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Sapphire Corporation Limited

Increase Exposure

S$$0.600

e |Intrinsic Value

Just the Start of the Line-Up

e Prev Close

S$0.280

Sapphire Corporation Limited (Sapphire) announced a
strong set of FY10 results with operating profit, excluding
one-off items, growing by 89.8% from S$5.9m in FY09 to
S$11.1min FY10. We expect Sapphire to maintain its strong
growth in FY11 owing to a) a 42.9% increase in vanadium
pentoxide (V205) production capacity and b) full year
contribution from rebar processing for Weiyuan Steel Co.,
Ltd (Weiyuan). Maintain Increase Exposure based on an
intrinsic value of S$0.600.

Fundamental Developments:

Sapphire has increased its V205 production capacity
from 3,500 to 5,000 tonnes per annum. It is also
sourcing for more vanadium slag to facilitate further
expansion. We are excited by these moves which has
raised Sapphire’s growth visibility. We now expect
revenue to grow by 25% to S$149.8m in 2011.

The increased capacity will also yield the company
economies of scale and improve profitability. As a
result, we are projecting a reference 5% point increase
in gross margin in 2011. Consequentially, net margin is
expected to widen from 9.3% in FY10 to 16.3% in
FY11F.

Last month, Sapphire pledged its China Vanadium
Titano-Magnetite Mining Company Ltd (CVTM) shares
to Credit Suisse International (CSIN) as collateral to
refinance some of its investments. Under the
agreement, Sapphire gained a) continued exposure to
CVTM share price upside and b) an exit option via its
right to repay the loan using the said CVTM shares
from 2013. Notably, this resolves much of Sapphire’s
funding needs without diluting existing shareholder
value.

To further enhance value, Sapphire proposed a
dividend of 1 S cent per consolidated share for FY10 —
its first pay out as far back as 2004. We view this
decision as a signal of strong future growth and
sufficient cash flows by Sapphire.
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Main Activities

Sapphire Corporation Limited is engaged in the
manufacture and sale of steel and vanadium
products in PRC. Its goal is to be the third largest
vanadium pentoxide producer in China. It also has
stakes in other steel businesses in PRC.

| Financial Highlights |
(Y/E Dec) S$ m FY09 FY10 | FY11lF
Revenue 133.8 119.9 149.8
Gross Profit 17.6 25.5 39.4
Operating Profit® 5.9 11.1 24.4
Earnings 35.3 75.6 15.0
EPSA A (S cts) 4.35 9.42 1.85

"Adjusted, see Figure 2, MEPS is based on the
810.9m shares post-consolidation.
Source: Company, SIAS Research

Key ratios (FY11F) |

PER 15.1
P/BV 0.76
Return on Common Equity 5.1%
Return on Assets 4.3%
Gross Debt to Common Equity 16.2%

Source: SIAS Research

Indexed Price Chart
Green (FSSTI)
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solidation prices.

"Chart is based on pre-con
Source: Bloomberg

g

52wks High-Low” S$0.400 /S$0.200
Number of Shares” 810.9m
Market Capitalization S$227.1m

"Adjusted to reflect share consolidation
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Expect More Attention on Sapphire

Mainboard upgrade + Share consolidation: Effective from 02 February 2011,
Sapphire was upgraded to the SGX Mainboard from the SGX Catalist.
Subsequently, Sapphire’s shares were consolidated in the ratio of 20 to 1 with
trading of the consolidated shares having commenced from 23 February 2011.

Drastically lower trading costs: As a result of this exercise, Sapphire’s
trading costs or bid-ask spread as a percentage of its share price, will be
drastically reduced. Sapphire’s share price ranged from S$0.015 to S$0.020
over the last three months prior to the consolidation of its shares, translating to
a post-event unit price of S$0.300 to S$0.400. Similarly, slippage or the market
impact of transacting huge blocks of shares will be reduced — a concern to
some asset management companies.

Higher interest from funds and traders: Sapphire has been an attractive
investment given its positive fundamentals. With these corporate actions, we
believe that Sapphire is now an even more appealing counter to a wider
spectrum of investment funds and traders, e.g. funds which are mandated to
invest in only Mainboard listed counters or short term traders who were
concerned about the previously high bid-ask spread. We are optimistic that the
higher liquidity will assist value discovery in Sapphire’s shares, thereby
narrowing the presently high value-price gap. We currently value Sapphire at
S$$0.600 per share.

Figure 1: Summary financial figures before and

after share consolidation

Share
Consolidation

Before After

Hypothetical Share Price (SS$) 0.015 0.300
No of issued shares (m) 16,219.0 810.9
FY10 NAV per share (S cents) 2.07 41.3
FY10 EPS per share (S cents) 0.47 9.4
Price / NTA 0.72
Price / FY10 EPS 3.2

Source: SIAS Research
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A Record Set of Results

Strong full year growth in both core profit and investment gains: Sapphire
made a record net attributable profit of S$75.6m for the whole of FY10, which
was 115% higher than the S$35.3m made in FY09. Stripping off non-operating
items such as interest income and expenses, fair value gains and exchange
differences, core operating earnings grew by 89.8% YoY from S$5.9m in FY09
to S$11.1m in FY10.

4QFY10 operating profit up annualized 23.9% QoQ: Although Sapphire lost
S$12.8m in the fourth quarter of 2010, the bulk of it was due to impairment
losses in available-for-sale financial assets (comprising of mainly the CVTM
shares) and development property in Malaysia. Profit from operations as
reported in the company results announcement had included these impairment
losses, interest income and exchange losses, which we felt failed to reflect the
strength of the underlying business. When we excluded these items to derive
operating profit, we found that core earnings in 4QFY10 reached S$3.7m which
grew by 5.5% over the last quarter, or 23.9% when compounded over a year.
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Figure 2: Results Analysis

1Q 2Q 3Q 4Q

FY10 FY10 FY10 FY10 FY10 FYO09 Chg %
Revenue 21.8 27.2 221 48.7 119.9 133.8 -10.4%
Gross Profit 3.2 5.7 6.2 10.4 255 17.6 45.0%
Operating Expenses -2.5 -2.5 -2.7 -6.7 -14.4  -11.7 22.6%
EBIT (Operating Income) 0.7 3.2 3.5 3.7 11.1 5.9 89.8%
Interest Income 0.5 0.4 1.2 2.8 4.9 1.8 NM
Interest Expenses 0.0 0.0 -0.9 -3.2 -4.1 0.0 NM
Exchange gains and losses -0.1 0.1 1.0 -0.1 0.9 0.9 NM
Share of associates’ profit -0.1 0.8 0.8 0.1 1.6 33.9 NM
Fair value gains and other items 0.0 834 -0.1 -12.0 71.2 3.0 NM
Non-operating income 0.4 84.6 1.9 -125 744 395 88.3%
Profit before tax 1.1 87.8 5.4 -8.7 85.6 454 88.5%
Income tax -0.2 -06 -0.7 -15 -3.0 -20 54.1%
PAT 0.8 87.2 48 -10.2 82.6 435 90.0%
PATMI 0.0 853 3.1 -12.8 75.6 353 114.6%
Ml 0.8 1.9 1.7 2.5 6.9 8.2 -15.5%

Source: SIAS Research
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Ignore short term impairment losses: We are not overly concerned about the
4QFY10 impairment losses at the moment. These losses were mainly due to
fluctuations in the value of Sapphire’s investments and exchange differences.
As Sapphire is a long term investor in these assets, the company’s long term
gains out of these investments should be our focus.

In fact, Sapphire’s non-operating income comprising of share of associates’
profits, fair value gains, net interest income, exchange differences and other
non-recurring items summed up to a net gain of S$74.4m for FY10, translating
to a gain of 88.3% over the S$39.5m for FY09 (Figure 2). This is testament of
Sapphire’s ability to generate investment gains.

Yet to unlock value in other investments: Sapphire currently owns 11.7% of
Weiyuan and 11.2% of Neijiang Bowei Fuel & Chemical Co. Ltd (Bowei).
Weiyuan is the main supplier of raw materials to Neijiang Chuanwei Special
Steel Co Ltd (Special Steel), while Bowei supplies coke to Weiyuan and
electricity to both Weiyuan and Special Steel. Special Steel is the key operating
subsidiary of Sapphire, producing both V205 and steel products. As we will
explain later, there is reason to believe that Sapphire will enjoy substantial
gains from its stakes in these entities in the future.

In addition, our valuation approach values Sapphire’s operating assets
separately from its investments. Impairment losses due to the CVTM shares
are not a measure of Sapphire’s core business of vanadium and steel

production.
Figure 3: Breakdown of Investment Gains
FY10 FY09
Compensation Income 0.0 2.2 \
Initial fair value gain on CVTM 113.7 0.0
Gain on restructuring 11.3 0.0
Negative goodwill 0.0 6.1 )
Figures were taken from FY10
Agent fee -8.0 0.0
results announcement. They
Amortizaton of bond expenses 0.0 -0.7 > were mainly due
Commission 0.0 -2.2 investment activities.
Impairment of CVTM -41.5 0.0
Impairment of property -3.9 0.0
Impairment of non-trade
receivables -0.2 2.4 ) Agreed back to Figure 2:
Loss on disposal of subsidiary -0.1 0.0 ’ Fair value gains and other
Fair value gains and other items 71.2 3.0 items.

Excludes share of associates
Source: SIAS Research
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Operating cash flows also showed strong growth: Sapphire’s operating
cash flows both before and after working capital changes also mirrored its profit
growth. FY10 gross operating cash flows grew by 109% YoY to S$24.5m from
S$11.7m last year. After accounting for working capital changes, net operating
cash flows jumped by 3.6x to S$23.6m in 2010 versus S$5.1m in 2009.

While Sapphire’s share of profits from associates fell from S$33.9m in 2009 to
S$1.6m in 2010, the bulk of the gains in 2009 were due to the listing of CVTM
in Hong Kong. Gains from the listing were initially recognized via an associate
before the shares were transferred to Sapphire for direct ownership.

The strong growth that Sapphire exhibited in 2010 was partly due to the full
year contribution of Special Steel, which was acquired in June 2009 and the
processing of rebars for Weiyuan — a new income stream added only in 2H
2010. 1H FY10 revenue was affected by the set up of the rebar processing line.
However, the higher gross margin of this business more than offset the decline
in revenue to lead to a 45.0% YoY growth in gross profit.

First dividend declared as far back as 2004: In particular, we were surprised
by the 1 S cent dividend declared for FY10. We view this payment of dividend
as a signal that the company is confident of having sufficient cash flows for its
near term needs.

2011 growth drivers: In 2011, Sapphire will benefit from

a) Increased V205 production following the increase in capacity from 3,500 to
5,000 tonnes per annum. Sapphire made about RMB20.0m to RMB25.0m
of revenue per quarter from the sale of V205 last year. Notably, this
expansion was made possible via technological enhancements — additional
capital expenditure was reduced.

b) Efforts to seek new sources of vanadium slag to expand production. From
our point our view, Sapphire should ideally double its supply of slag before
it builds another processing line of similar capacity.

c) Full year contribution of rebar processing, which only started in 3Q FY10.
Rebars refer to steel bars used to reinforce concrete slabs. 2010 results
were further affected by plant downtime in the first half to construct the
rebar processing line.

d) Increased investment in Special Steel where Sapphire invested an
additional US$23.4m to raise its effective stake from 51% to 70%, meaning
that more of operating profit will flow to net attributable profit.

e) The possible resumption of mineral trading activities in 2011. In this results
announcement, Sapphire mentioned that it is looking for investments in
mines possibly to complement its value chain activities.
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Ambitious Game Plan for 2013

To secure long term supply of vanadium: On top of its near term growth
plans, Sapphire also has its long term growth sorted out. Last year, Weiyuan
received approval from the PRC authorities to increase its annual capacity by
2.15m tonnes at a cost of RMB5.6bn by 2013. The vanadium slag that
Sapphire obtains from Weiyuan is a by-product of the latter's steel production
process. Following this expansion, Weiyuan’s total capacity will provide
Sapphire with potential access to a maximum of 140,000 tonnes of vanadium
slag each year.

If Sapphire successfully secures all available new vanadium slag from Weiyuan,
the additional supply will be sufficient to propel Sapphire’s production of
vanadium pentoxide from 4,000 tonnes to 12,250 tonnes per annum. Upfront,
we are looking at the possibility of Sapphire tripling its revenue and profit after
2013 if it manages to secure all available vanadium slag from Weiyuan.

Figure 4: Scope for Production to Grow >3x

15,000
12,250
10,000
million tonnes perannum of steel
tonnes perannum of products
V205
5000 4.65m
4 3,500
- =
0 T T
Before Expansion After Expansion Before Expansion After Expansion
\ J | J
[ [
Special Steel Weiyuan

The 86% jump in production capacity at Weiyuan will give Sapphire access to
sufficient vanadium slag to produce up to 12,250 tonnes of V205 a year, or 3.5x

current capacity in 2013.
Source: SIAS Research

To be key vanadium maker in China: The additional supply of vanadium slag
will help Sapphire close in on its rivals — market leaders Pangang Group Steel
Vanadium & Titanium Co Ltd (Pangang) as well as Hebei Iron and Steel Group
— in the vanadium production space. Pangang had a vanadium products
capacity of 18,000 tonnes per annum in 2010.
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When iron ore rich in vanadium content is used to make steel, the waste slag
produced contains significant amounts of vanadium. This slag can be
processed into vanadium oxides, e.g. V205, which is then sold to other steel
makers. Vanadium is marketed as oxides since they are more concentrated
and contain fewer impurities. About 11,000 tonnes of vanadium slag is needed
to make one tonne of V205.

In China, vanadium rich iron ore is primarily found in the Panzhihua ( )
area. This creates a ready market for vanadium as steel makers obtaining their
iron ore from other sources will face a deficit of vanadium, which is added to
steel to increase its strength.

Currently, the trend in China is to make use of higher strength steel in areas
such as construction and manufacturing to reduce resources consumption.

e Since 2009, the Chinese government has been emphasizing on the use of
400 Mega Pascals (MPa) rebars in construction, with a target to increase
its share of total consumption of rebars to 60% by this year. In Germany
and the US, high strength rebars are already an industry standard.

e The construction of high speed railways in China has increased demand
for even harder steel bars of at least 500MPa in strength.

e Within the manufacturing industry, car makers are increasingly using
higher strength steel to reduce vehicle weight and consequentially fuel
consumption.

e Within the energy sector, vanadium is used to make batteries to store
huge amounts of electricity as load balancers at electricity providers.
These batteries are most commonly deployed at wind/solar energy farms,
where the output is dependent on the environment and can be volatile.

Being in the Panzhihua region, CVTM’s mines produce vanadium rich iron ore.
Hence, the steel group as a whole has sufficient vanadium. What it lacks is
vanadium slag to process into marketable vanadium oxide — an issue that
Weiyuan’s expansion will resolve.

What 6s t h &hil Weiyuan?s:quite a distance away from the Anshan
and Hebei giants in terms of steel production capacity, Sapphire can leverage
on the entire group’s supply of vanadium to be a major market leader in
vanadium production. Not only is demand rising, vanadium pentoxide also
commands a rich gross margin of more than 20,000 RMB per tonne for the
producer.
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Not Just Making Gains from Operations

Buying-in early: As Weiyuan’s expansion plan has the potential to significantly
improve its own prospects, as well as that of Special Steel, it makes sense for
Sapphire to increase its stake in both entities to lock in future profits at an
attractive price. In 2010,

a) Sapphire lent out US$40.0m to Prime Empire Limited (PEL), the holding
vehicle of Weiyuan, to support the expansion exercise.

b) At the same time, it extended loans of US$36.6m to the other shareholders
of Prime Empire Limited with the option to convert the loan to shares in
PEL, resulting in an implicit option for Sapphire to increase its effective
stake in Weiyuan.

c) Finally, Sapphire spent US$23.4m to increase its stake in Special Steel
from 51% to 70%, to lock-in a greater share of Special Steel’s profit before
its growth picks up with the increase in vanadium slag supply.

The point of the US$76.6m in loans to PEL and its other shareholders is that
these loans can be converted into shares in PEL, which will increase
Sapphire’s effective interest in Weiyuan significantly.

Another windfall gain being engineered: We suspect that Weiyuan’s
shareholders might be looking at a potential public listing of the steelmaker.
The government approved expansion plan will require RMB5.6bn in funding.
Local banks will finance 60% of the costs. Including Sapphire’s contribution, we
are looking at additional funds of about RMB2.0bn. To obtain these funds,
Weiyuan will either have to tap public equity markets or seek private investors,
who will also want some way to exit their investment.

In our view, a listing will be more appropriate when Weiyuan has completed its
expansion. The larger scale and higher profitability will give Weiyuan a higher
valuation in the market. If our suspicion is correct, it will make sense for
Sapphire to want a bigger piece of the pie. Back when CVTM was listed in
Hong Kong in 2009, Sapphire booked a windfall gain of S$26.2m on its stake.

Wh 'y Wei yuanos expansi on: Whieiil mightmsedme s sense
paradoxical for Weiyuan to expand its capacity amidst talk of overcapacity in

the industry, researchers have compared China’s steel demand trajectory with

that of other countries and concluded that peak usage will occur only after 2020,

as a result of urbanization, investments and trade (China’s metal intensity in

comparative perspective, Huw McKay, Yu Sheng and Ligang Song). The

Economist Intelligence Unit also forecasted China_ s steel production to rise by

60% between 2010 and 2020. Hence, the issue actually lies with steel makers

building capacity too far ahead of prevailing demand.
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While China consolidates its steel makers and removes outdated capacity,
Weiyuan’s new capacity will only be fully completed by 2013. By then, the gap
between demand and capacity levels will have narrowed and margins will have
recovered.

But... Shareholder Dilution is Being Capped

Capital management: To finance its investments last year, Sapphire borrowed
US$100.0m from CITIC Bank, some of which has already come due. To
refinance this loan, Sapphire pledged its entire 9.2% stake in CVTM to CSIN for
a notional loan of US$72.6m. We view this as a shrewd move by Sapphire to
increase its stake in more lucrative assets without diluting shareholder value.
Moreover, Sapphire will continue to benefit from further CVTM share price
appreciation under the terms of the loan.

The actual amount of funds disbursed to Sapphire by CSIN will be at a discount
to the notional loan value — the discount being the borrowing costs charged by
CSIN. Assuming a cost of funds of 3.0%, Sapphire will receive about
US$66.5m. However, total repayments made by Sapphire in subsequent years
will not exceed US$72.6m. Such an repayment arrangement carries with it two
advantages for Sapphire

a) the interest cost of this loan is fixed from the onset and
b) Sapphire avoids any cash repayment of interest until the principal comes
due in 2013.

Quarterly interest expenses due to this loan will still be recognized in the
income statement, but will add on to loan liabilities on its balance sheet. This

loan liability will be gradually reduced when Sapphire starts making repayments.

Maturity: Sapphire will repay this loan in nine equal tranches of about
US$8.07m (US$72.6m divided by 9) each. The first repayment will occur two
years later in 2013. Subsequent repayments will be made every three months
and the final tranche will be paid 4 years later in 2015.

Collateral: Sapphire has transferred its entire stake of 190.9m shares (=9.2%
stake) in CVTM to CSIN as collateral. This stake was valued at US$85.4m as of
the announcement date, representing a 15% hair-cut to arrive at the notional
loan value of US$72.6m.

Repayment: Sapphire may elect to repay any tranche in cash or via shares in
CVTM. If a cash payment is made, CSIN will return a certain number of CVTM
shares to Sapphire. If Sapphire elects to repay any tranche in shares, the
number of shares to be used for settlement will be based on the daily volume
weighted average price of CVTM shares traded on the Hong Kong Stock
Exchange in the six months up to the repayment date.
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What this means for Sapphire?: Sapphire will continue to benefit from the
long term price appreciation of CVTM shares. Fewer shares will be used to
repay this loan so long as CVTM'’s share price rises, leaving more shares to be
returned to Sapphire eventually. Nonetheless, the option to repay in CVTM
shares represents a convenient exit opportunity for Sapphire in 2013.

The announcement was silent on the treatment of dividends. We are of the
view that any dividends declared by CVTM will either be returned to Sapphire
or be offset against outstanding loan balances.

Bottom Line: In a nutshell, Sapphire is monetizing its investment in CVTM to
increase its stake in Special Steel and Weiyuan — assets that hold the promise
of growth or additional investment gains. At the moment, this is a much more
capital efficient move than an issue of new shares that will dilute the interests of
existing investors.
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Concerns

While Sapphire seems to have designed an impressive investment case,
investors should also take note of the following risks that may impact the
company:

Price fluctuations in vanadium products: Sapphire’s profitability is affected by
vanadium prices. Being a ferroalloy, vanadium prices are significantly influenced
by steel prices. Recent price increments at major Chinese steel mills have had a
positive impact on vanadium prices. Since November 2010, vanadium prices
have recovered by 9% from their trough to approximately RMB92,500 per tonne
in January 2011.

Furthermore, vanadium is one of two sectors within the China steel industry that
is not suffering from overcapacity. Our bullish view on vanadium is supported by

rising ferroalloy production in Sichuan province, where Sapphire’s plant is located.

Ferroalloy production in Sichuan grew by 28.6% YoY for the first 11 months of
2010.

Figure 5: Rising Ferroalloy Production
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Source: Bloomberg, SIAS Research

Additional cooling measures may materialize: The China government has
been acting to prevent its economy from overheating. As such, demand for steel
may be affected. To mitigate this macro-economic risk, Sapphire is also
developing another earnings stream — its resources trading business. Thus far,
there has been relatively little activity in this segment. We believe that this is an
area where Sapphire has much room to develop after its plans for Special Steel
and Weiyuan gain traction.
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Refinancing risk: Sapphire’s agreement with CSIN has resolved much
uncertainty regarding the repayment of about 2/3 of its debts. Sapphire may have
to tap the equity market if it fails to refinance the remaining loans. This risk is
mitigated by Sapphire’s option to demand for repayment from its debtors Trisonic
International Limited and PEL. Trisonic International Limited is the majority
shareholder of CVTM. Nonetheless, Sapphire’s strong operating cash flows seen
in FY10, if sustained in FY11, will provide an additional buffer against future
financing needs.

Forecasts and Valuation

Forecasts: We expect Sapphire to continue its strong growth momentum going
into 2011. We assume that Sapphire’s revenue will grow by a CAGR of 25% from
2011 to 2013 on the back of

a) Efforts to raise V205 production via both supply and capacity growth.

b) Ramp up of steel production activities The company did not sell much hot
rolled coils in 2010 as production was affected by the set up of rebar
processing line in the first half of the year. With the rebar processing line up
and running, we can expect full year contribution from higher utilization of
Special Steel’s furnace in the future.

c) Resumption of minerals trading/investment activities. Although Sapphire
was silent on the lack of trading activities in 2010, we believe that this is an
area that the company is looking to develop.

Under our forecasted scenario, higher utilization of its plant will result in
economies of scale that will push Sapphire’s core operating profit to S$24.4m in
FY11F, versus S$11.1m in FY10. Essentially, we projected a S$13.9m increase
in gross profit on the assumption that gross margin will widen to 26.3% versus
21.3% in FY10.

Our assumption is supported by the expected higher revenue from the higher
margin rebar processing business. The gross margin for V205 production is 33%,
while that of rebar processing is about 51%. The relatively higher margin is
because Sapphire is only processing these rebars on behalf of Weiyuan. It earns
a service fee and does not purchase the crude steel as part of cost of sales.

We do not attempt to forecast investment gains, but we have included Sapphire’s
investments in our valuation.
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Figure 6: Operating Earnings Forecasts
SSm FY09 FY10 FY11lF FY12F FY13F
Revenue 133.8 119.9 149.8 187.3 234.1
Gross Profit 17.6 25.5 39.4 53.9 70.2
Operating Expenses -11.7 -14.4 -15.0 -17.5 -20.0
EBIT 5.9 11.1 24.4 36.4 50.2
Interest Income 1.8 4.9 11.1 11.1 11.1
Interest Expenses 0.0 -4.1 -12.8 -12.8 -12.8
Exchange gains and losses 0.9 0.9 0.0 0.0 0.0
Share of associates profit 33.9 1.6 3.1 3.1 5.7
Fair value gains and other items 3.0 71.2 0.0 0.0 0.0
39.5 74.4 1.4 1.4 3.9
Profit before tax 45.4 85.6 25.8 37.8 54.1
Income tax -2.0 -3.0 -4.9 -7.3 -10.0
PAT 43.5 82.6 20.9 30.5 44.1
PATMI 35.3 75.6 15.0 21.8 32.0
Ml 8.2 6.9 5.9 8.7 12.1

Other! aadzyLJiA2yayY m0 2SS F2NBOI &é asuinptibrdfof peitBed
debt. 2) We assume that Sapphire will not convert its loan receivables into shares to for
operating earnings. The purpose of assumpsidh and 2) is to minimize forecasting uncertair
by keeping capital structure and key investment stakes constdmy do noimply inaction on
the part of the company¢ KS Ay ONBIF &S Ay & Kin RBL3F2isFdud ta &
O2YLX Sliazy 2F 2S8SAaédd yQa SELIyaA2y LXFyZ
profits. 3) Forward tax rates @ 20%, Ml @ 30% x tax adjusted EBIT of 80% of EBIT.

Source: SIAS Research

Valuation: To value Sapphire, we segment the company’s assets into three
areas — operating assets, investments in associates and investments in
marketable assets, e.g. CVTM and development properties in Malaysia. Our
sum-of-parts approach values Sapphire at S$0.600 per share or S$484.9m for
the firm as a whole, net of debt.

Sapphire’s investments in Weiyuan and Bowei are valued at 1.3x book value
based on their estimated return on investment of 3.2%. Listed steel companies in
China with similar returns on equity are transacted at such price to book
multiples. The median P/BV ratio among peers is 1.8x. Key listed comparable
Pangang trades at an elevated P/BV ratio of 4.8x, despite being loss making on
a trailing 12 month basis as a result of an asset swap deal with Anshan Iron and
Steel Group.
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Figure 7: Sum-Of-Parts Valuation

SSm
8.6x FY11 EBIT, PV of economic profit - see
Special Steel & other operations 209.5  Figure 8

Interest in Associates 66.9 @1.3x book value

Loans and deposits in Associates 274.6 @1.3x book value; assume conversion to
shares

Value of CVTM in excess of CSIN 26.8 6-mth VWP of HKS3.57 x 6.0885 HKD/SGD x

loan ’ 190.9m shares - est. USS$66.5m x 1.2795

CITIC loans net of repayment as

-48.0 $$133.1m - est. US$66.5m x 1.2795
a result of CSIN loan

Development properties 8.9 At book value
Conglomerate discount @ 10% -53.9

Total value of equity 484.9

No of shares (m) 810.9 post-consolidation
Value per share (SSm) 0598 fF{ bPndcnn

Source: SIAS Research

Figure 8: Special Steel - Valuation

SSm FY11F FY12F FY13F
Revenue 149.8 187.3 234.1
EBIT, Less Ml 18.5 27.7 38.2
Tax on EBIT -3.7 -5.5 -7.6
NOPLAT 14.8 22.2 30.5
Invested Capital, Less Ml 37.0 45.9 67.9
% of Debt 18.0% 0.0% 0.0%
% of Equity 82.0% 100.0% 100.0%
WACC 11.6% 13.4% 13.4%
Capital Charge 4.3 6.2 9.1
Economic Profit 10.5 16.0 21.4
Terminal Value 191.4
Discount Rate 0.9 0.8 0.7
Present Value 9.4 12.4 14.7
Book Value 30.4 Risk Free 2.5%
Explicit Value 47.9 Beta 1.3
Terminal Value 131.2 Market RP 8.4%
Value of Equity 209.5 Cost of Equity 13.4%
Cost of Debt 3.0%
LT Growth 2.0%

Source: SIAS Research
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Figure 9: Segmented Assets, Adjusted Balance Sheet

Operating Assets (SSm) FY10 Remarks

PPE 84.2

Intangible Assets 5.0

Prepaid leases 7.0

From FY10 FS

96.3

Cash 13.0

Inventory 14.9

Receivables 7.8 From FY10 FS
35.7

Total Operating Assets 131.9

Investments

Investments in Asssociates 51.5

Loan receivables, cash

Advances, Deposits and Loans to Associates 211.2 s end davest, 55 B 5

Development properties 8.9

Held for sale securities and other

investments 116.9
388.5

Total Assets 520.4

Operating Liabilities

Working capital and other liabilities 45.5 Total liabilities less loans

Loans 6.7 From Pg 6 of FS less 133.1
52.2

CITIC Loans 133.1 From FY10 FS, CF

Total Liabilities 185.3  From FY10 FS

Capital

Capital Deployed In Operations Vi @, BEEEES (S O,

86.4 liabilities ex. loans
Loans 6.7 From Pg 6 of FS less 133.1
Minority Interests 49.4 From FY10 FS
Net Operating Assets, Less Ml 30.4
Capital Invested by Sapphire for Operations Agreed back to Figure 8,
(Net Operating Assets, Less Ml + Loans) 37.0 invested capital

_____________________ [N
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Group Structure and Background: Sapphire’s core business is in the
production of vanadium and hot rolled coils. Sapphire obtains its vanadium and
steel raw materials from Weiyuan, whose main business is in the production of
steel slabs, rebars and other steel products, except hot rolled coils. It also
earns fees from the production of rebars for its associate Weiyuan Steel Co.,
Ltd (Weiyuan) to maximize its furnace utilization.

Figure 10: Abridged Group Structure and Value Chain

Update Report

Sapphire Corporation Limited

‘100%

' 16%

' 16%

3=

J o

Lucky Art
Holdings Limited

Prime Empire Ltd

Precise Skill Ltd

e

P

e

Neijiang
ChuanweiSpecial
Steel (70%)

Weiyuan Steel
Co., Ltd (11.7%)

Neijiang Bowei
Fuel & Chemical
Co., Ltd (11.2%)

Supply of steel billets
andvanadium slag to
Special Steel

1

Supply of coke to
Weiyuan and electricity
to both Weiyuan and
Special Steel

| 1

ChinaVanadium
Titano-Magnetite
Mining Company

Supply.ofironto
Weiyuan

Stake was pledged
as collateral to
finance investments.

Sapphire Mineral
Resources Pte Ltd

J o

Sapphire Mineral
Resources (HK)
Ltd

Supply of coal and
otherresources
neededforthe group

End Products Sold to External Customers by Respective Entities

Vanadiumand
hot rolled coils

Steelslabs, rebarsand
othersteel products

lronandtitanium

Coal andother
resources

{LISOAIf LlzN1}R2 aSa @SKAOfSa ONBIGSR G2 K2f R {F LILIKANZ
{FILIWKANBQa 1Se odzaiaySaasSa |yR Ay@Sailvragsbodidect btake in Lutky
Holdings Limited. The remaining 27.15% stake is held via Sapphire Mineral Resources (HK) Ltd.

Source: SIAS Research
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Rating Definition:

Increase Exposure i The current price of the stock is significantly lower than the underlying fundamental value. Readers can
consider increasing their exposure in their portfolio to a higher level.

Invest i The current price of the stock is sufficiently lower than the underlying fundamental value of the firm. Readers can
consider adding this stock to their portfolio.

Fairly Valued i The current price of the stock is reflective of the underlying fundamental value of the firm. Readers may not
need to take actions at current price.

Take Profit i The current price of the stock is sufficiently higher than the underlying fundamental value of the firm. Readers
can consider rebalancing their portfolio to take advantage of the profits.

Reduce Exposure - The current price of the stock is significantly higher than the underlying fundamental value of the firm.
Readers can consider reducing their holdings in their portfolio.

IMPORTANT DISCLOSURE

As of the date of this report, the analyst and his immediate family may own or have positions in any securities mentioned
herein or any securities related thereto and may from time to time add or dispose of or may be materially interested in any
such securities. Portfolio structure should be the responsibility of the investor and they should take into consideration their
financial position and risk profile when structuring their portfolio. Investors should seek the assistance of a qualified and
licensed financial advisor to help them structure their portfolio. This research report is based on information, which we believe
to be reliable. Any opinions expressed reflect our judgment at report date and are subject to change without notice. This
research material is for information only. It does not have regards to the specific investment objectives, financial situation and
the particular needs of any specific person who may receive or access this research material. It is not to be construed as an
offer, or solicitation of an offer to sell or buy securities referred herein. The use of this material does not absolve you of your
responsibility for your own investment decisions. We accept no liability for any direct or indirect loss arising from the use of this
research material. We, our associates, directors and/or employees may have an interest in the securities and/or companies
mentioned herein. This research material may not be reproduced, distributed or published for any purpose by anyone without
our specific prior consent.
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