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China’s Q2 steel results signal slower demand recovery
= China’s Q2CY22 steel sector performance flags subpar demand in Q3
and only a gradual recovery from Q4

= Auto and infrastructure seeing signs of revival, but industry must align

steel production with softer demand amid protracted real estate slump

= We expect margins to gradually stabilise over H2FY23; prefer defensive

play TATA amid volatile environment
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Q2CY22 results flag demand weakness: China’s steel sector performance in
Q2CY22 highlights a challenging environment through H2CY22 given weaker
domestic demand and declining profitability. With high-cost inventory, Chinese steel
margins are likely to be under pressure in Q3CY22. The industry has shifted its
focus toward improving operational efficiency, curtailing production and cutting costs
to work through the downturn.

Gradual demand recovery from Q4: Management commentary suggests the easing
of Covid-led restrictions and revival in infrastructure demand as stimulus feeds through
the economy could aid demand recovery by the year-end. While Baosteel expects real
estate demand to remain anaemic, it highlights strong demand from the transformer
segment, recovery underway in auto and a gradual rise in infrastructure offtake over
H2CY22. We believe these segments have the potential to partly offset the weakness
in real estate and arrest the decline in Chinese steel demand to lower single digits.

Supply cuts key to rebalancing Chinese industry: With real estate demand failing
to gain traction, it is imperative that the Chinese steel industry align production with
underlying demand. Baosteel and some other players are looking to shutter less
profitable operations. However, the Chinese industry has recently increased steel
production amid a seasonal pickup in demand coming through from September. We
believe rebalancing in China is important for the stabilisation of regional margins.

Read-across for Indian steel players: With Chinese demand likely to make a gradual
recovery from Q4CY22, we believe steel prices will also see only a marginal recovery.
Raw material prices have already corrected sharply. We expect steel margins to stabilise
over H2FY23 as rebalancing in China reduces export pressure on regional markets.

Prefer defensive play TATA: Amongst our steel coverage, we prefer TATA (BUY,
TP Rs 140) for its ability to generate sector-leading margins via better integration all
the way to iron ore and its focus on downstream and retail to capture value-add. We
also have a BUY on JSP (TP Rs 460) which has scope for a gradual rerating as the
company demonstrates capital discipline and delivers on the next wave of growth.

BOB Capital Markets Ltd is a wholly owned subsidiary of Bank of Baroda
Important disclosures, including any required research certifications, are provided at the end of this report.
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Read-across from Q2 results of China steel players

We summarise our key takeaways from the Q2CY22 results of Baosteel, Hunan Valin
Steel, and Angang, as well as recent commentaries from other steel players in China.
Baosteel recently highlighted a more challenging environment for H2CY22 emanating
from weak demand, falling steel prices and declining profitability. Zhu Guosen, Vice
Director at Shougang Group’s Technology Research Institute, acknowledged that “the
third quarter will be the most difficult time for the industry,” and “we should abandon any
illusions about the market and focus on what we can do ourselves”.

Several steel producers — Baosteel, Hunan Valin Steel, Shougang Group — have
expressed concerns over anaemic demand thus far in Q3CY22. Real estate is the
primary culprit, and Baosteel’'s commentary suggests continued weakness through
H2CY22.

Baosteel and Angang anticipate gradual recovery in steel demand from Q4CY22 as
Covid is gradually brought under control and the government stimulus takes effect.
Demand for steel from the transformer segment is running strong, the automotive sector
has turned around and infrastructure offtake is expected to grow over H2. Collectively,
these segments account for ~30% of steel consumption and could partially offset the
weakness in real estate.

Fig 1 — Segment-wise demand outlook
Segment weight in steel
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Source: Baosteel, Bloomberg, BOBCAPS Research

While China’s steel industry is hopeful of further policy support from the government, it
is aware that the downturn in real estate could lead to protracted demand weakness.
S&P’s recent credit note on the Baowu Group aptly highlights downside margin
pressures over the next two years. lts EBITDA/t estimate for the Baowu Group is at
RMB 700-730/t for CY22 and CY23, lower than the RMB 922/t reported in CY21 but
higher than the RMB 660/t for CY20.
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Baosteel also highlights that the Chinese steel industry is better placed in this
downcycle than in 2008 and 2015. The company has significantly lower capital locked
into inventory in this cycle, with iron ore inventory at 41 days (vs. 128 days in 2008) and
finished product stock at 25 days (vs. 33-39 days in previous downturns).

Both Baosteel and Angang have initiated self-help measures to weather the ongoing
challenges, including improving operational efficiency to reduce raw material usage,
increasing the use of scrap, deepening energy conservation, working on procurement to
transfer margin pressure to upstream raw material suppliers (iron ore, coking coal), and
improving the alignment between the production base, R&D, and sales teams to
optimise costs in line with the market environment.

Back in June, the CISA (China Iron and Steel Association) Secretary acknowledged that
the real solution lies on the supply side even though the problem is on the demand side.
Baosteel believes that the government policy announcement in Apr'22, which requires
industry to deliver an annual output reduction in CY22, is still applicable. Hence, the
company expects crude steel output to be 3-5% lower YoY in H2 on top of the 6% YoY
reduction seen in H1.

Baosteel has asked its subsidiaries to cut back on unprofitable production. As an
example, the company aims to shut down one blast furnace out of five at its Qingshang
production base. Some other mills in Northwest and Southwest China have also
pledged to reduce output.

However, physical markets are showing contrasting signals. While Chinese steel
production had declined to a run rate of ~0.96bn tonnes in July from a peak of 1.14bn
tonnes, Mysteel surveys are noting signs of an increase in production in August ahead
of a seasonal uptick in demand from September. During the week of 26 August, blast
furnace capacity utilisation has increased for the fifth straight week by another 1.6%
WoW to 86.8%, resulting in 2.34mtpd of hot metal output from the sample of 247
Chinese steel mills.

In our view, supply-side cuts in line with underlying demand are key to rebalancing steel
markets in China.

With Chinese steel industry valuations at a bottom, Baosteel believes that the market
environment is conducive for domestic mergers & acquisitions and, in turn, consolidation
of the steel industry.

Baosteel sees the possibility of a carbon tax on the steel industry by CY24 considering
government expectations of a levy during the 14" five-year plan (CY21-CY25). The
company highlights that levying carbon tax on the steel industry is much more complex
than taxing the electricity industry due to the multitude of steel products.
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Ticker CMP i T::ig:: Upsige EVISales (x) EV/EBITDA (x) Net income (Rs bn) P/B (x) PIE (x)

(Rs) (Rs) (%) | FY23E  FY24E | FY23E  FY24E | FY23E  FY24E | FY23E  FY24E | FY23E  FY24E
TATAIN 106  BUY 140 327 08 09 4.1 42 221 190 11 08 58 6.7
JSTLIN 661 HOLD 655 (1.0) 13 13 77 58 122 175 24 18 134 9.1
JSPIN 418 BUY 460 10.0 09 09 44 40 53 59 12 0.9 8.1 72
SAILIN 79 HOLD 90 136 05 05 43 33 49 67 06 05 6.7 49
Source: BOBCAPS Research
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Disclaimer

Recommendation scale: Recommendations and Absolute returns (%) over 12 months

BUY — Expected return >+15%

HOLD - Expected return from -6% to +15%

SELL - Expected return <-6%

Note: Recommendation structure changed with effect from 21 June 2021

Our recommendation scale does not factor in short-term stock price volatility related to market fluctuations. Thus, our recommendations may not always be strictly
in line with the recommendation scale as shown above.

Rating distribution

As of 31 August 2022, out of 119 rated stocks in the BOB Capital Markets Limited (BOBCAPS) coverage universe, 67 have BUY ratings, 30 have HOLD ratings, 5
are rated ADD*, 1 is rated REDUCE* and 16 are rated SELL. Of these, 2 companies rated BUY and 1 rated ADD have been investment banking clients in the last
12 months. (*Our ADD and REDUCE ratings are in the process of being migrated to the new recommendation structure.)

Analyst certification

The research analyst(s) authoring this report hereby certifies that (1) all of the views expressed in this research report accurately reflect his/her personal views
about the subject company or companies and its or their securities, and (2) no part of his/her compensation was, is, or will be, directly or indirectly, related to the
specific recommendation(s) or view(s) in this report. Analysts are not registered as research analysts by FINRA and are not associated persons of BOBCAPS.

General disclaimers

BOBCAPS is engaged in the business of Stock Broking and Investment Banking. BOBCAPS is a member of the National Stock Exchange of India Limited and BSE
Limited and is also a SEBI-registered Category | Merchant Banker. BOBCAPS is a wholly owned subsidiary of Bank of Baroda which has its various subsidiaries
engaged in the businesses of stock broking, lending, asset management, life insurance, health insurance and wealth management, among others.

BOBCAPS'’s activities have neither been suspended nor has it defaulted with any stock exchange authority with whom it has been registered in the last five years.
BOBCAPS has not been debarred from doing business by any stock exchange or SEBI or any other authority. No disciplinary action has been taken by any
regulatory authority against BOBCAPS affecting its equity research analysis activities.

BOBCAPS has obtained registration as a Research Entity under SEBI (Research Analysts) Regulations, 2014, having registration No.: INHO00000040 valid till
03 February 2025. BOBCAPS is also a SEBI-registered intermediary for the broking business having SEBI Single Registration Certificate No.: INZ000159332 dated
20 November 2017. BOBCAPS CIN Number: U65999MH1996G0O1098009.

BOBCAPS prohibits its analysts, persons reporting to analysts, and members of their households from maintaining a financial interest in the securities or
derivatives of any companies that the analysts cover. Additionally, BOBCAPS prohibits its analysts and persons reporting to analysts from serving as an officer,
director, or advisory board member of any companies that the analysts cover.

Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients that reflect opinions contrary to
the opinions expressed herein, and our proprietary trading and investing businesses may make investment decisions that are inconsistent with the
recommendations expressed herein. In reviewing these materials, you should be aware that any or all of the foregoing, among other things, may give rise to real or
potential conflicts of interest. Additionally, other important information regarding our relationships with the company or companies that are the subject of this
material is provided herein.

This material should not be construed as an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would
be illegal. We are not soliciting any action based on this material. It is for the general information of BOBCAPS’s clients. It does not constitute a personal
recommendation or take into account the particular investment objectives, financial situations, or needs of individual clients. Before acting on any advice or
recommendation in this material, clients should consider whether it is suitable for their particular circumstances and, if necessary, seek professional advice.

The price and value of the investments referred to in this material and the income from them may go down as well as up, and investors may realize losses on any
investments. Past performance is not a guide for future performance, future returns are not guaranteed and a loss of original capital may occur. BOBCAPS does
not provide tax advice to its clients, and all investors are strongly advised to consult with their tax advisers regarding any potential investment in certain transactions
— including those involving futures, options, and other derivatives as well as non-investment-grade securities —that give rise to substantial risk and are not suitable
for all investors. The material is based on information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied on
as such. Opinions expressed are our current opinions as of the date appearing on this material only. We endeavour to update on a reasonable basis the
information discussed in this material, but regulatory, compliance, or other reasons may prevent us from doing so.

We and our affiliates, officers, directors, and employees, including persons involved in the preparation or issuance of this material, may from time to time have
“long” or “short” positions in, act as principal in, and buy or sell the securities or derivatives thereof of companies mentioned herein and may from time to time add
to or dispose of any such securities (or investment). We and our affiliates may assume an underwriting commitment in the securities of companies discussed in this
document (or in related investments), may sell them to or buy them from customers on a principal basis, and may also perform or seek to perform investment
banking or advisory services for or relating to these companies and may also be represented in the supervisory board or any other committee of these companies.

For the purpose of calculating whether BOBCAPS and its affiliates hold, beneficially own, or control, including the right to vote for directors, one per cent or more of
the equity shares of the subject company, the holdings of the issuer of the research report is also included.
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BOBCAPS and its non-US affiliates may, to the extent permissible under applicable laws, have acted on or used this research to the extent that it relates to non-US
issuers, prior to or immediately following its publication. Foreign currency denominated securities are subject to fluctuations in exchange rates that could have an
adverse effect on the value or price of or income derived from the investment. In addition, investors in securities such as ADRs, the value of which are influenced
by foreign currencies, effectively assume currency risk. In addition, options involve risks and are not suitable for all investors. Please ensure that you have read and
understood the Risk disclosure document before entering into any derivative transactions.

In the US, this material is only for Qualified Institutional Buyers as defined under rule 144(a) of the Securities Act, 1933. No part of this document may be distributed
in Canada or used by private customers in the United Kingdom.

No part of this material may be (1) copied, photocopied, or duplicated in any form by any means or (2) redistributed without BOBCAPS’s prior written consent.

Company-specific disclosures under SEBI (Research Analysts) Regulations, 2014

The research analyst(s) or his/her relatives do not have any material conflict of interest at the time of publication of this research report.

BOBCAPS or its research analyst(s) or his/her relatives do not have any financial interest in the subject company. BOBCAPS or its research analyst(s) or his/her
relatives do not have actual/beneficial ownership of one per cent or more securities in the subject company at the end of the month immediately preceding the date
of publication of this report.

The research analyst(s) has not received any compensation from the subject company or third party in the past 12 months in connection with research
report/activities. Compensation of the research analyst(s) is not based on any specific merchant banking, investment banking or brokerage service transactions.

BOBCAPS or its research analyst(s) is not engaged in any market making activities for the subject company.
The research analyst(s) has not served as an officer, director or employee of the subject company.
BOBCAPS or its associates may have material conflict of interest at the time of publication of this research report.

BOBCAPS’s associates may have financial interest in the subject company. BOBCAPS's associates may hold actual / beneficial ownership of one per cent or more
securities in the subject company at the end of the month immediately preceding the date of publication of this report.

BOBCAPS or its associates may have managed or co-managed a public offering of securities for the subject company or may have been mandated by the subject
company for any other assignment in the past 12 months.

BOBCAPS may have received compensation from the subject company in the past 12 months. BOBCAPS may from time to time solicit or perform investment
banking services for the subject company. BOBCAPS or its associates may have received compensation from the subject company in the past 12 months for
services in respect of managing or co-managing public offerings, corporate finance, investment banking or merchant banking, brokerage services or other advisory
services in a merger or specific transaction. BOBCAPS or its associates may have received compensation for products or services other than investment banking
or merchant banking or brokerage services from the subject company in the past 12 months.
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