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Sapphire Corporation Limited

Growth Overshadowed By Investment Losses

Sapphire Corporation Limited (Sapphire) delivered a strong
set of results with operating profit growing by S$3.2m YoY to
S$3.9m in 1Q FY11. However, these gains were negated by
losses of S$16.0m from its stake in HKSE listed China
Vanadium Titano-Magnetite Mining Company Limited
(CVTM). We understand that the maximum losses that
Sapphire can suffer due to its CVTM stake will be capped by
its collar financing agreement with Credit Suisse.
Operationally, Sapphire’s
government plans to develop the Chengdu-Chongging
vicinity into an economic zone. Maintain Increase Exposure
based on an intrinsic value of S$0.600.

Key Developments:

Medium Term V205 Output Target Unveiled: Sapphire
intends to produce 5,200 tons of V205 flakes this year — of
which 200 tons will be from outsourced production. The
target for 2012 and 2013 is 7,000 — 8,000 tons and >10,000
tons respectively. This points to a doubling of production
within the next three years.

More Supply of Slag? We view the interim production
targets by Sapphire as a signal that it is now more confident
of securing additional vanadium slag from alternate sources
between now till the completion of the Vanadium Project.
We understand that the supply of input materials rather than
capacity is a constraint to Sapphire, as the company can
either outsource production or run another production line to
raise its capacity.

Reclassification of Associate to Investment: We noticed
that Sapphire has reclassified Precise Skill Limited (PSL),
the holding company of Neijiang Bowei Xinyu Chemical Co.,
Ltd (Bowei) from an associate to an investment. Bowei
produces coke for use in steel making and electricity for
Sapphire and its associates and has an attributable carrying
value of S$8.8m. Sapphire attributed the move to a loss in
influence over the company. We perceive the change as
part of Sapphire’'s strategy to unlock value from its
investments.
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Increase Exposure

S$0.600
S$0.280

Intrinsic Value
Prev Close

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 FY10 | FY11F | FY12F
Revenue 119.9 149.8 187.3
Gross Profit 25.5 34.6 53.9
Gh&aking PrbfiexMa {10 S 196 N tzguClt
Earnings~ /A 75.6 -18.8 18.8
EPSAAA (S cts) 0.47 -2.31 2.31

"See Figure 2 for adjustments. FY11F losses due to
mark-to-market losses from CVTM. See Figure 2.
MAEY10 EPS is based on the pre-consolidation
number of shares.

Source: Company, SIAS Research

Key ratios (FY12F

PER 12.1
P/BV 0.8
Return on Common Equity 7.1%
Return on Assets 5.5%
Gross Debt to Common Equity 54.3%

Source: SIAS Research

Indexed Price Chart
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hart is based on pre-consolidation prices.
Source: Bloomberg
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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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The Plans Are in Place, It's Just About CVTM

Positive on Medium Term V205 and Steel Demand: The Central
Government approved the blueprint for the Cheng-Yu Economic Zone in Mar
this year, which will include 15 cities in Sichuan and parts of Chongging.
Covering an area of over 200,000 sq. km. with a population of about 100m
people, the economic zone is expected to become a major modern industrial
base for the whole of China by 2015.

We are excited about this development as Sapphire and its associate Weiyuan
Steel Co., are located right between Chongging and Chengdu, giving them a
strong competitive advantage in supplying steel products to this new
development and companies residing in it.

Advanced Industries to Raise Vanadium Demand: Moreover, the economic
zone will focus on the development of industries such as equipment
manufacturing, automobile and accessories and civil aviation. In fact, China
has been actively promoting the growth of more advanced industries, e.g.
captial goods, biotechnology, renewable energy, to move away from low cost
manufacturing. The upgrade of China’s industry is gaining importance as a
result of rising land and labour costs, as well as an appreciating RMB.

In particular, industries such as industrial equipment, automobile, aerospace
and aviation manufacturing will require more specialized steel products, such
as high speed steel used to make cutting tools, that tend to have higher
vanadium content.

Getting New Supply and Capacity: These developments help to explain why
Sapphire’s Weiyuan Steel Co., is raising its steel making capacity via the
Vanadium Project and why Sapphire is targeting higher vanadium production.

In order to obtain more slag and increase its production of V205 flakes,
Sapphire intends to establish both local and foreign alternate sources of
vanadium resources, such as vanadium slag. We understand that it is not easy
to find slag rich in vanadium in China. As such, Sapphire’s ability to reach out
to other industry players is testament of its position in the market.

Currently, Sapphire has the capacity to produce 5,000 tons of V205 a year,
with room to outsource production and raise output to the targeted 5,200 tons
in 2011. Sapphire is currently considering whether to outsource additional
production or operate another production line to meet its 2012 target of 7,000
to 8,000 tons of output. Its decision will depend on the amount of slag that it
can obtain, which will determine the economical feasibility of operating another
line.
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Eastern Japan Post-Quake Reconstruction: We are also seeing demand
coming from Japan as a result of post-quake reconstruction. According to the
China Iron and Steel Association, industry peer Chengde Steel has rolled out
the first 1,000 tons of “vanadium-bearing high strength coiled bar” in Apr for
shipment to Japan. Several steel producers have also obtained Japanese
quality certificates for export to Japan. While we do not expect Sapphire to
supply steel to Japan, robust export demand will be beneficial towards prices.

1Q Results Could Have Been Better: Sapphire’s 1Q FY10 results would have
been stronger if not for steep fair value losses due to its stake in CVTM.
CVTM’s share price fell from HKD3.70 on 31 Dec 2010 to HKD3.35 on 31 Mar
2011, translating to a loss of 9.4%. This was further exacerbated by a) the
depreciating HKD, which fell by 2.4% against the SGD over 1Q 2011 and b)
mark-to-market derivative losses of S$1.4m as a result of the options
embedded in Sapphire’s financing agreement with Credit Suisse International.
Excluding the above mentioned losses, Sapphire’s PATMI would have been
S3$0.9m (PATMI of -S$16.5 + Impairment loss of S$16.0 + Derivative loss of
S$1.4m), a substantial increase over that of 1Q last year.

Figure 1: Quarterly Results

1Q 2Q 3Q 4Q 1Q

FY10 FY10 FY10 FY10 FY1l Chg (%)
Revenue 21.8 27.2 22.1 48.7 20.3 -6.8%
Gross Profit 3.2 5.7 6.2 10.4 6.8 115.3%
Operating Expenses -2.5 -2.5 -2.7 -6.7 -2.8 15.5%
EBIT 0.7 3.2 3.5 3.7 3.9 469.9%
Interest Income 0.5 0.4 1.2 2.8 4.0 641.0%
Interest Expenses 0.0 0.0 -0.9 -3.2 -4.9 NA
Exchange gains and losses -0.1 0.1 1.0 -0.1 -0.1 12.0%
Share of associates profit -0.1 0.8 0.8 0.1 -1.4 NM
Fair value gains and other items 0.0 83.4 -0.1 -12.0 -16.0 NM

0.4 84.6 1.9 -12.5 -18.4 NM
Profit before tax 1.1 87.8 5.4 -8.7 -14.5 NM
Income tax -0.2 -0.6 -0.7 -1.5 -0.7 182.3%
PAT 0.8 87.2 4.8 -10.2 -15.1 NM
PATMI 0.0 85.3 3.1 -12.8 -16.5 NM
Ml 0.8 1.9 1.7 2.5 14 72.8%
Sapphire's Eff. Stake in Special Steel 51.0% 51.0% 57.3% 70.0% 70.0% NA
Est. Special Steel Net Profit 1.6 3.9 4.0 8.4 4.6 182.2%

Source: SIAS Research
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How the Derivative Losses Came About: Earlier this year, Sapphire pledged
its CVTM shares to Credit Suisse International for a loan of US$72.6m. At the
same time, Sapphire entered into a collar option structure, where the payoffs
from the options will limit Sapphire’s gains and losses out of the CVTM shares
to a predetermined range.

In the scenario that the CVTM shares fall sharply in value to e.g. HKD1.00 per
share, Sapphire will still have the ability to repay CSIN with profit from the
option structure offsetting some of the losses.

On the other hand, losses from the collar structure will limit Sapphire’s upside
when CVTM’s share price rises beyond a set level.

For accounting purposes, the pledged CVTM shares will still be carried as
available-for-sale securities under Sapphire’s books. These shares will still be
marked-to-market every quarter with losses carried at the net profit level, while
gains are booked as comprehensive income. Gains and losses from the
derivatives will be carried as separate line items in Sapphire’s financial
statements. In this quarter, the derivative losses were partly due to the decline
in the time value of the options.

Gross Profit Up 115.3% YoY; Revenue Down 6.8% YoY: Revenue fell by 1%
in RMB terms (6.8% after forex movements) as the company sold fewer V205
flakes compared to the same period last year. Sapphire’s 1Q V205 sales was
affected by the closure of customers’ steel mills for maintenance in 1Q.

In addition, production was also affected by Sapphire’s own plant maintenance.
Operating activities were also limited by the CNY break. This was offset by the
recognition of processing fees for rebars which only started in the later part of
last year. Accordingly, sales in 4Q is typically higher as steel plants produce
more and end users purchase more in preparation for steel plant closures in 1Q,
thus explaining for the QoQ drop in sales. 2Q sales is likely to be higher.

The company managed to grow its gross profit despite lower sales as the
processing of rebars carried a higher margin than the production of hot rolled
coils.

Sapphire lost S$1.4m from its associates as a result of higher financing costs.
Weiyuan, had via its holding company Prime Empire Limited, borrowed funds to
build the Vanadium Project. Some of its finance costs are paid to Sapphire,
which made S$2.8m as interest income from associates.

Page 4 of 8

Update Report



www.siasresearch.com

Forecasts and Valuation

Following Sapphire’s 1Q results announcement, our FY11F revenue forecast
remained unchanged. The relatively low sales level in the first three months of
the year is not completely unexpected, bearing in mind that Sapphire’s 1Q last
year was also relatively weak.

We have incorporated CVTM’s price as of 25 May 2011 into our FY11F
forecasts. To date, impairment losses should total to S$25.7m, including the
S$16.0m recorded in 1Q. However, some of these losses should be offset by
profit from the collar option structure, which we have yet to factor in. Ideally, we
hope to infer more about the collar structure from Sapphire’s subsequent
results announcements. These impairment losses will also be reversed as
comprehensive income when CVTM'’s share price recovers.

We also expect Weiyuan to turn in a profit in subsequent quarters and
accordingly reverse the share of losses Sapphire recorded in 1Q. Overall, we
are expecting operating profit before impairment and derivative losses of
S$19.6m in FY11F. Based on current impairment losses, we expect Sapphire
to turn in PATMI of -S$17.9m for 2011. Our FY12F and FY13F forecasts were
unchanged. Our updated valuation model yielded an unchanged intrinsic value
of S$0.600, as a smaller invested capital base raised the value of Special Steel,
which offset the decline in CVTM value. Maintain Increase Exposure.

Figure 2: Operating Profit Forecasts

Update Report

190.9m CVTM shares

FY09 FY10 FY11F FY12F FY13F x (HKD 2.83 as of 25
Revenue 133.8 119.9 149.8 187.3 234.1 May — HKD3.70 as of
Gross Profit 17.6 25.5 34.6 53.9 70.2 31 Dec 2010) /
Operating Expenses 117 -144  -150  -175  -200 | 8241
EBIT 5.9 11.1 19.6 36.4 50.2 We did not factor in
any profit from the
Interest Income 1.8 4.9 160 160  16.0 &chﬁg;'a"iouar 'gpttf‘:n
Interest Expenses 0.0 -4.1 -19.7 -19.7 -19.7 structure.
Exchange gains and losses 0.9 0.9 0.0 0.0 0.0
Share of associates profit 33.9 1.6 0.0 1.0 1.8
Fair value gains and other items 3.0 71.2 -26.6 «—0.0 0.0
39.5 74.4 -30.3 -2.7 -1.9
Profit before tax 45.4 85.6 -10.7 33.7 48.3
Income tax -2.0 -3.0 -3.3 -6.2 -8.5
PAT 43.5 82.6 -14.1 27.5 39.8
PATMI 35.3 75.6 -18.8 18.8 27.7
MI 8.2 6.9 4.7 8.7 12.1

Derivatives losses in 1Q were included in interest expenses. Fair value gains and other items in

FY11F refer to the estimated impairment losses on CVTM to date.
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Figure 3: Operating Profit Forecasts

SSm
Special Steel & other
operations 226.9 PV of economic profit - see next Figure below
Interest in Weiyuan 52.8 @1.3x book value
Interest in Bowei 11.4 @1.3x book value
Loans and deposits in
associates 230.3 @1.3x book value; assume conversion to shares
Est. 6-mth VWP of HK$3.495 / 6.24415
Value of CVTM Shares 106.9 HKD/SGD x 190.944m shares
Development Properties 8.9 @ book value
Less Financial Liabilities -151.1 @ book value
Total Value of Equity 486.1
No of shares (m) 810.9
Value per share 0.599 =0.600

Source: SIAS Research

Figure 4: Special Steel - Valuation

SSm FY11F FY12F FY13F
Revenue 149.8 187.3 234.1
EBIT, Less Ml 14.9 27.7 38.2
Tax on EBIT -2.5 -4.7 -6.5
NOPLAT 12.4 23.0 31.7
Invested Capital, Less Ml 37.0 59.1 53.8
% of Debt 18.0% 0.0% 0.0%
% of Equity 82.0% 100.0% 100.0%
WACC 11.8% 13.7% 13.7%
Capital Charge 4.4 8.1 7.4
Economic Profit 8.0 14.9 24.3
Terminal Value 212.5
Discount Rate 0.9 0.8 0.7
Present Value 7.3 11.9 17.1
Book Value 30.4 Risk Free 2.5%
Explicit Value 47.2 Beta 1.30
Terminal Value 149.3 Market RP 8.6%
Value of Equity 226.9 Cost of Equity 13.7%
Cost of Debt 3.0%
LT Growth 2.0%

Source: SIAS Research
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Figure 5: Financial Forecasts and Estimates

SSm

Revenue

Gross Profit

Profit Before Tax

Net Profit

Attributable to Shareholders

Total Current Assets

Total Non-Current Assets
Total Current Liabilities
Total Non-Current Liabilities
Total Equity

Cash from Operating Activities
Cash from Investing Activities

Cash from Financing Activities
Net Change in Cash

Inventory Days
Receivable Days
Payable Days

Return on Common Equity
Return on Assets

Gross Debt / Common Equity
Current Ratio

EPS (S cents)

BV / Share (S cents)*
PER

P/BV

FY08

10.5
-0.5
11
11

53.0
77.6
5.7
33.4
91.4

-8.7
-7.3
14.9
-11

0.7
325
196

1.3%

1.0%

0.0%
9.3

0.01
1.17
140.0
1.2

FY09
133.8
17.6
45.4
35.3

110.0
230.4
52.3
3.0
285.1

51
-16.0
15.3

4.4

21
31
75

23.5%
18.5%
3.1%
2.1

0.28
1.32
5.0
11

FY10
119.9
25.5
85.6
75.6

245.5
271.3
122.8
58.9
335.1

19.2
-115.0
101.2

5.4

55
19
182

30.6%

19.3%

49.6%
2.0

0.47
1.63
3.0
0.9

FY11F
149.8
34.6
-10.7
-18.8

242.0
241.0
27.2
142.9
312.9

18.2
-10.0
-8.3
-0.1

55
30
120

-6.9%

-2.8%

55.2%
8.9

-2.31
31.92
NM
0.9

FY12F
187.3
53.9
33.7
18.8

273.9
248.5
43.9
146.2
332.3

68.1
-15.0
-8.1
45.0

55
30
90

7.1%
5.5%
54.3%
6.2

231
33.23
12.1
0.8

Update Report

FY13F
234.1
70.2
48.3
27.7

277.2
278.5
42.2
149.5
364.0

24.7
-20.0
-8.1
-3.5

55
30
90

9.9%
7.4%
51.7%
6.6

3.42
35.65
8.2
0.8

See Figure 2 for operating and non-operating P&L breakdown. However, our forecasts do not take into account
any potential investment gains from the listing or divestment of any associate. *Values from FY11F onwards are
based on the consolidated 810.9m shares. EPS and BV/Share before FY11F are based on unconsolidated share

capital.
Source: Company, SIAS Research
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Rating Definition:

Increase Exposure — 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 - 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 - 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 — 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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