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1504 TT Outperform 
 
Stock price as of 27 Oct 08 NT$ 7.98 
12-month target NT$ 13.00 
Upside/downside % +62.9 
Valuation NT$ 18.00 
 - Sum of Parts 
 
GICS sector capital goods 
Market cap NT$m 15,087 
30-day avg turnover NT$m 49.5 
Market cap US$m 452 
Number shares on issue m 1,891 
  

Investment fundamentals 
Year end 31 Dec  2007A 2008E 2009E 2010E 
 
Total revenue  m 44,455 47,803 48,984 51,854 
Reported profit  m 2,708 2,014 1,906 2,138 
Profit bonus exp  m 2,708 2,014 1,906 2,138 
Bon exp/rep prof  % 0.0 0.0 0.0 0.0 
Adjusted profit  m 2,708 2,014 1,906 2,138 
 
EPS rep NT$ 1.46 1.09 1.04 1.16 
EPS rep growth %  20.5 -24.8 -5.4 12.2 
EPS bonus exp NT$  1.46 1.09 1.04 1.16 
EPS bonus growth %  20.5 -24.8 -5.4 12.2 
PE rep x  5.5 7.3 7.7 6.9 
PE bonus exp x  5.5 7.3 7.7 6.9 
 
Total DPS NT$  1.00 0.74 0.70 0.78 
Total div yield %  12.5 9.2 8.8 9.8 
 
ROA % 4.6 5.1 5.2 5.6 
ROE % 7.3 5.5 5.2 5.8 
EV/EBITDA x 5.0 5.2 5.0 4.6 
Net debt/equity % 20.2 31.1 32.6 32.8 
Price/book x 0.4 0.4 0.4 0.4 
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Source: Datastream, Macquarie Research, October 2008 
(all figures in NT$ unless noted) 
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Taiwan High Speed Rail risk 
Event 
 We provide an update on Teco’s business operations and clarify its Taiwan 

High Speed Rail (2633 TT, NT$4.9, Non-Rated) issue following China Steel’s 
(2002 TT, NT$20.6, UP, TP: 27) write-off on its THSR investment. 

Impact 
 No Taiwan High Speed Rail write-off in the short term. Teco owns THSR 

preferred shares in the amount of NT$300m and common shares of 
NT$4.4bn, equal to 7.63% of THSR’s outstanding shares. Unlike China Steel, 
which wrote down its THSR investment to zero, Teco has no plans to do so 
and believes that THSR’s operation is improving and that it may have a 
chance to divest in the open market. 

 However, the THSR issue lingers due to poor balance sheet. In our 
opinion, the write-off risk is still lingering given that THSR is debt ridden and 
its operation is not strong enough to offset the balance sheet drawback. 
THSR may consider to restructure by refinancing, through station land 
development and changing its depreciation method, but none of these can 
effectively improve the balance sheet. As of 1H08, the debt to asset ratio rose 
to 87% and total interest bearing debt accounted to 97% of total liabilities. 
THSR’s interest expense reached NT$8bn, or 74% of the net loss in 1H08. 

 Stress-test effect on profits is significant if writing down to zero. In the 
worst case, whereby Teco writes down all of its THSR investment to zero, the 
effect on net profits could reach NT$1.9/sh, resulting in a net loss of 
NT$0.88/sh in 2009, down from our earnings forecast of a profit of NT$1/sh. 
However, the asset write-off on valuation is minimal as Teco’s chunky value 
comes from its improving motor business, which accounts for 89% of total 
NAV, or NT$16.2/sh. Even in the worst case, whereby THSR is being written 
down to zero, Teco’s NAV could shrink by 8% to NT$16.8/sh. 

Earnings revision 
 No change. 

Price catalyst 
 12-month price target: NT$13.00 based on a Sum of Parts methodology. 

 Catalyst: Improving industrial motor business; margin appreciation; land asset 
development 

Action and recommendation 
 Currently, Teco is trading at 7.7x 2009E PER and 0.4x P/BV. The cheap 

valuation makes Teco look interesting to watch; however, we suggest 
investors wait until the market stabilizes and the THSR write-off risk winds 
down. We retain Outperform with target price of NT$13. 

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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No write-off THSR investment, but risk lingering 
Teco owns NT$4.7bn of Taiwan High Speed Rail (THSR) (2633 TT, NT$4.9, Not rated). Unlike China 
Steel (2002 TT, NT$22.1, UP, TP: NT$18), which wrote down to zero its NT$4.7bn of preferred share 
holdings in 3Q, the company will not write off its THSR investment stake in 3Q08, according to 
management. 

Teco’s investment 

According to China Steel, it wrote down its preferred share stake in THSR to zero in 3Q08, resulting 
in a one-off impact of NT$4.7bn, equivalent to 8% of Macquarie’s FY08E earnings estimates. We 
believe China Steel adopted the most-conservative accounting principle based on Article 34 because 
it believed that THSR’s investment would decrease or was unlikely to recover. 

Teco also invested THSR preferred shares in the amount of NT$300m, or 32m shares, equivalent to 
NT$0.16/sh, or 0.4% of shareholders’ equity. Teco decided to convert it into common shares and has 
no plan to write down this investment. In addition to the preferred shares, Teco also invested THSR 
common share with a book value of NT$4.4bn, or 443m shares, equivalent to 7.63% of THSR 
outstanding shares. 

Although Teco will not write off any of its THSR investment in the short term, the risk is still lingering 
given that THSR is debt ridden and its operation is not strong enough to offset the balance sheet 
drawback. 

Fig 1 Teco owns both preferred and commom shares in THSR 

 Shares (m) Book value (NT$m)
Original investment 

amount (NT$m) Stake in THSR

Common shares 443 4,399 4,399 7.63%
Preferred shares 32 300 300 
Source: Macquarie Research, October 2008 

THSR: Debt is the issue 
We did recognize that THSR’s operation is improving with an increasing number of riders; in 
particular, it has successfully replaced air traffic, buses and traditional railroads. However, the 
operational improvement still cannot offset the effect from the debt issue. 

As of the 1H08, net debt accounted for 841% of equity and the debt to asset ratio rose to 87% from 
60% in 2003. Total interest bearing debt amounted to NT$381bn, or 97% of total liabilities. The high 
leverage is the reason for the weak operational results, in our view. 

In 2007, THSR’s interest expense reached NT$14bn, or 49% of net loss; this number rose to 74% in 
1H08 as interest expense reached NT$8bn.  

Fig 2 THSR’s net debt to equity ratio rose to 841% as 
of 1H08 

 
Fig 3 High interest expense attributed to THSR’s 
sizable loss 
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The solutions are not strong enough to cure THSR’s debt problem 

The company has proposed several solutions to cure THSR’s balance-sheet and operations 
problems. However, we think none of them can effectively resolve the high debt issue. 

 Refinancing: THSR is aggressively engaging in debt refinancing, which is the most effective way 
to improve income and cashflow, in our view. However, it is not easy to achieve and the benefit 
may be limited given the large amount of debt. The NT$345bn of long-term debt, which accounts 
for 91% of interest bearing debt, or 88% of total liabilities, carries a high interest rate of 
3.75~8.1%. We believe this sizable long-term debt attributed to 80–90% of annual expense of 
NT$15–16bn. 

 For the sizable syndicate loan (NT$320bn), major lenders include banks, post office funding and 
labour pension funds. Bank loans of NT$38bn carry an interest rate of 8.1%, and post office 
fundings and labour pension funds carry an interest rate of 3.7%. 

 In our view, it takes time to negotiate with lenders to refinance long-term debt due to the large 
amount of debt. We estimate that THSR can save NT$7bn of interest expense per year if it can 
lower its interest rate to 2%, which is a very ideal interest rate level. In our view, this can shorten 
the time it takes to make ends meet; however, it is not sufficient to create extra cash to repay debt. 

Fig 4 THSR is debt ridden 
 Amount (NT$m) Interest Maturity

Short-term borrowing 1,833 1.56~3.73% Before June 30, 2009
 
Long-term debt 344,564
 9,000 3.83% ~4.1% 2010
 7,900 4.02% ~ 4.2% 2012
 19,883 5.3% 2013
 7,900 4.32% ~ 4.5% 2014
 20,817 4.46% ~4.5% 2022
 279,064 3.75% ~ 8.1% 2022
 
Corporate bond 34,168
 5,947 2.52% Dec, 2008
 4,000 2.07% 2012
 3,000 2.12% 2013
 2,760 2.17% 2014
 -9 bond amortization
 6,800 1.89%~1.9% Sep, 2008
 4,000 1.90% Apr, 2009
 7,669 Convertible bonds 2012
 
Total interest bearing debt 380,565
Net debt 366,907
Net debt/equity 841%
 
Matured before the end of 2009 18,580
as % of total interest bearing debt 4.9%
Source: Company data, Macquarie Research, October 2008 

 Station land development: THSR is currently planning and working on surrounding land 
development of five THSR stations, including Taoyuan, Hsinchiu, Taichung, Chiayi and Tainan, 
with total land area of 47ha. The priority on development is land in Taoyuan and Hsinchu.  

 The location of Taoyuan station is only 7km from the government’s planned “Taoyuan Aviation 
City”. Land in Hsinchiu is slated for a biotech zone, and land development is likely to start later this 
year or in 2009. 

 Although the potential profit from land development can significantly boost the company’s bottom 
line, we do not believe the land value can be realized in the near term, given that the current 
outlook for the economy and property sentiment remain weak. Additionally, based on foreign 
experience, it usually takes a long period of time (10–15 years) to pay back the developing costs. 
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 Changing depreciation method: The depreciation is based on the years of THSR’s BOT 
chartered right, which has 26 years left. Due to the high construction cost, THSR booked a high 
depreciation expense of NT$18–19bn per year, accounting for 87% of sales in 1H08. THSR may 
want to change depreciation years to mitigate the depreciation expense impact. In our view, this 
can help THSR to reach breakeven earlier; however, it has no effect on cashflow. As a result, we 
do not think this has any real benefit for THSR’s balance-sheet management other than to shorten 
years of loss. 

Stress test 
Given that THSR’s asset impairment is the risk, even though it does not occur in the short term, we 
do a stress test to see the impact to Teco’s balance sheet and income statement. In our scenario 
analysis, we assume the impact will occur in its 2009 financial statement. 

Currently, Teco still carries the THSR investment at cost, which, at NT$10/sh while the current share 
price is in the grey market, has fallen to NT$4.9/sh. 

In the worst case, whereby Teco writes down all its THSR investment to zero, the impact on net profit 
could reach NT$1.9/sh, resulting in a net loss of NT$0.88/sh in 2009 vs our earnings forecast of a 
profit of NT$1/sh. 

Fig 5 The write-off impact on income statement is significant… 
THSR share price $10 $8 $6 $4 $2 $0

Loss from common shares (NT$m) 0 855 1741 2627 3513 4399
Loss from preferred shares (NT$m) 0 44 108 172 236 300
Impact on profit/sh $0.0 $0.4 $0.8 $1.1 $1.5 $1.9 
2009 EPS (NT$/sh) $1.04 $0.67 $0.28 -$0.11 -$0.49 -$0.88
Source: Macquarie Research, October 2008 
P.S. The grey highlight is our current forecast 

However, the asset write-off on valuation is minimal as Teco’s chunky value comes from improving 
the motor business, which accounts for 89% of total NAV, or NT$16.2/sh. Even in the worst case, 
whereby THSR is being written down to zero, Teco’s NAV could shrink by 8% to NT$16.8/sh. 

Fig 6 but the impact on NAV is minimal 
THSR share price $5.8 $4 $2 $0

NAV per share $18.3 $17.9 $17.4 $16.9 
Target price (NT$/sh) $12.8 $12.5 $12.2 $11.8 
Source: Macquarie Research, October 2008 
The grey highlight is our current forecast 

 

Fig 7 Teco SOP valuation method 
 Valuation Method Valuation Teco Stake Contribution to Teco 
 (NT$m) (%) (NT$m) (NT$/sh) % to NAV

Core Business 10x PE 29,883 100% 29,883 16.2 89% 
Land Asset 0.6x Estimated Value 3,600 100% 3,600 2.0 11% 
Taiwan Cogeneration MV 7,622 2% 105 0.1 0% 
Far EasTone MV 149,891 0% 90 0.0 0% 
Cathay FHC MV 58,912 0% 51 0.0 0% 
AUO MV 321,514 0% 68 0.0 0% 
Tecom MV 4,816 27% 879 0.5 3% 
UMC MV 184,069 0% 579 0.3 2% 
High Speed Railroad MV 45,240 9% 2,569 1.4 8% 
Other Investment 0.5x BV 6,555 100% 6,555 3.6 19% 
(minus Net Debt) -10,717 (5.8) (32%)
Total Value 33,661 18.3 100% 
No. of Outstanding Shares (m) 1,840  
Teco NAV per share (NT$) $18  
Target Price (NT$) $13  
Source: Macquarie Research, October 2008 
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Teco Co (1504 TT, Outperform, Target price: NT$13.00)
Quarterly Results  1Q/08A 2Q/08E 3Q/08E 4Q/08E  Profit & Loss  2007A 2008E 2009E 2010E

       
Revenue m 11,386 11,805 12,515 12,096 Revenue m 44,455 47,803 48,984 51,854
Gross Profit m 2,783 2,784 2,732 2,599 Gross Profit m 10,002 10,899 11,141 11,932
Operating Expenses m -1,757 -1,822 -1,931 -1,866 Operating Expenses m -6,898 -7,376 -7,446 -7,882
Operating Income m 1,026 963 801 733 Operating Income m 3,104 3,523 3,696 4,050
Net Non-operating income m -176 -210 -210 -210 Net Non-operating income m 607 -807 -1,082 -1,121
Pre-Tax Income m 850 753 591 522 Pre-Tax Income m 3,711 2,716 2,613 2,930
Tax Expense m -277 -151 -118 -104 Tax Expense m -933 -650 -653 -732
Exceptionals m 0 0 0 0 Exceptionals m 0 0 0 0
Minority Interests m -15 -14 -12 -11 Minority Interests m -70 -51 -54 -59

       
Reported Earnings m 558 588 461 407 Reported Earnings m 2,708 2,014 1,906 2,138
Reported Earnings (bonus exp) m 558 588 461 407 Reported Earnings (bonus exp) m 2,708 2,014 1,906 2,138
Bonus exp / Reported Earnings %   Bonus exp / Reported Earnings %  
Adjusted Earnings m 558 588 461 407 Adjusted Earnings m 2,708 2,014 1,906 2,138
EBITDA m 1,457 1,284 1,123 1,054 EBITDA m 4,677 4,919 5,062 5,497

       
EPS (rep) NT$ 0.30 0.32 0.25 0.22 EPS (rep) NT$ 1.46 1.09 1.04 1.16
EPS pcp growth (rep) % -24.9 -20.9 17.2 -49.0 EPS growth (rep) % 20.5 -24.8 -5.4 12.2
EPS (rep bonus exp) NT$ 0.30 0.32 0.25 0.22 EPS (rep bonus exp) NT$ 1.46 1.09 1.04 1.16
EPS pcp growth (rep bonus exp) % -24.9 -20.9 17.2 -49.0 EPS growth (rep bonus exp) % 20.5 -24.8 -5.4 12.2
EPS (adj) NT$ 0.30 0.32 0.25 0.22 EPS (adj) NT$ 1.46 1.09 1.04 1.16
EPS pcp growth (adj) % -24.9 -20.9 17.2 -49.0 EPS growth (adj) % 20.5 -24.8 -5.4 12.2

       
Revenue pcp growth % 7.6 11.5 7.1 4.3 PE (rep) x 5.5 7.3 7.7 6.9
Operating Income pcp growth % 65.4 55.2 10.3 -35.5 PE (rep bonus adj) x 5.5 7.3 7.7 6.9
Reported Earnings pcp growth % -25.7 -21.8 16.0 -49.6 PE (adj) x 5.5 7.3 7.7 6.9

       
Gross Profit Margin % 24.4 23.6 21.8 21.5 Total DPS NT$ 1.00 0.74 0.70 0.78
Operating Income Margin % 9.0 8.2 6.4 6.1 Total Div Yield % 12.5 9.2 8.8 9.8
Reported Earnings Margin % 4.9 5.0 3.7 3.4 Weighted Average Shares m 1,860 1,840 1,840 1,840
EBITDA Margin % 12.8 10.9 9.0 8.7 Period End Shares m 1,860 1,840 1,840 1,840

       
Profit and Loss Ratios  2007A 2008E 2009E 2010E Cashflow Analysis  2007A 2008E 2009E 2010E

       
Revenue Growth % 8.5 7.5 2.5 5.9 Reported Earnings m 2,708 2,014 1,906 2,138
Gross Profit Growth % 17.0 9.0 2.2 7.1 Depreciation & Amortisation m 1,573 1,396 1,366 1,446
Operating Income Growth % 71.1 13.5 4.9 9.6 Chgs in Working Cap m 1,770 4,164 545 555
Reported Earnings Growth % 22.0 -25.6 -5.4 12.2 Other m -3,548 -9,239 -1,601 -1,621
EBITDA Growth % 38.1 5.2 2.9 8.6 Operating Cashflow m 2,503 -1,665 2,216 2,518

    Acquisitions m 1,531 0 0 0
Gross Profit Margin % 22.5 22.8 22.7 23.0 Capex m -1,132 -1,200 -1,200 -1,200
Operating Income Margin % 7.0 7.4 7.5 7.8 Asset Sales m 0 0 0 0
Reported Earnings Margin % 6.1 4.2 3.9 4.1 Other m -20 1,000 0 0
EBITDA Margin % 10.5 10.3 10.3 10.6 Investing Cashflow m 379 -200 -1,200 -1,200

    Dividend (Ordinary) m -1,311 -1,911 -1,410 -1,334
Payout Ratio % 68.7 67.4 67.4 67.4 Equity Raised m 0 0 0 0
EV/EBITDA x 5.0 5.2 5.0 4.6 Debt Movements m -3,150 1,350 645 258
EV/EBIT x 7.1 7.1 6.7 6.2 Other m 2,833 -317 -255 -240

    Financing Cashflow m -1,628 -878 -1,019 -1,316
Balance Sheet Ratios       
ROE % 7.3 5.5 5.2 5.8 Net Chg in Cash/Debt m 1,254 -2,743 -3 2
ROA % 4.6 5.1 5.2 5.6    
ROIC % 4.9 5.8 5.6 6.0 Free Cashflow m 1,371 -2,865 1,016 1,318
Net Debt/Equity % 20.2 31.1 32.6 32.8 FCF per Share NT$ 0.74 -1.56 0.55 0.72
Interest Cover x 9.8 12.7 9.7 9.7 P/FCF x 10.8 -5.1 14.4 11.1
Price/Book x 0.4 0.4 0.4 0.4    
Book Value per Share NT$ 19.8 19.9 20.0 20.2    

       
    Balance Sheet  2007A 2008E 2009E 2010E
       
    Cash m 6,743 4,003 4,000 4,002
    Receivables m 9,008 9,104 9,551 9,951
    Inventories m 11,839 16,437 17,244 17,966
    Investments m 1,748 1,748 1,748 1,748
    Fixed Assets m 13,003 12,917 12,750 12,504
    Intangibles m 0 0 0 0
    Other Assets m 26,069 25,880 26,381 26,893
    Total Assets m 68,410 70,089 71,675 73,064
    Payables m 7,897 8,363 8,800 9,149
    Short Term Debt m 4,871 6,316 7,056 7,408
    Long Term Debt m 9,599 9,504 9,409 9,314
    Provisions m 0 0 0 0
    Other Liabilities m 7,836 7,900 8,172 8,389
    Total Liabilities m 30,203 32,083 33,437 34,261
    Total S/H Equity m 38,206 37,997 38,235 38,796
    Total Liab & S/H Funds m 68,409 70,080 71,672 73,056
       

All figures in NT$ unless noted.       
Source: Macquarie Research, October 2008 
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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 

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 
/average 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). 
 

Recommendation proportions – For quarter ending 30 September 2008 
 AU/NZ    Asia   RSA    USA     CA   EUR 
Outperform 43.17% 61.57% 63.08% 53.60% 71.54% 43.00%   
Neutral 41.37% 16.43% 30.77% 37.60% 24.61% 48.00%   
Underperform 15.47% 22.00% 6.15% 8.80% 3.85%  9.00%   
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