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Sapphire Corporation Limited

Increase Exposure

Intrinsic Value S$0.025

Honing Lucky Art, Building Prime Empire

e Prev Close S$0.015

Sapphire Corporation Limited (Sapphire) made a series of
announcements in recent months that we believe have
enhanced its value. This includes a more optimal capital
structure, increased stakes in its investments and new
revenue opportunities. These developments confirm our
bullish view on Sapphire. Maintain Increase Exposure view
on an intrinsic value of S$0.025.

Fundamental Drivers:

Sapphire should benefit from a potential increase in
the supply of vanadium slag with the completion of the
Vanadium Project in 2013.

Our checks confirm that the vanadium sector is not
suffering from overcapacity, as rising preference for
high quality steel products raises demand for additives
such as vanadium.

In view of these developments, Sapphire has already
increased its stake in key operating earnings
contributor Neijiang Chuanwei Special Steel Co., Ltd
(Special Steel) from 51% to 70%. This move is
expected to be earnings accretive.

Sapphire®"s loans to its
give it an opportunity to acquire additional stakes in
Weiyuan Steel Co., Ltd (Weiyuan) at a low price, as
compared to industry peers.

At the same time, Sapphire is working with Sichuan
Chuanwei Group Co., Ltd to strengthen their sourcing
and marketing capabilities, giving their businesses
more depth.

Outlook: We like how Sapphire is using debt to lower its
cost of capital and increase shareholder returns.
Sapphire®s earnings mi ght

successfully increases its stake in Weiyuan going forward.
In the near term, Sapphire will gain additional income from
the processing rebars for Weiyuan in a win-win move that
will reduce thelatter* s capi t al. expendi

Main Activities

Sapphire Corporation Limited is engaged in the
manufacture and sale of steel and vanadium
products in PRC. It owns 9.5% of HKSE listed China
Vanadium Titano-Magnetite Mining Company Limited
and also has stakes in other steel businesses in
PRC.

| (Y/E Dec) S$m FYO8 FY09 | FY1OF
Revenue 10.5 133.8 160.7
Gross Profit -0.5 17.6 24.8
EBIT -3.9 11.5 98.0
PATMI 1.1 35.3 90.9
EPS (S cts) 0.01 0.28 0.56

Source: Company Announcements, SIAS Research

Key ratios (FY10F)

PER 2.7
P/BV 0.9
Return on Common Equity 33.0%
Return on Assets 21.8%
Gross Debt/ Common Equity 52.0%
Current ratio 1.1

Source: SIAS Research
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Recent Developments

Over the last few months, Sapphire announced several material developments.

1) Increased stake in LAH. Sapphire increased its stake in Lucky Art Holdings Limited (LAH)
from 72.85% to 100% for a consideration of S$33.5m, raising its effective interest in Special
Steel to 70% from 51% previously.

2) APEL Loano - to expand capacity. Sapphire agreed to lend US$40.0m to Prime Empire
Limited (PEL), which will in turn offer the funds to its subsidiary (and also Sapphire"s
associate) Weiyuan. Weiyuan will use these funds to expand its production capacity from
2.5m tonnes to 4.65m tonnes per year.

3) fExchangeable Loansd0-Ext ended | oans t o P Bdpghise alsobagreee hol der s
to lend US$36.6m (exchangeable for shares in PEL) to the two other shareholders of PEL
to settle outstanding loans between CITIC Bank International Limited and Trisonic
International Limited (TIL), a former associate of Sapphire and also the holding company of
China Vanadium Titano-Magnetite Mining Company Limited (China VTM). Sapphire has a
9.5% stake in China VTM.

4) To process rebars for Weiyuan. Speci al Steel, S a pimgb ¢omtrblitaes, pr i nci pal
entered into a cooperation agreement to process steel billets into rebars for Weiyuan.

Figure 1: lllustrative schematic of key corporate developments

Sapphire will buy out the minority shareholder
forS$$33.5m and increase its stake in Lucky Art
Holdings to 100%

Loan facilities
totalling US$105.0m

—

Sapphire Corporation Limited
OtherShareholder
72.85%| USS$26.4m exchangeable loan
27.15%
Lucky Art Holdings Limited Champ Lane Limited CITICBank
US$10.2m exchangeable loan 60.6%
70.0%
. . Festive Chief Limited Repay US$36.6m
Neijiang ChuanweiSpecial Steel
Co., Ltd
23.4%
16.0% vUSS40.0m convertible loan
Unutilized loan facility
Est. US$5.0m Prime Empire Limited
Flow of funds 3 68.0% ‘&US$40.0m shareholderloan
Shareholdings —— Weiyuan Steel Co., Ltd

Holding companies I:I

Source: Company Announcements, SIAS Research

Increase capacity
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Commitment for further cooperation. After having executed the above
developments, Sapphire entered into a memorandum with Sichuan Chuanwei
Group Co., Ltd (Chuanwei) last Friday, commiting themselves to additional
cooperative opportunities. Chuanwei is one of the shareholders of Weiyuan. In
the memorandum, both companies agreed to work together to seek new
funding for the vanadium project and further develop their businesses, which
include mineral resources trading, vanadium and cold roll coil production.

In the announcement, we felt that both parties were hinting a) at the possibility
of setting up overseas production bases to sell their vanadium and steel
products to the international market and that b) Chuanwei will continue
supporting Sapphire with mutually beneficial business opportunities.

So what? This memorandum confirms that Sapphire and Chuanwei are not just
expandi ng s Wdpacity, at mlso developing the business as a whole,
exploring new trading opportunities and new markets for their vanadium and
steel products. We view this as a signal to investors that Management are still
enhancing Sapphire®s ropmdtsue proposition and p

The Vanadium Project

To fund the Vanadium Project. Weiyuan plans to increase its capacity by
2.15m tonnes at a cost of RMB5.6bn by 2013. This plan, also termed as the
Vanadium Project, has been approved by the relevant PRC authorities and has
in-principle support from local banks to finance 60% of capital expenditure. As a
shareholder, Sapphire will contribute US$40m via PEL upfront, with the
remaining funding of close to RMB2.0bn yet to be sourced.

An astute move to lock in future profits. Upon completion of the Vanadium

Project, Special Steel will gain access to up to 140,000 tonnes of slag. This

amount of slag can be processed into 12,250 tonnes of vanadium pentoxide

(V205) or 8,000 tonnes of ferrovanadium. Sapphi re“s cuof\V20mt capacity

isonly 3,500 tonnes. Sapphire*s acquisition of remaining sharehol
raises its share of Sp e c iadylstagB bfatedrowth ear ni ngs at a st
phase, if it successfully secures more vanadium slag from Weiyuan.

Other than increasing capacity, the Vanadium Project is expected to increase
productivity and reduce costs, as it will be designed to reap efficiencies from
tighter process integration, versus the existing economies yielded from the
close proximity of various production lines. The new capacity will also include
1m tonnes of premium products of superior tensile strength as compared to
standard grades of steel.
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Figure 2: Increase in vanadium slag supply

New Capacity under the Vanadium Project
1 m tonnes of premium steel products

1.15 m tonnes of rebar R YieldsF MHZHp A
||| . AS f1-4§,600 tbnnes V205 or 8,000 tonnes of
Existing Capacity of vanadium slag ferrovanadium
2.5 m tonnes of steel billets and related
products

Source: Company Announcements, SIAS Research

Opportunity to increase stake in Weiyuan. As a current loan due latest 30

June 2011, t he “ Excobaasngababd lye hlel ped PEL"s sharehol ders to
alleviate their short term funding needs. We view this loan as a sweetener to

PEL"s shareholders for S a ingrdaserite effecive gai n an option t
shareholdings in Weiyuan at a lower cost. Should the shareholders pay up,

Sapphire will end up with no loss. Conversely, Sapphire will gain an estimated

additional 16.3% in PEL,at only 1. 1x times PEL"s FYO09 NTA per she
default scenario.

Levering up the balance sheet. Sapphire obtained credit
facilities of up to US$105m to execute these corporate
actions. We view t hi s gearing up of
sheet as a positive move to defend shareholder returns.

Figure 3: Acquisition of Lucky Art

A) Sapphire®s acquisition of skares exectec tn he easnirgs i
expected to be earnings enhancing. Estimated interest accretive
costs are expected to be less than 50% of incremental
earnings (See Figure 3). 2QFY10 S$m
Sapphire's Minority Interest 2Q FY10 1.924
B) Tapping its credit lines is a cheaper source of funding as Est Minority Interest Due to Other
compared to a rights issue, which would have enlarged Shareholders of Special Steel (30%
Sapphire®s shav%toaisephietUS8$Omb y 1 tstake) 1.18
needed to fund its share of the Vanadium Project. At the Est Minority Interest Due to Lucky Art
same time, Sapphire retains its participation in (eff. Interest 19%) 0.75
Weiyuan"s future growth. We estimate that Sapphire would have earned
S$0.75m more before interest in 2Q FY10 had
C) The cost of funding incurred by Sapphire to provide the this transaction occurred earlier
PEL Loan and Exchangeable Loans will be borne by the Est. Quarterly Interest Cost 031
borrowers. Effectively, Sapphire only has to bear 16% of Net attributable earnings 0.43

The estimated quarterly interest cost for the
USS60m term loan is S$0.8m, of which only 39%
is due to this transaction. Excludes

. roportionate one time arrangement fee of
Sapphire®s share of quarterlySSOpZm & y

S$0. 2m, while its share of
FY10 is S$0.8m.

the cost of the PEL Loan, that being its proportionate
share of PEL.

a ESource: Company Announcements, SIAS Research
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D) At the request of Sapphire, both loans can be secured
against fixed charges in favour of the company. The PEL
Loan can be secured against a charge on an equivalent
number of the publicly listed China VTM shares held by
the guarantors. The Exchangeable Loans can be
guaranteed by an equivalent number of shares in
Sapphire.

Conversion option. The PEL Loan can also be converted for new shares at
book value equivalent to an estimated 19.6% stake in PEL. In total, Sapphire
can bring its interest in PEL up to 48.8%, increasing its effective stake in
Weiyuan while retaining the choice to consolidate Weiyuan as a subsidiary.

Refinancing choices. If Sapphire converts these loans totalling US$76.6m for
shares, it has the option of disposing its shares in China VTM worth US$68.4m
as of 31 August 2010 to repay the bulk of the debt. Inclusive of all other bank
borrowings, this leaves only about US$44m of debt to be refinanced.

Vanadium Still In Focus

Attention still on vanadium. Management also confirmed that they are still

intent on developing their vanadium business. Demand for vanadium pentoxide

or V205 is expected toincreaseas Chi na“ s st eel makers optimize their p
mix to offer more specialized steel products and improve quality. This increases

demand for ferroalloys, such as ferro-vanadium, which is made from V205.

In fact, vanadium and titanium production has been said to be the only sector in
the iron and steel industry that does not suffer from overcapacity. Vanadium
production in Sichuan, where Special Steel is located, grew by 25.3% in the first
half of this year to 16,400 tonnes.

Vanadium use per tonne of steel in China is less than 1/3 that of the US in 2008.
We are optimistic of China" s | o n ganatlilenr demand as users trend
towards stronger steel products to increase input resource efficiency.

Sapphire to gain from increased production by Weiyuan. Sapphire®s
Special Steel is principally reliant on Weiyuan for vanadium slag which is used

to make V205. While Weiyuan has access to vanadium rich iron ore via
Sapphire®s a s s o cdiumt Htanodagnetie Midirgn @ompany

Limited, existing production levels limit the recovery of slag, which in turn

prevent Special Steel from expanding V205 production.

The Vanadium Project increases Sp e c i a | potmtial supplyf slag, giving
it room to grow beyond its current single production line. In fact, Weiyuan
managed to obtain government approval for this project on the basis that it will
increase vanadium production.
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Figure 4: Chinads | agging val
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Will we have to wait to 2013 to see top-line growth? Our understanding is
that Sapphire is seeking external sources of vanadium slag as a short term
remedy. The company will consider building an additional processing line, once
a reliable source of slag can be established.

Closing up on rivals. Should Special Steel expand its capacity following the

Vanadium Project,itwilend up being of comparable scale to China'
largest vanadium products maker, Chengde Xinxin Vanadium and Titanium

Company Ltd (now part of Hebei Iron and Steel Group), entrenching its position

as the third largest vanadium producer in China.

Figure 5: Rising ferroalloy production in Sichuan, where

Special Steel is located
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Source: Bloomberg, SIAS Research
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The Weiyuan Paradox

Who will buy all that steel? I n | i ght of the China government"s repe:
to reduce excess capacity in the steel making industry, it might seem

paradoxical that Weiyuan wants to increase capacity. However, we realized that

there are several reasons for such a move.

China steel demand yet to peak. Researchers have recently compared

China"s st &aettorydwithtlaanod other countries and concluded that

peak usage will occur at 700kg to 800kg per capita only after 2020, as a result

of urbanization, investments and trade (Chi nadés met al intensity in comparat
perspective, Huw McKay, Yu Sheng and Ligang Song). The Economist

Intelligence Unit also forecasted China“ ssteel 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.

New capacity to come online towards tail end of industrial restructuring.

While China consolidates its steel makers and removes outdated capacity (the

central government has asked provincial authorities to present their M&A plans

by the end of this year), Weiyuan"s new capacity wil!@l
2013. By then, the gap between demand and capacity levels will have narrowed

and margins will have recovered.

Figure 6: Finished steel production Figure 7: Average rebar prices in China
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Since the economic crisis of 2008 and 2009, steel production have continued to

grow, but prices have been relatively slow to recover. We expect prices to gain

ground once excess capacity has been removed from the system. We also

noted that Weiyuan and Speci al Steel"s furnaces were
Chinese Ministry of Industry and Information Technology as outdated capacity.

Hence, they are unlikely to be shut down by the government. In fact, the new

facilities are likely to increase productivity and reduce costs.
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Scaling Up. China* s policy rhetoric suggests that the industr:
Jthree to five internationally competitive steelmakers” , with 50m tonnes per
annum of capacity individually, and jhalf dozen super large producers" |, each

with 10m to 30m tonnes per annum of capacity, by 2015.

A corollary benefit of increasing its capacity is that Weiyuan will end up being a
producer of signifcant scale. Firstly, this secures Wei yuan" s position as a

provincial market leader, following Anshan | ron and(AnSeek el Group"s
acquisition of Pangang Group ( Pangang) | ast month. Ansteel is China®
| argest steel maker in 2009steelprbdudere Pangang is Sichuan'

Secondly, any steel giant looking to enter the Sichuan market will therefore first
consider Weiyuan as a possible partner or target, Coming with ready and
quality capacity by 2013 increases its takeover value.

Cooperation Agreement with Weiyuan

Aiming for Win-Win. Sapphire also announced that Special Steel is working
with Weiyuan to produce rebars from steel billets on behalf of the latter. Our
understanding is that the cooperative move is a win-win arrangement to save
Weiyuan the cost of building an additional furnace by tapping onto ready
capacity at Special Steel. Such processing arrangements typically have a
margin of RMB150 per tonne. At the same time, Special Steel stands to benefit
from higher demand for rebars as compared to hot rolled coils (HRC), due to
infrastructure construction in Western China.

Infrastructure construction to drive steel demand. Sichuan is one of the
fastest growing provinces in China, with 1H 2010 GDP growth estimated by
media reports to be more than 16%, as compared to the 11.1% nationwide.
While steel production growth slowed in June as a result of curbs on property
construction, the government announced in July that it will invest more than
RMB680bn in 23 new infrastructure projects in areas such as Xinjiang, Inner
Mongolia, Sichuan and Yunnan. Our view of robust demand for rebar, which is
used extensively in construction, is supported by the relatively lower levels of
rebar inventory as compared to that of HRC in Chengdu, Sichuan.
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Figure 8: Construction to commence on 23 major infrastructure projects

No Project

1) Changsha (Hunan) - Kunming (Yunnan) section of Hukun Railway

2) Leshan (Sichuan) - Guiyang (Guizhou) section of the Chengdu-Guiyang Railway

3) Xian (Shaanxi) - Jiangyou (Sichuan) section of the Xian-Chengdu Railway

4) Baoji (Shaanxi) - Lanzhou (Gansu) Railway

5) Chengdu - Chongqing railway

6) Yunnan Dali - Lijiang Road

7) Xinjiang Kuche - Aksu Road

8) Gansu Leijiajiao - Xifeng Road

9) Guizhou Guiyang Airport Extension

10) Extension / Construction of Airports in Western China

11) Guangxi Fangchenggang Nuclear Energy Project - Phase 1 ) )

12) Sichuan Da Tu He Houziyan/Yalu River Hydrodam P.rOJeCtS n

13) Western China Solar Power Station _S'Chuan are

14) Western China Wind Farm n b.OId'

15) Western China Rural Power Grid Projects

16) Inner Mongolia Coal Mine - Phase 2 related to

17) Xinjiang Coal Mine - Phase 1 Western

18) Qinghai - Tibet Power Grid Chinaasa

19) Xinjiang - Northwest Power Grid Connection whole are
in italics.

20- 23) 4x Dams in Guizhou, Tibet, Inner Mongolia and Xinjiang
Source: China NDRC, SIAS Research

Figure 9: Chengdu rebar inventory has been falling.
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2Q FY10 Results and Forecasts

1H FY10 revenue was lower than expected. Sapphire®"s first half revenue wa:
affected by maintenance works and the construction of the rebar processing line.
This dashed our hopes for a 54.9% increase in FY10 sales on full year
recognition of Speci al S tlyestaitet sonsoligagéimgat i ons . Sapphire
Special Steel®s results in June 2009.

2H FY10 to show improvement. Nonetheless, Sapphire will benefit from rebar

processing work in 2H FY10, under what we assume to be a cost plus

arrangement. Operationally, there is nochangetoSapphire“s capacity, just that
its product mix can now be adjusted to match higher demand for rebars.

We expect Sapphire*s V205 sales to remain constant at
quarter in 2H FY10, as Sapphire is running at full capacity making V205. We

forecast rebar production to contribute S$29.7m and S$49.5m of revenue on

sales of 60,000 tonnes and 100,000 tonnes in 3Q FY10 and 4Q FY10

respectively.

We project rebar sales of 400,000 tonnes in FY11 and 500,000 tonnes in FY12,
implying capacity utilization of 45% to 56% going forward. We do not forecast
any further sales of HRC, given its uncertain outlook. V205 sales is likely to
remain constant, as we do not foresee Sapphire adding any new production
lines within our forecast horizon as a base case scenario.

Higher sales of V205 improved 2Q FY10 profitability. Nonetheless,
Sapphire saw its EBIT (adjusted to exclude non-operating items) increase from
S$0.6m in 1Q FY10 to S$3.6m in 2Q FY10, as a result of higher sales of V205.
We expect Sapphire to put up a stronger performance in 2H FY10, bringing full
year EBIT to S$14.0m due to earnings contribution from rebar production.
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Figure 10: Forecast (excludes non-operating items)

10 FY10 2Q FY10 FY10F FY11F FY12F Remarks

Revenue 21.8 27.2 160.7 263.1 312.5
Gross profit 3.2 5.7 24.8 34.2 37.2
EBIT 0.6 3.6 14.0 22.2 24.2
Operating PAT 0.4 2.9 11.0 1/.3 19.0
Operating PATMI -0.412 1.0 4.5 10.7 11.9
Fair value gains and other

non-operating items 0.6 83.5 B4.0 0.0 0.0
Share of associates' results -0.127 0.822 2.3 2.5 2.6
PATMI 0.03 85.3 90.9 13.2 145

Adjusted Profitability Metrics
Gross margin is expected to fall
due to higher contribution from
Gross Margin 14.5% 21.1% 15.4% 13.0% 11.9% rebars production.
Higher contribution from Special
Steel offsetting fixed corporate

EBIT / Gross Profit 19.4% 62.1% 56.4% 65.0% 65.0% overhead in FY1l and FY12.
FY10 net margin to be dragged
Met Margin -1.9% 3.7% 2.8% 4.1% 3.8% down by poor 1H results.

Due to fluctuations in operating

Return on Operating Assets 1.1% 8.3% 11.4% 10.7% 11.1% assets.
Return on Net Operating Due to fluctuations in net
Assets -5.1% 13.0% 13.6% 21.3% 16.8% operating assets

1Q FY10 204 FY10 FY10F FY11F FY12F
Working capital is expected to
increase in FY1l as a result of
Operating Assets 140.6 140.1 150.8 173.5 169.2 higher rebars production.
We assume that Sapphire will
use excess cash and debt
repayments from associates in

Operating Liabilities 27.4 36.8 62.6 56.6 26.6 future to pay off borrowings.
Reduction in FY10 due to the
Minaority Interests 76.4 73.9 48.9 55.5 62.6 acquisition of LAH shares
Met Operating Assets 36.8 244 39.3 61.4 80.1

Operating assets and liabilities exclude receivables from affiliates and associates, investments, development property
and the PEL Loan and Exchangeable Loans.

Source: Company Announcements, SIAS Research
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Valuation

We have previously valued Sapphire based on its operating cash flows and

equity interests in associates. In this update, we val ue Salep¥205 e " s
and HRC/rebar business using operating earnings instead, so that short term
fluctuations in cash flows will not impact our model. Secondly, we segment
Sapphire®s assets iitens ¢consisting of Speeial Stgeleandat i n g
the Singapore corporate office, whose income and assets are not feasible to be
separated from the Group), b) Receivables from and investments in associates

and c) Other non-operating assets, e.g. available for sale financial assets,
development property and progress billings. This allows us to apply more

relevant discount factors and valuation multiples to each segment.

Operating earnings. Weval ue Sapphire®"s opPpe8m@6Gng assets at S$1
S cents per share) versus S$170m previously, as we had to reduce our
operating earnings estimate with the now lower revenue expectation. We apply
a beta of 1.25x on Sapphire to derive a cost of equity of 13.7%, higher than the
1.09x average of its listed peers in China. This is to reflect the relatively short
record of Sapphire in the steel industry, having only acquired Special Steel in

2009.
SSm FY10F FY11F FY12F
Revenue 160.7 263.1 312.5
EBIT, Less Ml 8.4 16.5 18.0
Tax on EBIT (1.3) (2.5) (2.7)
NOPLAT 7.1 14.0 15.3
Invested Capital 36.5 68.7 84.8
% of Debt 32.3% 74.8% 38.1%
% of Equity 67.7% 25.2% 61.9%
WACC 11.2% 7.8% 10.7%
Capital Charge 4.1 5.3 9.1
Economic Profit 3.0 8.7 6.2
Terminal Value 73.3
Discount Rate 0.95 0.93 0.86
Present Value 2.9 8.1 5.4
Book Value 27.6 Risk Free 1.89%
Explicit Value 16.3 Beta 1.25
Terminal Value 62.9 Market RP 9.47%
Value of Equity 106.8 Cost of Equity 13.7%
Number of Shares (m) 16,219.0 Cost of Debt 5.00%
Value per Share (SS) 0.0066 LT Growth 2.00%

Source: SIAS Research
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Weiyuan and Bowei. We deem Sa p p hi r e "sdn its assoeiates att1.8x
book value or S$88.0m (prev. S$101.3m). We expect the company to reap an
annual gain of 4.6% on its interests in associates. Our P/BV multiple is in line
with that of industry peers showing similar rates of return. The peer group
average is 2.5x P/BV. Other receivables and loans to associates and affliates
are set at book value, to arrive at a net amount of S$174.1m or 1.07 S cents per
share for all assets and liabilities due to associates (Figure 12).

Figure 12: Valuation of Associates and related

Figure 13: Reconciliation of
receivables

segmented assets to equity as of 2Q

Item SSm Remarks ey

Interests in associates 88.0 1.8x 2Q FY10 BV Net Operating Assets (From Fig 10) 24.4

Long-term loan receivables 18.2 2Q FY10 BV Interests in associates 48.9

Deposit with an associate 51.9 Long-term loan receivables 18.2

Other receivables 16.1 Estimated* Deposit with an associate 51.9

PEL Loan 54.0 Other receivables 16.1

Exchangeable Loans 49.4 Interests in associates and related

Interests in associates and related loans and receivables 135.0

loans and receivables 277.5 Investments (mainly CVTM) 102.1
Borrowings -103.4 Development Property and

Net Value 174.1 R Progress billings 13.2

* Includes $$10.1m of cash advance for cooperation agreement. Total Equity 274.7,

This is an estimated balance as certain receivables are Development property and progress billings

disclosed with trade receivables. pertain to assets acquired by Sapphire prior to its

Source: SIAS Research consolidation of Special Steel.

Source: SIAS Research

Figure 14: P/BV vs ROE of listed china steel companies

P/BV
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Ratios are based on latest available book value and trailing 12 month income
versus average common equity at the beginning and end of the relevant

period.
Source: Bloomberg, SIAS Research

Page 13 of 16



H 010

www.siasresearch.com Update Report

Other non-operating assets. We al so val ue Saphppgrdpertg“ s devel opmen
and progress billings at book. However, we believe that ChinaVTM" s current

market price is too low. China VTM announced its first half EPS growth of

22.2% on 22 August and has plans to increase production by 70.9% and

available resources by 30.1% within the next 12 months. Given China VT M" s

prospects, we elect to base our China VTM valuati on on the | atest anal ysts*®
consensus of HK$4. 39, pl acing SSapphire hase" s stake at S$15
197.1m shares in China VTM, which is listed in Hong Kong. We note that this

represents a premium of 31.0% over its price of HK$3.35 on 17 September.

Based on ChinaVTM"s 1H FY10 EP Shina YTMRvwLBIOhave 1 , C

been trading at 13.8x annualized 1H FY10 PER, representing a PEG ratio of

only 0.6x, which we believe to be too conservative relative to its growth

prospects. In all, we arrive at a value of S$165.1m or 1.01 S cents per share for

other non-operating assets.

Bottom-line. We further applied a 10% conglomerate discount to the sum-of- .
parts valuation and arrived at a final intrinsic value of S$0.0248=S$0.025. Flgurg 15: Sum-of-parts
Recent developments show that Sapphire has been trying to unlock pGUEEUlely

shareholder value by actively managing its portfolio of assets, such as:

Sum-of-parts SSm
a) enhancing its operating earnings at Special Steel, with the new rebar Value of CVTMand
processing line and continued strong performance in the V205 business; other non operating
assets 165.1
b) exploring new markets and business opportunities in minerals resource \y/5ye of associates 174.1
trading; Value of Operations 106.8
c) increasing its effective interest in Special Steel by tapping its credit facilities Cf)nglomerate
in an earnings accretive move and; ISt -44.6
Value of Firm 401.5
d) acquiring the option to increase its stake in PEL at an attractive value of 1.0  Value per share (S$) 0.0248
to 1.1x P/NTA. approx. $$0.025,
Source: SIAS Research
Sapphire®*s earnings wil/ al so be boosted if it increa

PEL. Maintain Increase Exposure view.
Key risks against our view include:

a) the inability of demand from infrastructure development to offset slower
demand from property construction;

b) the failure of the China government to remove excess capacity from the
industry and;

c) the inability to pass on cost increments to customers, as wages and raw
material prices rise. However, Sapphire is partially shielded from this risk as
it obtains raw materials from its investee China VTM. In addition, steel
majors in China have also taken the lead to raise selling prices this year in
response to higher ore costs, lifting pressure off margins.

Page 14 of 16



| |

ESEARC

D C ML ML er 2010

www.siasresearch.com Update Report

Figure 16: Financial Forecasts and Estimates

SSm FYO07 FY08 FY09 FY10F FY11F FY12F

Revenue 8.2 10.5 133.8 160.7 160.7 160.7

Gross Profit 5.0 -0.5 17.6 24.8 24.8 24.8

EBIT 2.6 -3.9 11.5 98.0 14.0 14.0

Net Profit 19.3 1.1 35.3 90.9 13.2 14.5

Attributable to Shareholders

Total Current Assets* 27.1 53.0 110.0 126.0 145.1 135.1
Total Non-Current Assets* 62.1 77.6 230.4 376.0 370.6 372.2
Total Current Liabilities 7.6 5.7 52.3 117.7 111.7 81.7
Total Non-Current Liabilities 0.0 33.4 3.0 59.3 59.3 59.3
Total Equity 81.6 91.4 285.1 325.0 344.8 366.4
Cash from Operating Activities -8.2 -8.7 7.8 5.5 8.5 40.1
Cash from Investing Activities -37.6 -7.3 -20.9 -140.0 -2.0 -9.7
Cash from Financing Activities 49.6 14.9 17.5 134.8 -6.0 -30.0
Net Change in Cash 3.8 -1.1 4.4 0.3 0.5 0.4
Inventory Days 14 0.7 21 45 45 45
Receivable Days 158 408 53 30 30 30
Payable Days 893 196 75 50 75 75
Return on Common Equity 43.6% 1.3% 23.5% 33.0% 4.7% 4.9%
Return on Assets 35.9% 1.0% 18.5% 21.8% 3.9% 4.2%
Gross Debt / Common Equity 0.0% 0.0% 3.1% 52.0% 47.6% 35.5%
Current Ratio 3.5 9.3 2.1 1.1 13 1.7
EPS (S cents) 0.37 0.01 0.28 0.56 0.08 0.09
BV / Share (S cents)** 1.11 1.17 1.32 1.70 1.78 1.87
PER 4.1 150.0 5.4 2.7 18.4 16.8
P/BV 1.4 1.3 1.1 0.9 0.8 0.8

*We classify the PEL Loan and Exchangeable Loan as non-current assets, as we view them as interests in
associates. **Book value per share has been adjusted to exclude minority interests. Return ratios are
based on average equity and average asset values.

Source: Company Announcements, 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 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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