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Zhongsheng Resources :x:

Strong reserve fogged by near-term uncertainty

Q  Mining company shifting focus to titanium concentrate Kant Leung
Q  Soundstory of organic and inorganic expansion (852) 2533 372.3 .
QO Uncertain near-term growth; Awaiting better entry point kantleung@sbie2capital.com

Zhongsheng Resources is a privately-owned iron ore and ilemnite producer  Stock Data

in Shandong province. It differentiates by: i) having the largest known iron  Rating Not Rated
ore reserve in Shandong Province, totalling about 718.6mt; and ii) being  price (Hk) 322
one of the five mining companies named in the first batch of “state-level  Target Price (HKS) na.
green mines pilot units” Most of its customers are iron pellets and steel  12m Price Range (HKS) 123-395
manufacturers in the neighbourhood. Market cap. (HKSm) 23212

Daily /0 (HK$) 1,810,249.1
Zhongsheng currently owns four mines: Yangzhuang Iron Mine (YZ), Zhuge .o %) 169

Shangyu llmenite Mine (ZGSY), Qinjiazhuang llmenite Mine (QJZ) and Source: Bloomberg
Luxing Titanium Mine (LX). For FY12/12, YZ is the only operating mine,

producing 310.3kt of iron concentrates during the period. Given that ZGSY,

QJZ and LX all have considerable titanium reserves, the company plans to  Financial Summary

expand into titanium concentrate business. Year to Dec 10A 11A 12A
Turnover (RMBm) 485.5 1,010.3 871.5

What's New. Zhongsheng faced unexpected government scrutiny with  Gross profit (RM8m) 2044 2762 1528
regard to granting mining permits and hence postponed expansion plans.  NetProfit (RMBm) 107.2 1322 46.9
Despite the turbulence, ZGSY and LX mines are both operating now. QJZ is, E’/’;((R)MB) na. 022 007
. L. . .. .. X) n.a. 1.9 38.4

however, still awaiting approval for commencing mining. In addition, . 77 ss a0
Zhongsheng announced in early June that it has entered into two separate  ev/imoa (x 185 136 2622
non-binding MOUs to acquire two ilmenite mines, one in operation and  Yield (%) - 42 01
one not yet started mining. ROE(%) 343 37 o2
ROCE (%) 14.7 13.8 5.0

N. Gear (%) 114.2 719 451

Our View. Titanium concentrate business will be the future growth
drivers for Zhongsheng. ZGSY and LX are expected to contribute 40kt and
30kt of titanium concentrate in FY12/13 in spite of the delay in capacity
expansion. ZGSY's production can be further ramped up upon the renewal
of mining permit with annual mining production scale of 8mt, up from the
current 1.2mt. As unit production costs for iron concentrate and titanium
concentrate are similar, gross margin for Zhongsheng is likely to improve in
FY12/13 with a further uplift should iron ore prices rebound. However, for
QJZ, the asset currently does not possess a mining permit and may not be
capable to contribute this year.

Source: Company data, Bloomberg

The recent intended acquisition of two ilmenite mines is consistent with the
company’s strategy to transform into a titanium-iron company in the longer
term. With aid of its production scale as well as the track record of safety,
the company is likely to benefit from an industry consolidation approved of
by the government for larger mining companies to consolidate smaller
ones in view of safety concerns. Meanwhile, domestic titanium supply is
expected to continue falling short of the demand in the coming years and
Zhongsheng’s vast reserve will provide ample room for expansion.

Please refer to important disclosures at the end of this report
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Table 1: Zhongsheng mine asset details

Expected Fe Expected Ti
Mines Total Ore Reserve (Mt) Average Fe Grade (%) Average TiO, Grade (%) Current Status output (kt) output (kt)
Yuangzhuang (YZ) 417 246 n.a. In operation 320 n.a.
Zhuge Shangyu (ZGSY) 546.3 12.8 57 In operation 40 40
Qinjiazhuang (QJZ) 86.6 13.6 4.5 Pending approval na. na.
Luxing (LX) 441 45 6.6 In operation 100 30

Source: Company data

Valuation. Zhongsheng's FY12/12 historical P/E for 38.4x, which is pricing in the future growth aggressively. Expected
additional production for FY12/13 is 140kt of 57% Fe concentrates and 70kt of 46% Ti concentrates (with potential
addition of 100kt 20%~30% Ti concentrates from QJZ), as compared to YZ's 310kt~320kt of 65% Fe contribution for
these two years. Even if iron concentrates prices were to increased 25% YoY back to 2011 level about at RMB1,200 per
tonne, FY12/13 net profit is unlikely to bring P/E ratio back to single digit levels like its peers.

From the perspective of reserves, Zhongsheng is trading at HK$20.1 per tonne of metal content, as compared to
HKS$17.1 of IRC (1029 HK), Zhongsheng's closest comparable. The heavier weight of titanium dioxide in Zhongsheng’s
reserve should more than explain the difference.

Titanium exposure key differentiator. The differentiator of Zhongsheng is its sizable reserve and exposure to
titanium market, but the near term performance is constrained by the government permit review schedule. The
company may turn to inorganic growth via acquisitions to boost operating scale, but it would need to strike a balance
as how to best apply its balance sheet to generate returns for shareholders, especially in light of the company’s intrinsic
potential for organic capacity growth. Zhongsheng currently has a moderate net gearing of 43.1% with RMB82.9m
cash assets on hand.

Table 2: Peers valuation table

EV per tonne*

Company Ticker Market Cap (HK$m) Historical P/E (x) Historical P/B (x) ROE (%) (HKS)
China Zhongsheng Resources 2623 HK 2,414.9 40.7 3.5 9.2 3.8
IRC Ltd. 1029 HK 3,664.8 n.a. 0.5 (6.7) 57
China VTM 893 HK 2,531.5 4.9 0.6 120 11.2
Newton Resources Ltd. 1231 HK 2,480.0 na. 17 (3.2) 7.5
China Hanking Holdings Ltd. 3788 HK 3,056.1 6.8 1.9 28.1 7.8
Average 2,829.5 17.4 1.6 7.88 7.2

*Enterprise value per tonne of proved and probable reserve; did not adjust for mineral contents
Source: Bloomberg, SBI E2-Capital

Table 3: Profit and loss items

RMB m FY12/10A FY12/11A FY12/12A
Revenue 485.5 1,010.3 871.5
Cost of goods sold (281.1) (734.1) (718.7)
Gross profit 2044 276.2 152.8
Selling and marketing expenses (4.6) (9.6) (11.0)
General and administrative expenses (31.7) (41.5) (49.0)
Other net gains/ (loss) (2.5) 3.0 74
Operating profit 165.6 228.1 100.2
Finance cost (23.7) (50.9) (35.2)
Finance income 1.2 24 1.5
Share of loss of an associate (0.9) (1.6) -
Income tax (39.6) (48.0) (24.1)
Net profit 102.6 130.0 42.4
Minority Interest (4.6) (2.2) (4.5)
Shareholders' profit 107.2 1322 469

Source: Company data
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SBI E2-Capital is a dedicated small/mid cap investment banking/ stockbrokerage house. Find our research on: sbie2capital.com,
thomsononeanalytics.com, factset.com and multex.com

SBI E2-Capital stock ratings:

STRONG BUY : absolute upside of >50% over the next three months
BUY : absolute upside of >10% over the next six months

HOLD :absolute return of -10% to +10% over the next six months
SELL : absolute downside of >10% over the next six months

Investors should assume that SBI E2-Capital is seeking or will seek investment banking or other related businesses with the
companies in this report.

Analyst certification: The views expressed in this report accurately reflect the analyst’s personal views of the subject securities and
that the analyst has not received and will not receive direct or indirect compensation in exchange for expressing specific
recommendations or views in this report.

Disclaimer:

This research report is not an offer to sell or the solicitation of an offer to buy or subscribe for any securities. The securities referred
to in this report may not be eligible for sale in some jurisdictions. The information contained in this report has been compiled by
the Research Department of SBI E2-Capital Financial Services Limited ('SBI E2-Capital’) from sources that it believes to be reliable but
no representation, warranty or guarantee is made or given by SBI E2-Capital or any other person as to its accuracy or completeness.
All opinions and estimates expressed in this report are (unless otherwise indicated) entirely those of SBI E2-Capital as of the date of
this report only and are subject to change without notice. Neither SBI E2-Capital nor any other person, accepts any liability
whatsoever for any loss howsoever arising from any use of this report or its contents or otherwise arising in connection therewith,
Each recipient of this report shall be solely responsible for making its own independent investigation of the business, financial
condition and prospects of the companies referred to in this report. SBI E2-Capital and their respective officers, directors and
employees, including persons involved in the preparation or issuance of this report, may from time to time (1) have positions in, and
buy or sell, the securities of companies referred to in this report (or related investments); (2) have a consulting, investment banking or
broking relationship with any company referred to in this report; and (3) to the extent permitted under applicable law, have acted
upon or used the information contained or referred to in this report including effecting transactions for their own account in an
investment (or related investment) in respect of any company referred to in this report, prior to or immediately following its
publication. This report may not have been distributed to all recipients at the same time. This report is issued only for the
information of and may only be distributed to professional investors and dealers in securities and must not be copied, published,
reproduced or redistributed (in whole or in part) by any recipient for any purpose. This report is distributed in Hong Kong by SBI
E2-Capital. Any recipient of this report who requires further information regarding any securities referred to in this report should
contact the relevant office of SBI E2-Capital located in such recipient’s home jurisdiction.

Copyright© SBI E2-Capital Financial Services Limited. All rights reserved.
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