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XIWANG SPECIAL STEEL [1266.HK; HK$1.65; NOT RATED] -
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Sep 21, 2018

Momentum Remains in Q3; Large Valuation Discount to Major Peers

Analyst: Patrick Leung (patrickleung@chinastock.com.hk; Tel: (852) 3698 ((33(%5

Summary. After delivering strong results for 1H18, with net profit growth of
84% YoY, Xiwang Special Steel continued to see positive momentum in its
gross profit per tonne in July and August 2018, which make sense to us
given higher rebar prices in China (up 12% in 2H18) and relatively stable
iron ore and coking coal costs. We expect the production restriction
measures by the government and the relatively low level of rebar inventory
to continue to offer support for rebar prices, which should lead to mild
expansion of gross profit per tonne in Q4. On consensus numbers, the net
profitin 1H18 accounted for 47% of the full-year consensus estimate, so we
believe the Company will meet consensus, given the positive seasonality in
2H for the steel industry. With a low valuation of 2.8x 2018E PER, which
is a 36%/58% discount to Maanshan Iron & Steel/Angang Steel, we believe
there is room to narrow the discount, given the Company’s improved
earnings outlook and financial strength.

Gross profit per tonne maintains momentum. It is impressive to see 45%
YoY growth of gross profit per tonne, which came in at RMB726 in 1H18.
The Company highlighted that the gross profit per tonne was even higher in
July and August. This is in line with our observations, as 1) rebar prices
have risen 12% since 2H18; and 2) costs have been relatively stable, with
the CIF price of imported iron ore (62% grade) increasing ¢.6% in 2H18 and
the average coking coal price in China's major areas increasing ¢.2% in
2H18. Looking into Q4, we still see support for rebar prices, as rebar
inventory is still at a relatively low level of 4.01mt, which is c.9% lower on a
YoY basis.

Apart from the higher gross profit per tonne, it is impressive to see an
improving cash cycle in 1H18, with days receivable declining from 5.16 in
1H17 to 2.81 in 1H18, and inventory turnover decreasing from 32.91 days in
1H17 to 29.03 days in 1H18, suggesting improving receivables
management amid strong order flow.

Infrastructure projects in Shandong expected to support growth. The
Company still sees stable demand for steel for infrastructure projects in
Shandong, like the Jiging high-speed railway, which should support the
Company’s order flow in the coming year. For development in the longer
term, the Company is developing rail steel projects with the Chinese
Academy of Sciences, as a part of its plan to expand its special steel
business. The first phase of the project (300,000 tonnes of steel rails and
150,000 tonnes of railway billets) is expected to be completed in mid-2019,
and the second phase (400,000 tonnes of steel rails and 150,000 tonnes of
figured steel) will be completed in 2020. The ASP of the rail steel products
is expected to reach RMB6,000/t, which is higher than the existing special
steel products (RMB3,880/t) because of the higher strength, tenacity and
durability of the new rail steel products.

Manageable impact from production suspension. The steel sector saw
some corrections in mid-Sep due to rumours about the potential relaxation
of the production suspension. However, there has been no policy
confirmation of this, so steel stocks have rebounded substantially. Xiwang
Special Steel’s share price has rebounded 8.6% since the correction. In our
discussion with the Company, management maintained that there is limited
room for relaxation of the production suspension, given the current industry
environment.

However, there have been concerns about steel companies with steel mills

XIWANG SPECIAL STEEL "
(HKS million)

2 - 400

1.

8 - 300
16
- 200
1.4

- 100
1.2

1 bl I ul H‘h fiks bl d uu‘h o b Lol h\m“mm wboulid 0

9/2017 11/2017 1/2018 3/2018 5/2018 7/2018 9/2018
mmmmmm Turnover (RHS) Price (LHS)

Market Cap: US$477m; Free Float: 33.4%

RMB (Y/E Dec) 2016 2017 2018E 2019E

Revenue (m) 7,567 12,362 14,111 15,117
Gross profit (m) 1,068 2,025 2,378 2,623
Gross margin (%) 14 16 17 17
EBIT (m) 755 1,419 1,746 2,039
Net Profit (m) 333 898 1,223 1,491
Net Margin (%) 4 7 9 10
EPS 0.17 0.44 0.51 0.61
ROE (%) 8.3 19.6 214 239
Dividend yield (%) 0.0 10.4 115 13.9
PER (x) 8.7 3.2 2.8 24
PBR (x) 0.7 0.6 0.5 0.4

Source: Bloomberg, Company Data
in Tangshan since mid-July, given the strict local production restrictions for
the winter heating season. But there should be no impact on Xiwang, as its
major production plant is located in Shandong. The Company highlighted
that it hasn’t received any notification of a production suspension for the
winter heating season so far.

Results recap for 1H18. Xiwang Special Steel reported net profit of
RMB568.7m in 1H18, up 84% YoY. The strong growth was driven by 45%
YoY growth in gross profit per tonne, which came in at RMB726 in 1H18.
Revenue was RMB5,956m in 1H18, up 6.5% YoY.

Valuation. The net profit in 1H18 accounted for 47% of the full-year
consensus estimate. We believe the Company will meet consensus given
the positive seasonality in 2H for the steel industry. We are currently
projecting 1) high-teen growth for gross profit per tonne in FY18E and 2)
sales volume of 3m tonnes in FY18E (-3% YoY). With a low valuation of
2.8x 2018E PER, which is a 36%/58% discount to Maanshan Iron & Steel/
Angang Steel, there is room to narrow the discount, given the Company’s
improved earnings outlook and financial strength. Its production volume is
only about 15% of that of Angang, which may be one of the reasons for the
deep valuation discount. But it is too conservative for it to trade at 2.8x
PER, in our view, on the back of >RMB1bn net profit a year.

Risks: Potential fund-raising exercise.

Company background. Xiwang Special Steel is a steel producer, with
about 68% of its sales in Shandong in 2017. It produces both ordinary
steel and special steel. The Company sold 3.09m tonnes of steel products
last year (for reference, Angang sold 20.8m tonnes in 2017). Xiwang
Investment owns a 66% stake in the Company.
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Figure 1: 1H18 results highlights

1H17 1H18 YoY Change
Revenue 5,692,000 5,955,879 6.5%
Cost of sales -4,841,741 -4,887,396 0.9%
Gross Profit 750,259 1,068,483 42.4%
Other income and gain 4,335 39,814 818.4%
Selling and distribution expenses -43,375 -45,043 3.8%
Administrative expenses -20,258 -47,789 135.9%
Other expenses -6,948 -18,770 170.1%
Research and development costs  -117,041 -162,011 38.4%
Operating Profit 566,972 834,684 47.2%
Finance costs -152,417 -167,658 10.0%
Profit before tax 414,555 667,026 60.9%
Income tax expense -105,360 -98,373 -6.6%
Minority interest 0 0 -
Net Profit 309,195 568,653 83.9%

Sources: Company, CGIS Research

Figure 2: Cash conversion cycle Figure 3: Sales mix by products (1H18)

60 Trading of
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and sales of
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15%
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Rebar
49%
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23%

2014 2015 2016 2017 1H18
mmm Day sales outstanding == Days Inventory outstanding Ordinary Steel -
. Wire Rod
mmm Accounts payable turnover days === Cash conversion cycle 13%
Sources: Company, CGIS Research Sources: Company, CGIS Research

Figure 4: Xiwang Special Steel’s major clients
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Figure 5: Steel rebar prices in China
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Figure 6: Gross profit per tonne
2015 2016 2017 1H18

ASP (RMB per tonne)

Ordinary steel 1,891 2,066 3,211 3,367
Special steel 2,257 2,305 3,353 3,880
Gross profit per tonne 202 372 647 726
Sources: Company, CGIS Research
Figure 7: Xiwang Special Steel’s PBR range

]

0.9

0.8 ‘l

' Y

0.7 A} ™y

0.6

0.5 -

0.4 W 'y

0'3 MVAJ

0.2

0.1

0 T T T T T T

“% > > o © A

N\ N\ N4 '\ N4 '\ N4

v Y v v v Y v
oF o° oF o° o° o° oF

= Xiwang Special Steel' s PBR (x) === Average +1S.D., ==——-1S.D.

Sources: Bloomberg, CGIS Research

Figure 8: Peer comparison

PER(x)
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Price (LC)

Xiwang Special Steel Co Ltd 1266 HK EQUITY 1.65
Angang Steel Co Ltd 347 HK EQUITY 7.36
Maanshan Iron & Steel Co Ltd 323 HK EQUITY 4.06
China Oriental Group Co Ltd 581 HK EQUITY 6.3

Sources: Bloomberg, CGIS Research
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