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HTC Corporation (2498.TW)
Sell: Getting Difficult to Reach Rising Market Expectation

Getting difficult to reach rising market expectation: HTC reported May sales of
NT$12.5Bn, up 9.5% M/M and 14% Y/Y. This is roughly in-line with the lowest
end of market expectation of 10% M/M growth. We believe market expectation
has been getting higher recently with talks of strong demand of HTC Magic. We
believe the market is now expecting HTC to at least beat the high end of its 2Q
guidance of NT$38.5Bn. In fact, we believe the current market expectation is
for HTC to deliver NT$38.5-40 Bn of revenue in 2Q. We note that HTC would
have to grow its June sales by 13% M/M to reach the midpoint of its guidance,
17% to reach the low end of market expectation and 29% to reach the high
end of market expectation.

Watch out for ASP trend: Like many market observers, we are also seeing a
strong order rate from HTC and better component fulfillment from HTC's
suppliers. Hence, we are also a little bit surprised by the lackluster May
sales. While it's a bit too early to conclude whether HTC will miss 2Q market
expectation, we would like to remind investors to pay extra attention to HTC's
2Q ASP. We estimate that HTC at least will have 25% unit growth Q/Q in 2Q.
Given HTC's much higher sales mix of new products (we estimate new models
such as Magic, Diamond Il and small volume of Touch Pro Il and Snap
are roughly 50% of sales mix compared to almost zero in 1Q), failing to
maintain ASP in 2Q probably means HTC will probably see even bigger ASP
erosion in 2H09. Our argument is based on 1) more competition in 2H09 (new
iPhone, Palm Pre, new Android phone from Motorola and Samsung and new
touch screen smartphone from Nokia) and 2) incremental product mix
improvement in 2H09 is unlikely to be as significant as 2Q09.

Margin environment getting difficult in 2H09: HTC guided around 1 %point of
gross margin expansion from 30% in 1Q to 31% in 2Q09. If HTC only expands
its GM by 1 %point in a very favorable margin environment (much better
product mix in 2Q compared to 1Q, improving scale and almost no new model
launch from its major competitor), its margin could be subject to lots of
pressure given significantly higher competition and relatively less product mix
improvement in 2H09.

See Appendix A-1 for Analyst Certification and important disclosures.
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Figure 1. Valuation

Year to Net Profit Diluted EPS  EPS growth P/E P/B ROE Yield
31-Dec (NT$M) (NT$) (%) x) x) (%) (%)
2007A 22,427 30.35 10.76 16.1 6.4 45.3 7.0
2008A 28,636 38.3 26.20 12.8 6.0 49.0 5.5
2009E 26,333 35.21 -8.07 13.9 5.2 40.3 5.1
2010E 27,557 36.97 5.00 13.2 4.6 37.0 5.3
2011E 32,295 43.33 17.20 11.3 4.0 37.8 6.2

Source: Datacentral

Figure 2. HTC P&L

NT$mn 1008 2008 3008 4008 1009 2009E  3Q09E  4Q09E 2007 2008 2009  2010E  2011E
Net sales 32,682 34967 37,630 47,074 31,408 38,900 45327 53,478 118,580 152,353 169,113 195,671 233,382
Gross profit 11,642 12,129 13,037 14,183 9,613 12,361 13,862 15520 40,254 50,991 51,355 55,882 65,807
OPEX 4477 5214 5648 5307 4586 5436 5908 6569 9,231 20,645 22,498 25627 30,450
Operating profit 1,65 6915 7,389 8876 5027 6925 7954 8951 31,023 30,346 28,857 30,255 35,357
Total Non-OP 485 471 339 96 413 179 213 192 913 1,390 996 959 1,157
Pre-tax profit 7650 738 7,728 8972 5440 7,104 8167 9,143 31935 31,736 29,854 31,214 36,513
Net profit 6,944 6615 6986 8090 4875 5892 1,345 8221 28,642 28,636 26,333 27,557 32,295
Pre EB EPS 1.1 1055 1.1 12.75 164 1011 1163 13.02 3876 4554 4236 4444 5198
Post EB EPS 9.32 8.88 9.38  10.71 6.45 7.90 985 11.03 3035 3830 3521 3697 43.33
Margins (%)

Gross profit 35.6 34.7 34.6 30.1 30.6 31.8 30.6 29.0 339 33.5 30.4 28.6 28.2
OPEX to Sales Ratio 13.7 14.9 15.0 11.3 14.6 14.0 13.0 12.3 78 13.6 13.3 131 13.0
Operating profit 219 19.8 19.6 18.9 16.0 17.8 115 16.7 26.2 19.9 17.1 15.5 15.1
Pre-tax profit 234 21.1 20.5 19.1 17.3 18.3 18.0 17.1 26.9 20.8 17.7 16.0 15.6
Net profit 21.2 18.9 18.6 11.2 15.5 15.1 16.2 15.4 24.2 18.8 15.6 14.1 13.8
Y/N(%)

Net sales 385 30.2 293 20.7 (3.9) 11.2 20.5 136 13.2 28.5 11.0 15.7 19.3
Gross profit 49.6 34.0 315 50 (17.4) 1.9 6.3 9.4 18.8 26.7 0.7 8.8 17.8
Operating profit 17.1 (1.6) (0.6)  (15.00  (29.8) 0.1 1.7 0.8 16.8 (2.2) (4.9) 438 16.9
Pre-tax profit 25.1 (4.2) 0.6 (14.00 (28.9) (3.8) 5.7 1.9 18.5 (0.6) (5.9) 4.6 17.0
Net profit 15.7 8.6 (8.6) (9.1)  (29.8)  (10.9) 5.1 1.6 13.4 (0.0) (8.0) 4.6 17.2
0/a(%)

Net sales (16.2) 7.0 7.6 25.1  (333) 239 16.5 18.0
Gross profit (13.8) 42 75 88 (32.2) 28.6 12.1 12.0
Operating profit (31.4) (3.5) 6.8 20.1  (43.4) 37.8 14.9 125
Pre-tax profit (26.6) (3.5 4.6 16.1  (39.4) 30.6 15.0 11.9
Net profit (22.0) (4.7) 5.6 158  (39.7) 20.9 24.7 119

Source: Citi Investment Research and Analysis
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HTC Corporation

Company description

HTC is a leading manufacturer of Windows PDA phones and smartphones,
accounting for roughly 70% of global market share. HTC sells Windows
converged handhelds under operator brands as well as the "hTc" brand. In
2007, the Americas represented around 42% (including ODM revenue from
Palm) of revenues, while Europe, and Asia and ROW accounted for 40% and
18%, respectively. However, as its business model shifts toward the brand
business, we expect revenue mix by region to change. We expect Europe, the
Americas, and Asia and ROW to account for 50%, 30% and 20%, respectively.

Investment strategy

We have a Sell/High Risk rating on HTC. We do not believe HTC is ready to
compete in the mass consumer market given its lack of scale, 3G patents and
proprietary operating system. We expect substantial price declines for
smartphones in the next 12 months due to aggressive participation of global
OEMs and changing client / product mix (from high end corporate / prosumer
models to mainstream / mid-low end consumer models).

Valuation

Our DCF-based target price for HTC shares is NT$468. We use a DCF-based
valuation to reflect HTC's capability to generate stable cash inflows. Our DCF
assumes revenue will slow from 29%Y/Y in 2008 to -4%Y/Y in 2018E due to
slowing shipment growth and continued ASP erosion. We apply a WACC of
10.2%, which assumes a risk-free rate of 1.4%, a market risk premium of
7.2%, and an equity beta of 1.22. Our target price is equivalent to a P/E of 13x
FYO9E EPS.

Risks

We have a High Risk rating on HTC shares based on our quantitative risk rating
system, which tracks 260-day historical share price volatility. Upside risks to
our target price include: 1) stronger-than-expected demand for high-end
handsets in 2009; 2) HTC's operating margin deteriorating slower than we
expect; and 3) significant strategy changes from other smartphone vendors.
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Appendix A-1
Analyst Certification

Each research analyst(s) principally responsible for the preparation and content of all or any identified portion of this research report hereby certifies that, with
respect to each issuer or security or any identified portion of the report with respect to an issuer or security that the research analyst covers in this research
report, all of the views expressed in this research report accurately reflect their personal views about those issuer(s) or securities. Each research analyst(s) also
certify that no part of their compensation was, is, or will be, directly or indirectly, related to the specific recommendation(s) or view(s) expressed by that research
analyst in this research report.
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15-Mar-07 *1H *384.62 284.91 4-Mar-08  Coverage suspended 31-0ct-08 H *520.00 393.50
6-Jun-07 *M *420.12 360.36 23-May-08 *3M 576.92 638.46 26-Nov-08 1H *420.00 315.00
21-Aug-07 1M *420.00 309.23 [9] 11-Jun-08 3M *507.69 572.31 24-Feb-09 1H *468.00 375.50
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A member of the household of Wei-chun Liu, Associate, holds a long position in the securities of HTC Corporation.

Citigroup Global Markets Inc. or an affiliate received compensation for products and services other than investment banking services from HTC Corporation in the past 12
months.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, securities-
related: HTC Corporation.

Citigroup Global Markets Inc. currently has, or had within the past 12 months, the following as clients, and the services provided were non-investment-banking, non-
securities-related: HTC Corporation.

Analysts' compensation is determined based upon activities and services intended to benefit the investor clients of Citigroup Global Markets Inc. and its affiliates ("the
Firm"). Like all Firm employees, analysts receive compensation that is impacted by overall firm profitability which includes investment banking revenues.

For important disclosures (including copies of historical disclosures) regarding the companies that are the subject of this Citi Investment Research & Analysis product
("the Product"), please contact Citi Investment Research & Analysis, 388 Greenwich Street, 29th Floor, New York, NY, 10013, Attention: Legal/Compliance. In addition, the
same important disclosures, with the exception of the Valuation and Risk assessments and historical disclosures, are contained on the Firm's disclosure website at
www.citigroupgeo.com. Valuation and Risk assessments can be found in the text of the most recent research note/report regarding the subject company. Historical
disclosures (for up to the past three years) will be provided upon request.

Citi Investment Research Ratings Distribution

Data current as of 31 Mar 2009 Buy Hold Sell
Citi Investment Research Global Fundamental Coverage 43% 37% 20%
% of companies in each rating category that are investment banking clients A47% 43% 36%

Guide to Fundamental Research Investment Ratings:

Citi Investment Research's stock recommendations include a risk rating and an investment rating.

Risk ratings, which take into account both price volatility and fundamental criteria, are: Low (L), Medium (M), High (H), and Speculative (S).

Investment ratings are a function of Citi Investment Research's expectation of total return (forecast price appreciation and dividend yield within the next 12 months) and
risk rating.

For securities in emerging markets (Asia Pacific, Emerging Europe/Middle East/Africa, and Latin America), investment ratings are:Buy (1) (expected total return of 15% or
more for Low-Risk stocks, 20% or more for Medium-Risk stocks, 30% or more for High-Risk stocks, and 40% or more for Speculative stocks); Hold (2) (5%-15% for Low-
Risk stocks, 10%-20% for Medium-Risk stocks, 15%-30% for High-Risk stocks, and 20%-40% for Speculative stocks); and Sell (3) (5% or less for Low-Risk stocks, 10%
or less for Medium-Risk stocks, 15% or less for High-Risk stocks, and 20% or less for Speculative stocks).

Investment ratings are determined by the ranges described above at the time of initiation of coverage, a change in investment and/or risk rating, or a change in target
price (subject to limited management discretion). At other times, the expected total returns may fall outside of these ranges because of market price movements and/or
other short-term volatility or trading patterns. Such interim deviations from specified ranges will be permitted but will become subject to review by Research Management.
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Your decision to buy or sell a security should be based upon your personal investment objectives and should be made only after evaluating the stock's expected
performance and risk.

Guide to Corporate Bond Research Credit Opinions and Investment Ratings: Citi Investment Research's corporate bond research issuer publications include a fundamental
credit opinion of Improving, Stable or Deteriorating and a complementary risk rating of Low (L), Medium (M), High (H) or Speculative (S) regarding the credit risk of the
company featured in the report. The fundamental credit opinion reflects the CIR analyst's opinion of the direction of credit fundamentals of the issuer without respect to
securities market vagaries. The fundamental credit opinion is not geared to, but should be viewed in the context of debt ratings issued by major public debt ratings
companies such as Moody's Investors Service, Standard and Poor's, and Fitch Ratings. CBR risk ratings are approximately equivalent to the following matrix: Low Risk
Triple A to Low Double A; Low to Medium Risk High Single A through High Triple B; Medium to High Risk Mid Triple B through High Double B; High to Speculative Risk Mid
Double B and Below. The risk rating element illustrates the analyst's opinion of the relative likelihood of loss of principal when a fixed income security issued by a company
is held to maturity, based upon both fundamental and market risk factors. Certain reports published by Citi Investment Research will also include investment ratings on
specific issues of companies under coverage which have been assigned fundamental credit opinions and risk ratings. Investment ratings are a function of Citi Investment
Research's expectations for total return, relative return (to publicly available Citigroup bond indices performance), and risk rating. These investment ratings are:
Buy/Overweight the bond is expected to outperform the relevant Citigroup bond market sector index (Broad Investment Grade, High Yield Market or Emerging Market),
performances of which are updated monthly and can be viewed at http://sd.ny.ssmb.com/ using the "Indexes" tab; Hold/Neutral Weight the bond is expected to perform in
line with the relevant Citigroup bond market sector index; or Sell/Underweight the bond is expected to underperform the relevant sector of the Citigroup indexes.

OTHER DISCLOSURES

The subject company's share price set out on the front page of this Product is quoted as at 06 June 2009 01:30 PM on the issuer's primary market.

For securities recommended in the Product in which the Firm is not a market maker, the Firm is a liquidity provider in the issuers' financial instruments and may act as
principal in connection with such transactions. The Firm is a regular issuer of traded financial instruments linked to securities that may have been recommended in the
Product. The Firm regularly trades in the securities of the issuer(s) discussed in the Product. The Firm may engage in securities transactions in a manner inconsistent with
the Product and, with respect to securities covered by the Product, will buy or sell from customers on a principal basis.

Securities recommended, offered, or sold by the Firm: (i) are not insured by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any
insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible loss of the principal amount invested. Although
information has been obtained from and is based upon sources that the Firm believes to be reliable, we do not guarantee its accuracy and it may be incomplete and
condensed. Note, however, that the Firm has taken all reasonable steps to determine the accuracy and completeness of the disclosures made in the Important Disclosures
section of the Product. The Firm's research department has received assistance from the subject company(ies) referred to in this Product including, but not limited to,
discussions with management of the subject company(ies). Firm policy prohibits research analysts from sending draft research to subject companies. However, it should be
presumed that the author of the Product has had discussions with the subject company to ensure factual accuracy prior to publication. All opinions, projections and
estimates constitute the judgment of the author as of the date of the Product and these, plus any other information contained in the Product, are subject to change without
notice. Prices and availability of financial instruments also are subject to change without notice. Notwithstanding other departments within the Firm advising the
companies discussed in this Product, information obtained in such role is not used in the preparation of the Product. Although Citi Investment Research does not set a
predetermined frequency for publication, if the Product is a fundamental research report, it is the intention of Citi Investment Research to provide research coverage of
the/those issuer(s) mentioned therein, including in response to news affecting this issuer, subject to applicable quiet periods and capacity constraints. The Product is for
informational purposes only and is not intended as an offer or solicitation for the purchase or sale of a security. Any decision to purchase securities mentioned in the
Product must take into account existing public information on such security or any registered prospectus.

Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting
requirements of the U.S. Securities and Exchange Commission. There may be limited information available on foreign securities. Foreign companies are generally not
subject to uniform audit and reporting standards, practices and requirements comparable to those in the U.S. Securities of some foreign companies may be less liquid and
their prices more volatile than securities of comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in
a foreign stock and its corresponding dividend payment for U.S. investors. Net dividends to ADR investors are estimated, using withholding tax rates conventions, deemed
accurate, but investors are urged to consult their tax advisor for exact dividend computations. Investors who have received the Product from the Firm may be prohibited in
certain states or other jurisdictions from purchasing securities mentioned in the Product from the Firm. Please ask your Financial Consultant for additional details.
Citigroup Global Markets Inc. takes responsibility for the Product in the United States. Any orders by US investors resulting from the information contained in the Product
may be placed only through Citigroup Global Markets Inc.

Important Disclosures for Morgan Stanley Smith Barney LLC Customers: Morgan Stanley & Co. Incorporated (Morgan Stanley) research reports may be available about the
companies that are the subject of this Citi Investment Research & Analysis (CIRA) research report. Ask your Financial Advisor or use smithbarney.com to view any available
Morgan Stanley research reports in addition to CIRA research reports. In addition to the disclosures on this research report and on the CIRA disclosure website
(https://www.citigroupgeo.com/geopublic/Disclosures/index_a.html), important disclosures regarding the relationship between the companies that are the subject of this
report and Morgan Stanley Smith Barney LLC, Morgan Stanley or any of its affiliates, are available at www.morganstanley.com/researchdisclosures.

This CIRA research report has been reviewed and approved on behalf of Morgan Stanley Smith Barney LLC. This review and approval was conducted by the same person
who reviewed this research report on behalf of CIRA. This could create a conflict of interest.

The Citigroup legal entity that takes responsibility for the production of the Product is the legal entity which the first named author is employed by. The Product is made
available in Australia through Citigroup Global Markets Australia Pty Ltd. (ABN 64 003 114 832 and AFSL No. 240992), participant of the ASX Group and regulated by the
Australian Securities & Investments Commission. Citigroup Centre, 2 Park Street, Sydney, NSW 2000. The Product is made available in Australia to Private Banking
wholesale clients through Citigroup Pty Limited (ABN 88 004 325 080 and AFSL 238098). Citigroup Pty Limited provides all financial product advice to Australian Private
Banking wholesale clients through bankers and relationship managers. If there is any doubt about the suitability of investments held in Citigroup Private Bank accounts,
investors should contact the Citigroup Private Bank in Australia. Citigroup companies may compensate affiliates and their representatives for providing products and
services to clients. The Product is made available in Brazil by Citigroup Global Markets Brasil - CCTVM SA, which is regulated by CYM - Comissao de Valores Mobilidrios,
BACEN - Brazilian Central Bank, APIMEC - Associagdo Associac@o dos Analistas e Profissionais de Investimento do Mercado de Capitais and ANBID - Associag&o Nacional
dos Bancos de Investimento. Av. Paulista, 1111 - 11° andar - CEP. 01311920 - Sao Paulo - SP. If the Product is being made available in certain provinces of Canada by
Citigroup Global Markets (Canada) Inc. ("CGM Canada"), CGM Canada has approved the Product. Citigroup Place, 123 Front Street West, Suite 1100, Toronto, Ontario M5)
2M3. The Product is made available in France by Citigroup Global Markets Limited, which is authorised and regulated by Financial Services Authority. 1-5 Rue Paul
Cézanne, 8eme, Paris, France. The Product may not be distributed to private clients in Germany. The Product is distributed in Germany by Citigroup Global Markets
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Deutschland AG & Co. KGaA, which is regulated by Bundesanstalt fuer Finanzdienstleistungsaufsicht (BaFin). Frankfurt am Main, Reuterweg 16, 60323 Frankfurt am
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