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Up/downside to price target (%) 24
Shr price, close (Feb 23, 2015) HK$3.62
Mkt cap, curr (mn) Rmb61,615
EV, curr (mn) Rmb156,577

Fiscal Year Ending 12/13 12/14e 12/15e 12/16e

ModelWare EPS (Rmb) 0.07 (1.21) 0.01 0.21
Prior ModelWare EPS
(Rmb)

- (0.42) 0.01 0.22

Consensus EPS (Rmb)§ (0.17) (0.46) (0.23) 0.01
Revenue, net (Rmb
mn)

173,038 168,489 184,222 187,389

EBITDA (Rmb mn) 6,577 (2,535) 16,277 20,204
ModelWare net inc
(Rmb mn)

948 (16,308) 140 2,785

P/E 30.1 NM 282.8 14.2
P/BV 0.6 1.4 1.4 1.3
RNOA (%) (0.8) (5.5) 4.8 7.1
ROE (%) 2.2 (36.8) 0.5 9.9
EV/EBITDA 20.7 NM 9.6 7.6
Div yld (%) 0.0 0.0 0.0 0.7
FCF yld ratio (%) (19.7) 7.8 8.5 8.3
Leverage (EOP) (%) 208.8 341.6 329.6 293.9
Unless otherwise noted, all m etrics are based on Morgan Stanley ModelWare fram ework
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Industry View
Attractive

Stock Rating
Overweight

Price Target
HK$4.50

Aluminum Corp. of China Ltd.Aluminum Corp. of China Ltd.

February 25, 2015

Asia Insight – Revisiting Our OW Call:
Addressing Key Investor Concerns

Chalco's share price has pulled back in the wake of its preliminary
results announcement. After material impairments in 2014 and new
management, we believe Chalco is on the road to recovery in 2015.
We address key investor concerns below.

Big changes in 2014 cleared the way for a turnaround in 2015: Chalco
announced a loss of Rmb16.3bn at its recent preliminary 2014 results, with an
impairment loss of Rmb5.5bn related to plant shutdowns. We view this as a
clear sign that management is cleaning up bad assets and booking related
losses in 2014 to start fresh in 2015, following management changes in 2H14.

Cash flow has improved and FCF is positive for the first time since 2007:
Chalco generated Rmb13bn in operating cash flow in 2014, the first year since
2007 that it has seen positive FCF. The company reduced inventory and
accounts receivables by Rmb1.1bn and Rmb1.7bn, respectively, in 2014. We
expect it to also lower capex; together with cost cutting and working capital
management Chalco will continue to strengthen its cash flows. With FCF
turning positive, we expect the company to start paying off debt.

Cost cutting continues, labor and power costs declining: Chalco reduced
its labor force by 18,000 over 2010-13 and we expect further cuts in 2014 as it
closes several lines. It has also lowered its power price by purchasing power
directly at its plants. Its 1H14 average power cost was Rmb0.43/kWh vs.
Rmb0.399/kWh for 3Q14. With power reforms underway in China, we expect
Chalco to continue to lower its power costs.

New management: Chalco changed its Chairman and CEO in 4Q14. New
Chairman Mr. Ge Honglin was formerly head of Shanghai Baosteel Group and
spent 2001-2014 as municipal governor of Chengdu city (and mayor from
2003). Since Mr. Ge took the reins at Chalco, the company has started to divest
non-core assets. We expect more reforms in coming months.

Bauxite self-sufficiency rate rising: As the Indonesia export ban continues,
China's imported bauxite inventory is running low, with seven months'
inventory remaining, we estimate. Chalco is expanding its self-sufficiency in
bauxite supply, from 47% in 2013 to 64% in 2014, with plans to raise it to 80%
by end-2015. Downside risk: Aluminum prices lower than expected. Upside
risk: domestic interest rate cuts will lead to lower financing cost for Chalco.

Exhibit 1:Exhibit 1: Key stats for Chalco A share

Sou rce: Compan y data , Th omson  Reu ters,  Morgan  Stan ley Research

Morgan Stanley does and seeks to do business with
companies covered in Morgan Stanley Research. As a result,
investors should be aware that the firm may have a conflict
of interest that could affect the objectivity of Morgan
Stanley Research. Investors should consider Morgan
Stanley Research as only a single factor in making their
investment decision.
For analyst certification and other important disclosures,For analyst certification and other important disclosures,
refer to the Disclosure Section, located at the end of thisrefer to the Disclosure Section, located at the end of this
report.report.
+ =  An alysts emp loyed  by n on -U .S.  a ff ilia tes are n o t reg istered  w ith  F INRA, may
n o t be associated  person s o f th e member an d  may n o t be su b ject to  NASD/NYSE
restriction s on  commu n ication s w ith  a  su b ject compan y, pu b lic appearan ces an d
trad in g  secu rities h eld  by a  research  an alyst accou n t.
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Financial SummaryFinancial Summary

Exhibit 2:Exhibit 2: Chalco - Financial Summary

Sou rce: Compan y data ,  Morgan  Stan ley Research
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Investment DebatesInvestment Debates

Debate 1: Is the positive FCF sustainable?

Market view: Chalco has been FCF negative for so many years, the recent improvement is not sustainable.

Our view: Several changes in the company make us believe that the positive FCF is sustainable and the
company will start to turn profitable in 2016:

Where we might be wrong: Company increases capex to diversify into other businesses.

Debate 2: Can Chalco really reduce staff and cut costs so aggressively?

Market view: No. Chalco is a SOE and it bears social responsibilities such as creating and maintaining
employment. It will be difficult for the company to cut its labor force. As such, Chalco is inefficient and is a high-
cost producer in China's aluminum industry.

Our view: Chalco has already reduced its staff numbers by a meaningful amount. Although the company might
still have to bear a slightly lower production cost/head compared to peers, this gives it bargaining power to
negotiate for a lower power cost:

1. Improved working capital management: The company's strong cash flow in 2014 was helped by more
efficient working capital management. According to the company, inventory and accounts receivable fell by
Rmb1.1bn and Rmb1.7bn, respectively, during 2014. Meanwhile, the company has put more strict
inventory controls in place. It has successfully reduced its cash coversion cycle since 2009, and we believe
there is room for this to shorten further.

2. Cost-cutting efforts: Chalco is aggressively cutting its operating costs by reducing its labor base and
power costs. The company has cut its power costs from Rmb 0.43/kWh in 1H14 to Rmb0.399/kWh in
3Q14 by getting more direct power purchases. We expect further reductions in power costs in 2015 and
2016, and believe the company's EBITDA will not deteriorate significantly.

3. Increased self-sufficiency rate: With Indonesia's export ban continuing in 2014, China's inventory of
imported bauxite is running low, with only seven months of inventory remaining, we estimate. Chalco
owns the majority of the bauxite reserves in China and is expanding. Its self sufficiency rate increased from
47% in 2013 to 64% at the end of 2014, and the company plans to expand to 80% by end-2015. This will
provide a sustained cost advantage vs. its peers, in our view. We estimate that by increasing its bauxite self-
sufficiency rate to 80%, the company can increase its 2016 EPS by 25%, and we have built this into our
base case scenario.

1. The company reduced its staff numbers by 18,000 from 2010 to 2013 (see Exhibit 8), without sacrificing its
aluminum output. The decline in production volume in 2013 was mainly due to lower ASP, instead of staff
shortages.

2. Recent SOE reforms and a series of other reforms initiated by the central government show that China is
willing to make its SOEs more market-oriented.

3. We believe Chalco could use the planned cuts to its labour force as a lever when negotiating with local
governments on direct power purchases. Local governments will likely be anti-lay offs, and we believe
Chalco needs to take a balanced approach to cutting staff and getting more direct power purchases.
However, either outcome (reduced staff numbers or increased direct power purchases) would benefit
Chalco.

4. We forecast a Rmb0.027/kwh reduction in power costs in 2015e (to Rmb0.39/kwh) and a further
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Where we might be wrong: Sector-wide cuts in power prices would result in lower cost support for aluminum
and offset the benefits from lower costs.

Debate 3: Can aluminum demand improve?

Market view: China's growth rate is slowing and aluminum is oversupplied globally, so there is little likelihood
of any upside in the aluminum price.

Our view: The market is overly bearish on all commodities, especially after the recent weakness in the oil price.
We believe aluminum demand is sound because the levels of demand are more related to consumption, and
some end-markets have seen an improvement in near-mid term demand for aluminum.

We expect a meaningful recovery in the aluminum consumption index, a composite by end-market demand for
aluminum products, to 8% in 2015 from 2% in 2014. The biggest drivers are the property, auto and power
infrastructure sectors. These three make up 74% of China's total demand for aluminum, we estimate:

Rmb0.01/kwh in 2016e. Our sensitivity analysis shows that every Rmb0.01/kwh increase in electricity costs
would result in a Rmb0.02/share change in EPS (2015e and 2016e).

1. Property is around 33% of aluminum demand in China. Property sales recovered in October 2014 after the
mortgage loosening and removal of the Home Purchase Restriction (HPR). We expect new home starts to
improve in late 2Q15.

2. Auto & transportation accounts for 27% of aluminum demand in China. Typically, a lighter- weight car will
use more aluminum than a traditional car, and demand in China is moving away from traditional cars. Our
auto team expects 7-8% YoY growth of PV sales in China in 2015. Together with growth in other modes of
transportation, we expect 12% overall growth in 2015.

3. Power infrastructure accounts for 14% of aluminium demand. With the high voltage network increasing
construction speed, we expect demand for aluminum-based power cables to grow more rapidly than it has
done in the previous few years.
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Where we might be wrong: Macro environment continues to slow down or if continued weakness in oil
negatively affects sentiment in the commodity space. As Chalco's main product is aluminum, we have run
different scenarios for aluminum prices and how they would likely affect Chalco's earnings. For details, please
refer to Exhibit 36.

Exhibit 3:Exhibit 3: We expect a meaningful recovery in aluminum demand in 2015e, driven by property, power and
auto sector

Sou rce: CE IC, NB S, Morgan  Stan ley Research

| February 25, 2015Aluminum Corp. of China Ltd.

5



 

Cost-cutting + New Management Reform = TurnaroundCost-cutting + New Management Reform = Turnaround

 Cash flow has improved and FCF has turned positiveCash flow has improved and FCF has turned positive

Chalco reported poor preliminary earnings for FY2014 due to one-offs. At the same time, though, the
company's cash flow is improving, with operating cash flow ticking to its highest level (Rmb13bn) since 2007,
according to the preliminary result. We expect the company's FCF to turn positive for FY2014, the first time
since 2007. This could help the company accelerate balance sheet deleveraging, which would solve one big
concern of investors - Chalco's high gearing.

Chalco strengthened its cash flow in 2014 through more efficient management of its working capital. Inventory
and accounts receivables were reduced by Rmb1.1bn and Rmb1.7bn, respectively, during the year. The company
has exercised strict inventory controls, and has reduced its cash conversion cycle since 2009; and we see room
for further reductions in future.

Exhibit 4:Exhibit 4: Chalco's free cash flow has improved significantly recently

Sou rce: Compan y data ,  Morgan  Stan ley Research  (e) estimates
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 Cost-cutting: Labor costs and power costsCost-cutting: Labor costs and power costs

As part of its cost-cutting efforts, management has committed to further reducing its labor base. During 2010-
2013, the company cut its labor force by 18,000 and guided for continued cuts in 2014. When compared with
global peers, Chalco has room to cut more (see Exhibit 7). We estimate the company cut a further 20,000 from
its labor force in 2014, and we think an additional 5% cut is likely in 2015.

According to numbers reported in its FY2013 annual report, we estimate that staff costs per employee on
average are Rmb73,400/year at Chalco, excluding remunerations paid to senior management. Therefore, a
reduction of 1,000 employees (1% of the total labor base), would result in Rmb73.4mn in cost savings. The
after-tax effect would be Rmb55mn or Rmb0.0041/share. To bring the productivity per head in-line with the
industry average, Chalco would need to cut a further 36,000 staff to reduce the total number of employees to
54,000. If this plays out, we would see a further Rmb0.15/share in after-tax cost savings.

A reduction in the on-grid power price may soon be forthcoming in China, according to a report in the China
Securities Daily on February 4, 2015. The ongoing power reforms and depressed coal price has made it
inevitable that power prices will be cut at some point. Meanwhile, Yunnan Aluminum, a SOE operating in
Yunnan has announced that it expects to see a Rmb0.05/kwh reduction in power costs in 2015.

Chalco stands to benefit the most among peers from any reduction in power costs because: 1) Chalco receives
only 27% of its power from its own power plant (vs. 40-100% at its peers), making it more sensive than its peers
with higher captive power to any cuts in the price of grid power. 2) The company can cut its power costs by
more than the industry average, due to direct power purchases.

Exhibit 5:Exhibit 5: Besides EBITDA, changes in working
capital also affect operating cash flow

Source: Company data, Morgan Stanley Research (e) estimates

Exhibit 6:Exhibit 6: Management has steadily reduced the
cash conversion cycle since 2009

Source: Company data, Morgan Stanley Research (e) estimates
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 Management changes in 2H14Management changes in 2H14

Chalco appointed Mr. Ge Honglin as President and Chairman in December 2014. Mr. Ge has worked in the steel
industry for over 17 years and has a strong technical background. He holds a PhD in engineering and is a

Exhibit 7:Exhibit 7: Chalco has more room to cut its labor force

Sou rce: Compan y data ,  W oodmac, Morgan  Stan ley Research

Exhibit 8:Exhibit 8: Chalco has been steadily reducing its
staff base in recent years

Source: Company data, Morgan Stanley Research (e) estimates

Exhibit 9:Exhibit 9: Labor costs accounted for only 7% of
COGS in 2013 (Rmb5.6bn in COGS and Rmb6.6bn
including SG&A).

Source: Company data, Morgan Stanley Research. Note: The above
numbers exceed the cost in trading segment.

Exhibit 10:Exhibit 10: Electricity accounted for around 47%
of the aluminum production cost for Chalco in
2013...

Source: Company data, Morgan Stanley Research

Exhibit 11:Exhibit 11: ... and it has a strong impact on the
company's EPS and our base case valuation

Source: Company data, Morgan Stanley Research (e) estimates
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professor-level senior engineer. He served as the vice general manager of Shanghai Baosteel Group from 1998
to 2001 and was municipal governor of Chengdu city from 2001 to 2014, becoming mayor of the city in 2003.

Under the previous management team's leadership, Chalco expanded its businesses aggressively and acquired
many assets, some of which were purchased at high cost. We believe the new management team will steer the
company along a more focused path, as evidenced by its recent divestment of non-core assets.

In December 2014, the new management announced a series of asset disposals, first in relation to four
polycrystalline silicon companies, followed by shares in Jiaozuo Wanfang. The company has already booked
Rmb1.4bn for the disposal of the polycrystalline silicon companies. For Jiaozuo Wanfang, its shares are trading
at a 67% premium to book value. Chalco announced that the minimum selling price would be Rmb8.74/share.
Assuming that this is the final settlement price, the sale of 120mn shares would equate to a Rmb380mn gain, on
our estimates.

We see this as a strong indication that the new management team is committed to cleaning up bad assets and
refocussing on the core business. Meanwhile, the cut off date - announcing the loss-making divestment in 2014
while proposing a profitable divestment in 2015 - suggests that management intends to book any possible one-
off losses in FY2014 to enable a fresh start in 2015.

 Limited asset disposals in the futureLimited asset disposals in the future

Chalco wrote off Rmb5.5bn in assets during 4Q14, to clean up its bad assets and make a fresh start for 2015. As
a result, we believe future disposals, if any, will likely result in accounting gains, as happened in 2013. In Exhibit
15, we list Chalco's non-core assets. Assets in the bottom of the list have a higher chance of being disposed of,
in our view. The bottom four have a total book value of Rmb134mn only. Therefore, they are not likely to have
any significant impact on the P/L, even if sold. As such, we believe the company will not make significant asset
disposals in 2015.

Exhibit 12:Exhibit 12: Proposed divestment of non-core assets

Sou rce: Compan y data ,  Morgan  Stan ley Research

Exhibit 13:Exhibit 13: Baosteel performed satisfactorily
compared to peers during Mr. Ge Honglin's tenure

Source: Company data, Morgan Stanley Research

Exhibit 14:Exhibit 14: Chengdu GDP growth has consistently
outperformed the national average and was more
stable during Mr. Ge's tenure as mayor

Source: CEIC, Morgan Stanley Research
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 Balance sheet deleveragingBalance sheet deleveraging

Chalco is one of the most highly leveraged companies in our coverage universe. We estimate its net gearing will
reach 262% in 2014, due to the impact on equity from its heavy loss. But with sustainable improvement in free
cash flow, we expect its gearing to decline in future years as the company gradually pays down its debt, using its
free cash flow. In addition, we think it is possible that the company may raise funds on the A-share market to
pay off its debt, as Chalco A shares are now trading at around 1.8x PB. Although we have not factored this
possibility into our base case, the company has indicated in its announcements that it has made several
attempts since 2010 to raise funds. We expect that H-share investors would react positively to such a fund-
raising move.

 

Exhibit 15:Exhibit 15: Chalco holds multiple assets outside its alumina/primary aluminum business

Sou rce: Compan y data ,  Morgan  Stan ley Research
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ValuationValuation

After the impairment in 2014, Chalco H is currently trading at 1.3x 1-year rolling forward P/B, while Chalco A is
trading at 2.4x, close to or below its long-term average (2007-current). Compared to peers, Chalco A is inline
with overseas listed stocks and is slightly more expensive than its A-share aluminum peers. With a higher self-
sufficiency rate, lower power and labor costs, and more efficient cash flow we expect the company's earnings to
turn around in 2016. On the back of that turnaround, we expect the stock to be re-rated.

Exhibit 16:Exhibit 16: Positive FCF likely to help deleverage
the balance sheet to healthier level in next few
years

Sou rce: Morgan  Stan ley Research  (e) estimates

Exhibit 17:Exhibit 17: Chalco H and Chalco A EBITDA/t vs. P/B

Sou rce: Compan y Data , Datastream, Morgan  Stan ley Research  (e) estimates
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Exhibit 18:Exhibit 18: Chalco H and Chalco A P/B valuation

Sou rce: Datastream, Morgan  Stan ley Research

Exhibit 19:Exhibit 19: Chalco H and Chalco A EV/EBITDA valuation

Sou rce: Datastream, Morgan  Stan ley Research

Exhibit 20:Exhibit 20: Valuation is within the range of global and domestic peers

Sou rce: Th omson  Reu ters,  Morgan  Stan ley Research ; No te: NC= n ot covered ; e fo r covered  stocks =  Morgan  Stan ley Research  estimates,  e fo r n on -

covered  stocks =  Th omson  Reu ters con sen su s
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Exhibit 21:Exhibit 21: Since 2011, both Chalco A and H are more correlated with LME aluminum price at 0.9 than SHFE
at 0.6-0.8

Sou rce: Datastream, Morgan  Stan ley Research
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Demand outlook by sectorDemand outlook by sector

 1. Property1. Property

Morgan Stanley expects growth of 5% in property sales
and flat growth in new starts in 2015. This would
represent a sharp improvement on 2014, when
commercial property sales were down 8% and
commercial new starts were down 11% YoY.

Exhibit 22:Exhibit 22: China aluminum consumption index

Sou rce: CE IC, NB S, Morgan  Stan ley Research  (e) estimates

Exhibit 23:Exhibit 23: Floor space sales typically lead
aluminum production by ~5 months

Sou rce: CE IC, Morgan  Stan ley Research
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 2. Auto2. Auto

Our auto analyst, Jack Yeung, expects China's PV
(personal vehicle) sales to grow by 7-8% YoY in 2015,
due to current low penetration and growing disposable
income. For details, see Jack's report, China Autos &For details, see Jack's report, China Autos &
Auto Parts: Go for Growth in 2015 (29 Jan 2015Auto Parts: Go for Growth in 2015 (29 Jan 2015).

We believe aluminum demand from the auto sector will
outpace growth in auto production. Aluminum is
substituting traditional steel in auto production because
it is light-weight and energy efficient. According to a
survey conducted by Consumer Federation of America
in 2013, 88% of US consumers say fuel economy will be
an important factor in their next vehicle purchase. We
think the trend in the US presages future developments
in China.

Exhibit 24:Exhibit 24: Floor space new starts still showing
negative growth but on a recovery trend

Source: Source: CEIC, Morgan Stanley Research

Exhibit 25:Exhibit 25: Property sales in tier 1 and tier 2 cities
see a strong uptick recently

Source: Sofun, Morgan Stanley Research; Note: T ier 1 cities include
Beijing, Shanghai, Guangzhou and Shenzhe; tier 2 cities include
Tianjin, Shenyang, Harbin, Nanjing, Hangzhou, Jinan, Zhengzhou,
Wuhan, Changsha, Chongqing, Chengdu, Dalian, Qingdao and
Ninbo 14 cities.

Exhibit 26:Exhibit 26: Aluminum production has fluctuated in
a smaller range since late 2011, following
increased use of aluminum in auto production

Sou rce: CAAM, CEIC, NB S, Morgan  Stan ley Research

Exhibit 27:Exhibit 27: China's auto sales and total number of
autos figures are still climbing...

Source: CAAM, Morgan Stanley Research; e=Morgan Stanley
Research estimates

Exhibit 28:Exhibit 28: ...but PV unit sales growth is slowing
down

Source: CAAM, Morgan Stanley Research; e=Morgan Stanley
Research estimates
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 3. Power infrastructure3. Power infrastructure

Aluminum is used in power cables. Grid investment in 2014 was +7% YoY, with most investment coming at the
end of the year (spending was pushed back as a result of China's anticorruption campaign the prolonged
auditing process). Looking into 2015, we think spending will accelerate compared to 2014. We expect the pace
of construction on the Ultra High Voltage network to increase as local governments push to lower their coal
consumption. We forecast 10% YoY growth in power grid investment in 2015.

Exhibit 29:Exhibit 29: US auto aluminum demand to accelerate for rest of world to follow

Sou rce: Alcoa , Du cker W orldw ide 2014, IHS Morgan  Stan ley Research

Exhibit 30:Exhibit 30: Aluminum vs. Steel in auto applications

Sou rce: Alcoa , Morgan  Stan ley Research

| February 25, 2015Aluminum Corp. of China Ltd.

16



Exhibit 31:Exhibit 31: We have passed 76% of the 12th five-
year timeline but less than 50% of the spending
target has been reached

Source: CEIC, Morgan Stanley Research

Exhibit 32:Exhibit 32: 2014 transformer tendering #6
dropped 15.2% YoY

Source: The State Grid, Morgan Stanley Research
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Changes to EstimatesChanges to Estimates

Our 2014 EPS estimate falls to (1.21) from (0.42), mainly as a result of the preliminary results announcement
(see Exhibit 33). As the decrease in 2014 earnings is largely a result of one-offs such as asset impairment and
provision of staff cost for early retirement or termination of contract, our numbers for 2015e and beyond
change only marginally. Our price target and ratings are unchanged for both A and H shares for the same
reason.

 MS aluminum price forecast:MS aluminum price forecast:

Our commodities team expects growth in global demand for aluminum to remain robust. In 2014, besides the
demand growth in China, we saw Japan, the US, and even Europe weigh in with 3-8%YoY growth, mainly in
auto-sheet. The current signals such as high premia suggest tightness in the global market.

Despite the improving supply and demand fundamentals, our commodities team believes the aluminum price
faces headwinds, with the key bear risk in LME warehouse reform, which could result in a further release of
aluminum to the market, weighing on spot and premia.

In terms of alumina, our model anticipates the global alumina trade moving from surplus towards balance: This
shift is consistent with the recent spot price moves, and suggests that medium-term fundamental support exists
for relatively high price levels. For details, please see Global Metals Playbook: 2015 Outlook: Back to MetalsGlobal Metals Playbook: 2015 Outlook: Back to Metals
(16 Dec 2014).(16 Dec 2014).

Our current aluminum price forecast is higher than the spot. Therefore, we see risk of downward revision to the
price forecast and hence a potentially negative impact on Chalco's EPS and intrinsic valuation. We have done an
analysis of the potential impact, and in our bear case, the current aluminum price assumption would push
Chalco into losses in 2015e and 2016e. Longer-term EPS would still be positive, even at our commodities team's
bear case forecast.

Exhibit 33:Exhibit 33: Changes in key assumptions

Sou rce: Compan y data ,  Morgan  Stan ley Research  (e) estimates
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Exhibit 34:Exhibit 34: Our commodities team is forecasting
an increasing aluminum price in the future

Source: Bloomberg, Morgan Stanley Research

Exhibit 35:Exhibit 35: MS aluminum price forecast vs. spot

Source: Bloomberg, Morgan Stanley Research

Exhibit 36:Exhibit 36: Chalco's bull-base-bear EPS

Sou rce: B loomberg , Morgan  Stan ley Research
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Price Target    HK$4.50 We use our residual income valuation model to derive a base-case
intrinsic value estimate for Chalco. Our RI-based price target is
derived by discounting our 10-year earnings forecast by a COE of
11.7%. Our COE is based on a risk-free rate of 3%, an equity risk
premium of 7.23% and a beta of 1.2. We also assume a steady
state growth rate of 0% and long-term ROE of 6%.

Bull HK$5.50
2.0x 2015e bull case BVPS

Higher margins plus potential parent asset injection: Higher
aluminum pricing via a stronger demand recovery and limited
capacity increase in China.

Base HK$4.50
1.7x 2015e base case BVPS

Base-case pricing: We apply our base-case aluminum price
forecasts of US$0.94/lb in 2015 and US$1.17/lb over the long
term.

Investment ThesisInvestment Thesis

Indonesia’s revised bauxite export policy has
affected the supply of imported bauxite. This will
likely result in higher alumina prices. Chalco, which
owns the largest bauxite assets in China, will likely
benefit.

The company plans to participate in SOE reform by
inviting private ownership in some of its plants.

The recent PBOC rate cut and potential future rate
cuts are likely to benefit Chalco, which has high
leverage in its balance sheet.

Key Value DriversKey Value Drivers

Largest aluminum producer in China, enjoying
strong government support.

Acquisitions in other resources could add value,
but would increase debt.

Improving aluminum outlook, slowdown in
capacity increase in China, and strong demand.

Potential CatalystsPotential Catalysts

Negative: 1) Rising energy and power costs; 2)
oversupply from new capacity in the western area
of China.

Positive: 1) Announcement of capacity-curbing
policies; 2) better economic data points from the
automotive and construction industries; 3)
domestic interest rate cuts will lead to lower
financing cost for Chalco.

Risks to Achieving Price TargetRisks to Achieving Price Target

Downside: 1) Capacity cut does not materialize or
is slower than expected; 2) higher energy and
power costs.

Bear HK$2.50
1.0x 2015e bear case BVPS

Aluminum prices fall with lower production volume: We
assume a bear-case aluminum price forecast of US$0.80/lb and 5%
volume decrease.

 

Risk Reward Snapshot: Chalco H (2600.HK, HK$3.59, OW, PT HK$4.50)Risk Reward Snapshot: Chalco H (2600.HK, HK$3.59, OW, PT HK$4.50)

Risk-Reward View: Aluminum outlook has turned more positive

Sou rce: Th omson  Reu ters,  Morgan  Stan ley Research
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Price Target    Rmb4.70 Our price target is derived by applying a 30% premium to our H
share price target, after adjusting for the exchange rate.

Bull Rmb8.20
3.0x 2015e base case BVPS

Higher margins plus potential parent asset injection: Higher
aluminum pricing via stronger demand recovery and limited
capacity increase in China.

Base Rmb4.70
2.3x 2015e base case BVPS

Base-case pricing: We apply our base-case aluminum price
forecasts of US$0.94/lb in 2015e and US$1.17/lb over the long
term.

Investment ThesisInvestment Thesis

Indonesia’s revised bauxite export policy has
affected the supply of imported bauxite. This will
likely result in higher alumina prices. Chalco, which
owns the largest bauxite assets in China, will likely
benefit.

The company plans to participate in SOE reform by
inviting private ownership in some of its plants.

The recent PBOC rate cut and potential future rate
cut are likely to benefit Chalco, who has high
leverage in the balance sheet.

Despite the improved industry outlook, we are EW
on Chalco A due to its more expensive valuation
against the H shares.

Key Value DriversKey Value Drivers

Largest aluminum producer in China, enjoying
strong government support.

Acquisitions in other resources could add value,
but at high acquisition cost and with increased
debt.

Improving aluminum outlook, slowdown in
capacity increase in China, and strong demand.

Potential CatalystsPotential Catalysts

Negative: 1) Rising energy and power costs; 2)
oversupply from new capacity in the western area
of China.

Positive: 1) Announcement of capacity-curbing
policies; 2) better economic data points from the
automotive and construction industries.

Risks to Achieving Price TargetRisks to Achieving Price Target

Upside: 1) Rising aluminum prices; 2) improved
demand from end-markets; 3) potential asset
injection from parent Chinalco; 4) domestic interest
rate cuts will lead to lower financing cost for
Chalco

Downside: 1) Capacity cut does not materialize or
is slower than expected; 2) higher energy and
power costs.

Bear Rmb3.20
1.5x 2015e base case BVPS

Aluminum prices fall with lower production volume: We
assume a bear-case aluminum price forecast of US$0.80/lb and 5%
volume decrease.

 

Risk Reward Snapshot: Chalco A (601600.SS, Rmb5.24, EW, PT Rmb4.70)Risk Reward Snapshot: Chalco A (601600.SS, Rmb5.24, EW, PT Rmb4.70)

Risk-Reward View: Despite the aluminum outlook turning positive, we are EW on Chalco A because of
its expensive valuation vs. Chalco H

Sou rce: Th omson  Reu ters,  Morgan  Stan ley Research
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Residual Income Valuation ModelResidual Income Valuation Model

Exhibit 37:Exhibit 37: Morgan Stanley Residual Income Valuation Model

Sou rce: Morgan  Stan ley Research
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INDUSTRY COVERAGE: China Materials

COMPANY (TICKER) RATING (AS OF) PRICE* (02/23/2015)

Lam CFA, John
Lee & Man Paper Manufacturing (2314.HK) U (07/01/2014) HK$4.11
Nine Dragons Paper (2689.HK) U (07/01/2014) HK$5.74

Zhang, Rachel L
Aluminum Corp. of China Ltd. (2600.HK) O (12/16/2014) HK$3.62
Aluminum Corp. of China Ltd. (601600.SS) E (12/16/2014) Rmb5.23
Angang Steel Company Limited (0347.HK) O (11/28/2013) HK$5.68
Angang Steel Company Limited (000898.SZ) O (08/30/2014) Rmb5.39
Baoshan Iron & Steel (600019.SS) O (03/31/2014) Rmb6.62
Chinalco Mining Corp International (3668.HK) E (06/18/2014) HK$0.93
G-Resources (1051.HK) E (10/07/2013) HK$0.24
Jiangxi Copper (0358.HK) E (10/08/2014) HK$13.00
Jiangxi Copper (600362.SS) E (10/08/2014) Rmb17.63
Jilin Jien Nickel Industry (600432.SS) E (12/19/2014) Rmb13.90
Maanshan Iron & Steel (0323.HK) O (12/16/2014) HK$2.06
Maanshan Iron & Steel (600808.SS) E (12/16/2014) Rmb3.34
Zhaojin Mining Industry (1818.HK) O (01/20/2015) HK$4.66
Zijin Mining Group (601899.SS) E (01/20/2015) Rmb3.49
Zijin Mining Group (2899.HK) O (01/20/2015) HK$2.27

Stock Ratings are subject to change. Please see latest research for each company.
* Historical prices are not split adjusted.
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