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Investment fundamentals

Year end 31 Dec 2007A 2008E 2009E 2010E
Total revenue bn 699.3 9223 712.6 699.5
EBIT bn 76.2 60.4 40.6 43.1
EBIT Growth % 425 -20.7 -32.8 6.0

Reported profit bn 69.6 50.7 32.8 35.3
Adjusted profit bn 69.6 50.7 32.8 35.3

EPS rep NT$ 7.53 5.48 3.54 3.82
EPS rep growth % 56.5 -27.2 -353 7.7
EPS bonus growth % 565 -27.2 -353 7.7
PE rep X 9.5 13.1 20.2 18.8
PE bonus exp X 9.5 13.1 20.2 18.8

Total DPS NT$ 6.70 4.93 3.01 3.43
Total div yield % 9.3 6.9 4.2 4.8
ROA % 16.4 11.9 8.3 9.3
ROE % 29.3 20.2 13.9 15.1
EV/EBITDA X 8.3 8.6 11.5 11.5
Net debt/equity % 63.1 82.0 68.8 64.6
Price/book X 2.6 2.7 2.9 2.8
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Formosa Petrochemical

Pressure building

Event

= We reduce our target price for Formosa Petrochemical (FPCC) to NT$56 from
NT$61 after reducing our EBIT projections and increasing our downcycle
discount to 15% from 20%. We maintain our Underperform rating. Pressures
on FPCC's refining and petrochemical operations are increasing amid
weakening global economic conditions. We have reduced our FYO9E EPS
significantly, due primarily to a lower EBIT projection and removal of a
projected NT$20bn inventory gain.

Impact

»= Macquarie vs consensus. We believe consensus EPS estimates for FPCC
are too optimistic. We are 11% below consensus for FYO8E, 33% below for
FYO9E and 11% lower for FY10E.

= Unprecedented decline in ethylene. The petrochemical sector is in the
midst of a significant downturn due to extremely weak demand, and new
supply is at the doorstep. Asian spot prices for the key intermediate, ethylene,
have fallen by 76% since July to US$385/t from US$1,635/t. FPCC will likely
keep its 1.2m tpa #3 naphtha cracker idled through at least this month.

= Complex refining margins have weakened. Conditions for FPCC's refining
segment have also declined as slowing global conditions contribute to a
downturn in refined fuel prices. Our measure of Asian complex refining
margins is averaging about US$1.3/bbl this quarter compared with US$7.1/bbl
in 3Q08 and US$6.7/bbl in 4Q07.

= Removal of our FYO9E inventory gain. One significant change to our
FYO9E EPS is that we have removed our NT$20bn (NT$2.16/sh) assumption
for a projected inventory gain for FPCC in 1Q09 following a change in FPCC's
accounting treatment for inventories. We believe the recent rapid decline in oil
and refined fuel prices has reduced the potential scope for such a gain.

Earnings revision

= We reduce our FYO8E EPS by 2% after reducing our EBIT projection but also
reducing our tax assumption. We have reduced our FYO9E EPS by 42% after
removing our projection for the inventory gain discussed above as well as
reducing our EBIT projection. We have made little change to our FY10E EPS.

Price catalyst
= 12-month price target: NT$56.00 based on a Sum of Parts methodology.

= Catalyst: Declining sales and earnings amid weakening global demand
conditions and new capacity arrivals.

Action and recommendation

» We maintain our Underperform rating for FPCC, and believe the stock’s
valuations are overly demanding given the challenges ahead. Our NT$56/sh
target price represents 22% potential downside.

MACQUARIE

Please refer to the important disclosures and analyst certification on inside back cover of
this document, or on our website www.macquarie.com.au/research/disclosures.
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Pressure building

We reduce our target price for FPCC to NT$56 from NT$61 and maintain our Underperform rating on
the stock. Our target price is based on a sum-of-the-parts approach, with our core business valuation
based on DCF (see Figure 1). The main factors behind our lower target price are reductions to our
EBIT projections as well as an increase in our downcycle discount to 20% from 15%, as we now
project a larger decline in EPS next year. At our NT$56 target price, FPCC would be trading at a 2.2x
FYO9E P/BV and an 8.8% FYOS8E yield.

Figl FPCC per-share valuation

NT$/share Comments
Core business 86.20 Based on DCF
Long-term investments 2.24 Mailiao Power at 1.5x BV, others at 1x BV
Adjusted asset value 88.44
Net debt (18.30) At FYO8E BV
Equity value 70.14
At 20% downcycle discount 56.11
Target price: 56.00

Source: Macquarie Research, November 2008

We have reduced our EBIT projections after factoring in recent results and the recent changes to our
regional oil and petrochemical price assumptions. We have also pared back our utilisation
assumptions. The intermediate petrochemical segment is experiencing an unprecedented decline in
product pricing brought on by a downturn in demand that is more severe than we originally expected.
We believe the pressure in our view will worsen next year as new global capacity comes on-stream.
FPCC is also seeing a weakening in its refining conditions, which we believe is also being driven by
softening global economic conditions.

One significant change to our FY09 outlook is that we have removed our assumption for a NT$20bn
(NT$2.16/sh) gain on an accounting methodology change to a weighted average approach for
inventory from FIFO. We believe the recent steep decline in oil and refined fuel prices has made
such a gain unlikely.

Figure 2 highlights the unprecedented decline this quarter in prices for ethylene, FPCC'’s largest
intermediate petrochemical product. The spread of ethylene over naphtha has also narrowed
significantly. Asian spot prices for ethylene have fallen by 76% since July to US$385/t from
US$1,635/t. This decline is driven by very weak demand conditions, as well as declining oil prices.

Fig 2 East Asian spot ethylene prices and spread over naphtha
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FPCC indicated in a recent analyst conference that it plans to keep its #3 naphtha cracker shut down
until perhaps the end of November in light of weak demand for downstream petrochemicals. A report
last week in the chemical news service, ICIS, indicates that FPCC is operating its #1 and #2 crackers
at 80% utilisation, again due to weak demand conditions. The three crackers together have total
ethylene capacity of 2.9m tpa, but we estimate current overall utilisation for the three naphtha cracker
units is only about 47%. Intermediate petrochemicals represented by the three naphtha crackers
represent 26% of our FYO9E external sales for FPCC.

In the midst of extremely weak demand conditions, we expect ethylene to come under further
pressure over the next 12 months as substantial new global capacity comes on-stream in the Middle
East and China. Much of the Middle East capacity will use inexpensive natural gas as feedstock.
Figure 3 provides our outlook for global ethylene capacity additions.

Fig 3 Global ethylene capacity additions
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We believe refining conditions for FPCC have also weakened. Our measure of Asian complex
refining margins is averaging about US$1.3/bbl this quarter compared with US$7.1/bbl in 3Q08 and
US$6.7/bbl in 4Q07 (see Figure 4). Although refined fuel prices have declined along with oil prices,
US demand for gasoline and distillates is still below year-ago levels, based on US Energy
Information Administration data. We look for weakening economic conditions and new capacity in
China and India to continue to apply pressure to refining conditions.

Fig 4 Asian complex refining margins
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Earnings estimates changes

We maintain our overall outlook that a mix of global monetary tightening and new capacity will
pressure FPCC's earnings through FY09. However, we have reduced our EBIT projections for FPCC
after factoring in disappointing recent results and recent changes to our regional oil and
petrochemical price assumptions. We have also pared back our FYO9E utilisation assumptions for
FPCC's intermediate petrochemical operations to 88% from 97%. We have reduced our FYO8E EBIT
by 7%, our FYO9E EBIT by 11%, while making little change to our FY10E EBIT. In 3Q08, FPCC
posted an EBIT of NT$12.3bn, down by 40% YoY and 52% QoQ as declining conditions in the
intermediate petrochemical segment and a QoQ cooling in refining conditions took a toll.

In addition, we have removed our assumption for a NT$20bn (NT$2.16/sh) FYO9E non-recurring
inventory gain following on a change to accounting methodology for oil and refined fuel inventories.
We have reduced our FYOS8E taxes after the company took a larger-than-expected tax credit in 3Q08.

Overall, we reduce our FYO8E EPS by 2% and our FYO9E EPS for FPCC by 42%, while making little
change to our FY10E EPS. Figure 5 highlights the main changes to our FY08 and FYQ9 earnings
projections.

Fig 5 Changes to our FPCC earnings outlook (NT$m)

FYOSE FYOSE FYO9E FYO9E
Previous New Change Previous New Change
(NT$m) (NT$m) (%) (NT$m) (NT$m) (%)
1,020,375 922,266 -10 863,937 712,639 -18
-944,523 -851,792 -10 -807,435 -662,288 -18
75,852 70,473 -7 56,502 50,351 -11
Gross margin (%) 7.4 7.6 3 6.5 7.1 8
SG&A -10,751 -10,047 -7 -10,674 -9,731 -9
65,101 60,427 -7 45,828 40,620 -11
EBIT margin (%) 6.4 6.6 3 5.3 5.7 7
-4,578 -5,054 10 -5,228 -5,094 -3
Investment income 2,500 3,500 40 2,250 2,250 0
Other non-operating items 418 780 NA 21,190 1,254 -94
Pre-tax profit 63,441 59,653 -6 64,040 39,030 -39
-11,578 -8,984 -22 -7,940 -6,253 21
51,863 50,668 -2 56,100 32,777 -42
5.61 5.48 -2 6.07 3.54 -42
Source: Macquarie Research, November 2008
We look for FPCC's share price to come under pressure from declining conditions in its core
businesses. However, we also believe the share price has likely been supported by internal buying
by the Formosa Group, and perhaps government-related funds, and look for such support to
continue. In 3Q08, the Formosa Group member Chang Keng Memorial Hospital (unlisted) increased
its stake in FPCC by 5m shares, based on Bloomberg data. FPCC has a large market cap, but a very
small free float as most of its shares are owned by Formosa Group members (see Figure 6). Despite
this potential support, we believe that over time the company’s valuation multiples will decline.
Fig 6 Ownership structure of FPCC
Owner Stake (%) Member of Formosa Group?
Formosa Plastics (1301 TT, NT$55.5, UP, NTP: NT$49) 29.3 Yes
FCFC (1326 TT, NT$51.9, UP, TP: NT$45) 24.9 Yes
Nan Ya Plastics (1303 TT, NT$42.5, UP, TP: NT$42) 23.8 Yes
Chang Keng Memorial Hospital (unlisted) 4.4 Yes
Formosa Taffeta (1434 TT, NT$19, UP, TP: NT$20) 3.8 Yes
SUB-TOTAL OF ESTIMATED FORMOSA GROUP OWNERSHIP 86.2
Foreign investors 6.0 No
Other non-group investors 7.8 No
TOTAL 100.0
Estimated free float 13.8
Source: Company data, Bloomberg, TEJ, November 2008
11 November 2008 4
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Formosa Petrochemical (6505 TT, Underperform, Target price: NT$56.00)

Quarterly Results 3Q/08A 4Q/08E 1Q/09E 2Q/09E Profit & Loss 2007A 2008E 2009E 2010E
Revenue m 255,237 171,317 156,781 163,907 Revenue m 699,315 922,266 712,639 699,512
Gross Profit m 14,377 10,056 11,077 11,581 Gross Profit m 85,926 70,473 50,351 52,450
Operating Expenses m -2,084 -2,673 -2,141 -2,238 Operating Expenses m -9,773  -10,047 -9,731 -9,396
Operating Income m 12,293 7,384 8,936 9,343 Operating Income m 76,153 60,427 40,620 43,054
Net Non-operating income m 515 261 -336 -365 Net Non-operating income m 2,376 -774 -1,590 -675
Pre-Tax Income m 12,808 7,645 8,601 8,978 Pre-Tax Income m 78,529 59,653 39,030 42,379
Tax Expense m 3,191 -2,539 -1,563 -1,563 Tax Expense m -8,918 -8,984 -6,253 -7,088
Exceptionals m 0 0 0 0 Exceptionals m 0 0 0 0
Minority Interests m 0 0 0 0 Minority Interests m 0 0 0 0
Reported Earnings m 15,999 5,105 7,037 7,415 Reported Earnings m 69,611 50,668 32,777 35,290
Reported Earnings (bonus exp) m 15,999 5,105 7,037 7,415 Reported Earnings (bonus exp) m 69,611 50,668 32,777 35,290
Bonus exp / Reported Earnings % Bonus exp / Reported Earnings %
Adjusted Earnings m 15,999 5,105 7,037 7,415 Adjusted Earnings m 69,611 50,668 32,777 35,290
EBITDA m 20,574 15,665 15,399 16,099 EBITDA m 96,999 93,552 69,997 69,657
EPS (rep) NT$ 1.73 0.55 0.76 0.80 EPS (rep) NT$ 7.53 5.48 3.54 3.82
EPS pcp growth (rep) % -30.0 -72.0 -28.3 -62.4 EPS growth (rep) % 56.5 -27.2 -35.3 7.7
EPS (rep bonus exp) NT$ 1.73 0.55 0.76 0.80 EPS (rep bonus exp) NT$ 7.53 5.48 3.54 3.82
EPS pcp growth (rep bonus exp) % -30.0 -72.0 -28.3 -62.4 EPS growth (rep bonus exp) % 56.5 -27.2 -35.3 7.7
EPS (ad)) NT$ 1.73 0.55 0.76 0.80 EPS (adj) NT$ 7.53 5.48 3.54 3.82
EPS pcp growth (adj) % -30.0 -72.0 -28.3 -62.4 EPS growth (adj) % 54.9 -27.2 -35.3 7.7
Revenue pcp growth % 36.0 -21.3 -32.0 -38.2 PE (rep) X 9.5 131 20.2 18.8
Operating Income pcp growth % -39.8 -59.7 -41.2 -63.5 PE (rep bonus adj) X 9.5 13.1 20.2 18.8
Reported Earnings pcp growth % -30.0 -72.0 -28.3 -62.4 PE (adj) X 9.5 131 20.2 18.8
Gross Profit Margin % 5.6 5.9 7.1 7.1 Total DPS NT$ 6.70 4.93 3.01 3.43
Operating Income Margin % 4.8 4.3 5.7 5.7 Total Div Yield % 9.3 6.9 4.2 4.8
Reported Earnings Margin % 6.3 3.0 4.5 45 Weighted Average Shares m 9,248 9,248 9,248 9,248
EBITDA Margin % 8.1 9.1 9.8 9.8 Period End Shares m 9,248 9,248 9,248 9,248
Profit and Loss Ratios 2007A 2008E 2009E 2010E Cashflow Analysis 2007A 2008E 2009E 2010E
Revenue Growth % 321 31.9 -22.7 -1.8 Reported Earnings m 69,611 50,668 32,777 35,290
Gross Profit Growth % 35.6 -18.0 -28.6 4.2 Depreciation & Amortisation m 20,846 33,126 29,376 26,603
Operating Income Growth % 42,5 -20.7 -32.8 6.0 Chgs in Working Cap m -25,857  -40,415 30,180 2,688
Reported Earnings Growth % 56.5 -27.2 -35.3 7.7 Other m -210 -3,250 -2,000 -2,625
EBITDA Growth % 345 -3.6 -25.2 -0.5 Operating Cashflow m 64,390 40,128 90,333 61,956
Acquisitions m -79 0 0 -19,136
Gross Profit Margin % 12.3 7.6 7.1 7.5 Capex m -21,202  -14,307 -4,000  -10,000
Operating Income Margin % 10.9 6.6 5.7 6.2 Asset Sales m 0 0 0 0
Reported Earnings Margin % 10.0 5.5 4.6 5.0 Other m -1,598 0 0 0
EBITDA Margin % 13.9 10.1 9.8 10.0 Investing Cashflow m -22,879  -14,307 -4,000 -29,136
Dividend (Ordinary) m -40,692  -61,962  -45,601 -27,861
Payout Ratio % 89.0 90.0 85.0 90.0 Equity Raised m 0 0 0 0
EV/EBITDA X 8.3 8.6 115 11.5 Debt Movements m 1,476 40,000 -30,000 -5,000
EV/EBIT X 10.5 13.0 19.4 18.1 Other m 0 0 0 0
Financing Cashflow m -39,216  -21,962 -75,601  -32,861
Balance Sheet Ratios
ROE % 29.3 20.2 13.9 15.1 Net Chg in Cash/Debt m 2,296 3,860 10,732 -41
ROA % 16.4 11.9 8.3 9.3
ROIC % 17.7 12.2 7.7 9.2 Free Cashflow m 43,188 25,822 86,333 51,956
Net Debt/Equity % 63.1 82.0 68.8 64.6 FCF per Share NT$ 4.67 2.79 9.34 5.62
Interest Cover X 18.4 12.0 8.0 8.7 P/FCF X 15.4 25.7 7.7 12.8
Price/Book X 2.6 2.7 2.9 2.8
Book Value per Share NT$ 27.9 26.3 24.9 25.7
Balance Sheet 2007A 2008E 2009E 2010E
Cash m 10,511 9,793 10,525 10,483
Receivables m 76,477 101,070 78,097 76,659
Inventories m 52,368 77,011 63,507 62,047
Investments m 29,896 29,896 29,896 29,896
Fixed Assets m 281,963 263,144 237,768 221,165
Intangibles m 0 0 0 0
Other Assets m 39,867 39,592 41,312 62,811
Total Assets m 491,085 520,507 461,105 463,061
Payables m 21,417 29,741 23,124 22,593
Short Term Debt m 41,803 37,225 27,225 27,225
Long Term Debt m 131,662 171,662 141,662 136,662
Provisions m 0 0 0 0
Other Liabilities m 38,004 38,977 39,016 39,074
Total Liabilities m 232,886 277,605 231,027 225,554
Total S/H Equity m 258,199 242,903 230,078 237,507
Total Liab & S/H Funds m 491,085 520,507 461,105 463,061
All figures in NT$ unless noted.
Source: Macquarie Research, November 2008
11 November 2008 5
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Important disclosures:

Recommendation definitions

Macquarie - Australia/New Zealand

Outperform — return >5% in excess of benchmark return
(>2.5% in excess for listed property trusts)

Neutral — return within 5% of benchmark return (within 2.5%
for listed property trusts)

Underperform — return >5% below benchmark return (>2.5%
below for listed property trusts)

Macquarie — Asia/Europe

Outperform — expected return >+10%

Neutral — expected return from -10% to +10%
Underperform — expected return <-10%

Macquarie First South - South Africa

Outperform — expected return >+10%

Neutral — expected return from -10% to +10%
Underperform — expected return <-10%

Macquarie — Canada

Outperform — return >5% in excess of benchmark return
Neutral — return within 5% of benchmark return
Underperform — return >5% below benchmark return
Macquarie — USA

Outperform (Buy) — return >5% in excess of benchmark return

Neutral (Hold) — return within 5% of benchmark return
Underperform (Sell)— return >5% below benchmark return
Recommendations — 12 months

Note: Quant recommendations may differ from Fundamental
Analyst recommendations

Volatility index definition*

This is calculated from the volatility of historic
price movements.

Very high—highest risk — Stock should be
expected to move up or down 60-100% in a year
— investors should be aware this stock is highly
speculative.

High — stock should be expected to move up or
down at least 40-60% in a year — investors
should be aware this stock could be speculative.

Medium — stock should be expected to move up
or down at least 30—40% in a year.

Low—medium — stock should be expected to
move up or down at least 25-30% in a year.

Low — stock should be expected to move up or
down at least 15-25% in a year.
* Applicable to Australian/NZ stocks only

Recommendation proportions — For quarter ending 30 September 2008

AU/NZ Asia RSA USA
Outperform 43.17% 61.57% 63.08%  53.60%
Neutral 41.37%  16.43% 30.77%  37.60%
Underperform 15.47%  22.00% 6.15% 8.80%

CA EUR
71.54%  43.00%
24.61%  48.00%
3.85% 9.00%

Financial definitions

All "Adjusted"” data items have had the following
adjustments made:

Added back: goodwill amortisation, provision for
catastrophe reserves, IFRS derivatives & hedging,
IFRS impairments & IFRS interest expense
Excluded: non recurring items, asset revals,
property revals, appraisal value uplift, preference
dividends & minority interests

EPS = adjusted net profit / efpowa*

ROA = adjusted ebit / average total assets

ROA Banks/Insurance = adjusted net profit
laverage total assets

ROE = adjusted net profit / average shareholders
funds

Gross cashflow = adjusted net profit +
depreciation

*equivalent fully paid ordinary weighted average
number of shares

All Reported numbers for Australian/NZ listed
stocks are modelled under IFRS (International
Financial Reporting Standards).
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