2%

EBITDA margin 17.4% 21.6% 19.6% 18.1% 20.6% 19.3% 19.9% 20.6% 21.3%

EPS 6.4 7.5 13.9 5.0 8.1 13.1 15.1 15.9 16.7

y/y change -47.1% 145.2% -8.6% -21.7% 8.1% -5.7% 15.2% 5.2% 5.1%
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Important Disclosure
Analyst Certification
The analyst, Grant Govertsen, primarily responsible for the preparation of this research report attests to the following: (1) that the views
and opinions rendered in this research report reflect his or her personal views about the subject companies or issuers; and (2) that no part
of the research analyst’s compensation was, is, or will be directly related to the specific recommendations or views in this research report.

Ratings Definitions
Current Ratings Definition
Union Gaming Securities LLC and Union Gaming Securities Asia Limited use a traditional ratings construct (Buy, Hold, and Sell) that is
underscored by percentage upside/downside from current trading levels along with dividend yields for total return. We exclude special
dividends and contemplate regular dividends only in our total return forecasts. These are absolute ratings, not relative or forced ratings.
We define a Buy rating as a company whose shares exhibit total return (appreciation and dividends) potential of at least 15% within the
next 12 months, and conversely a Sell rating as a company whose shares exhibit downside potential of at least 15% within the next 12
months. A Hold rating is reserved for companies whose shares exhibit total return potential between those parameters.
Buy – the total forecasted return is expected to be greater than 15% within the next 12 months
Hold – the total forecasted return is expected to be greater than or equal to 0% and less than or equal to 15%
Sell – whose shares exhibit downside potential of at least 15% within the next 12 months
Suspended – the company rating, target price and earnings estimates have been temporarily suspended.

Valuation and Risks
Valuation
Valuation Methodology for Price Target: Enterprise Value-to-EBITDA, Sum-of-the-Parts Analysis, Price-to-Earnings Ratio, Discounted
Cash Flow Analysis, Price-to-AFFO, Net Asset Value.
Risks
Investment Risks: Union Gaming Securities Asia’s equity research team covers the casino, gambling, gaming, lottery and related sectors.
The companies operating within these sectors generally have a global presence or significant exposure to China and Las Vegas, among
other markets. In addition, the markets that companies in these sectors operate are highly regulated by local and federal governments.
Risks across or specific to one or more of these sectors include regulatory or legislative impacts related to licensing, tourism or the
competitive landscape. Licenses to operate gaming facilities or supply gaming equipment or lottery services are often governed by
regulatory authorities. Additional Risks for investing in these sectors include volatility in consumer discretionary spending and consumer
confidence, currency, interest rates, unemployment rates, access to capital, the cost of capital, commodity costs, geopolitical uncertainty,
and unfavorable government regulations. Companies operating within our covered sectors rely in part on tourism, and business trends
could be impacted by changes or influences to tourism in a given market or markets , including visa policy, transit policies and security,
transportation infrastructure, weather and natural disasters.

Ratings Distribution (as of 04/12/2017)
Coverage Universe Investment Banking Services / Past 12 Months

Ratings Count Pct. Rating Count Pct.

BUY 15 65% BUY 4 27%
HOLD 8 35% HOLD 0 0%
SELL 0 0% SELL 0 0%
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General Disclosures
Additional information is available upon request.

This report was prepared by Union Gaming Securities Asia Limited. Union Gaming Securities Asia Limited is a licensed corporation with
the Securities and Futures Commission (SFC) in Hong Kong and wholly owned subsidiary of Union Gaming Group LLC. Union Gaming
Group LLC also owns Union Gaming Securities LLC, a FINRA member firm and Union Gaming Analytics LLC. All questions or comments
concerning this research report should be addressed to Union Gaming Securities Asia Limited at +853 2857 5825.

Union Gaming Securities, LLC ("UGS"), an affiliate of Union Gaming Securities Asia Limited, does not own any securities of any company
analyzed in the research reports it distributes. Neither Union Gaming Securities LLC nor its affiliates or analysts serve as an officer, director
or advisory board member of any Subject Company. UGS, its affiliates, analysts and employees may have received investment banking,
non-investment banking securities and non-securities service, related compensation from the subject company in the past 12 months.
It further intends to seek compensation for investment banking, non-investment banking securities and non-securities service, related
activities in the next three months. Accordingly, investors should be aware that the firm and its affiliates may have a conflict of interest that
could affect the objectivity of the reports it distributes. UGS is not now nor has ever been a market maker.

All prices are those current at the end of the previous trading session unless otherwise indicated. Prices are sourced from local exchanges
via Bloomberg and Factset. Data is sourced from Union Gaming Securities LLC, Union Gaming Securities Asia Limited, and subject
companies. Union Gaming Securities LLC and Union Gaming Securities Asia Limited are not responsible for errors in prices provided by
independent sources. Data, analyses, and reports necessarily contain time-sensitive information, and no subscriber or client should rely
on dated reports or conclusions.

Investor clients and financial advisers should consider any report from Union Gaming as only a single factor in making any investment
decision.
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