B3 CIMB SECURITIES

Analyse

Retail Research | MALAYSIA

11 April 2011

This...

Kong Seh Siang - +603 2084 9289 — sehsiang.kong@cimb.com
Tee Sze Chiah- +603 2084 9620 — szechiah.tee@cimb.com

Malaysia Steel Works (KL) Bhd

Iron-clad prospects

MSW MK Price @8/4/11: RM1.40
NOT RATED 52-week range (MYR): 0.82 - 1.48
Market cap — RM295m

Deep-value steel stock

o Malaysia Steel Works (Masteel) is on an expansion programme that is set
to double its earnings to RM80m-90m by FY12, lowering its FD P/E to
below 5x or 60% below the KLCI P/E. We believe the target is achievable
as it is expanding capacity to meet rising demand from property launches
and ETP infrastructure project starts. On P/NTA basis, the stock is cheap
at 0.6x CY10, 40% below the sector. We value Masteel at 10.2x forward
PIE, 30% below our 14.5x target market P/E. This works out to RM2.95,
more than double its current price. Masteel’s valuation discount is wider
than Ann Joo’s 10%. Should it succeed in its bid for the Iskandar rail
project, FY12 FD core EPS rises by 29% to 37.4 sen, implying a value of
RM3.80 or hefty upside of 170%.

Background

o This manufacturer of high-tensile steel bars and billets started in 1971 with
a rolling mill that could produce 30k metric tonnes of steel bars annually.
Today, its facilities in Section 51 of Petaling Jaya and Bukit Raja, Klang
house a 500k metric tonne p.a. billet plant and a rolling mill with an annual
capacity of 350k metric tonnes of steel bars. In comparison, Ann Joo (AJR
MK; Outperform) has a billet capacity of 680k metric tonnes p.a. and three
rolling mills with an annual capacity of 580k metric tonnes. Steel bars
contribute 60% of Masteel's revenue while sales of semi-finished steel
billets make up the remaining 40%. By virtue of its central location in the
Klang Valley, Masteel has good exposure to the country’s property boom,
selling 70% of its products to property developers and the balance to
construction companies. It distributes its products in Malaysia through more
than 65 dealers and exports 30-40% of its products through trading
partners in Australia, New Zealand, Indonesia, Singapore, Thailand,
Vietnam and the Philippines. Dato' lkhwan Salim bin Dato’ Haji Sujak has
served as Masteel’s chairman since 2003 and is also the division head of
Umno’s Petaling Jaya Utara division. Masteel’s major shareholders are the
company’s CEO and Executive Director Dato’ Sri Tai Hean Leng (34%),
Lembaga Tabung Haji (7%), and Dato' Ikhwan (4%).

Outlook

o Capacity expansion. Masteel is expanding capacity at its steelmaking
plants and rolling mills as management foresees higher demand from
recent property launches and the federal government's Economic
Transformation Programme (ETP) infrastructure projects. By 2012, we
expect Masteel to have a billet capacity of 650k metric tonnes p.a. and a
rolling mill with an annual capacity of 500k metric tonnes of steel bars.

o Superior location. Masteel is one of two steel companies in the Klang
Valley, the other being the Lion group’s Amsteel. Its central location gives it
a cost advantage over its competitors as transportation costs are RM20-22
per metric tonne or 50% lower than its rivals’ RM40-50 per metric tonne
cost. We believe this will enable the company to benefit from ETP spending
on projects such as the MRT and LRT extensions. Masteel's central
location also means that it is a key beneficiary of the Klang Valley's
property boom with 70% of revenues coming from blue-chip property
developers such as the Sunrise group.
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o Close to property developers. Management has good relationships with
several developers and has even signed long-term contracts for steel bars
with some. While most sales are through distributors, Masteel's close
relationships have enabled the company to sell directly to developers in the
Klang Valley. We believe that Masteel's high exposure to the property
sector will help underpin its FY11-12 earnings growth.

o Bullish on property, construction. Steel stocks were re-rated on Friday,
with share prices rising 5.7% on average, outpacing the FBM KLCI's 0.3%
decline. Our sense from speaking with steel players is that steel demand is
set to rise in 2H on the back of property and ETP infrastructure
construction starts. This is positive for Masteel, which is centrally located in
the Klang Valley and enjoys a cost advantage over its competitors.

o Property - The outlook for the property sector is very positive as the
proposed ETP rail and road infrastructure projects will greatly improve
accessibility while the targeted rise in population in Greater KL from 6m to
10m by 2020 will boost demand. Also, the steady economic outlook and
buoyant stock market augurs well for property demand. Leading
developers are targeting record launches in 2011 and the strong sales will
filter through to higher demand for building materials.

o Construction — We expect 2010’s positive momentum to continue in 2011.
Major projects in 2011 include the RM50bn KL MRT, the RM16.5bn high
speed rail project and the RM1.6bn-2bn Package 2 of the LRT upgrade.
Notable contracts given out in 2010 totalled RM8.7bn and we expect
c.RM114bn of mega projects to be implemented over the next five years.

e Cost advantage. Masteel uses an electric arc furnace (EAF) to refine
scrap steel into steel billets, which are, in turn, rolled into steel bars for use
in the property and construction industries. Masteel's analysis suggests
that at current prices, production cost for the EAF steelmaking process is
US$30/mt lower compared to the direct reduction method and US$45/mt
lower than the blast furnace process. The lower cost arises from EAF’s use
of scrap as feedstock instead of iron ore. Historically, scrap price increases
have lagged behind iron ore price increases because 1) iron ore is
imported from Brazil and Australia while scrap is sourced locally and 2) iron
ore prices are volatile as supply is controlled by three major players (Rio
Tinto, Vale and BHP Billiton).

Please read carefully the important disclosures at the end of this publication.




Retail Research | MALAYSIA

3 CIMB SECURITIES

11 April 2011

Analyse This...

Kong Seh Siang - +603 2084 9289 — sehsiang.kong@cimb.com
Tee Sze Chiah- +603 2084 9620 — szechiah.tee@cimb.com

MSW MK
NOT RATED

Price @8/4/11: RM1.40
52-week range (MYR): 0.82 - 1.48
Market cap — RM295m

Malaysia Steel Works (KL) Bhd

Iron-clad prospects

Comparison of raw material costs Iskandar Malaysia intra-city rail transit network

WSHEmetric tonne) Bhist Fumace Direct Reduction Ekctric Are Fumace
Fau rrterials Iron are Iron ore pellets Scrap metal
Metallurgical coke Coal, natrual gas Eledticty

Frodudtion costs i3] E70 640
Billet price [fob) 70 670 670

Spread 15) i 30
hialaysian mils Lnin Joo, Lion [in progress] Kinzteel, Lion, Penngja Southern Steel, Masted
COGS composition
Transpattation 1% 1% 1%
Labaur 2% 3% 2%
Bectricty . . %
Iran are % 33% -
Coal, hatural s - 38% -
Scran metal 1% - BE%
hetallurgical coke 21% - -
Onveheads, consumables 24% 25% 23%

Total 100% 10F: 100%

Source: Masteel investor presentation
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o Iskandar commuter rail network (CRN) proposal. On 19 Jan, Masteel
and KUB Malaysia Bhd (KUBM MK; Not Rated) formed a 60:40 joint
venture Metropolitan Commuter Network Sdn Bhd (MCN) to submit a
detailed proposal to supply and operate a world-class commuter train
network in the Iskandar Development Region. In Feb 2011, a senior official
at Johor's State Economic Planning Unit (Upen) said that other bidders are
also likely to submit proposals. To our knowledge, there have been no
other bids for the Iskandar rail project.

o Key points about the MCN proposal are:

e The MCN proposal involves building and operating a 100km intra-city
commuter rail network (CRN) system in Iskandar Malaysia and to
Woodlands, Singapore. The project cost is valued at RM1.0-1.3bn.

Valuation

e By 2012, we expect Masteel to expand its billet capacity by 30% to 650k
metric tonnes and the capacity of its rolling mill by 43% to 500k metric
tonnes. In comparison, Ann Joo has a billet capacity of 680k metric tonnes
p.a. and three rolling mills with an annual capacity of 580k metric tonnes.
Masteel's rolling mill utilisation rates are expected to remain high at 85%,
underpinned by the property boom in the Klang Valley. Core earnings (ex-
CRN) are expected to double from FY10 to FY12, which we believe will
drive valuations and re-rate the stock.

Valuation of Malaysia’s steelmakers

o The CRN will use Keretapi Tanah Melayu Bhd’s (KTMB) existing railway o L s o R o s
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infrastructure and the “own-operate” of the intra-city train system. The PEm " 0 0 - s 0s 57 P
project is to be undertaken in two phases and is expected to be R st T Sy
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completed within 24 months from project commencement. The Iskandar
rail project is expected to be awarded by June-July 2011.
The “build-transfer” portion of the CRN will be funded by project

Source: Bloomberg, CINVB Research

o Strong core earnings growth. Masteel's core net profit is set to rebound

financing under the federal government's public-private partnership
scheme while the “own-operate” portion of the CRN will be funded by
MCN and will be a 27-year concession.

We understand that MCN is negotiating a funding package for the “own-
operate” portion that will involve 70% debt and 30% equity.

If the Masteel/KUB JV wins the project, consolidated proforma gearing is
expected to increase from 0.5x currently to over 1.0x. This is within
management's acceptable range and will not hinder the company from
pursuing other growth opportunities during the “build-transfer” period of
the rail project.

from a loss of RM8.1m in 2009 to RM80m-90m in 2012, underpinned by
the company’s capacity expansion plans. Using 2010 as a base, this
implies a 2-year FD Core EPS CAGR of 49%. Despite Masteel's earnings
growth potential, its CY12 P/E of 4.8x is 30% below Ann Joo’s P/E of 7.0x
and 60% below the KLCI's P/E of 12.9x.

Trading at a discount. Masteel trades at discounts to its peers. Its 0.6x
P/NTA and 10.5x FY10 P/E are 40% lower than the sector average. Also,
Masteel's net gearing of 43.8% is lower than the sector’s 92.1%.

Masteel valuation. Applying 10.2x P/E to an FD core EPS of 29 sen for
FY12, we arrive at a value of RM2.95, implying 110% upside. Our target
P/E of 10.2x is based on a 30% discount to our KLCI target P/E of 14.5x
and is in line with our valuation for small-and mid-cap stocks. In
comparison, Ann Joo is valued at a forward P/E of 13.1x or a 10% discount
to our KLCl target.

Please read carefully the important disclosures at the end of this publication.
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RM80m-90m by then. We believe Masteel's targets are achievable as this WU DTS T el T danid
merely returns the company to FY08 numbers. Should margins return to Source: Bloomberg, CIMB Research

the 2008 levels, profits could be much higher given that its billet capacity
will be 85% higher than in 2008. Also, the company’s capacity expansion
will be underpinned by higher steel demand due to property launches and
ETP infrastructure project starts.

o To test 2008 highs soon. Masteel's share price broke out of its downtrend
from the RM1.45 Jan 2011 high two weeks ago. Since then, it has been on
a gradual uptrend and is currently above the 50-day SMA of RM1.25. This
is a bullish sign for the stock. Also, its weekly chart shows that the MACD is

o Masteel is trading at 0.6x NTA, a 40% discount to the sector average
(Figure 4). Also, as a result of the 48% annual net profit growth, it is trading
at a forward P/E of only 4.8x. We value Masteel at RM2.95, based on a
forward P/E of 10.2x or 30% below our CY12 target market P/E of 14.5x.
This implies 110% share price upside. Masteel’s valuation discount is wider
than Ann Joo’s 10%. Should it succeed in its bid for the Iskandar rail
project, its FY12 FD core EPS would rise by 29% to 37.4 sen, implying a
value of RM3.80 or hefty upside of 170%.

on the verge of confirming its bullish “golden cross” while the RSI has
already broken out. Our first target is the Jan 2011 high of RM1.45, which
we believe is easily achievable. Masteel's next level is the 2008 high of
RM1.59 which we expect the stock to challenge. A significant breakout
above the 2008 high would be bullish as this is Masteel's all-time high.
From then on, there are no more ‘known’ resistances as share overhang
would have been eliminated.
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