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Steel margins to soften only gradually

= We launch our Ferrous Chartbook to track key global supply and

demand drivers for the steel sector

= Expect near-term support for steel prices from elevated coking coal

costs and tight supply as Chinese steel exports ease

= Indian steel margins likely to remain elevated near term but revert to

mean in longer run; we prefer TATA and JSP
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China demand-supply balance likely to remain tight in H2: Chinese steel
production has reduced to 980mn tonnes (mt) on an annualised basis in Aug’21 from
a peak of ~1,200mt in Apr'21. While indicators point to lower offtake in H2FY22 as
the stimulus recedes, we expect demand to hold up supported by ongoing real
estate and infrastructure projects.

Ex-China market tightness to ease gradually: Global demand ex-China is being
supported by restocking and a recovery in construction and other industrial
consumption. With production recovering above previous peak levels, we expect the
supply-demand balance to slowly improve.

HRC prices supported by high coking coal costs and supply concerns: China’s
HRC export price has seen only a modest 9% decline from the recent peak in
May’'21 as the 40% correction in iron ore was largely offset by a 60% increase in
coking coal price. HRC prices continue to reflect concerns over tightness in the
market as China’s net exports of steel have begun to moderate in the second half.

Sharp correction in iron ore prices but structural issues persist: We attribute
the current sharp correction to readjustments of purchase commitments in response
to lower crude production. While Australian iron ore producers need to demonstrate
successful tie-in of replacement capacity, Vale needs to deliver on several milestones
to sustainably raise its production capacity to the targeted 400mt by end-CY22.

Steel margins to normalise in medium term: We expect steel demand to
moderate over the next six months, whereas it could take 12-18 months to restore
iron ore supply and 6-12 months for coking coal. We, thus, believe steel margins will
soften over the next 6-12 months with steel prices easing to US$ 650/t by FY23.

Prefer TATA, JSP: With the steel cycle at a peak, we prioritise capital discipline
over expansion projects. Accordingly, we are positive on Tata Steel (TATA) and
Jindal Steel & Power (JSP) who are now focusing on responsible growth (see
Disciplined capital allocation key to improving payout, 16Aug21).

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.

Recommendation snapshot

Ticker Price Target Rating
JSPIN 402 555  BUY
JSTLIN 697 795  HOLD
SAIL IN 121 150  HOLD
TATAIN 1455 1755  BUY

Price & Target in Rupees | Price as of 15 Sep 2021


https://www.barodaetrade.com/Reports/MetalsMining-SectorReport16Aug21-research.pdf
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Prices holding up well despite correction in iron ore: China’s HRC export price
has declined only 9% from the recent peak in May’21 as the 40% correction in iron
ore was largely offset by a 60% increase in coking coal price. China’'s HRC export
gross margin is also running higher at US$ 320/t levels (vs. ~US$ 200/t over the
past five years) and continues to reflect concerns over tightness in the market as
net Chinese steel exports moderate from the high levels of 74mt (annualised) seen
in H1CY21.

Steel margins to soften over 6-12 months: We expect steel demand to moderate
over the next six months, whereas it could take 12-18 months to restore iron ore
supply and 6-12 months for coking coal. We, thus, believe steel margins will soften
over the next 6-12 months with steel prices easing to US$ 650/t by FY23.

Key price drivers: At this juncture, key drivers for Chinese HRC steel prices are
(a) holding up of healthy demand in China, (b) easing of restocking demand outside
China, (c) resolution of structural issues in the iron ore market, and (d) resolution of
supply tightness in coking coal markets.

Key downside risks: A key downside risk to HRC prices could be a faster-than-
expected slowdown in Chinese demand. The hit could be on two counts —
reduction in support from tight coking coal supply and normalisation of the China
gross margin to historical levels.

Prices down to US$ 115/mt: We attribute the current sharp correction in iron ore
prices (US$ 115/mt vs. ~US$ 220/mt peak) to readjustments of purchase
commitments by traders and Chinese producers in order to balance the lower
crude production. However, we expect structural supply issues to continue to weigh
on iron ore prices.

Capacity needs to be restored: Australian majors — Rio Tinto and BHP — are
executing replacement projects for 20-25% of their capacity over the next two
years. During its last earnings call, Rio Tinto flagged issues related to compliance
with heritage management laws and limited availability of skilled manpower. While
Brazilian production has recovered after the wet season, Vale still needs to achieve
several milestones and licenses to reach its targeted production capacity of 400mt
by end-CY22. Key approvals to watch for are licenses to operate tailing dams at
Itabira complex and Itaburucu mine, targeted for Q4CY21.
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Production declines: In August, China’s crude steel production further reduced by
4% MoM to 83.2mt (or 980mt annualised) as government authorities worked with
industry to limit annual output with a view to keeping emissions under control. To
deliver on the government’s goal of staying below CY20 levels, crude steel
production must average ~81mt over the next four months. We will be monitoring
winter policies for additional mandated cuts.

Demand may hold up relative to production: China’s demand reduces
seasonally in the second half of the year. With the easing of stimulus, new property
starts and infrastructure FAI are showing signs of slowdown. Outside of
construction, weaker automobile production and lower appliance production could
result in softer steel demand than the first half. However, we expect that property
under construction and new infrastructure projects initiated over past year will
support steel demand over the next 6-12 months.

We expect demand to ease at a slower pace than production cuts, in turn lowering
net exports out of China. Notably, global major AMNS in Jul'21 revised its
expectation of steel demand growth in China for CY21 to 3-5% from its earlier
forecast of 1-3%.

Net Chinese exports could moderate over rest of CY21: China’s net steel
exports have come down slightly to 5mt in Aug’21. Exports over January-August
stood at 48mt and remain high in relation to the 54mt of exports in CY20. Given
production cuts, we expect net exports to moderate further.

Production has recovered: Outside China, steel production has recovered and is
running above previous peaks seen in July.

Demand robust: Construction demand in Europe and the US has recovered
sharply and is currently supporting steel demand. While automobile production is
underperforming expectations set at the beginning of the year due to
semiconductor shortages, production is up YoY. In Jul'21, AMNS revised its
forecast for ex-China steel demand growth in CY21 from 8.5-9.5% to 12-13%.

European demand is likely to undergo a seasonal decline during the September-
October summer period, but underlying drivers remain supportive. Eurofer expects
apparent steel consumption in the EU to grow 11.2% YoY in CY21 on a lower base
in CY20 and recover to CY19 levels. The agency also expects the EU steel weighted
industrial production index to rise 9.3% YoY in CY21 after a decline of 10.5% in
CY20.
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Fig 1 — HRC steel prices (China and India)
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Fig 2 — Regional HRC steel prices
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Fig 3 — Iron ore prices

Source: Bloomberg, BOBCAPS Research

Fig 4 — Iron ore grade premia/ discount
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Fig 5 — Coking coal prices

Source: Bloomberg, BOBCAPS Research

Fig 6 — China HRC gross margin proxy (on export price)
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India steel demand supply and prices

Fig 7 — India steel consumption Fig 8 — India steel production
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Fig 9 — India steel exports Fig 10 — India HRC premium/discount
. Premium/discountto landed cost (R) 0
(Ann;a:)lwed 2016 =—2017 2018 (USS$/t) China HRC exports (%)
20 7 2019 2020 2021 1200 - ——India HRC - 20
15 1
10 1,000 - - 10
5 -0
0 - 800 -
- - (10)
(10) o \’\-V‘\N"/’K
(15) - 400 . : ; . —L (30)
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan-19 Jul-19 Jan-20 Jul-20 Jan-21 Jul-21
Source: CMIE, BOBCAPS Research Source: Bloomberg, CMIE, BOBCAPS Research
Fig 11 — India rebar premium/ discount Fig 12 — India HRC gross margin proxy
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China steel production and consumption

Fig 13 — China steel production
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Fig 14 — China steel apparent consumption
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Fig 15 — China steel net exports

Source: Bloomberg, China Customs, China National Bureau of Statistics, BOBCAPS Research

Fig 16 — China steel inventory for market place
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Fig 17 — China steel inventory of traders
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World steel production

Fig 18 — China production
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Fig 19 — Ex-China production
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Fig 20 — EU production

Source: Bloomberg, World Steel Association, BOBCAPS Research

Fig 21 — US production
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Fig 22 — Asia ex China production

Source: Bloomberg, World Steel Association, BOBCAPS Research

Fig 23 — India production
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Iron ore import/ export

Fig 24 — China iron ore imports
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Fig 25 — China iron ore port inventory
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Fig 26 — Australia iron ore exports (monthly)

Source: Bloomberg, Steelhome, BOBCAPS Research

Fig 27 — Brazil iron ore exports (monthly)
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Fig 28 — Australia Port Headland iron ore exports
(weekly)

Source: Bloomberg, Brazil Ministry of Commerce, BOBCAPS Research

Fig 29 — Brazil iron ore exports (weekly)
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Coking coal

Fig 30 — China coking coal imports Fig 31 — China coking coal import price
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Fig 32 — Australia coking coal exports Fig 33 — Australia coking coal FOB price
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Apparent steel demand

Fig 34 — China
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Fig 35 — Europe
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Source: Bloomberg, Eurofer, World Steel Association, BOBCAPS Research

Fig 36 — US Fig 37 — Japan
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Fig 38 — India
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China demand indicators

Fig 39 — China manufacturing PMI Fig 40 — China Industrial Production YTD growth
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Fig 41 — Fig 28 — China FAI ex rural households Fig 42 — China steel PMI
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Fig 43 — China FAI real estate FAI, YTD growth =
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Fig 44 — China real estate FAI
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Fig 45 — Real estate floor space under construction

Source: Bloomberg, National Bureau of Statistics, BOBCAPS Research

Fig 46 — Real estate floor space newly started
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Fig 47 — Residential floor space under construction

Source: Bloomberg, National Bureau of Statistics, BOBCAPS Research

Fig 48 — Residential floor space newly started
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China property sector indicators

Fig 49 — Real estate - total funds cumulative
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Fig 50 — Real estate — total funds monthly
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Fig 51 — Infrastructure FAI excluding electric power, heat
power, gas and water, YTD growth

Source: Bloomberg, National Bureau of Statistics, BOBCAPS Research

Fig 52 — Infrastructure FAI excluding electric power, heat
power, gas and water
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Fig 53 — Transport, Storage, Posts FAI

Source: Bloomberg, National Bureau of Statistics, BOBCAPS Research

Fig 54 — Power, Gas and Water FAI
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China downstream demand indicators

Fig 55 — Machinery: metal cutting machine production Fig 56 — Automobiles: vehicle production
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Fig 57 — Automobiles: Passenger vehicles production Fig 58 — Automobiles: Commercial vehicles production
('000) e 2021 = 2020 2019 ('000) — 2021 = 2020 2019
3,000 7 2018 2017 2016 700 7 2018 2017 2016
2500 - 600 -
2,000 - 500 1
400
1500 \/
300 -
1,000 200 -
500 100 -
0 T T T T T T T T T T T 1 0 T T T T T T T T T T T 1
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
Source: Bloomberg, China Automotive Information Net, BOBCAPS Research Source: Bloomberg, China Automotive Information Net, BOBCAPS Research
Fig 59 — Appliances: Air-conditioner production Fig 60 — Appliances: Washing machine production
(mn) e 2021 = 2020 2019 (mn) — 2021 = 2020 2019
28 1 2018 2017 2016 90 1 2018 2017 2016
26 85
24 80 1
22 - ‘ 7S 1
]
18 - 6.0 ]
16 N\ 55 |
14 4 50 -
12 1 45 -
10 T T T T T T T T T T T 1 40 T T T T T T T T T T T 1
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
Source: Bloomberg, National Bureau of Statistics, BOBCAPS Research Source: Bloomberg, National Bureau of Statistics, BOBCAPS Research

EQUITY RESEARCH 15 15 September 2021



METALS & MINING

Europe: steel demand indicators

Fig 61 — Europe apparent demand
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Fig 62 — Europe demand break-up
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Fig 63 — Europe construction index seasonally adjusted

Source: Eurofer, BOBCAPS Research

Fig 64 — Eurozone construction confidence indicator SA
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Fig 65 — EU motor vehicle production index

Source: Bloomberg, European Commission, BOBCAPS Research ! SA — Seasonally adjusted

Fig 66 — Europe vehicles registration
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US steel demand indicators

Fig 67 — US apparent steel demand
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Fig 68 — US steel shipments break-up (2018)
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Fig 69 — US housing permits

Source: AlSI, BOBCAPS Research

Fig 70 — US housing starts
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Fig 71 — US new homes under construction

Source: Bloomberg, US Census Bureau, BOBCAPS Research

Fig 72 — US FW Dodge Construction Index
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Fig 73 — US motor vehicle and parts production
manufacturing SA index

&3 BOBCAPS

TRUST | INNOVATION | EXCELLENCE

Fig 74 — US domestic auto production
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Fig 75 — US truck and car vehicle sales

Source: Bloomberg, Bureau of Economics, BOBCAPS Research

Fig 76 — US machinery shipments
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Fig 77 — US farm wheel tractor retail sales

Source: Bloomberg, US Census Bureau, BOBCAPS Research

Fig 78 — US appliances new orders

(mn)
45 -
40 -
35
30 1
25 1
20 1
15 1
10 1
5 E

e 2021 —2020 2019
2018 2017 2016

0

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

(US$bn) e 0021 = 2020 2019

29
27
25
23
21
19
1.7
15

2018 2017 2016

/\/—

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Source: Association of Equipment Manufacturers, Bloomberg, BOBCAPS Research

EQUITY RESEARCH

18

Source: Bloomberg, US Census Bureau, BOBCAPS Research

15 September 2021



Mean
=====Mean+ 2sd

/&3 BOBCAPS
TRUST | INNOVATION | EXCELLENCE

= = Mean- 1sd
* = Mean - 2sd

PB
++ Mean + 1sd

Fig 80 — Tata Steel P/B 1Y forward
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India steel sector valuation charts
Fig 79 — Tata Steel EV/EBITDA 2Y forward
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Fig 85 — SAIL EV/EBITDA 2Y forward Fig 86 — SAIL P/B 1Y forward
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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 2021, out of 105 rated stocks in the BOB Capital Markets Limited (BOBCAPS) coverage universe, 48 have BUY ratings, 25 have HOLD ratings, 10
are rated ADD*, 2 are rated REDUCE* and 20 are rated SELL. None of these companies 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 Institutional 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.: INHO000000040 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 act as market makers or 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.
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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.

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 in the past 12 months. 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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