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Price Performance

0581.HK share price (HK$
R-CHIP (rebased)

 YTD -1M -3M -12M 

Absolute 118.3% 11.3% 31.0% 156.9% 

Relative 80.1% -0.5% 1.4% 53.7% 

Source: RIMES, Reuters. 
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• We raise our earnings forecast: China Oriental reported better-
than-expected 1H07 earnings; EPS at Rmb0.26 was 9% higher 
than our estimate, up by 30% Y/Y. We raise our FY07E and 
FY08E EPS by 8% and 7%, respectively, and maintain OW. 
Management has proposed Rmb0.055/share interim dividend, 
pending approval from Securities and Futures Commission.  

• Earnings up on higher steel prices, volume expansion: ASP 
increased by about 25%, and COGS/t by 26%, resulting in a 
slightly lower gross margin (16.4%) than in FY06 (16.7%). Net 
profit grew on volume growth and product mix improvement. 
This confirms our view that steel companies’ net profits normally 
increase as long as steel prices keep rising, despite rising costs.  

• Potential catalysts, share price drivers: We expect that China 
Oriental will maintain the 1H07 profitability, despite rising raw 
material costs in 2H07. Iron ore and coke combined costs are up 
by about Rmb360/t than in 1H07. Steel prices (H beam and strips) 
increased by Rmb200/t and Rmb600/t, respectively, enough for 
the company to offset the impact of rising costs. We are positive 
on the outlook of steel prices in China in the next 2 years (up by 
8% in FY08E and 5% in FY09E).  

• Price target, valuation, key risks: We raise our PT by 40% to 
HK$4.6 (from HK$3) by applying 7.5x P/E to FY08E EPS of 
Rmb0.6/share. Key risks to our PT are lower-than-expected steel 
prices and the dragging dispute between the largest and second 
largest shareholders over the controlling stake.  

Reuters 0581.HK; Bloomberg: 581 
RmbMM; Y/E Dec 2002 2003 2004 2005 2006E 2007E 2008E 52-week range 1.49 - 3.93 
Sales 2,571 5,278 9,119 9,183 9,782 12,636 14,704 Mkt cap (HK$MM)      10,749  
NP 388 1,076 1,173 847 1,033 1,499 1,742 Mkt cap (US$MM) 1379 
EPS (Rmb) 0.18 0.51 0.42 0.29 0.36 0.52 0.60 Free float (%) 29% 
EPS (Y/Y) (%) 152 177 -17 -31 22 45 16 Avg daily vol (MM) 4.6  
BPS (Rmb) 0.16 0.45 1.40 1.58 1.89 2.30 2.77 Shares ostng (MM) 2,905 
DPS (Rmb) 0.18 0.23 0.23 0.05 0.07 0.10 0.11 MSCI China 74 
P/E 20.8 7.5 9.1 12.9 10.4 7.0 6.0 HK$/US$ 7.79 
P/B 23.9 8.6 2.7 2.4 2.0 1.6 1.3   
EV/EBITDA 12.3 7.1 7.4 8.2 7.1 4.7 3.5   
Dividend yield 5 6 6 1 2 3 3   
ROE 115 168 49 20 21 25 24   
Net debt/equity 69 90 -27 -2 7 -1 -14   
Source: Bloomberg, JPMorgan estimates. 
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1H results better than expected 
China Oriental reported better-than-expected results. EPS came in at Rmb0.26/share, 
9% higher than our estimate and up by 30% Y/Y. Earnings were higher than our 
expectation due to higher steel selling prices and better product mix. Costs were also 
higher. Cost increases were, however, partially offset by higher revenues.  

ASP increased by about 25% and COGS/t by 26%, resulting in a slightly lower gross 
margin (16.4%) than in FY06 (16.7%). Net profit grew on volume growth and 
product mix improvement. This confirms our view that steel companies’ net profits 
normally grow as long as steel prices keep rising, despite rising costs. 

Table 1: 1H07 results vs. JPMorgan estimates and 1H06 actual 
Rmb in millions 

 1H07A 1H07E % diff 1H06A % diff 
Net profit                 6,648         5,802 15%          4,774 39% 
COGS                 5,559         4,855 14%          3,977 40% 
Gross profit                 1,089            947 15%             797 37% 
SG&A                  (127) 109 -216%               93 -236% 
Operating Profit                    963            868 11%             726 33% 
EBT                    937            842 11%             700 34% 
Net profit                    788            696 13%             585 35% 
EPS 0.26 0.24 9%            0.20 29% 
Source: Company data, JPMorgan estimates. 
 

The company has started to expand its H beam capacity by 1.2MM tons with a capex 
of Rmb564MM. Management believes that it will likely get the government’s 
approval on this project before it is completed.  

China Oriental’s management also expects to expand total steel capacity by 150% to 
10MM tons from 4MM tons by 2010, through organic growth and mergers and 
acquisitions.  

Revising earnings estimates  
We revise up our FY07 and FY08 EPS estimates by 8% to Rmb0.52/share and 7% to 
Rmb0.6/share, respectively, as we also revise up our steel selling prices estimates.  

Table 2: Major assumptions  
 2003 2004 2,005 2006E 2007E 2008E 

ASP(Rmb/t) 2,180 2,694 2,753 2,611 3,102 3,369 
  24% 2% -5% 19% 9% 

CRC (Rmb/t)            3,826          3,578          4,185           4,375 
    -6% 17% 5% 

Volume sales('000 tons) 2,421 3,385 3,336 3,746 4,074 4,365 
  40% -1% 12% 9% 7% 

COGS(Rmb/t) 1,671 2,307 2,386 2,231 2,607 2,796 
  38% 3% -6% 17% 7% 

Margin(Rmb/t) 509 387 367 380 495 573 
  -24% -5% 4% 30% 16% 

Iron ore(Rmb/t) 418 710 735 629 788 840 
  70% 3% -14% 25% 7% 

Coking coal(Rmb/t) 809 1,055 1,107 969 1,118 1,095 
  30% 5% -12% 15% -2% 

Source: JPMorgan estimates, company data 



 
 

3 

Asia Pacific Equity Research 
06 September 2007

Feng Zhang 
(852) 2800 8513 
feng.zhang@jpmorgan.com 

The company declared an Rmb0.055/share interim dividend, pending approval from 
HK Securities and Futures Commission, as Ms Chen Ningning, Executive Director 
of the Board, voted against such a proposal.  

Valuations 
We derive our new June 2008 price target of HK$4.6/share by applying 7.5x P/E to 
FY08E EPS of Rmb0.6/share. 7.5x P/E represents about a 35% discount to the global 
average 11.5 x P/E. We used a discount to the global average due to concerns of 
about the dragging dispute between largest shareholder and second largest 
shareholder on controlling stake.  

Rising steel prices 
Steel prices in China have risen in recent weeks and we expect demand growth to 
outpace supply. The country’s exports were very strong in 1H, which has resulted in 
insufficient supply to the domestic market and a low domestic steel inventory.  

Figure 1: China—Steel prices 
Rmb/t VAT incl. 
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Source: Mysteel. 
 

Figure 2: Shanghai—Steel inventory 
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Source: Mysteel. 
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Table 3: China—Steel supply and demand model 
In million tons 

 Crude 
Capacity 

Chg Crude 
Prod 

Chg Utilization rate Net 
import 

Apparent 
consumption 

Chg HRC price 
(US$/t) 

Chg Inventory 
change 

2002 230  180  78% 24 203  280   
2003 286 24% 219 22% 77% 36 255 26% 340 21% Up 
2004 356 24% 269 23% 76% 13 283 11% 470 38% Down 
2005 432 21% 348 29% 81% 0 348 23% 440 -6% Up 
2006 488 13% 422 21% 86% -34 388 12% 425 -3% Down 
2007E 545 12% 495 17% 91% -40 455 17% 445 5% Up 
2008E 585 7% 540 9% 92% -25 515 13% 468 8% Flat 
2009E 615 5% 580 7% 94% -5 575 12% 478 5% Flat 
Source: JPMorgan estimates. 
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Analyst Certification:   
The research analyst(s) denoted by an “AC” on the cover of this report certifies (or, where multiple research analysts are primarily 
responsible for this report, the research analyst denoted by an “AC” on the cover or within the document individually certifies, with 
respect to each security or issuer that the research analyst covers in this research) that: (1) all of the views expressed in this report 
accurately reflect his or her personal views about any and all of the subject securities or issuers; and (2) no part of any of the research 
analyst’s compensation was, is, or will be directly or indirectly related to the specific recommendations or views expressed by the 
research analyst(s) in this report.  

Important Disclosures  
 

• Client of the Firm: China Oriental is or was in the past 12 months a client of JPMSI.  
• Investment Banking (next 3 months): JPMSI or its affiliates expect to receive, or intend to seek, compensation for investment 

banking services in the next three months from China Oriental.  
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China Oriental (0581.HK)  Price Chart

UW HK$1.46 OW HK$3.3

UW N HK$2 OW HK$2.2OW HK$2.69

Source: Reuters and JPMorgan; price data adjusted for stock splits and dividends.
This chart shows JPMorgan's continuing coverage of this stock; the current analyst may or may not have covered it over
the entire period.
JPMorgan ratings: OW = Overweight, N = Neutral, UW = Underweight.

 

Date Rating Share Price 
(HK$) 

Price Target 
(HK$) 

23-Jun-05 UW 1.82 - 
07-Jul-05 UW 1.85 1.46 
10-Apr-06 N 1.68 2.00 
30-Aug-06 OW 1.52 2.20 
16-Jan-07 OW 1.83 2.69 
12-Feb-07 OW 2.22 3.30 

 

Explanation of Equity Research Ratings and Analyst(s) Coverage Universe:   
JPMorgan uses the following rating system:  Overweight [Over the next six to twelve months, we expect this stock will outperform the 
average total return of the stocks in the analyst’s (or the analyst’s team’s) coverage universe.]  Neutral [Over the next six to twelve 
months, we expect this stock will perform in line with the average total return of the stocks in the analyst’s (or the analyst’s team’s) 
coverage universe.]  Underweight [Over the next six to twelve months, we expect this stock will underperform the average total return of 
the stocks in the analyst’s (or the analyst’s team’s) coverage universe.] The analyst or analyst’s team’s coverage universe is the sector 
and/or country shown on the cover of each publication.  See below for the specific stocks in the certifying analyst(s) coverage universe.  
  

  

Coverage Universe: Feng Zhang: Aluminum Corporation of China Limited (2600.HK), Angang Steel Company Limited - 
A (000898.SZ), Angang Steel Company Limited - H (0347.HK), Baoshan Iron & Steel - A (600019.SS), China Oriental 
(0581.HK), China Shenhua Energy (1088.HK), Maanshan Iron and Steel - A (600808.SS), Maanshan Iron and Steel - H 
(0323.HK), Shanxi Guanlu - A (000831.SZ), Yanzhou Coal Mining - A (600188.SS), Yanzhou Coal Mining - H (1171.HK), 
Zijin Mining Group Co Ltd (2899.HK) 
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JPMorgan Equity Research Ratings Distribution, as of June 29, 2007 

 Overweight 
(buy) 

Neutral 
(hold) 

Underweight 
(sell) 

JPM Global Equity Research Coverage 44% 41% 16% 
    IB clients* 50% 50% 38% 
JPMSI Equity Research Coverage 40% 47% 13% 
    IB clients* 69% 62% 48% 

*Percentage of investment banking clients in each rating category. 
For purposes only of NASD/NYSE ratings distribution rules, our Overweight rating falls into a buy rating category; our Neutral rating falls into a hold 
rating category; and our Underweight rating falls into a sell rating category. 
 

Valuation and Risks:  Please see the most recent company-specific research report for an analysis of valuation methodology and risks on 
any securities recommended herein. Research is available at http://www.morganmarkets.com , or you can contact the analyst named on 
the front of this note or your JPMorgan representative.  

Analysts’ Compensation:  The equity research analysts responsible for the preparation of this report receive compensation based upon 
various factors, including the quality and accuracy of research, client feedback, competitive factors, and overall firm revenues, which 
include revenues from, among other business units, Institutional Equities and Investment Banking.  

Other Disclosures 
 

Options related research: If the information contained herein regards options related research, such information is available only to persons who 
have received the proper option risk disclosure documents. For a copy of the Option Clearing Corporation’s Characteristics and Risks of 
Standardized Options, please contact your JPMorgan Representative or visit the OCC’s website at 
http://www.optionsclearing.com/publications/risks/riskstoc.pdf.  
  

Legal Entities Disclosures   
U.S.: JPMSI is a member of NYSE, NASD and SIPC.  J.P. Morgan Futures Inc. is a member of the NFA. JPMorgan Chase Bank, N.A. is a 
member of FDIC and is authorized and regulated in the UK by the Financial Services Authority. U.K.: J.P. Morgan Securities Ltd. (JPMSL) is a 
member of the London Stock Exchange and is authorised and regulated by the Financial Services Authority. Registered in England & Wales No. 
2711006. Registered Office 125 London Wall, London EC2Y 5AJ. South Africa: J.P. Morgan Equities Limited is a member of the Johannesburg 
Securities Exchange and is regulated by the FSB. Hong Kong: J.P. Morgan Securities (Asia Pacific) Limited (CE number AAJ321) is regulated 
by the Hong Kong Monetary Authority and the Securities and Futures Commission in Hong Kong. Korea: J.P. Morgan Securities (Far East) Ltd, 
Seoul branch, is regulated by the Korea Financial Supervisory Service. Australia: J.P. Morgan Australia Limited (ABN 52 002 888 011/AFS 
Licence No: 238188) is regulated by ASIC and J.P. Morgan Securities Australia Limited (ABN 61 003 245 234/AFS Licence No: 238066) is a 
Market Participant with the ASX and regulated by ASIC. Taiwan: J.P.Morgan Securities (Taiwan) Limited is a participant of the Taiwan Stock 
Exchange (company-type) and regulated by the Taiwan Securities and Futures Commission. India: J.P. Morgan India Private Limited is a 
member of the National Stock Exchange of India Limited and The Stock Exchange, Mumbai and is regulated by the Securities and Exchange 
Board of India. Thailand: JPMorgan Securities (Thailand) Limited is a member of the Stock Exchange of Thailand and is regulated by the 
Ministry of Finance and the Securities and Exchange Commission. Indonesia: PT J.P. Morgan Securities Indonesia is a member of the Jakarta 
Stock Exchange and Surabaya Stock Exchange and is regulated by the BAPEPAM. Philippines: J.P. Morgan Securities Philippines Inc. is a 
member of the Philippine Stock Exchange and is regulated by the Securities and Exchange Commission. Brazil: Banco J.P. Morgan S.A. is 
regulated by the Comissao de Valores Mobiliarios (CVM) and by the Central Bank of Brazil. Japan: This material is distributed in Japan by 
JPMorgan Securities Japan Co., Ltd., which is regulated by the Japan Financial Services Agency (FSA). Singapore: This material is issued and 
distributed in Singapore by J.P. Morgan Securities Singapore Private Limited (JPMSS) [mica (p) 069/09/2006 and Co. Reg. No.: 199405335R] 
which is a member of the Singapore Exchange Securities Trading Limited and is regulated by the Monetary Authority of Singapore (MAS) and/or 
JPMorgan Chase Bank, N.A., Singapore branch (JPMCB Singapore) which is regulated by the MAS. Malaysia: This material is issued and 
distributed in Malaysia by JPMorgan Securities (Malaysia) Sdn Bhd (18146-x) which is a Participating Organization of Bursa Malaysia Securities 
Bhd and is licensed as a dealer by the Securities Commission in Malaysia. Pakistan: J. P. Morgan Pakistan Broking (Pvt.) Ltd is a member of the 
Karachi Stock Exchange and regulated by the Securities and Exchange Commission of Pakistan.  
  

Country and Region Specific Disclosures   
U.K. and European Economic Area (EEA):  Issued and approved for distribution in the U.K. and the EEA by JPMSL.  Investment research 
issued by JPMSL has been prepared in accordance with JPMSL’s Policies for Managing Conflicts of Interest in Connection with Investment 
Research which can be found at http://www.jpmorgan.com/pdfdoc/research/ConflictManagementPolicy.pdf.  This report has been issued in the 
U.K. only to persons of a kind described in Article 19 (5), 38, 47 and 49 of the Financial Services and Markets Act 2000 (Financial Promotion) 
Order 2001 (all such persons being referred to as "relevant persons"). This document must not be acted on or relied on by persons who are not 
relevant persons. Any investment or investment activity to which this document relates is only available to relevant persons and will be engaged 
in only with relevant persons. In other EEA countries, the report has been issued to persons regarded as professional investors (or equivalent) in 
their home jurisdiction Germany:  This material is distributed in Germany by J.P. Morgan Securities Ltd. Frankfurt Branch and JPMorgan Chase 
Bank, N.A., Frankfurt Branch who are regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht.  Australia:  This material is issued and 
distributed by JPMSAL in Australia to “wholesale clients” only.  JPMSAL does not issue or distribute this material to “retail clients.”  The 
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recipient of this material must not distribute it to any third party or outside Australia without the prior written consent of JPMSAL.  For the 
purposes of this paragraph the terms “wholesale client” and “retail client” have the meanings given to them in section 761G of the Corporations 
Act 2001.  Hong Kong:  The 1% ownership disclosure as of the previous month end satisfies the requirements under Paragraph 16.5(a) of the 
Hong Kong Code of Conduct for persons licensed by or registered with the Securities and Futures Commission. (For research published within 
the first ten days of the month, the disclosure may be based on the month end data from two months’ prior.) J.P. Morgan Broking (Hong Kong) 
Limited is the liquidity provider for derivative warrants issued by J.P. Morgan International Derivatives Ltd and listed on The Stock Exchange of 
Hong Kong Limited. An updated list can be found on HKEx website: http://www.hkex.com.hk/prod/dw/Lp.htm.  Korea:  This report may have 
been edited or contributed to from time to time by affiliates of J.P. Morgan Securities (Far East) Ltd, Seoul branch.  Singapore:  JPMSI and/or its 
affiliates may have a holding in any of the securities discussed in this report; for securities where the holding is 1% or greater, the specific holding 
is disclosed in the Legal Disclosures section above.  India:  For private circulation only not for sale. Pakistan:  For private circulation only not 
for sale. New Zealand:   This material is issued and distributed by JPMSAL in New Zealand only to persons whose principal business is the 
investment of money or who, in the course of and for the purposes of their business, habitually invest money. JPMSAL does not issue or distribute 
this material to members of "the public" as determined in accordance with section 3 of the Securities Act 1978. The recipient of this material must 
not distribute it to any third party or outside New Zealand without the prior written consent of JPMSAL. 
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China Oriental: Summary of financials 
y

Profit and loss statement Cash flow statement
CNY in millions, year-end Dec FY04A FY05A FY06E FY07E FY08E CNY in millions, year-end Dec FY04A FY05A FY06E FY07E FY08E

Revenues 9,119 9,183 9,782 12,636 14,704 EBIT 1,229 1,018 1,266 1,844 2,301
% change Y/Y 72.8 0.7 6.5 29.2 16.4 Depreciation & amortization 150 297 315 348 378

Gross margin (%) 14.4 13.3 14.6 16.0 17.0 Change in working capital -469 269 -966 -620 -291
EBITDA 1,378 1,315 1,580 2,192 2,679 Taxes 30 -157 -211 -307 -562

% change Y/Y 9.1 -4.6 20.2 38.7 22.2 Cash flow from operations 393 620 381 1,226 1,828
EBITDA margin (%) 15.1 14.3 16.2 17.3 18.2

EBIT 1,229 1,018 1,266 1,844 2,301 Capex -401 -850 -600 -500 -500
% change Y/Y 5.3 -17.1 24.3 45.7 24.8 Disposal/ (purchase) 0 0 0 0 0
EBIT margin (%) 13.5 11.1 12.9 14.6 15.6 Net interest -64 -12 -31 -50 -50

Net interest -64 -12 -31 -50 -50 Free cash flow -8 -230 -219 726 1,328
Earnings before tax 1,171 1,004 1,233 1,793 2,250

% change Y/Y 2.5 -14.3 22.8 45.4 25.5 Equity raised/ (repaid) 2,107 0 0 0 0
Tax 30 157 211 307 562 Debt raised/ (repaid) -500 -249 -696 0 0

as % of EBT 2.6 -15.6 -17.1 -17.1 -25.0 Other 186 -585 0 0 0
Net income (reported) 1,173    847       1,033    1,499   1,742  Dividends paid -625 -136 -192 -278 -278

% change Y/Y 9.0 -27.8 22.0 45.1 16.2 Beginning cash 153 2,925 1,725 530 978
Shares outstanding (MM) 2770 2905 2905 2905 2905 Ending cash 2,925 1,725 530 978 2,028
EPS (reported) (CNY) 0.424 0.291 0.355 0.516 0.600 DPS (CNY) 0.226 0.047 0.066 0.096 0.111

% change Y/Y -17.4 -31.2 22.0 45.1 16.2

Balance sheet Ratio analysis
CNY in millions, year-end Dec FY04A FY05A FY06E FY07E FY08E %, year-end Dec FY04A FY05A FY06E FY07E FY08E

Cash and cash equivalents 2,925 1,725 530 978 2,028 EBITDA margin 15.1 14.3 16.2 17.3 18.2
Accounts receivable 828 714 999 1,290 1,501 Operating margin 13.5 11.1 12.9 14.6 15.6
Inventories 900 1,103 1,408 1,789 2,056 Net profit margin 12.9 9.2 10.6 11.9 11.8
Others 412 253 484 626 728 SG&A/sales 15.1 14.3 16.2 17.3 18.2
Current assets 5,065 3,796 3,421 4,683 6,313

Sales per share growth 72.8 0.7 6.5 29.2 16.4
Long-term investments 0 0 0 0 0 Sales growth 72.8 0.7 6.5 29.2 16.4
Net fixed assets 2,349 4,236 4,675 4,674 4,796 Net profit growth 9.0 -27.8 22.0 45.1 16.2
Total assets 7,482 8,153 8,221 9,860 11,519 EPS growth -17.4 -31.2 22.0 45.1 16.2

Liabilities Interest coverage (x) 21.4 113.4 50.2 43.5 53.2
Short-term loans 1,420 1,336 573 573 573 Net debt to total capital -14.2 -1.2 5.0 -0.5 -9.6
Payables Net debt to equity -26.9 -2.1 7.4 -0.7 -13.6
Others 1,577 1,929 1,802 1,967 2,238 Sales/assets 173.0 117.5 119.5 139.8 137.6
Total current liabilities 2997 3112 2203 2690 2984 Assets/equity 192.6 177.5 150.0 147.4 143.1
Long-term debt 459 294 361 361 361 ROE 48.6 20.0 20.5 24.6 23.6
Other liabilities 25 15 56 0 0 ROCE 31.9 17.0 20.0 26.3 27.7
Total liabilities 3481 3421 2620 3050 3345
Shareholders' equity 3885 4593 5479 6687 8051  

Source: Company, JPMorgan estimates. 


