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  Cathay Financial Hldgs    
  

Fundamentally mispriced but 
more short-term negatives 

   
 
 

 Bigger 2008-09 earnings uncertainties; lower asset yields 
Current share price already reflects normalized asset yields of 3% that we consider 
overdone. However, before global financial turmoil stabilizes, life insurers including 
Cathay may continue to discourage investors from value hunting. We have cut 
2008-09 consolidated net profit by 97% and 32%, reflecting much weaker life asset 
yields. We have also cut PO by 35% to NT$54/shr; Neutral retained.  

Concerns on further unexpected investment loss for all 
We prefer banks to large life insurers whose 30-35% asset allocated overseas 
continue to concern us as it is hard to predict potential new losses caused by the 
global financial crisis. Cathay’s and Shin Kong’s large legacy books also suggest 
negative investment spread in 2008-09 should global equity market remain weak. 
With significant MTM loss on book value, most life insurers have lost tools to 
smooth earnings, and hence, should show poor results in 4Q08.  

Big legacy book = sensitive EV to asset yields 
We expect 2008 life EV to shrink by 8% to NT$340bn after applying potential 
MTM loss (booked as available for sale) in adjusted net worth and lowering asset 
yields from 4.75% to 4% for in-force policies. Such MTM loss could recover into 
2009 BV but not into P&L until turning profitable. Hence, earnings recovery should 
be back-end loaded in 2009. 

Capital injection less of a concern for Cathay 
Our analysis suggested that Cathay Life would need NT$52bn capital injection 
should TAIEX stay at 5,500. This, however, could be partly funded by Cathay 
FHC sub-debt issuance (zero debt today). Hence, the share dilution would be 
limited to <10%.  

 
 Estimates (Dec) 

 (NT$) 2006A 2007A 2008E 2009E 2010E 
 Net Income (NT$mn) 10,577 30,748 942 25,348 27,437 
 EPS 1.12 3.18 0.10 2.62 2.84 
 EPS growth (YoY) -51.9% 184.9% -96.9% NM 8.2% 
 BVPS 22.81 23.43 20.53 23.06 24.06  

Valuation (Dec) 
  2006A 2007A 2008E 2009E 2010E 
 P/E 33.69x 11.83x 386.01x 14.35x 13.25x 
 Price/Book Value 1.68x 1.60x 1.83x 1.63x 1.56x 
 Dividend Yield 3.59% 3.80% 6.33% 0.23% 4.88% 
 ROAE % 5.24% 13.89% 0.44% 12.03% 12.04% 
 ROAA (%) 0.35% 0.98% 0.03% 0.73% 0.74% 
 ROE / PB 3.11x 8.66x 0.24x 7.38x 7.71x 
      

 Price Objective 
Change NEUTRAL 
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Stock Data  
 Price NT$37.60 
 Price Objective NT$83.65 to NT$54.00 
 Date Established 13-Oct-2008 
 Investment Opinion B-2-7 
 Volatility Risk MEDIUM 
 52-Week Range NT$36.45-NT$83.43 
 Mrkt Val / Shares Out (mn) US$11,209 / 9,670.8 
 Average Daily Volume 42,754,370 
 ML Symbol / Exchange CHYYF / TWO 
 Bloomberg / Reuters 2882 TT / 2882.TW 
 ROE (2008E) 0.4% 
 Net Dbt to Eqty (Dec-2007A) NA 
 Est. 5-Yr EPS / DPS Growth 5.0% / 5.0% 
 Free Float 30.0%  
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 iQprofile SM Cathay Financial Hldgs 
 Key Income Statement Data (Dec) 2006A 2007A 2008E 2009E 2010E 
 (NT$ Millions)       

 Life Net Earned Premium Income 287,975 304,065 351,305 338,488 354,844 
 Total Net Earned Premiums 294,267 310,370 357,229 344,639 361,235 
 Bank Net Interest Income 24,642 21,852 22,026 23,997 26,659 
 Bank Other fee income (net) 4,561 5,132 6,103 7,076 7,914 
 Bank Other recurring non-interest income 927 516 626 711 785 
 Bank Non-Interest Income 5,488 5,648 6,728 7,787 8,699 
 Realized Capital Gains/(Losses) 8,806 26,112 19,195 28,973 34,267 
 Other revenue 388 -3,700 -5,038 -5,473 -5,747 
 Total Revenue 333,590 360,281 400,140 399,924 425,113 
 Net Claims -160,388 -205,356 -224,993 -201,483 -245,221 
 Administration Cost -51,223 -55,344 -61,954 -63,318 -66,917 
 Administration Cost (incl commissions) -51,223 -55,344 -61,954 -63,318 -66,917 
 Levies/insurance Fund Provision -167,783 -136,118 -160,935 -178,342 -156,053 
 Depreciation & Amort. -3,789 -3,783 -3,323 -3,381 -3,440 
 Operating profit -69,684 -40,590 -52,113 -46,544 -49,122 
 Other Financial Income/Expense 12,198 6,118 4,908 5,317 5,759 
 Foreign exchange gain / (loss) -783 -1,131 -29,594 -13,473 -15,104 
 Pretax income before extraords (reported) 4,115 34,227 4,852 31,909 33,519 
 Income tax expense (reported) 3,373 -3,464 -3,895 -6,546 -6,067 
 Minority Interest -160 -15 -15 -15 -15 
 Net Income  10,577 30,748 942 25,348 27,437 
 Preferred dividends 0 0 0 0 0 
 Net Income Adjusted 10,577 30,748 942 25,348 27,437 
 Net Written Premium Growth (YoY) 4.57% 5.47% 15.10% -3.52% 4.82% 
        Balance Sheet Analysis      
 Total cash and investments 2,778,646 2,735,487 2,877,696 3,066,795 3,279,990 
 Net fixed assets 38,830 41,568 41,974 42,392 42,822 
 Other Assets 142,507 142,629 91,277 92,714 93,523 
 Separate accounts 161,277 253,787 311,777 373,785 430,100 
 Other Assets 142,507 142,629 91,277 92,714 93,523 
 Total Assets 3,124,960 3,176,494 3,331,804 3,585,171 3,856,119 
 Short term debt 193,005 150,219 150,363 150,551 212,243 
        Capital Adequacy      

 Other Curr. Liabilities 42,873 30,554 32,752 33,239 34,683 
 Long term debt 663,403 539,381 501,900 491,418 478,807 
 Long term borrowings 663,403 539,381 501,900 491,418 478,807 
 Claims and policy liability reserves 1,827,249 1,963,863 2,124,343 2,300,988 2,455,381 
 Separate Accounts 161,277 253,787 311,777 373,785 430,100 
 Total Liabilities 2,905,933 2,946,604 3,129,954 3,358,821 3,620,076 
 Ordinary Shareholder Equity 216,146 226,563 198,524 223,024 232,717 
 Minority Equity 2,880 3,326 3,326 3,326 3,326 
 Total Equity 219,026 229,890 201,851 226,351 236,043 
 Asset Growth (YoY) 5.23% 1.65% 4.89% 7.60% 7.56% 
 Investment Asset Growth (YoY) 3.44% -1.55% 5.20% 6.57% 6.95% 
        Valuation (per Share)      

    

  Company Description 
 Cathay Financial is the largest Financial Holding 

Company (FHC) in Taiwan in terms of asset size 
(US$110bn) as of 1H07. Cathay Financial 
comprises Cathay Life (24% market share in total 
premiums for 1H07), Cathay United Bank (5% loan 
market share), and Cathay Century Insurance (a 
non-life insurer). In 1H07, Cathay Life contributed 
66% of group profit while Cathay United Bank 
contributed 27%  

 Investment Thesis 
 Cathay FHC current valuation is already reflect 

asset yields of 3pct, which we consider overly 
conservative.  However, before global financial 
turmoil stabilizes life insurers including Cathay may 
continue to discourage investors from value hunting. 
In 2008 we see earnings uncertainties from the 
volatile equity market, lower overseas asset yields 
and further FX losses. Given high correlation 
between its share price with TAIEX we would wait 
for better timing to enter.  
    

 Stock Data     
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Not until we turn bullish on equity 
market 
We remain cautious on life insurers, especially Cathay and Shin Kong, with large 
assets that should return to negative spread with lower 2008-09 asset yields 
compared with slower reserve cost reduction.  We still see further downside risk 
for life insurance companies in the near term despite the fact that they are trading 
at below implied embedded value.  It is still too early to go bargain hunting for 
large life insurers that suffer further uncertainties due to their exposure to global 
financial markets.  

Nevertheless, we already see value emerging. Cathay’s current share price 
suggests the market is discounting only 3% long-term normalized yields, or 
concerns potential heavy share dilution should significant MTM loss in investment 
portfolio demand capital injection. The table below shows fair value scenarios 
should we apply various life asset yields.  

Table 1: Cathay share price is already discount very low asset yields or big share dilution 
Life Asset Yields PO Comment 
3.0% 36.86 Current Share Price 
3.5% 45.45  
4.0% 54.03 Our Forecast 
4.5% 62.61  
5.0% 71.19  
Source: Merrill Lynch Estimates 

Not concerned on capital injection but weaker earnings 
Our analysis suggested limited share dilution given Cathay FHC’s zero debt that 
offers leverage to mitigate dilution problem to <10%; while 3% long-term asset 
yields is too conservative, we have assumed 4%. For detail analysis please refer 
to our industry report “Capital calling: Life insurers under pressure to boost 
RBCRs” dated 13 October 2008.  

We have higher concerns on Shin Kong FHC as its balance sheet shows much 
more gearing (debt/equity 20% as of June 2008), and our analysis suggests high 
share dilution up to 40% should TAEIX remain at current 5,500 levels. We have 
downgraded Shin Kong to Underperform mainly because of concerns on source 
of new investors and dilution uncertainties. We retain Cathay as Neutral that 
mainly reflects our view of much lower concerns. However, we would exercise 
patience before we upgrade due to the company’s weaker earnings and high 
correlation with TAIEX.  

Poor 2008 earnings; 2009 profit uncertain and back-loaded 
Cathay FHC YTD net profit of NT$3.8bn (EPS NT$0.40) is much lower than 
expected despite strong 3Q recovery supported by cash dividend and FX 
recovery.  We have lowered our 2008 net profit forecast by 97% to near 
breakeven levels as we still foresee possible ABS CDO write-downs (NT$5.8bn 
remaining as of end-June, mostly at bank levels) and usual lower seasonality for 
life insurance quarter earnings in 4Q if without big trading gains. We have also cut 
2009 net profit by 32% to NT$25bn (EPS NT$2.62) to reflect lower asset yields. It 
is however possible that part of the impairment loss could be delayed to after 
2008 and hence leading to better 2008 profits but lower 2009 earnings.  

 More aggressive FX hedging strategy (peak of 40+ proxy hedge) led to 
significant FX losses in 1H08, which together with poor equity market return 

Current share price suggests the market is 
discounting only 3% asset yields, or 
potential heavy share dilution  
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and impairment loss against CDO in 2H08, have led to our minuscule EPS 
forecast of NT$0.10 in 2008.  

 Longer term interest rate cuts from global central banks should also erode 
asset yields in 2009 slightly.   

 The MTM loss in equity market (available for sale-AFS) is mostly booked as 
reduction in book value (BV), and hence, there are no direct P&L losses. This 
also means that there is no EPS recovery until these MTM losses turn to 
profits to be realized in the P&L. This suggest that life insurers have lost 
earrings-smoothing tool at least for another 2-3 quarters and have no option 
but float with the equity market movements.  

 
Table 2: Earnings Revision: FX loss, impairment and lower investment returns have eaten away 2008 profits 
 Old New % Chg 
Cathay FHC 2008E 2009E 2008E 2009E 2008E 2009E 
Bank 8,221 10,408 5,574 10,218 -32% -2% 
P&C Insurance 779 823 779 823 0% 0% 
Life Insurance 18,355 24,047 (5,012) 14,643 -127% -39% 
Consolidated Net Profit  27,555 35,578 942 25,348 -97% -29% 
EPS 2.99 3.86 0.10 2.62 -97% -32% 
Source: Merrill Lynch estimates 

 

Share price highly correlated to TAIEX 
Taiwan life insurance companies’ share price performance has the best 
correlation to Taiwan equity market, though investors theoretically would expect 
higher correlation to interest rate movement given >60% of assets are allocated 
to fixed-income investment. This is because Taiwan life insurers’ 7-12% asset 
allocation in equity market brings earnings volatility, and such weighting is high 
compared with 4-5% equity/asset ratios. An unexpected sharp fall in the value of 
the equity portfolio also erodes book value, and by extension the capital 
adequacy ratio, via MTM loss.  

We remain cautious on Taiwan equity market mainly due to the weakening 
external demand. We do hold a positive long-term view on government policies 
aimed at strengthening Taiwan’s economy with friendlier capex environment, tax 
incentives and better Taiwan-China relation. These measures may only help 
Taiwan to outperform (by cushioning the fall) in the face of global instability.  
 
Table 3: Cathay share price is highly correlated to TAEIX, not interest rates 

Correlation vs TAIEX vs 10-yr TW gov. 
bond vs. US 20-yr bonds 

Since 1990 0.86 NA (0.15) 
Since 1995 0.79 0.44 0.22 
Since 2002 0.94 (0.25) (0.54) 
Source: TEJ, =CIEC, Merrill Lynch 

 

Investment-linked premium to dry up in the next 6 months 
Cathay grew 1H08 FYP by 44% YoY, outperforming industry’s growth. The strong 
YoY growth was mainly supported by investment-linked policies linked to 
structured notes (46% of FYP), besides annuities (25%). We expect investment-
linked premium to show a temporary pause after the global market correction. 

Chart 1: Cathay share price most correlated to 
TAIEX 
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The fate of Lehman Brothers has also distracted investors/policyholders from 
buying structured note products. This could be a negative for revenue growth 
momentum. We expect most life insurers to promote traditional policies, which is 
a hard task given the lower guarantee rate 2+%, but annuities policies could 
replace investment-linked products given their nature as deposit substitute. The 
product mix and promotion could take several months, and hence, should lead to 
back-loaded premium recovery in 2009.  

Price Objective NT$54/shr 
Cathay Life’s large in-force policies lead to highly sensitive embedded value 
against asset yields.  Previously we applied 4.75% normalized asset yields, a 
slight discount to the 5% assumed in company EV calculation, which now seem 
too aggressive in 2008-09 when we expect a possible interest rate cut and a 
volatile equity market. We have adjusted our asset yield assumption for all life 
insurance companies from 4.5-4.75% down to 4.0%, which led to a contraction in 
forecast EV.  Cathay Bank’s earnings were also below expectation due to thinner 
margins and COD impairment losses. The table below shows Cathay Life’s fair 
value based on various asset yields and new business multiple.   
 
Table 4: Cathay FHC PO: lower asset yields to 4% 
 Asset Yields     
 3.00% 3.50% 4.00% 4.50% 5.00% 
 Fair Value  (NT$bn)     
8.0 217 300 383 466 549 
10.0 269 352 435 518 601 
11.0 295 378 461 544 627 
Per FHC Share (NT$)     
8.0               22.4               31.0               39.6               48.2               56.7 
10.0               27.8               36.4               44.9               53.5               62.1 
11.0               30.5               39.0               47.6               56.2               64.8 
Adding value for other subsidiaries = FHC fair value   
8.0               36.9               45.5               54.1               62.7               71.2 
10.0               42.3               50.9               59.4               68.0               76.6 
11.0               45.0               53.5               62.1               70.7               79.3 
Source: Merrill Lynch 

We feel more comfortable revisiting Cathay post the recent share correction, but 
still have not found best timing to upgrade as we are skeptical about calling the 
bottom for TAIEX or predicting an end to the global financial market turmoil.  
Cathay may perform in line with the market and we do not expect Cathay FHC to 
underperform TAIEX. The experience in 2002, when Cathay’s share price hit a 
trough of NT$19.2/shr, suggests that market tends to over-react on potential 
negative investment spread for a large in-force book, whose value could easily 
turn negative should asset yields deteriorate.  We expect more central bank 
interest rate cuts and upcoming negative earnings news to depress the share 
price further, which is fairly priced into the short-term amplified valuation discount.  

Concerns on capital injection: not that bad 
Our analysis suggested that, if TAIEX stays at 5,500, Cathay Life would be short 
of NT$43bn capital in order to maintain comfortable risk-based capital (RBC) 
ratio.  However, Cathay FHC at parent level has zero debt/equity ratio, and 
hence, could absorb half of the capital injection via FHC’s sub-debt issue, leading 
to rights issue share dilution of <10%.  We have provided a summary of our 
analysis below, while detail analysis is available in sector report “Capital calling: 
Life insurers under pressure to boost RBCRs”.  

See long term value but concern short-
term further negative factors 
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All life insurers need to call for right issue 
Taiwan’s RBC ratio calculation was implemented in July 2003 and its structure 
mirrors that in the US. The RBC ratio started to exhibit significant volatility when 
the island implemented SFAS 34, which requires mark-to-market on financial 
assets. The initial impact was positive during the global equity market upturn. 
However, the impact became highly negative after 2007 when the TAIEX started 
to rapidly correct.   

Below we estimate potential capital injection needs for Cathay Life, Shin Kong 
Life, Fubon Life and China Life. The analysis addresses two major concerns: (1) 
additional write downs against subprime and exposure to unexpected events in 
the global financial market such as the impact from Lehman Brothers’ bankruptcy 
filing and (2) additional unrealized MTM losses from the Taiwan equity market 
should the TAIEX close at various levels by year-end.   

The TAIEX has corrected sharply to below 5,500 from 7,046 at the end of August. 
The stock market correction has created several negative impacts: 

1. MTM losses in book value, hence RBC contraction: Assuming the 
market closes at about 5,500, the likely additional MTM loss occurred in 
2H08 would be as high as NT$32bn for Cathay Life, NT$16bn for Shin Life, 
NT$9bn for Fubon Life and NT$6bn for China Life. Most of the MTM losses 
would not occur in the P&L as the investments are mostly booked as 
available for sale (AFS). The MTM losses would therefore be recognized as 
book value deductions, which would mainly hurt RBC ratios. Closing at 
about 5,500, we believe that all life insurers’ RBC ratios would be below the 
minimum legal requirement of 200%.  

2. No longer hidden gains to smooth earnings: Until the MTM unrealized 
losses recover to profitable levels, life insurance companies would be forced 
to carry the losses (to avoid selling the portfolios and transferring the book 
value losses to P&L losses). A lack of tools to smooth earnings would lead 
to volatile monthly profits. Companies including Cathay Life and Shin Kong 
Life could also suffer additional FX losses should the NTD appreciate 
against proxy hedge currencies (which is possible considering how rapidly 
the Euro has depreciated against the USD lately).  

3. Big rights issues needs if no regulatory flexibility: Most life insurers 
therefore could only passively wait for a recovery in the TAIEX while trying 
to negotiate with the government on regulator flexibility to smooth the 
potential dilution since right issues may be inevitable.  

 
Table 5: Life insurers rights issues needs should the TAIEX close at 5,500 
(NT$bn) Cathay FHC Shin Kong FHC Fubon FHC China Life 
Additional Loss IV: Further TAIEX Correction     
TAIEX Level (date) 5,500 5,500 5,500 5,500 
Correction Since June 08 -27% -27% -27% -27% 
MTM Loss Since June (32) (16) (9) (6) 
MTM Book Value 49 24 3 8 
RBC 119% 110% 49% 177% 
RBC <200%? RBC<200% RBC<200% RBC<200% RBC<200% 
Target RBC Reveres Back to  225% 225% 225% 225% 
Right Issue Needs 43.4 25.5 11.3 2.2 
Source: Merrill Lynch estimates 
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We have summarized the potential capital injection needs in table 6-7. Based on 
the above analysis, if assuming the TAIEX closes at 5,500-6,500 the rights issue 
needs in order to boost RBC ratios back to 225% would be NT$28-43bn for 
Cathay, NT$18-25bn for Shin Kong, NT$7-11bn for Fubon and NT$1-2bn for 
China Life.   

Table 6: Estimated capital injection needs for life insurers (highlighted sections show likely outcome for RBC targets vs TAIEX levels) 
 RBC Target TAIEX Level 
 (NT$bn)  7,500 7,000 6,500 6,000 5,500 5,000 4,500 4,000 
Cathay Life 200%                    2                   10                   17                   25                   33                   41                   49                   57 
 225%                   12                   20                   28                   36                   43                   51                   59                   67 
  250%                   22                   30                   38                   46                   54                   62                   69                   77 
Shin Kong Life 200%                    4                    8                   12                   16                   20                   24                   28                   32 
 225%                   10                   14                   18                   22                   25                   29                   33                   37 
  250%                   15                   19                   23                   27                   31                   35                   39                   43 
Fubon Life 200%                    1                    3                    5                    7                   10                   12                   14                   16 
 225%                    2                    5                    7                    9                   11                   14                   16                   18 
  250%                    4                    6                    8                   11                   13                   15                   17                   20 
China Life 200%                   -                   -                   -                   -                    1                    3                    4                    6 
 225%                   -                   -                   -                    1                    2                    4                    5                    7 
 250%                   -                   -                    0                    2                    3                    5                    6                    8 
Source: Merrill Lynch estimates 

 

Table 7: Potential share dilution without government regulatory relaxation – Shin Kong the worst 
 RBC Target TAIEX Level 
 (NT$bn)  7,500 7,000 6,500 6,000 5,500 5,000 4,500 4,000 
Cathay Life 200% 0% 0% 0% 0% 2% 4% 6% 9% 
 225% 0% 0% 2% 3% 5% 7% 9% 11% 
  250% 1% 3% 5% 6% 8% 10% 12% 14% 
Shin Kong Life 200% 6% 9% 17% 24% 31% 39% 46% 53% 
 225% 12% 20% 27% 34% 42% 49% 56% 64% 
  250% 23% 30% 37% 45% 52% 59% 67% 74% 
Fubon Life 200% 0% 0% 0% 0% 0% 0% 0% 0% 
 225% 0% 0% 0% 0% 0% 0% 0% 0% 
  250% 0% 0% 0% 0% 0% 0% 0% 0% 
China Life 200% 0% 0% 0% 0% 8% 18% 29% 40% 
 225% 0% 0% 0% 5% 16% 26% 37% 48% 
 250% 0% 0% 2% 13% 24% 34% 45% 56% 
Source: Merrill Lynch estimates 

The sharp fall in life subsidiary shareholders’ equity has also put significant 
pressure on FHC CARs due to the shrinkage in aggregated qualified capital. In 
table 8 we estimate that the CARs of Cathay FHC and Shin Kong FHC would fall 
below 80% and require immediate sub debt or rights issues at the parent level to 
inject capital to life subsidiaries. Fubon FHC has a much higher CAR of 132% 
and hence holds more than sufficient capital to buffer Fubon Life’s capital needs.  
China Life would need to raise capital directly because it is not part of any holding 
company.  
 
Table 8: Impact to FHC before taking any action – insufficient FHC CAR 
(NT$bn) Cathay FHC Shin Kong FHC Fubon FHC 
FHC CAR 78% 56% 132% 
FHC Double Leverage Ratio 102% 127% 103% 
FHC Debt/Equity Ratio 0% 29% 7% 
Source: Merrill Lynch Estimates 

   Cathay  F inanc ia l  H ldgs   
 13 October  2008     

 7

We have summarized the potential capital injection needs in table 6-7. Based on 
the above analysis, if assuming the TAIEX closes at 5,500-6,500 the rights issue 
needs in order to boost RBC ratios back to 225% would be NT$28-43bn for 
Cathay, NT$18-25bn for Shin Kong, NT$7-11bn for Fubon and NT$1-2bn for 
China Life.   

Table 6: Estimated capital injection needs for life insurers (highlighted sections show likely outcome for RBC targets vs TAIEX levels) 
 RBC Target TAIEX Level 
 (NT$bn)  7,500 7,000 6,500 6,000 5,500 5,000 4,500 4,000 
Cathay Life 200%                    2                   10                   17                   25                   33                   41                   49                   57 
 225%                   12                   20                   28                   36                   43                   51                   59                   67 
  250%                   22                   30                   38                   46                   54                   62                   69                   77 
Shin Kong Life 200%                    4                    8                   12                   16                   20                   24                   28                   32 
 225%                   10                   14                   18                   22                   25                   29                   33                   37 
  250%                   15                   19                   23                   27                   31                   35                   39                   43 
Fubon Life 200%                    1                    3                    5                    7                   10                   12                   14                   16 
 225%                    2                    5                    7                    9                   11                   14                   16                   18 
  250%                    4                    6                    8                   11                   13                   15                   17                   20 
China Life 200%                   -                   -                   -                   -                    1                    3                    4                    6 
 225%                   -                   -                   -                    1                    2                    4                    5                    7 
 250%                   -                   -                    0                    2                    3                    5                    6                    8 
Source: Merrill Lynch estimates 

 

Table 7: Potential share dilution without government regulatory relaxation – Shin Kong the worst 
 RBC Target TAIEX Level 
 (NT$bn)  7,500 7,000 6,500 6,000 5,500 5,000 4,500 4,000 
Cathay Life 200% 0% 0% 0% 0% 2% 4% 6% 9% 
 225% 0% 0% 2% 3% 5% 7% 9% 11% 
  250% 1% 3% 5% 6% 8% 10% 12% 14% 
Shin Kong Life 200% 6% 9% 17% 24% 31% 39% 46% 53% 
 225% 12% 20% 27% 34% 42% 49% 56% 64% 
  250% 23% 30% 37% 45% 52% 59% 67% 74% 
Fubon Life 200% 0% 0% 0% 0% 0% 0% 0% 0% 
 225% 0% 0% 0% 0% 0% 0% 0% 0% 
  250% 0% 0% 0% 0% 0% 0% 0% 0% 
China Life 200% 0% 0% 0% 0% 8% 18% 29% 40% 
 225% 0% 0% 0% 5% 16% 26% 37% 48% 
 250% 0% 0% 2% 13% 24% 34% 45% 56% 
Source: Merrill Lynch estimates 

The sharp fall in life subsidiary shareholders’ equity has also put significant 
pressure on FHC CARs due to the shrinkage in aggregated qualified capital. In 
table 8 we estimate that the CARs of Cathay FHC and Shin Kong FHC would fall 
below 80% and require immediate sub debt or rights issues at the parent level to 
inject capital to life subsidiaries. Fubon FHC has a much higher CAR of 132% 
and hence holds more than sufficient capital to buffer Fubon Life’s capital needs.  
China Life would need to raise capital directly because it is not part of any holding 
company.  
 
Table 8: Impact to FHC before taking any action – insufficient FHC CAR 
(NT$bn) Cathay FHC Shin Kong FHC Fubon FHC 
FHC CAR 78% 56% 132% 
FHC Double Leverage Ratio 102% 127% 103% 
FHC Debt/Equity Ratio 0% 29% 7% 
Source: Merrill Lynch Estimates 

RM 



   Cathay  F inanc ia l  H ldgs   
 13 October  2008    

 

 8 

Shin Kong and Fubon plan to inject capital into life subsidiaries 
To date, Shin Kong FHC has announced a plan to raise NT$8bn via a private 
placement rights issue, and another NT$4.7bn sub debt before the end of 2008. It 
plans to inject the combined NT$12.7bn into Shin Kong Life. According to Shin 
Kong FHC, it has secured a foreign investor. Fubon FHC has also announced 
that it plans to inject cash of NT$5.8bn into Fubon Life (self-funded without a FHC 
rights issue). Neither Cathay FHC nor China Life has announced plans but we 
expect that they are reviewing various options.   

Our analysis suggests that the capital injection plans detailed above might have 
been prepared based on the TAIEX at above 7,000, and hence may not be 
sufficient should the TAIEX close at a much lower level toward year-end 2008. 
Shin Kong would be the most stretched how to attract additional investors as it 
may be short of another >NT$10bn post the NT$8bn private placement right 
issue.  

 Shin Kong FHC most stretched: In table 9 we summarize our analysis, 
which suggests that Shin Kong may be stretched with NT$22bn rights issue 
needs, including the planned NT$8bn. It may see limited further capacity to 
issue sub debt after the planned NT$4.7bn by the end of 2008, and hence 
further funding needs would require rights issues. We estimate total potential 
share dilution to Shin Kong FHC of 42% (if priced at NT$10/shr) if including 
the planned NT$8bn and additional rights issue of NT$14bn, assuming no 
regulation changes on the RBC ratio formula/issuance of debt by lifers. The 
level of dilution would be lower if the final issuing price is higher than the 
current NT$10/shr level.  

 China Life most sensitive: Despite China Life’s prudent balance sheet, it 
does not have the backing of a strong parent to buffer against rights issue 
dilution. A decision by the government to allow life insurers to issue sub debt 
would ease the pressure. We estimate 16% share dilution based on 
NT$13/shr issuing price and the same TAIEX and RBC ratio assumptions 
mentioned above.  

 Cathay has some buffer at FHC level: Cathay does not have long-term 
debt and hence could manage to fund 1/2 of capital needs via sub debt. We 
would assume NT$25bn sub debt issued by Cathay FHC. A rights issue to 
cover the remainder would create share dilution of under 10%.  

 Fubon FHC doesn’t need rights issue: Fubon FHC’s debt/equity ratio as of 
June 2008 was only 7%, which offers significant room for debt issuance if 
needed. And its high CAR of 132% is much higher than the legal 
requirement.  

 

 

 

 

 

Currently planned right issues amounts 
may not be enough 

   Cathay  F inanc ia l  H ldgs   
 13 October  2008    

 

 8 

Shin Kong and Fubon plan to inject capital into life subsidiaries 
To date, Shin Kong FHC has announced a plan to raise NT$8bn via a private 
placement rights issue, and another NT$4.7bn sub debt before the end of 2008. It 
plans to inject the combined NT$12.7bn into Shin Kong Life. According to Shin 
Kong FHC, it has secured a foreign investor. Fubon FHC has also announced 
that it plans to inject cash of NT$5.8bn into Fubon Life (self-funded without a FHC 
rights issue). Neither Cathay FHC nor China Life has announced plans but we 
expect that they are reviewing various options.   

Our analysis suggests that the capital injection plans detailed above might have 
been prepared based on the TAIEX at above 7,000, and hence may not be 
sufficient should the TAIEX close at a much lower level toward year-end 2008. 
Shin Kong would be the most stretched how to attract additional investors as it 
may be short of another >NT$10bn post the NT$8bn private placement right 
issue.  

Â Shin Kong FHC most stretched: In table 9 we summarize our analysis, 
which suggests that Shin Kong may be stretched with NT$22bn rights issue 
needs, including the planned NT$8bn. It may see limited further capacity to 
issue sub debt after the planned NT$4.7bn by the end of 2008, and hence 
further funding needs would require rights issues. We estimate total potential 
share dilution to Shin Kong FHC of 42% (if priced at NT$10/shr) if including 
the planned NT$8bn and additional rights issue of NT$14bn, assuming no 
regulation changes on the RBC ratio formula/issuance of debt by lifers. The 
level of dilution would be lower if the final issuing price is higher than the 
current NT$10/shr level.  

Â China Life most sensitive: Despite China Life’s prudent balance sheet, it 
does not have the backing of a strong parent to buffer against rights issue 
dilution. A decision by the government to allow life insurers to issue sub debt 
would ease the pressure. We estimate 16% share dilution based on 
NT$13/shr issuing price and the same TAIEX and RBC ratio assumptions 
mentioned above.  

Â Cathay has some buffer at FHC level: Cathay does not have long-term 
debt and hence could manage to fund 1/2 of capital needs via sub debt. We 
would assume NT$25bn sub debt issued by Cathay FHC. A rights issue to 
cover the remainder would create share dilution of under 10%.  

Â Fubon FHC doesn’t need rights issue: Fubon FHC’s debt/equity ratio as of 
June 2008 was only 7%, which offers significant room for debt issuance if 
needed. And its high CAR of 132% is much higher than the legal 
requirement.  

 

 

 

 

 

Currently planned right issues amounts 
may not be enough 

RM 



   Cathay  F inanc ia l  H ldgs   
 13 October  2008     

 9

 
Table 9: Right issue needs and dilution post FHC sub debt  
(NT$bn) Cathay FHC Shin Kong FHC Fubon FHC China Life 
 CHYYF (B-2-7) SKFHF (C-2-7) FUISF (C-1-7) CHLJF (A-1-9) 
Life subsidiary capital injection needs 43 24 11 2 
Impact to FHC Before Taking any Action  
FHC CAR 78% 56% 132%  
FHC Double Leverage Ratio 102% 127% 103%  
FHC Debt/Equity Ratio 0% 29% 7%  
     
IF FHC replenish capital 100% in equity, assuming required capital unchanged 
Share Dilution 12% 47% None 16% 
FHC CAR 106% 95% 142%  
FHC Double Leverage Ratio 101% 117% 103%  
FHC Debt/Equity Ratio 0% 22% 7%  
     
If FHC Issue Combination of Debt + Equity 
Considering the following Criteria to maintaining dividend payout and credit rating 
FHC CAR >100%     
FHC Double Leverage <120%     
FHC Debt/Equity <30%     
FHC Maximum Debt Issuance (up to 30% of equity) 52 8 36 0 
Minimum Right Issue - 18 - 2 

Limit on Debt Issuance 
FHC CAR <100%, can only 
issue sub debt or preferred 

FHC CAR <100%, can only 
issue sub debt or preferred Sufficient FHC CAR  

Likely Outcome 
NT$20-30bn sub debt + 

equity 
NT$5-8bn sub debt + 

equity   
Assumed Debt Issuance 25 6 11 - 
     Senior Debt   11  
     Sub Debt 25 6  - 
Right Issue Amount 18 22 - 2 
Right Issue Price 40 10 20 13 
New Shares Issued 0.46 2.25 - 0.17 
Outstanding Shares (billion shares) 9.28 5.39 7.72 1.09 
Share Dilution 5% 42% 0% 16% 
     
FHC New CAR Post Cash Call 106% 100% 132%  
FHC New Double Leverage Ratio 118% 126% 111%  
FHC New Debt/Equity Ratio 16% 32% 15%  
Life RBC 225% 225% 225% 225% 
Source: Merrill Lynch estimates 

Possible partial relief from regulator but not until year-end 
A decision by the government to reduce RBC ratio volatility and/or allow life 
insurers to issue sub debt directly would reduce the level of rights issue dilution. 
Allowing life insurers to issue sub debt could reduce the potential share dilution 
by as much as 50% while assuming a lower level of MTM gains/losses in the 
RBC ratio calculation could massively ease the capital injection pressure.  

Table 10 summarizes the benefits should the government allow life insurers to 
include 0-100% of MTM gains/losses into RBC calculations (insurers are lobbying 
for 50% being the most reasonable weighting). Currently the US applies a 20% 
weighting, while Taiwan applies 80% for unrealized gains and 100% for 
unrealized losses.   

If the government allows the inclusion of only 50% of MTM losses in RBC 
calculations, Shin Kong upcoming rights issues would ease ½ of the pain. Cathay 
Life can also leverage FHC sub debt without needing to raise equity from public 
shareholders while China Life’s RBC would be more than sufficient. The 
government’s final decision therefore would be critical to eventual share dilution.   
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We don’t expect a conclusion on the above regulator relaxation until year-end 
2008 as the government is likely to prefer to compile all measures and implement 
in one go. This means life insurers may still suffer short-term market concerns on 
potential rights issue dilution until late 4Q08 seeing a clearer picture on policy 
directions. Should the TAIEX continue to correct against global macro uncertainty 
and slow domestic demand recovery, investors may realize the reduced level of 
help that the government could offer and re-focus on rights issue concerns.   

We also believe that life insurers eventually need to review their risk weightings 
on volatile invested assets such as equities in order to maintain better earnings 
visibility. Moreover, strengthened capital would still be needed in the future once 
Taiwan adopts IFRS 4 accounting standard that requires mark-to-market on 
liabilities reserves.  
 

Table 10: Allowing lower inclusion of MTM losses would significantly ease capital injection pressure  
(NT$bn) Cathay FHC Shin Kong FHC Fubon FHC China Life 
Accumulated MTM loss in Book Value                             (47)                             (22)                             (10)                               (7) 
     
% MTM loss inclusion Adjusted RBC ratio    
0% 233% 211% 206% 325% 
25% 205% 186% 166% 288% 
50% 176% 160% 127% 251% 
75% 148% 135% 88% 214% 
100% 119% 110% 49% 177% 
     
% MTM loss inclusion Revised Capital Shortfall    
0% 233% 211% 206% 325% 
25% 205% 186% 166% 288% 
50% 176% 160% 127% 251% 
75% 148% 135% 88% 214% 
100% 119% 110% 49% 177% 
Source: Merrill Lynch analysis 

Cathay and Shin Kong faces greater share price pressure… 
Cathay FHC and Shin Kong FHC have corrected 39% and 61% YTD (and 
underperformed the TAIEX by 7% and 30% YTD). China Life has also corrected 
30% YTD and outperformed the TAIEX by 2% YTD. Fubon has shown relatively 
stronger performance, in line with TAIEX, but it has still corrected by 32% since 
the recent peak.   
 
Table 11: Share price performance 
 31-Dec-07 9-Oct-08 Absolute Rel to TAIEX 
TAIEX 7,521 5,130 -32%  
Cathay FHC 61.86 37.60 -39% -7% 
Shin Kong FHC 20.61 7.95 -61% -30% 
China Life 16.91 11.80 -30% 2% 
Fubon FHC 27.33 18.50 -32% -1% 
SinoPac Holdings 11.99 6.61 -45% -13% 
Chinatrust FHC 21.13 13.00 -38% -7% 
Taishin FHC 13.19 5.19 -61% -29% 
ESUN FHC 15.71 8.00 -49% -17% 
Mega FHC 18.74 11.50 -39% -7% 
First FHC 22.17 16.25 -27% 5% 
Yuanta FHC 20.39 15.50 -24% 8% 
Source: TEJ, Merrill Lynch 
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Significant upside potential if safe passage through the cold winter 
Cathay, Shin Kong and China Life are all trading at discounts to life embedded 
value if we net out the fair value of the FHCs’ other subsidiaries. The near-term 
earnings risk, capital injection pressure and concerns on long-term asset yields 
should continue to depress share prices but we would expect significant upside 
potential if investors buy life insurers in late 4Q08 in anticipation of regulatory 
relaxation to ease capital injection levels, while better equity market conditions 
into 2009 could reverse part of the MTM losses into trading gains as early as in 
2Q09 if the MTM losses in book value turn into profits. In the near term we still 
prefer banks to insurance companies and have retained Fubon, SinoPac, China 
Life and Chinatrust as our top picks.   
 

Table 12: FHC Consolidated P&L 
(NT$mn) 2005 2006 2007 2008E 2009E 2010E 
Net Interest Income 82,026 87,026 91,681 103,677 110,606 118,645 
Net Fee Income 7,408 4,223 5,044 5,665 6,287 6,951 
Net Insurance Revenue (26,619) (33,904) (31,104) (28,699) (35,185) (40,039) 
FX Gains/losses 409 (783) (1,131) (29,594) (13,473) (15,104) 
Trading Income 13,173 8,806 26,112 19,195 28,973 34,267 
Associate Contribution 324 1,786 33 126 211 285 
Other Operating Income 11,326 13,850 3,022 1,859 2,270 2,685 
Operating Revenue 88,047 81,004 93,657 72,228 99,689 107,690 
Operating Expenses (50,823) (51,223) (55,344) (61,954) (63,318) (66,917) 
Pre-provision Profit 37,225 29,781 38,313 10,274 36,371 40,773 
Provisions (14,995) (25,666) (4,086) (4,497) (3,537) (6,329) 
Op. profit after provisions 22,230 4,115 34,227 5,777 32,835 34,444 
Non-operating Profit (Loss) 0 0 0 (925) (925) (925) 
Pretax Profits 22,230 4,115 34,227 4,852 31,909 33,519 
Net Income 21,787 10,577 30,748 942 25,348 27,437 
Source: Merrill Lynch estimates, financial reports 

 

Table 13: FHC Consolidated balance sheet 
(NT$mn) 2005 2006 2007 2008E 2009E 2010E 
Cash & Equivalent 468,731 460,521 374,856 504,510 475,208 362,184 
CBC and Interbank 65,791 63,799 65,705 68,138 71,302 74,624 
Financial Asset-MTM 171,222 205,633 155,749 140,201 150,308 171,424 
Credit Card Receivables 58,473 39,967 35,487 35,373 38,468 42,315 
Other Current Asset 38,205 51,603 44,377 51,168 51,255 54,941 
Net Loans 1,122,320 1,206,512 1,306,757 1,373,778 1,469,104 1,553,039 
LT Investment 854,941 904,613 982,845 997,031 1,160,056 1,424,488 
Net Fixed Assets 44,179 38,830 41,568 41,974 42,392 42,822 
Other Assets 44,047 50,937 62,766 4,736 2,991 (3,733) 
Total Assets 3,064,924 3,286,237 3,430,281 3,643,581 3,958,956 4,286,220 
Due to banks 72,827 101,289 75,262 75,262 75,262 101,392 
ST Debts 1,399 0 0 0 0 0 
Repo Bond & MTM Liabilities 86,416 91,716 74,957 75,102 75,289 110,851 
Other Current Liabilities 33,971 42,873 30,554 32,752 33,239 34,683 
Deposits 874,848 962,573 1,027,835 1,068,986 1,122,512 1,178,716 
Debenture, and LT Borrowings 31,913 (137,893) (234,666) (255,309) (257,309) (269,809) 
Other Liabilities 17,941 18,125 8,799 8,820 8,840 8,861 
Total Liabilities 2,873,763 3,067,210 3,200,391 3,441,731 3,732,605 4,050,177 
Total Common Equity 187,731 216,146 226,563 198,524 223,024 232,717 
Total Equity 187,731 216,146 226,563 198,524 223,024 232,717 
Minority Interest 3,430 2,880 3,326 3,326 3,326 3,326 
Total Liab.  &  3,064,924 3,286,235 3,430,281 3,643,581 3,958,956 4,286,220 
Source: Merrill Lynch estimates, financial reports 
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Price objective basis & risk 
Cathay FHC (CHYYF) 
Our PO of NT$54/share is based on sum of the parts (SOTP) valuation, in which 
we applied valuation multiples to each subsidiary based on long-term normalized 
ROE, industry positions and industry valuation practices. Our SOTP valuation 
includes: (1) 1.2x embedded value of Cathay Life, considering lower asset yields 
and investment return uncertainties. (2) 1.3x P/BV for Cathay United Bank for its 
ROE of 7-11pct during 2008 to 2010, (3) 12x P/E for Cathay General Insurance, 
which is in line with the regional average and (4) 1x P/BV for other subsidiaries 
and FHC net debts. Risks to our PO: Unexpected trading gains/losses and 
influx/recovery of NPLs. 
  
Analyst Certification 
I, Sophia Cheng, hereby certify that the views expressed in this research report 
accurately reflect my personal views about the subject securities and issuers. I 
also certify that no part of my compensation was, is, or will be, directly or 
indirectly, related to the specific recommendations or view expressed in this 
research report. 
  
Special Disclosures 
Foreign investment in Taiwan securities is regulated and restricted. Currently, 
foreign investment in Taiwan securities is permitted by investment through: (1) 
global depository receipts, (2) convertible bonds, (3) mutual funds issued offshore 
of Taiwan, and (4) a special foreign institutional investors (FINIs) and foreign 
individual investors (FIDIs) program supervised by the Taiwan SFB whereunder 
FINIs/FIDIs may apply for investment ID to invest in Taiwan securities by 
registration with Taiwan Stock Exchange. FINIs will additionally need consent 
from the foreign exchange authority, ie, the Central Bank of China. In addition to 
the limitations above, various industry-specific percentage-based limitations on 
foreign ownership of Taiwan companies (and in some cases prohibitions) may 
apply. Investments are subject to exchange rate and currency conversion 
restrictions and risks. Dividends and interest earned by foreign investors' Taiwan 
securities/instruments are generally subject to a 20% withholding tax. Ordinary 
shares are not available to ML private client accounts in the U.S. 

This report is distributed in the Republic of China by Merrill Lynch, Pierce, Fenner 
& Smith Inc., Taiwan Branch, which is regulated by the US SEC and the SFB of 
the Republic of China. 

Research provided by Merrill Lynch Global (Taiwan) Limited, a registered SICE, 
for distribution in Taiwan is provided under contract to Merrill Lynch, Pierce, 
Fenner & Smith Inc., Taiwan Branch. 
     

Taiwan Coverage Cluster 
Investment rating Company ML ticker Bloomberg symbol Analyst 
BUY 
 China Life CHLJF 2823 TT Sophia Cheng 
 Chinatrust CTFHF 2891 TT Katherine Hu 
 Depo Auto Parts DUOPF 6605 TT Albert Hsu 
 Far Eastern Textile FREYF 1402 TT Albert Hsu 
 Fubon FHC FUISF 2881 TT Sophia Cheng 
 Nak Sealing Tech XMOOF 9942 TT Albert Hsu 
 SinoPac Financial Holdings SPACF 2890 TT Katherine Hu 
 Taishin TSHFF 2887 TT Sophia Cheng 
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Taiwan Coverage Cluster 
Investment rating Company ML ticker Bloomberg symbol Analyst 
NEUTRAL 
 Asia Cement ASIXF 1102 TT Albert Hsu 
 Cathay FHC CHYYF 2882 TT Sophia Cheng 
 Far East Dept. FEDTF 2903 TT Brandon Chen 
 Shin Kong Financ SKFHF 2888 TT Sophia Cheng 
UNDERPERFORM 
 China Motor CHUYF 2204 TT Albert Hsu 
 E.Sun FHC ESUFF 2884 TT Katherine Hu 
 Eternal Chemical ETXCF 1717 TT Albert Hsu 
 Hota Ind Mfg Co HOTIF 1536 TT Albert Hsu 
 Hotai Motor Co HOTAF 2207 TT Albert Hsu 
 Kinik Company KIKCF 1560 TT Albert Hsu 
 Taiwan Cement TGBMF 1101 TT Albert Hsu 
 Uni-President XPDSF 1216 TT Brandon Chen 
 

 
iQmethod SM Measures Definitions 
Business Performance Numerator Denominator 
Return On Capital Employed NOPAT = (EBIT + Interest Income) * (1 - Tax Rate) + Goodwill 

Amortization 
Total Assets – Current Liabilities + ST Debt + Accumulated Goodwill 
Amortization 

Return On Equity Net Income Shareholders’ Equity 
Operating Margin Operating Profit Sales 
Earnings Growth Expected 5-Year CAGR From Latest Actual N/A 
Free Cash Flow Cash Flow From Operations – Total Capex N/A 
   Quality of Earnings   
Cash Realization Ratio Cash Flow From Operations Net Income 
Asset Replacement Ratio Capex Depreciation 
Tax Rate Tax Charge Pre-Tax Income 
Net Debt-To-Equity Ratio Net Debt = Total Debt, Less Cash & Equivalents Total Equity 
Interest Cover EBIT Interest Expense 
   Valuation Toolkit   
Price / Earnings Ratio Current Share Price Diluted Earnings Per Share (Basis As Specified) 
Price / Book Value Current Share Price Shareholders’ Equity / Current Basic Shares 
Dividend Yield Annualised Declared Cash Dividend Current Share Price 
Free Cash Flow Yield Cash Flow From Operations – Total Capex Market Cap. = Current Share Price * Current Basic Shares 
Enterprise Value / Sales EV = Current Share Price * Current Shares + Minority Equity + Net Debt + 

Other LT Liabilities 
Sales 

EV / EBITDA Enterprise Value Basic EBIT + Depreciation + Amortization  
iQmethod SMis the set of Merrill Lynch standard measures that serve to maintain global consistency under three broad headings: Business Performance, Quality of Earnings, and validations. The key features of iQmethod are: A consistently 
structured, detailed, and transparent methodology. Guidelines to maximize the effectiveness of the comparative valuation process, and to identify some common pitfalls. 
iQdatabase ® is our real-time global research database that is sourced directly from our equity analysts’ earnings models and includes forecasted as well as historical data for income statements, balance sheets, and cash flow statements for 
companies covered by Merrill Lynch. 
iQprofile SM, iQmethod SM are service marks of Merrill Lynch & Co., Inc.iQdatabase ®is a registered service mark of Merrill Lynch & Co., Inc.    
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iQmethod SM Measures Definitions 
Business Performance Numerator Denominator 
Return On Capital Employed NOPAT = (EBIT + Interest Income) * (1 - Tax Rate) + Goodwill 

Amortization 
Total Assets – Current Liabilities + ST Debt + Accumulated Goodwill 
Amortization 

Return On Equity Net Income Shareholders’ Equity 
Operating Margin Operating Profit Sales 
Earnings Growth Expected 5-Year CAGR From Latest Actual N/A 
Free Cash Flow Cash Flow From Operations – Total Capex N/A 
   Quality of Earnings   
Cash Realization Ratio Cash Flow From Operations Net Income 
Asset Replacement Ratio Capex Depreciation 
Tax Rate Tax Charge Pre-Tax Income 
Net Debt-To-Equity Ratio Net Debt = Total Debt, Less Cash & Equivalents Total Equity 
Interest Cover EBIT Interest Expense 
   Valuation Toolkit   
Price / Earnings Ratio Current Share Price Diluted Earnings Per Share (Basis As Specified) 
Price / Book Value Current Share Price Shareholders’ Equity / Current Basic Shares 
Dividend Yield Annualised Declared Cash Dividend Current Share Price 
Free Cash Flow Yield Cash Flow From Operations – Total Capex Market Cap. = Current Share Price * Current Basic Shares 
Enterprise Value / Sales EV = Current Share Price * Current Shares + Minority Equity + Net Debt + 

Other LT Liabilities 
Sales 

EV / EBITDA Enterprise Value Basic EBIT + Depreciation + Amortization  
iQmethod SMis the set of Merrill Lynch standard measures that serve to maintain global consistency under three broad headings: Business Performance, Quality of Earnings, and validations. The key features of iQmethod are: A consistently 
structured, detailed, and transparent methodology. Guidelines to maximize the effectiveness of the comparative valuation process, and to identify some common pitfalls. 
iQdatabase ® is our real-time global research database that is sourced directly from our equity analysts’ earnings models and includes forecasted as well as historical data for income statements, balance sheets, and cash flow statements for 
companies covered by Merrill Lynch. 
iQprofile SM, iQmethod SM are service marks of Merrill Lynch & Co., Inc.iQdatabase ®is a registered service mark of Merrill Lynch & Co., Inc.    
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Prior to May 31, 2008, the investment opinion system included Buy, Neutral and Sell. As of May 31, 2008, the investment opinion system includes Buy, Neutral and Underperform. Dark Grey shading indicates that a security is restricted with the 
opinion suspended. Light grey shading indicates that a security is under review with the opinion withdrawn. The current investment opinion key is contained at the end of the report. Chart is current as of September 30, 2008 or such later date as 
indicated. 
  
Investment Rating Distribution: Financial Services Group (as of 01 Oct 2008) 
Coverage Universe Count Percent  Inv. Banking Relationships* Count Percent 
Buy 125 42.23%  Buy 47 38.21% 
Neutral 92 31.08%  Neutral 31 34.83% 
Sell 79 26.69%  Sell 20 25.64%  
Investment Rating Distribution: Global Group (as of 01 Oct 2008) 
Coverage Universe Count Percent  Inv. Banking Relationships* Count Percent 
Buy 1647 45.31%  Buy 429 28.83% 
Neutral 858 23.60%  Neutral 240 31.41% 
Sell 1130 31.09%  Sell 227 22.02% 
* Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months. For purposes of this distribution, a stock 
rated Underperform is included as a Sell. 
 

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK 
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium and C - High. INVESTMENT RATINGS reflect the analyst’s assessment of 
a stock’s: (i) absolute total return potential and (ii) attractiveness for investment relative to other stocks within its Coverage Cluster (defined below). 
There are three investment ratings: 1 - Buy stocks are expected to have a total return of at least 10% and are the most attractive stocks in the coverage 
cluster; 2 - Neutral stocks are expected to remain flat or increase in value and are less attractive than Buy rated stocks and 3 - Underperform stocks 
are the least attractive stocks in a coverage cluster. Analysts assign investment ratings considering, among other things, the 0-12 month total return 
expectation for a stock and the firm’s guidelines for ratings dispersions (shown in the table below). The current price objective for a stock should be 
referenced to better understand the total return expectation at any given time. The price objective reflects the analyst’s view of the potential price 
appreciation (depreciation). 
Investment rating Total return expectation (within 12-month period of date of initial rating) Ratings dispersion guidelines for coverage cluster* 

Buy ≥ 10% ≤ 70% 
Neutral ≥ 0% ≤ 30% 

Underperform N/A ≥ 20% 
* Ratings dispersions may vary from time to time where Merrill Lynch Research believes it better reflects the investment prospects of stocks in a Coverage Cluster. 

INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend considered to be secure), 8 - same/lower (dividend not 
considered to be secure) and 9 - pays no cash dividend. Coverage Cluster is comprised of stocks covered by a single analyst or two or more analysts sharing 
a common industry, sector, region or other classification(s). A stock’s coverage cluster is included in the most recent Merrill Lynch Comment referencing the stock.  
 

In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for 
sale: Cathay FHC. 

MLPF&S or an affiliate expects to receive or intends to seek compensation for investment banking services from this company within the next three months: 
Cathay FHC. 

The country in which this company is organized has certain laws or regulations that limit or restrict ownership of the company's shares by nationals of other 
countries: Cathay FHC. 

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill 
Lynch, including profits derived from investment banking revenues.   
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Other Important Disclosures 
 

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report. 
MLPF&S or one of its affiliates has a significant financial interest in the fixed income instruments of the issuer. If this report was issued on or after the 10th day of 

a month, it reflects a significant financial interest on the last day of the previous month. Reports issued before the 10th day of a month reflect a significant financial 
interest at the end of the second month preceding the date of the report: Cathay FHC. 
 

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd; 
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch 
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill 
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch 
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill 
Lynch (Taiwan): Merrill Lynch Securities (Taiwan) Ltd.; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch 
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited, 
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Zürich rep. 
office): MLPF&S Incorporated Zürich representative office. 

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in 
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is 
issued and distributed in Taiwan by Merrill Lynch Securities (Taiwan) Ltd.; is issued and distributed in Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed 
investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP Merrill Lynch Limited; and is issued and distributed 
in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd (Company Registration No.’s F 06872E and 
198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority 
of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this report in Australia. No approval is required for 
publication or distribution of this report in Brazil. 

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin. 
Copyright, User Agreement and other general information related to this report: 
Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 

may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch 
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of 
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report 
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including 
any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information. The information herein (other than 
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no 
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility 
arising out of or in connection with any such referenced website. 

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, 
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal 
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may 
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies 
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income 
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may 
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial 
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on 
their particular circumstances from an independent tax professional. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, 
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related 
investments. 

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf. 
Fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation current. 
iQmethod, iQmethod 2.0, iQprofile, iQtoolkit, iQworks are service marks of Merrill Lynch & Co., Inc. iQanalytics®, iQcustom®, iQdatabase® are registered 

service marks of Merrill Lynch & Co., Inc.   

   Cathay  F inanc ia l  H ldgs   
 13 October  2008    

 
 

 
 15

Other Important Disclosures 
 

UK readers: MLPF&S or an affiliate is a liquidity provider for the securities discussed in this report. 
MLPF&S or one of its affiliates has a significant financial interest in the fixed income instruments of the issuer. If this report was issued on or after the 10th day of 

a month, it reflects a significant financial interest on the last day of the previous month. Reports issued before the 10th day of a month reflect a significant financial 
interest at the end of the second month preceding the date of the report: Cathay FHC. 
 

Information relating to Non-U.S. affiliates of Merrill Lynch, Pierce, Fenner & Smith Incorporated (MLPF&S): 
MLPF&S distributes research reports of the following non-US affiliates in the US (short name: legal name): Merrill Lynch (France): Merrill Lynch Capital Markets 

(France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch (South Africa): Merrill Lynch South Africa (Pty) Ltd; 
Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner & Smith Limited; Merrill Lynch (Australia): Merrill Lynch 
Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch (Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill 
Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de Bolsa; Merrill Lynch (Argentina): Merrill Lynch 
Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch International Incorporated (Seoul Branch); Merrill 
Lynch (Taiwan): Merrill Lynch Securities (Taiwan) Ltd.; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT Merrill Lynch (Indonesia): PT Merrill Lynch 
Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill Lynch (Russia): Merrill Lynch CIS Limited, 
Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank Ltd, Dubai Branch; MLPF&S (Zürich rep. 
office): MLPF&S Incorporated Zürich representative office. 

This research report has been prepared and issued by MLPF&S and/or one or more of its non-U.S. affiliates. MLPF&S is the distributor of this research report in 
the U.S. and accepts full responsibility for research reports of its non-U.S. affiliates distributed in the U.S. Any U.S. person receiving this research report and wishing 
to effect any transaction in any security discussed in the report should do so through MLPF&S and not such foreign affiliates. 

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited, which is authorized and 
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd, a registered securities dealer 
under the Securities and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia Pacific) Limited, which is regulated by the Hong Kong SFC; is 
issued and distributed in Taiwan by Merrill Lynch Securities (Taiwan) Ltd.; is issued and distributed in Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed 
investment adviser regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP Merrill Lynch Limited; and is issued and distributed 
in Singapore by Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd (Company Registration No.’s F 06872E and 
198602883D respectively). Merrill Lynch International Bank Limited (Merchant Bank) and Merrill Lynch (Singapore) Pte Ltd. are regulated by the Monetary Authority 
of Singapore. Merrill Lynch Equities (Australia) Limited, (ABN 65 006 276 795), AFS License 235132, provides this report in Australia. No approval is required for 
publication or distribution of this report in Brazil. 

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin. 
Copyright, User Agreement and other general information related to this report: 
Copyright 2008 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. This research report is prepared for the use of Merrill Lynch clients and 

may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of Merrill Lynch. Merrill Lynch 
research reports are distributed simultaneously to internal and client websites eligible to receive such research prior to any public dissemination by Merrill Lynch of 
the research report or information or opinion contained therein. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report 
constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including 
any investment recommendations, estimates or price targets) prior to Merrill Lynch's public disclosure of such information. The information herein (other than 
disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its accuracy. Merrill Lynch makes no 
representations or warranties whatsoever as to the data and information provided in any third party referenced website and shall have no liability or responsibility 
arising out of or in connection with any such referenced website. 

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, 
to buy or sell any securities or other investment or any options, futures or derivatives related to such securities or investments. It is not intended to provide personal 
investment advice and it does not take into account the specific investment objectives, financial situation and the particular needs of any specific person who may 
receive this report. Investors should seek financial advice regarding the appropriateness of investing in any securities, other investment or investment strategies 
discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should note that income 
from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall. Accordingly, investors may 
receive back less than originally invested. Past performance is not necessarily a guide to future performance. Any information relating to the tax status of financial 
instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice based on 
their particular circumstances from an independent tax professional. 

Foreign currency rates of exchange may adversely affect the value, price or income of any security or related investment mentioned in this report. In addition, 
investors in securities such as ADRs, whose values are influenced by the currency of the underlying security, effectively assume currency risk. 

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related 
investments. 

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf. 
Fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation current. 
iQmethod, iQmethod 2.0, iQprofile, iQtoolkit, iQworks are service marks of Merrill Lynch & Co., Inc. iQanalytics®, iQcustom®, iQdatabase® are registered 

service marks of Merrill Lynch & Co., Inc.   

RM 


	iQprofile€SM Cathay Financial Hldgs
	Not until we turn bullish on equity market
	Not concerned on capital injection but weaker earnings
	Poor 2008 earnings; 2009 profit uncertain and back-loaded
	Share price highly correlated to TAIEX
	Investment-linked premium to dry up in the next 6 months

	Price Objective NT$54/shr
	Concerns on capital injection: not that bad
	All life insurers need to call for right issue
	Shin Kong and Fubon plan to inject capital into life subsidiaries

	Possible partial relief from regulator but not until year-end
	Cathay and Shin Kong faces greater share price pressure…
	Significant upside potential if safe passage through the cold winter


	Price objective basis & risk
	Cathay FHC (CHYYF)

	Analyst Certification
	Special Disclosures
	Important Disclosures
	 Other Important Disclosures


