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China Oriental(581.HK) Earnings beating expectation; showing strong valuations

Company Report Rating: LT-Buy? Price: HK$2.70 TP: HK$3.51 Upside: 29.6%
Summary:
11 August 2010
» 1H10 earnings Dbetter-than-expected. The Company’s interim results
Event: revealed that its revenue grew 67.3% YoY to RMB15.35bn while net profit
Review on 2010 interim results. attributable to ordinary shareholders soared 122.9% YoY to RMB798m. EPS

jumped 125% YoY to RMBO0.27. Earnings in 1H10 represented 90% of the
profits in 2009, indicating a market-beating recovery.

»  Rapid expansion in production capacity and recovery in gross margins
were the key for the strong results. The Company saw rapid expansion in
production capacity in 1H10 following the full operation of the production
assets it acquired and leased. Its current overall production capacity of crude

Stock dflta (HK$) stell reached 11m tonnes per annum. Sales of steel products grew 40.1% YoY
g%x E;%\fl (gllé? i’gg to 4.47m tons. Meanwhile, gross margins continued to improve with the
Market cap (HK$m) 7,940 recovery in steel prices. Gross profit per tonne of the Company’s products
No of shares (m) 2,930 increased to RMB313 in 1H10, reflecting a YoY increase of 33.2%. Gross profit
Avg daily vol (m) 226 margin increased to 9%, up 10% YoY.
1-mth change (%) 27.23
;OTC?NC[Tnge ) 221%7 »  Stabilizing profit level. The Company is principally engaged in the
200d MA 262 production of hot rolled steel strips for construction use and H-section steel.
14-day RSI 64.84 In 1H, the Company sold a total of 1.772m tons of hot-rolled steel strips and

Source: Bloomberg 1.481m tons of H-section steel, representing 39.64% and 33.13% of its total

sales respectively. H-section steel, one of the key products of the Company,
1-yr share price: saw stable growth in output since 2006. As compared with most of the steel

categories in China, H-section steel has a higher production concentration
level with moderate market competitions among several enterprises such as
Maanshan Iron, Laiwu Steel and Rizhao Steel. Despite volatile steel price in
1H, profit level is stabilizing. Also, it has strong cost control and
management capability. Expenses dropped to less than 2% of its revenue in
1H.
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R »  We uplift our rating to “LT-Buy” given attractive valuation. The

Company has reached production capacity of 11.0m tons. With a stabilizing
profit level, we expect 2010-12 EPS to reach RMB0.42, RMB0.46 and RMB0.49
respectively. Valuation is very attractive given less than 10x PE and less than
1x PB. We uplift our rating to “LT-Buy” and assign a TP of HK$3.5.

Luo Rongjin Valuations
luorongjin@bocomgroup.com
Tel: (8610) 8518 4067-70 (Beijing)

Revenue (RMB m) 13,499 19,388 20,589 28,446 32,196
YoY Growth (%) 38.0 43.6 6.2 38.2 13.2

Download our reports from Net profit (RMB m) 1,160 44 884 1,238 1,352
Bloomberg: BOCM <enter> YoY Growth (%) 12.3 -96.2 - 40.0 9.2
EPS (RMB) 0.40 0.02 0.30 0.42 0.46
PE 7.8 5.6 5.1
NAPS (RMB) 0.0 0.0 2.5 29 3.3
PB 0.9 0.8 0.7

Source: Company, BOCOM Int” 1
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1. A leading privately-owned iron & steel
enterprise

China Oriental Group is a leading privately-owned iron & steel enterprise in
China with an annual production capacity of crude steel of 11m tonnes.
While its core products are hot-rolled steel strips and H-section steels, it has
been exploring into other processing products such as cold-rolled sheets and
galvanized sheets. We expect the sales of its steel products (including steel
billet) could reach 8.4m tonnes in 2010, representing a YoY increase of 20.8%.

Chart 1: The Company’s sales of steel products in recent years (Unit: 1000 tonnes)

Hot rolled steel stripes 2451 2061 2861 1772 3300

H-section steel 1205 1225 2460 1481 2800

Billets 299 1007 134 1015 1900

Cold rollgd sheets and 173 a1 286 202 400
galvanized sheets

Total 4128 4534 6948 4470 8400

Source: Company, BOCOM Int’l

Chart 2: Revenue breakdown

billet H-section
CRC and 21-7% steel
galvanized 34. 1%
sheet
5. 9%

narrow strip
38. 4%

Source: Company, BOCOM Int’l

H-section steel is one of the key products of the Company recently. With an
annual production capacity of 3m tonnes, China Oriental Group ranked top
in the country’s H-section steel market. Designated production capacity of
large scale H-section steels is approximately 1.2m tonnes, accounting for a
market share of 21.4%. Compared with other products, large scale H-section
steels does not see fierce competitions. In addition, the demand for H-section
steels is expected to grow rapidly given the fast development of China’s
construction steel market. Meanwhile, the product possessed the highest
profit margin among all products of the Company in all years except 2009.
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Chart 3: Changein gross margin of the Company’s steel products (Unit: RMB/tonne)

2010H1
H-section steel 668 252 285 417 3300
Hot-rolled steel strip 404 99 342 301 2800
Cold-rolled sheets and
galvanized sheets 198 49 2 228 1900
Billets 281 -10 242 197 400
Average 464 114 289 313 464

Source: Company, BOCOM Int’l

2. Outstanding earnings

As a large privately-owned iron & steel enterprises, its effective cost control
measure, which guarantees a lower production cost, is the key for its
outstanding earnings. The Company’s gross margins and net profit margins
have been higher than the industry average since 2006, despite a huge
plunged observed in 2008 due to the global financial crisis. Compared to
other domestic iron & steel enterprises listed in HK, the Company’s earnings
in 2009 were significantly at a higher position.

Chart 4: Change in GM% and NM% since 2004
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Source: Company, BOCOM Int” |

Chart 5: Comparison of profit level among HK-listed iron and steel companies in 2009

Company Ansteel Maanshan Iron Chonggqing Iron
GM% 9.74% 6.19% 5.43% 10.99%
NM7% 4.30% 1.07% 0.78% 0.80%

Source: BOCOM Int’ |
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Chart 6: Comparison of management expenses among HK-listed iron and steel companies in 2009
percentage of revenue revenue
Company 1.4% 0.3%
Ansteel (0347.HK) 3.1% 0.7%
Maanshan Iron (0323.HK) 2.3% 0.9%
Chonggqing Iron (1053.HK) 5.2% 2.7%

Source: BOCOM Int’ |

3. Introduction of ArcelorMittal improves
corporate governance

Being the second largest shareholder of the Company, ArcelorMittal is the
world’ s largest steel corporation and owns 29.62% interest in the Company.
Apart from effectively improving corporate governance, the introduction of
ArcelorMittal as a shareholder will enable the Company to fully enjoy the
extensive global iron ore purchasing and steel marketing network of the
ArcelorMittal Group. The Company has been included in the global business
development plan of ArcelorMittal Group. Also, the Company serves as an
important platform for expanding the steel business of ArcelorMittal Group
in China. We believe the introduction of ArcelorMittal as a shareholder
enhances the M&LT growth potential of the Company effectively.

Chart 7: Profit forecast (Unit: RMB m)

2010F 2011F 2012F
Sales revenue 28,446 32,196 34,652
Gross profit 2,467 2,726 2,906
Net profit attributable to
ordinary shareholders 1,237.8 1,352.0 1,442.0
EPS (RMB/share) 0.42 0.46 0.49

Source: BOCOM Int” 1

We expect steel output (including billets) to grow steadily to over 10m tons
in the next three years. Despite possible slowdown in output growth, profit
will remain stable given good cost control of the Company. EPS may reach
RMB0.42, RMB0.46 and RMB0.49 respectively. We assign a TP of HK$3.5
amid a low valuation.
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Rating System

Company Rating

Buy: Expect more than 20% upside in 12 months

LT Buy: Expect more than 20% upside but longer than 12 months
Neutral: Expect low volatility

Sell: Expect more than 20% downside in 12 months

Sector Rating

Outperform: Expect more than 10% upside in 12 months
Market perform: Expect low volatility

Underperform: Expect more than 10% downside in 12 months
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The authors of this report, hereby declare that: (i) all of the views expressed in this report accurately reflect their personal views
about any and all of the subject securities or issuers; and (ii) no part of any of their compensation was, is, or will be directly or
indirectly related to the specific recommendations or views expressed in this report; (iii) no insider information/ non-public
price-sensitive information in relation to the subject securities or issuers which may influence the recommendations were being

received by the authors.

The authors of this report further confirm that (i) neither they nor their respective associates (as defined in the Code of
Conduct issued by the Hong Kong Securities and Futures Commission) have dealt in or traded in the stock(s) covered in this
research report within 30 calendar days prior to the date of issue of the report; (ii)) neither they nor their respective associates
serve as an officer of any of the Hong Kong listed companies covered in this report; and (iii) neither they nor their respective
associates have any financial interests in the stock(s) covered in this report.
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Disclaimer

By accepting this report (which includes any attachment hereto), the recipient hereof represents and warrants that he is entitled
to receive such report in accordance with the restrictions set forth below and agrees to be bound by the limitations contained
herein. Any failure to comply with these limitations may constitute a violation of law.

This report is strictly confidential and is for private circulation only to clients of BOCOM International Securities Ltd. This
report is being supplied to you strictly on the basis that it will remain confidential. No part of this report may be (i) copied,
photocopied, duplicated, stored or reproduced in any form by any means or (ii) redistributed or passed on, directly or indirectly,
to any other person in whole or in part, for any purpose without the prior written consent of BOCOM International Securities
Ltd.

BOCOM International Securities Ltd, its affiliates and related companies, their directors, associates, connected parties and/or
employees may own or have positions in securities of the company(ies) covered in this report or any securities related thereto
and may from time to time add to or dispose of, or may be interested in, any such securities. Further, BOCOM International
Securities Ltd, its affiliates and its related companies may do and seek to do business with the company(ies) covered in this
report and may from time to time act as market maker or have assumed an underwriting commitment in securities of such
company(ies), may sell them to or buy them from customers on a principal basis and may also perform or seek to perform
investment banking, advisory, underwriting, financing or other services for or relating to such company(ies) as well as solicit
such investment, advisory, financing or other services from any entity mentioned in this report. In reviewing this report, an
investor should be aware that any or all of the foregoing, among other things, may give rise to real or potential conflicts of
interest.

The information contained in this report is prepared from data and sources believed to be correct and reliable at the time of issue
of this report. This report does not purport to contain all the information that a prospective investor may require and may be
subject to late delivery, interruption and interception. BOCOM International Securities Ltd does not make any guarantee,
representation or warranty, express or implied, as to the adequacy, accuracy, completeness, reliability or fairness of any such
information and opinion contained in this report and accordingly, neither BOCOM International Securities Ltd nor any of its
affiliates nor its related persons shall not be liable in any manner whatsoever for any consequences (including but not limited to
any direct, indirect or consequential losses, loss of profits and damages) of any reliance thereon or usage thereof.

This report is general in nature and has been prepared for information purposes only. It is intended for circulation amongst
BOCOM International Securities Ltd’s clients generally and does not have regard to the specific investment objectives, financial
situation and the particular needs of any specific person who may receive this report. The information and opinions in this
report are not and should not be construed or considered as an offer, recommendation or solicitation to buy or sell the subject
securities, related investments or other financial instruments thereof.

The views, recommendations, advice and opinions in this report may not necessarily reflect those of BOCOM International
Securities Ltd or any of its affiliates, and are subject to change without notice. BOCOM International Securities Ltd has no
obligation to update its opinion or the information in this report.

Investors are advised to make their own independent evaluation of the information contained in this research report, consider
their own individual investment objectives, financial situation and particular needs and consult their own professional and
financial advisers as to the legal, business, financial, tax and other aspects before participating in any transaction in respect of the
securities of company(ies) covered in this report. The securities of such company(ies) may not be eligible for sale in all
jurisdictions or to all categories of investors.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be

contrary to any law, regulation, rule or other registration or licensing requirement.

BOCOM International Securities. Ltd is a wholly owned subsidiary of Bank of Communications Co Ltd.
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