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Extended Downturn Erodes Formosa Plastics

Group Companies' Rating Buffers
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Four key Formosa Plastics group companies can absorb the financial impact of weak
profitability and operating cash flow over the next two to three quarters because of the
group's strong capital structure.

That's despite a narrowing rating buffer on each of the Taiwan-based chemical and oil refining
companies. Formosa Plastics Corp. (twAA/Stable/twaA-1+), Nan Ya Plastics Corp.
(twAA/Stable/twaA-1+), Formosa Chemicals & Fibre Corp. (twAA/Stable/twaA-1+), and
Formosa Petrochemical Corp. (twAA/Stable/twaA-1+) reported operating losses of about new
Taiwan dollar (NT$) 18.2 billion in the third quarter of 2022. This was the result of inventory
losses and thin product spreads stemming from high and volatile oil prices and ongoing
COVID-19 curbs in China.

We anticipate China's zero-COVID policy, and an extended slump in the country's property
market, will slow recovery in China's domestic demand for the rest of 2022. In addition, high
inflation and interest rates will hurt exports and further undermine chemical demand in Asia.
This, together with still elevated crude oil prices, could hinder a significant recovery in the four
companies' profitability for the rest of 2022.

We now expect the four companies' aggregate EBITDA to decline to NT$150 billion-NT$160
billion in 2022. This is sharply lower than our previous forecast of NT$210 billion-NT$220
billion. The four companies' operating performance is likely to improve gradually in 2023. But
weak demand and high oil prices will constrain the improvement.

The four companies' debt could rise faster in 2022 than our previous forecast, due to
significant working capital outflow, higher dividend payments and capex, and weaker
profitability.

The companies together reported working capital outflow of about NT$76 billion in the first
half of 2022 because of rising oil prices and shipping bottlenecks. We also estimate that the
four companies will pay cash dividends of about NT$150 billion in the third quarter of 2022.

Their ratio of debt to EBITDA will increase to about 2xin 2022-2023, from 0.6x in 2021. This is
materially higher than our previous forecast of around 1x.

Despite the downside risk from uncertainty in the global economy, we forecast that the
extended suspension of the four companies' chemical project in the state of Louisiana in the
U.S., lower cash dividends, together with stabilizing profitability and operating cash flows,
could prevent the four companies' credit metrics from further deterioration.
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Tightening environmental requirements and sharp cost inflation in the companies' key
operating regions, particularly in the U.S., make it difficult to pursue large scale chemical
projects. The companies have responded by extending their investment time frames.

We now believe that construction of Formosa Petrochemical's Louisiana chemical project is
unlikely to start earlier than 2024, even if the company overcomes regulatory hurdles and
decides to resume the project. A delay would lead to lower capex in 2023-2024 than our
previous assumption. We expect cash dividends to decrease sharply, along with lower
profitability, based on our view that the four companies will maintain a stable payout ratio.

This report does not constitute a rating action.
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