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Credit Rating Overview

— Taiwan-based AIDC could see weak cash flow generation overthe next few quarters, given
likely lower sales and profit margin due to the negative impact of COVID-19 and unresolved
safetyissuesat Boeing.

— AIDC's debtto EBITDA ratio could remain above 5x in 2020-2021 before potential
deleveragingreducesitin 2022, due to heftyworking capital needsfornationaldefense
projects and weaker profitability.

— We are thereforerevisingouroutlookon AIDCto negative fromstable to reflectthe
downside risk forthe debtto EBITDAratio to remain high foralonger period if the COVID-19
crisis continues or AIDC fails to recoverworking capital related to defense projects.

— Atthe same time, we are affirming our 'twAA-' long-termand 'twA-1+' short-termissuer
creditratings onthe company.

Credit Rating Rationale

Coronavirus and Boeing's grounded 737 Max will deeply hit AIDC's performance in 2020. The
rating action reflectschallenging market conditions particularly for Aerospace Industrial
DevelopmentCorp.'s (AIDC's) commercial businesses overthe next few quarters and the
resultant weaker profitability and cash flow generation than our previous assumption.

We expectAlIDC'srevenue to decline byabout 15% in 2020.This is mainly due to the impact
from furtherdelaysinthe resumption of Boeing 737 Max production, aswell as the more
comprehensive impact of the COVID-19 pandemic on almostall of AIDC's commercial aircraft
and engine clients such as Boeing, Airbus, GE, and Rolls-Royce.Forthe same reasons, we
expect AIDC'scommercial businessesto see adecline of 3%-5%in gross margin in 2020,
largely due to lower utilization rates and higher costs associated with manufacturing aircraft
parts and engine parts. The Taiwan government's subsidyof New Taiwan dollar (NT$) 540
million in 2020 will partly offsetthe decline in AIDC's profitability.

Underourbase case assumption, we expectthe company'srevenue to recoverby 15%-20% in
20271 and largely normalize in 2022, with the negative effect of COVID-19to fade away
gradually. Inaddition, the profitability of AIDC's core businessesiis likelyto recoverfrom 2021
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onward with recovering revenue and growing contribution frommilitary projects.Nonetheless,
material downside riskto our base case persists if the COVID-19 crisis persistslongerand
causes more long-lastingdamage to the global aviation industry.

Debt leverage could remain high to meet working capital needs. There is high risk that AIDC's
debtleverage could remain elevated overthe next few quarters, if the company fails to
shortenitscash conversion cycle undercurrentlyweak marketconditions. The company's
cash conversion cycle has lengthened materiallyoverthe pasttwo years because of new
national defense projects and deteriorating payment terms with its major commercial aviation
clients.Howeverunderourbase case, we still expectthe companyto recoveramajor part of
receivables fromthe Taiwanese governmentand lowerits accountreceivable level to NT$10
billion-NT$11 billion at the end 0of 2020 from NT$14 billion a year ago. Nevertheless, AIDC's
inventorylevelis likely to grow furtherin 2020, to supportthe production ofthe domestic
advanced trainer jet, which will likely hinder AIDC's deleveraging efforts, particularly if
profitability does notrecoveras we expect.

Military businesses could provide more stable and predictable cash flow to cap debt
leverage in 2022 and beyond. We still expect businesses from the Taiwanese military to
supportAlIDC's long-term growth and earnings, because those business are relatively
predictable, recurringand carry higher margins. We expect AIDCto deliver the domestic
advanced trainer jetprojecton scheduleand forthe projectto bringa major revenue and
profit contribution from2022. The Taiwan government has budgeted NT$68.6 billion for 66
units of the rainerjets, which this could bring NT$10 billion annual sales to AIDC during the
peakyears ofdeliveryin 2023-2026.As forthe ROCAir Force's F-16 upgrade project, the
subsequentbusiness opportunityfrommaintenance and repair could also be substantial,
because AIDCis highly likely to take oversuch service fromthe Air Force afterthe company
finishes the upgrade projectin 2023.

Outlook

The negative outlookreflects the downside riskthat AIDC's debt to EBITDA ratio could remain
above 5x fora prolonged period. We expectthe ratio to decline to around 5xin 2021 from
about6x in 2020, supportedbythe collection of receivables fromthe Taiwan governmentand
the fading impact of the COVID-19 pandemic. However, downside risk will remain significant if
governments worldwide cannotbring the COVID-19 pandemic fullyundercontroloverthe next
one to two quarters.

Downward scenario
We could lower the long-termrating if:

- AIDC fails to loweritsdebtto EBITDAratio to close to bxoverthe next 12to 24 months.
This could resultfrom lower-than-expected cash flow generationdueto 1) a prolonged
negative effect of COVID-19 on global aircraft sales and deliveries, or 2) fewerdeliveries
orevenoutright cancelation of the Boeing 737 Max modeldue to furtherdelaysin
certification or difficulties in delivering aircraft. AIDC'sdebtto EBITDA could also remain
above 5x if the companycannot materially reduce its working capital to lowerdebtover
the nextfew quarters.
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Upward scenario
We may revise the outlook backto stable if:

— AIDCimprovesits debtto EBITDA ratio to below 5xoverthe nextone to two years. This
could be achieved ifthe company can moderatelyrestore its profitabilityand cash flow
generation amid the current market downturn, orif it can materially lowerits debt
through shorteningits cash conversion cycle.

Our Base-Case Scenario

e Given that the widerglobal spread of COVID-19 will prolongits economic fallout, we
project Taiwan's real GDP growth to be negative 1.2% in 2020, and rebound by positive
4.0%in 2021; Interms of global GDP, S&P Global Ratings forecasts negative 2.4% growth
in 2020 and positive 5.9% in 2021.

e Taiwan's national defense budget willaccount for 1.72% of Taiwan's forecast GDP in
2020.In addition, the governmenthas budgeted NT$68.6 billion fordomestic advanced
jettrainers program, which will support AIDC's defense business growth and profit for the
nextseveralyears.

e Theimpact of the coronaviruson global air travel could materially hurt aircraft deliveries
in 2020.Airlines around the world have significantly reduced capacity to address lower
demand and governmenttravelrestrictions due to the coronavirus. This could resultina
high numberofdeferralsorcancellationsofaircraftorders.Sales of aftermarket parts
and services are also likely to be hurtdue to the lower level of flying.

e AIDC'srevenue todeclineby15%in 2020 butto recoverby 15%-20%in the following
year. AIDC's EBITDA margin will be 13%-14% in 2020 (supportedbya government
subsidy) and 12.5%-13.56% in 2021, compared with 13.7% in 2019. We expect AIDC's
performance to recover as the coronavirus impact moderates and there isa growing
revenue contribution frommilitary projects.

e AIDC's capital expenditure will be about NT$1.8 billion to NT$2 billionin 2020 and about
NT$1.3 billionto NT$1.5 billion in 2021.

e We expectmoderate improvementin AIDC's cash conversion cycle, because the company
is likely to recoveramajor part of receivables fromthe governmentin 2020.

e We assume 60% cash dividend payoutratio in 2020-2021.

Based onthese assumptions, we arrive at the followingcredit measures:

e Ratio ofdebtto EBITDAof above 5.5x-6.5xin 2020 butimprove to close to 5xin 2021.
e Ratio of EBITDAInterestcoverage of 13%-16% over2020-2021, compared with 17.9% in
2019.

Liquidity

The short-termrating on AIDCis 'twA-1+4". We assess the company's liquidity as adequate
because we believe AIDC has sufficient cash flow to meetits needsoverthe next 12 months,
factoring in governmentsupportinthe formofstate-owned bankfacilities. We expectthe
ratio of AIDC's liquidity sourcesto uses will be slightlyabove 1.2 times in the 12 months

ending December 2020.Furthermore, we believe the companywill have sufficientliquidity
headroomevenifits forecast EBITDAdeclines by 15%.

Inaddition, we believe AIDC has well-establishedrelationships with banks and could establish
new credit facilities whenneededdue to its status as an important governmentrelated entity,
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as evidenced by AIDC's average interestrate ofonly 1% in 2019. We believe AIDC has generally
prudentrisk management to ensure atleastadequate liquidity, because the Ministry of
Economic Affairs must approve the company's operational and financial budgetand the
budgetremains underthe government's surveillance.The company's loans carry no financial
covenant.

Principal Liquidity Sources

e (Cash and short-terminvestment: NT$ 3.6 billionas end of 2019.

e Fundsfromoperations: About NT$2.2 billionin 2020.

e Expectedworkingcapital inflow: About NT$ 1.1 billion.

e Ongoinggovernmentsupportinformof governmentrelated bank facilities: NT$ 15 billion
to coverrefinancingneedsin 2019.

Principal Liquidity Uses

e Debtmaturities: NT$ 13.3 billionin 2020.
e Capital expenditure: About NT$2 billion.
e Cash dividend payout: AboutNT$ 1.1 billion.

Rating Scores Snapshot

Issuer Credit Ratings: twAA-/Negative /twA-1+
Note:Allscores below are in comparison with global obligors.

Businessrisk: Fair
e Countryrisk: Intermediate
e Industryrisk: Intermediate
e Competitive position: Fair

Financial risk: Aggressive
e (Cash flow/Leverage: Aggressive

Anchor:twbbb

Modifiers
e Diversification/Portfolio effect: Neutral (no impact)
e Capital structure: Neutral (no impact)
e Liquidity: Adequate (no impact)
e Financial policy: Neutral (no impact)
e Management and governance: Fair (no impact)
e Comparable rating analysis: Neutral (no impact)

Stand-alone credit profile (SACP): twbbb
e Sovereignrating: AA-
e Likelihoodofgovernmentsupport: Veryhigh (+5 notches fromthe SACP)
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Related Criteria

— General Criteria: Rating Government-Related Entities: Methodology And Assumptions -
March 25,2015

— Understanding Taiwan Ratings' Rating Definitions -June 26,2018

— GeneralCriteria: Group Rating Methodology -July01, 2019

— Criteria | Corporates| General: Corporate Methodology: Ratios And Adjustments - April 01,
2019

- Criteria | Corporates | General: Methodology And Assumptions: Liquidity Descriptors For
Global Corporate Issuers - December 16, 2014

- Criteria | Corporates|Industrials: KeyCredit Factors For The Aerospace And Defense
Industry - March 25,2014

— General Criteria: Country Risk Assessment Methodology And Assumptions - November 19,
2013

— GeneralCriteria: Methodology: Industry Risk - November 19, 2013

— Criteria | Corporates | General: Corporate Methodology - November 19,2013

— General Criteria: Methodology: Management And Governance Credit Factors For Corporate
Entities - November 13, 2012

— GeneralCriteria: Use Of CreditWatch And Outlooks - September 14, 2009

(Unlessotherwise stated, these articles are published on www.taiwanratings.com)
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Certain terms used in this report, particularly certain adjectives used to express ourview onrating relevant factors, have specific meanings ascribed to them in
ourcriteria, and should therefore be read in conjunction with such criteria. P lease see Ratings Crite ria at www.taiwanratings.com for furtherinformation.
Complete ratings information is available to subscribers of Rating Research Service at rrs.taiwanratings.com.tw. All ratings affected by this rating action can
be foundon Taiwan Ratings' public website at www.taiwanratings.com.

Copyright © by Taiwan Ratings Corp. All rights reserved.

rrs.taiwanratings.com.tw May 29, 2020 5



Media Release: Outlook On Aerospace Industrial Development Corp. Revised To Negative On COVID-19 Impact And
Rising Debt; 'twAA-/twA-1+'Ratings Affirmed

Copyright© 2020 by Taiwan Ratings Corporation (TRC). All rights reserved.

No content (including ratings, credit-related analys es and data, valuations, model, software orotherapplication oroutputtherefrom) orany part there of (Conte nt) may be
modified, reverse engineered, reproduced ordistributedin anyform by any means, orstored in a database orretrieval system,withoutthe prior written permission of TRC.
The Contentshallnotbe usedforanyunlawful orunauthorized purposes. TRC and any third -party providers, as well as theirdirectors, officers, shareholders, e mployees
oragents (collectively TRC Parties) do not guarantee the accuracy, completeness, timeliness or availability of the Content. TRC Parties are notresponsibleforanyerrors or
omissions (negligentorotherwise), regardlessof the cause, for the results obtained from the use of the Content, orforthe security or maintenance of any data input by the
user.The Contentis provided onan "as is" basis. TRCDISCLAIMS ANY AND ALL EXPRESS OR IMPLIED WARRANTIES, INCLUDING,BUT NOT LIMITED TO, ANY WARRANTES
OF MERCHANTABILITY OR FITNESS FOR APARTICULAR PURPOSE OR USE, FREEDOM FROM BUGS, SOFTWARE ERRORS OR DEFECTS, THAT THE CONTENT'S FUNCTIONNG
WILL BE UNINTERRUPTED OR THAT THE CONTENT WILL OP ERATE WITH ANY SOFTWARE OR HARDWARE CONFIGURATION. In no eventshall TRC be liable to any party for
anydirect, indirect, incidental, exe mplary, compensatory, punitive, s pecial or consequential damages, costs, expenses, legal fees, or losses (including, without limitation,
lostincome or lost profits and opportunity costs or losses caused by negligence) in connection with any use ofthe Contenteven if advised of the possibility of such damages.

Credit-related and otheranalyses, including ratings, and statements in the Conte nt are state ments of opinion as of the date they are expressed and not state me nts of fact
TRC's opinions,analyses and rating acknowledgmentdecisions (described below) are notrecommendations to purchase,hold,orsell anysecurities orto make any
investmentdecisions,and do notaddress the suitability of any security. TRC as sumes no obligation to update the Content following publication in any form or format The
Contentshouldnotbe relied on andis nota substitute for the skill, judgmentand experienceof theuser, its management, e mployees, advis ors and/or clients when making
investmentand otherbusinessdecisions. TRC doesnotactas afiduciaryoran investmentadvisorexceptwhere registered as such. While TRC has obtained information
from sources itbelieves to be reliable, TRCdoes not perform an auditand undertakes no dutyof due diligence orinde pendent verification of any information itreceiwes.
Rating-related publications may be published foravarietyofreasons thatare notnecessarilydependentonaction by rating committees, including, but not limited to, the
publication of a periodic update onacreditrating and related analyses.

To the extentthatregulatory authorities allowa rating agency to acknowledge in one jurisdiction a rating issued in another jurisdiction for certain re gulatory pumoses, TRC
reserves the rightto assign,withdraw orsuspend suchacknowledgementatany time and in its sole discretion. TRC disclaims anyduty whatsoeverarisingoutofte
assignment, withdrawal or suspension of an acknowledgment as well as any liability forany damage alleged to have been suffered on account thereof.

TRC keeps certain activities ofits business units separate from each otherin orderto preserve the independence and objectivity of their res pective activities.As aresult,
certain business units of TRC may have information that is notavailable to otherTRC business units. TRC has established policies and procedures to maintain the
confidentiality of certain non-public information received in connection with each analytical process.

TRC receives compensation forits solicited ratings and certain analyses, normally from issuers, originators, arrangers, or underwriters of securities or from obligors. TRC
reserves the rightto disseminate its opinions and analys es. TRC's public ratings and analyses are made available on its Web site s, www.taiwanratings.com (free of charge),
and rrs taiwanratings .com.tw (subscription),and may be distributed through other means, including via TRC publications and third-party redistributors. Please click here
foranyotherconflictofinterests that may affectthe creditrating as requested by the regulator.

rrs.taiwanratings.com.tw May 29, 2020 6


http://www.taiwanratings.com/
https://rrs.taiwanratings.com.tw/portal/member?lang=en
http://www.taiwanratings.com/portal/front/conflictinterest

