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STOCK DATA
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Market Cap $3,659.6
Shares 
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EARNINGS DATA
EPS (FD Operating)
Dec. 2004A 2005E 2006E
1Q $0.16 $0.23A $0.25
2Q 0.19 0.26A 0.28
3Q 0.27 0.28 0.32
4Q 0.27 0.30 0.33
FY $0.89 $1.07 $1.18
P/E 14.8x 16.4x 14.8x

FY 2004A 2005E 2006E
Revenue 1,028.0 1,117.5 1,213.1
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2Q05

Cash & 
Equivalents

101.0
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Inventories 134.9
Current Assets 395.2
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Total Current 
Liabilities

199.9

Long-Term Debt 108.2
Total Debt 129.9
Total Stockholder 
Equity

563.6

Financial Values In Millions

WFR: 2Q Results and Guidance Suggest That Our 
Thesis Is Playing Out--Maintaining Market Perform

Summary and Recommendation

Although MEMC’s 2Q reported revenue exceeded our estimate as well as 
the company’s guidance range, ASP pressure caused the reported operating 
margin to come in line with our estimates. However, a lower than expected 
tax rate caused a penny upside to our EPS estimate of $0.25. The continued 
ASP pressure into 3Q, in our view, caused guidance to come in below 
expectations, although a lower tax rate (or $0.01/share), offset some of the 
shortfall due to the ASP declines. We believe our thesis is playing out, and 
although guidance may have caught some of the bulls off guard, we 
actually believe that fundamentals are bottoming. To that end, although we 
raised our price target from $14 to $15 this morning, driven by a modest 
increase in multiples, we remain on the sidelines until: 1) we have increased 
confidence in ASP improvement in 1H06; and/or 2) there is a better entry 
point. We reiterate our Market Perform rating.

Key Points 

� 2Q results. MEMC reported 2Q revenue of $275M and EPS of 
$0.26; revenues and EPS came in above our estimate of $270M 
(which was in line with consensus) and $0.25 (which was a penny 
below consensus). A lower tax rate helped the company to meet 
consensus. Guidance for revenues to improve 3%-5% QOQ, was 
below our growth estimate. 

� Overall raw wafer demand at MEMC appears to be stabilizing.
Although MEMC is guiding to 3%-5% QOQ growth in revenues, 
we actually believe the unit growth is higher, and it is the ASP 
pressure (driven by the discounts given during 2Q05) that has 
limited the guidance. We believe there is possible upside if demand 
remains strong into the month of September. 

We need to see proof of higher ASPs to get off the sidelines. The jury is 
still out on the polysilicon issue, as we need evidence of its impact on wafer 
prices. Also, industry utilization rates need to rise to levels that allow wafer 
suppliers to raise prices. We believe 2006 is the earliest MEMC could see 
improvement in ASPs. 

Mehdi Hosseini ** • 415.248.2931 • mhosseini@fbr.com
Anthony Luscri • 415.248.2937 • aluscri@fbr.com

Friedman, Billings, Ramsey & Co., Inc.
1001 Nineteenth Street North . Arlington, Virginia 22209



2Q Results: In Line, with a Little Help from the Tax Man 

Last night after the close, MEMC reported 2Q revenue of $275.4 million, up 7% sequentially, and above 
our estimate of $270 million (which was in line with consensus). The 2Q revenue is attributed to an up tick 
in trailing edge wafer starts, although continued pricing pressure negatively impacted the increase in unit 
demand. Gross margin and operating margin of 36% and 26%, respectively, were in line with our estimates. 
A lower than anticipated tax rate resulted in a reported operating EPS of $0.26, which was a penny above 
our below-consensus EPS estimate of $0.25 and in line with the consensus estimate.

Figure 1: Reported Results versus FBR and Consensus Estimates, 2Q05

Source: FBR Research and Company reports 

3Q Guidance: Like Guidance for 2Q, Cautious with Continued Pricing Pressure 

The company's guidance of revenues improving 3% to 5% sequentially ($284 million-$289 million) was 
below our growth estimate, and the midpoint of the range was below our prior revenue estimate of $289 
million (even with the higher revenue base in 2Q). The lower than expected 3Q revenue guidance, in our 
view, reflects continued pricing pressure. The company’s comments indicated that the pricing pressure seen 
in 2Q will continue into 3Q, which is consistent with our current belief and previous commentary. The 
company believes that its increased cost-reduction activities should offset any potential wafer pricing 
weakness; therefore, 3Q margins should be flat to up as a percentage of sales, and operating expenses 
should decline in absolute dollar terms. Although we believe that the company’s 2Q ASP-driven contracts 
that have expired will be renewed for lower ASPs; the company’s gross margin guidance is in line with our 
original estimate. 

ASP Issues Continue: Where’s the Beef? 

Below, we illustrate the historical blended ASP trends for the different diameters of production-grade bare 
semiconductor wafers (polished and epitaxial). We note that, historically, all wafers types (including ones 
used for advanced chip technologies), on average, have shown year-over-over price declines. 

Figure 2: Historical Blended ASP of Polished and Epitaxial Wafers, at Start of Year, 1998-
2004 (Price per Square Inch, in U.S. Dollars)

Note: CAGR is for the period of 1998-2004, except 300mm, which is 2002-2004



Source: Gartner Dataquest and FBR Research

MEMC’s management has been arguing for some time that the current supply/demand imbalance of raw 
polysilicon will ultimately result in the increase of wafer ASPs (or in the very least, buffer the rate of wafer 
price declines). The logic is as follows: 1) MEMC’s competitors, (which MEMC claims must buy 
polysilicon at inflated prices) will pass along the higher raw material price to their customers; 2) MEMC 
will follow the price increase with increased prices of its own, therefore growing revenues at a higher rate 
than wafer starts, as ASPs firm; 3) In the very least, MEMC’s competitors will get hit on margins if they do 
not pass along the increased raw material prices. 

So, we differ in opinion with several points within the story. First, we believe that a majority of MEMC’s 
top competitors in the industry have polysilicon supply, either through facilities of their own or through 
long-term contracts with existing suppliers. We would argue that the spot price of polysilicon has very little 
impact on the prices in which MEMC’s competitors have to pay for raw polysilicon, now or in the longer 
term.

Second, we are relatively sure that the chip makers will not accept higher wafer pricing, unless it pushed to 
them across the board from all of their suppliers. All that it takes is one supplier to try and take market share 
by accepting lower margins (by not increasing their prices in the face of higher raw material costs), and the 
pricing story falls apart. Keep in mind that other large players in the wafer industry are either a division 
within a larger public company or are privately held. We believe the ownership structure of MEMC’s 
competitors adds complexity to the situation, and it is not a simple economic story of passing along higher 
costs to the consumer. 

Third, due to the current price differential in solar-grade wafers versus semiconductor-grade wafers 
(approximately 5x-6x, per our estimates), we believe that a majority of the raw polysilicon price increase 
that the market has seen to date has been for solar-grade silicon rather than the grade used by the 
semiconductor industry; in addition, we do not expect the increase in polysilicon pricing to impact the 
availability of semiconductor wafers, or the price of semiconductor-grade wafers. Again, we note that 
MEMC receives negligible revenues from the solar market, as it just shipped its first solar ingot in the first 
quarter and currently does not participate in the solar wafer market. MEMC continues to sell excess raw 
polysilicon to the solar industry.

Finally, the most important point of all, management mentioned in the conference call that it expects the 
industry-wide utilization rate to remain in the 80th percentage range going into 2006. We would argue that 
the industry’s average utilization rate will need to increase above 90% before we begin to see wafer ASP 
increases. We note that internal utilization rates at wafer suppliers are currently ranging between 80% and 
90% (200mm at the low end, while 300mm is at the high end); and, for ASPs to improve significantly from 
here, the internal utilization rate would need to increase well above 90%. Also, Although the wafer-demand 
environment has improved, we note that MEMC, along with its top competitors, has been increasing its 
300mm capacity. This, according to our estimates, will result in 6%, 8%, and 3% sequential increases in 
total capacity at MEMC from 2Q05 to 4Q05, respectively. Therefore, for MEMC’s internal capacity 
utilization to improve well above 90%, sequential wafer demand would need to improve well above the rate 
at which capacity is coming online at MEMC. Our current sequential wafer start estimates for 2Q05 through 
4Q05 are 5%, 8%, and 4%, sequentially, and therefore, we do not anticipate demand to outstrip supply in 
the near term, somewhat limiting ASP growth. We estimate that the mix of 300mm wafer capacity at 
MEMC will remain in the 30% to 35% range (of revenues) in the near future, which is well below that of 
such competitors as Shin-Etsu Handotai. 

Admittedly, we could be wrong. But the argument above is what has kept us on the sidelines. We would 
like to see some sort of proof that wafer ASPs are on the rise, either through 1) polysilicon price increases, 
or 2) industry-wide factory utilization rate increases that allow suppliers to raise prices, or 3) significant 
differentiation through advanced technologies/materials that allow a price differential to be charged. 



Review of Our Investment Thesis 

Past: What MEMC reported the second quarter and provided as guidance for the third quarter was pretty 
much in line with our preview from Tuesday. To that extent, we were not surprised by the report and the 
guidance: 1) we said demand for mature technology (i.e. 200mm) had picked up during the quarter, and 
that’s what MEMC indicated. In fact, the ASP pressure that caught some investors by surprise was 
expected, as the wafers used for mature technologies do not carry the ASP premium that 300mm wafers do. 
As MEMC’s customers, particularly the foundries, had reduced prices to stimulate demand, we believe that 
this price reduction had led to further pressure on raw wafer prices at MEMC. 2) We stated that we do not 
expect ASP improvement for several quarters. MEMC indicated that ASP pressure has actually sustained 
into the third quarter. 3) We also stated that the polysilicon shortage is currently more hype than having a 
material impact, and that’s what the reported numbers and guidance indicate. Net/net here is that the 
company met our expectations, though some of the bulls on the name may have come out disappointed. 

Present: Based on what logic manufacturers, memory manufacturers, and foundries have reported for 
second-quarter results, we believe that the overall wafer demand has improved so far into the third quarter. 
Although MEMC is guiding to 3%-5% sequential growth in revenues, we actually believe the unit growth is 
higher, and it is the ASP pressure (driven by the discounts given during 2Q05) that has limited the 
sequential revenue growth. We also do not rule out upside to the revenue guidance range, especially if 
demand in the month of September were to hold. Therefore, the net/net here is that the overall raw wafer 
demand at MEMC appears to be stabilizing during the third quarter, with possible upside if demand remains 
strong into the month of September.

Future: Consistent with our thesis, we believe the earliest MEMC would see stabilization in the overall 
wafer ASPs would be in 1H06. We note that there are two factors behind possible ASP improvement. 1) 
given MEMC’s overall mix between 200mm (and-below) and 300mm (which we estimate to be 75% and 
25%), we believe that a continued improvement in demand at the trailing edge (at MEMC’s customer sites) 
combined with the fact that MEMC is the largest provider of 200mm wafers could help stabilize the overall 
ASPs. This, combined with improving 300mm wafer demand, could actually help stabilize and somewhat 
improve ASPs in 1H06. 2) Although we have yet to see the impact of polysilicon to the top and bottom line 
at MEMC, if the company is correct with its expectations, we believe that we could see limited positive 
impact in early 2006. However, the jury is still out on this, and we would need further evidence of this to 
better quantify the impact. Thus, the net/net here is that although the overall business has stabilized, we still 
need to see or have increased confidence in improving profits above and beyond what is in our estimates.

Risks

MEMC recently extended the useful lives of certain assets to better reflect their economic lives. This 
reevaluation resulted in a 2% favorable impact on gross profit, which somewhat affects comparisons. We, 
thus, would look for ongoing improvement in gross margin through better asset utilization and turnover to 
determine management’s effectiveness.



Although Texas Pacific Group’s (TPG) ownership in MEMC has been reduced from 64% to its current 
level of about 40%, we believe that this is still an overhang on the stock that has nothing to do with 
fundamentals. We expect further reduction in TPG’s ownership going forward.

Although the industry has consolidated, mitigating the risk of wafer supply overcapacity, we believe that the 
risk of overcapacity remains as Japan-based competitors, with deep pockets, could flood the market with 
300mm capacity aimed at increasing market share.

Given MEMC’s facility loans and the indenture for its senior subordinated secured notes, the company is 
required to fulfill a number of restrictive covenants. In the event of violation, the loan commitments under 
the revolving credit facility may terminate, and, thus, the loan and accrued interest outstanding would be 
lost.

Company Profile 

Incorporated in 1984, MEMC Electronic Materials, Inc. is engaged in the design, manufacture, and sale of 
electronic-grade wafers for the semiconductor industry. The company provides wafers in sizes ranging from 
100 millimeters (4 inches) to 300 millimeters (12 inches), including three general categories of wafer: prime 
polished, epitaxial, and test/monitor. Its principal customers are semiconductor device manufacturers, 
including major memory, microprocessor, and application-specific integrated circuit (ASIC) manufacturers 
and foundries. MEMC's wafers are used as a starting material for the manufacture of various types of 
semiconductor devices, including microprocessor, memory, logic, and power devices. The company 
operates manufacturing facilities in Europe, Malaysia, Japan, South Korea, the United States, and Taiwan.
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Rating FBRC Research Distribution1 FBRC Banking Services in the past 12 months1

Buy (Outperform) 49.1 % 19.2 %
Hold (Market Perform) 44.1 % 6.4 %
Sell (Underperform) 6.8 % 0.0 %

*Closing price of last business day immediately prior to the date of this publication.




