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Review on Chinese cement credits

VA BRI F L2 —tg P EKREITLEZ AT A 2010 404
R—HTEXRRE, FFANE BB ITAAT L. L AM
PR TN, R, fEfeE e R A A Tk, / The Chinese
cement industry, one of the cyclical industries experienced
severe slowdown since 2010, saw some steady recovery last
year. The industry seems to have outperformed steel, coal,
aluminum and other basic material industries.
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The industry’s 2010-2012 decline was mainly attributed to the
policy tightening on the real estate market at first and later
on to the China’s overall GDP slowdown. The recent recovery
can be attributed to the persistent government effort to re-
duce the industry’s overcapacity, strong rebound of the real
estate market and accelerated government programs in in-
frastructure and social housing development.
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We expect the underlining supports for the industry's recent
recovery to remain in place in the near future. Further gov-
ernment efforts in overcapacity reductions and in boosting
plans and budgets for railway construction and social housing
development should help to counter the impact from a po-
tential property market cool down. The weak coal pricing
continues to benefit the industry's bottom line.

EHEITHHMMAZATOZR T ERRAL (FIRKR, 4§
K A KK ) A5 A IR A AR A — AR xR i
CAVE ARG E R L6 R iy 5 AR, X =30 KoK
T F R ML, / The three Chinese cement producers
(West China, China Resources and Shanshui) that have out-
standing international bonds provide credit investors some
relative value choices. They all trade cheap to their global
peers, while Shanshui seems to present a more attractive
relative value among the three.
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The Chinese cement industry, one of the cyc-
lical industries experiencing severe slowdown
since 2010, saw some steady recovery last year.
Both production volume and selling price im-
proved considerably in 2H2013, outperforming
most of other cyclical sectors such as steel,
coal, aluminum and other basic materials. The
construction rebound from infrastructure pro-
grams such as railways, social housing and ur-
ban renewal projects and from the real estate
industry, have underpinned the recent cement
recovery.

Industry overview

The industry has been experiencing some high
volatility since 2008. After a historical low
point of growth in 2008 (2%), the industry saw
a sharp rebound in 2009 before again des-
cending into a multi-year decline in 2010-2012
(see Fig. 1). If the global financial crisis played
a key role during the 2008 slowdown, the
2010-2012 decline was mainly a result from the
policy tightening on the real estate market at
first and later on from the China’s GDP overall
slowdown.

In 2013, the industry saw the first sign of a
rebound from the multi-year fall. This recovery
was attributed to the persistent government
effort to reduce the industry’s overcapacity, a
strong rebound of the real estate market since
the second half of 2012 and the accelerated
government programs in infrastructure and
social housing.
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In the price front, although regional perfor-
mance varies significantly, the average selling
price improved from a multi-year low of
RMB323/ton during 2012 to RMB373/ton at the
end of 2013 (see Fig. 2). In particular, the af-
fluent eastern and southern regions had the
biggest improvement.

We expect the underlining supports for the
industry's recent recovery to remain in place in
the near future. We see strengthened govern-
ment efforts to further reduce the industry's
overcapacity by targeting to reduce another
100 million tons of capacity by the end of 2015.
China also intend to stop production of grade
32.5 cement, which would help cut outdated
capacity further.

In responding to the government’s efforts to
shrink overcapacity and to install tougher
emission rules, cement makers have slowed
down capacity expansions. Digital Cement re-
ported only 81 new clinker production lines
with approximately 100.0 million tons of addi-
tional production capacity was added in 2013,
representing a growth decrease of 36.2% YoY.

On the other hand, the government has further
boosted plans and budgets for railway con-
struction and social housing development,
which will counter the impact from real estate
market cool down. The weak coal pricing con-
tinues to benefit the industry's bottom line.

Credit review of selected cement makers

We offer some updated credit reviews on three
Chinese cement makers who had issued bonds
in the international markets.

West China Cement ("WCC") is a leading ce-
ment manufacturer and distributor in Shaanxi
Province with a growing presence in Xinjiang
Province in the western part of China. The
company achieved 18% revenue growth in
2013, owing to a volume growth of 23%. The
company's EBITDA margin decreased slightly to
28.5% in 2013, compared to 30% in the pre-
vious year. Despite the decline, WCC's margins
were still higher than its peers. As of 31 De-
cember 2013, WCC had a total of 17 cement
production lines with total cement capacity of
21.1 million tons in Shaanxi Province, and an
additional 2.6 million tons in Xinjiang Province.

WCC has shifted from aggressive expansion
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strategy to a more prudent financial manage-
ment amid the pressure of needing to stabilize
its capital structure. The company slowed cap-
ital expenditure to about RMB 738 million in
2013 from RMB 892 million in 2012, and ex-
pected to decrease further to RMB 500 million
in FY14.

Better demand and lower expansion strategy
have helped WCC to improve its financials. Its
total debt to total capital decreased from
44.4% to 38.6% in 2013, much lower than its
competitors. Cash on hand was RMB 623 mil-
lion, which covered 79% of short term debts.
However, EBITDA interest coverage declined
from 7.5 to 5.5.

China Resources Cement (“CRC”), one of the
largest clinker and cement producer in South-
ern China, adopted a vertical integration model
with clinker, cement and concrete businesses
in its major operating regions. Sales volume of
cement and clinker increased by about 20% and
decreased by about 11%, respectively. The
sales volume of concrete increased by about
13%. Cement capacity utilization was at 94%,
while that for clinker also improved to 118.9%
compared to 83.9% and 110.9% of 2012.

CRC’s financials were considered moderate
with total debt/total capital at 44.6%. The
company’s capex down from HKDS$6.9bn in
2011 to HKDS3.2bn in 2012 and was at
HKD3.6bn in 2013, as the company has post-
poned some of the new production line
projects. Cash on hand was RMB 2,204mm,
which covered 45.7% of short term debts.
EBITDA interest coverage improved from 5.7 to
8.3 in 2013.

Shanshui Cement, one of the major cement
producers in Shandong and Liaoning provinces
in the eastern and northeastern China, re-
ported revenue up by 2.3% in 2013 as the vo-
lume rise of 10.2% offset the ASP declines of
9.8% and 7.4% in cement and clinker (to
RMB249.9/ton and RMB195.3/ton), respec-
tively. EBITDA dropped by 10.5%, while EBITDA
margin decreased 3 percentage points to 20%.
As of the end of 2013, the company had total
cement and clinker capacities of 94.2 million
tons and 45.4 million tons, respectively. Since
2009, the company has been expanding into
Inner Mongolia, Shanxi and Xinjiang.

Shanshui’s financials imply a higher liquidity
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risk in 2014. Its cash on hand was RMB 1.3bn,
far from enough to cover its short term debts
of RMB 6.9bn as of the end of 2013. Its total
debt/total capital, however, was moderate at
62.3%. Capital expenditure is expected to come
down from RMB4.2bn in 2013 to around
RMB2.1bn in 2014 with no plan to add new
production line constructions. EBITDA interest
coverage decreased from 4.6 in 2012 to 3.9 in
2013.

Bond relative value

With a stabilized or even somewhat improved
industry trend, we see relative values in Chi-
nese cement bonds over their global peers (see
Fig. 3).

Take West China Cement 7.5% 2016 as an ex-
ample. Rated at B1/B+/BB- and yielding 6.02%,
the bond compares favorably over the similarly
rated but one-year longer Cemex 9.66% 2017,
which yields 5.73%.

China Resources Cement 2.125% 2017, backed
by DBS’ SBLC and thus rated at DBS’s senior
debt rating (Aal by Moody’s), also compares
attractively to the Lafarge 2016 bond that is
rated at Bal(*+)/BB+/BB+(*+), at 30bps
pick-up.

We also see interesting relative values among
the Chinese cement names themselves. Com-
paring their domestic RMB bonds between
Shanshui and West China Cement, both rated at
AA locally, we find Shanshui bonds’ yields are
considerably lower than those of West China
Cement at similar maturities. For example,
West China Cement 16s trades 36bps wider
than Shanshui 16s.

However, the situation is reversed for their
offshore bonds. The Shanshui 8.5% 2016, at
6.7%, offers about 70bps in yield pick-up over
the West China Cement 7.5% 2016, which en-
joys a slightly more favorable rating opinion
from S&P but less from Fitch.
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& 3: ABsFM-{A b4/ Fig. 3: Relative value comparison

ek #a i Tt
Security Ratings Price Bid Yield
Offshore USD bonds

SHASHU 10.5 04/17 NA/B+(*-)/BB 107.9 7.15
SHASHU 8.5 05/16 NA/B+(*-)/BB 103.3 6.70
WESCHI 7.5 01/16 B1/B+/BB- 102.3 6.02
CHRESO 2.125 10/17 ?I:B]é[\l:B/II.\(IZ? 100.2 (21'_2525')’)5)
CEMEX 9 01/18-15 NA/B+/BB- 108.0 3.30
CEMEX 9.66 02/17 NA 109.9 5.73
LGFP 6.5 07/16 ?SQS:KBB+ 1100 1.75
Onshore RMB bonds

SHASHU 6.2 05/17 CHENGXIN AA 99.9 6.24
SHASHU 5.44 01/16 CHENGXIN AA 99.4 5.79
WESCHI 6.1 03/16 LIANHE AA 99.9 6.15

H¥ERR: BH, ¥4 B R /Sources: Bloomberg, BOCI
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M. ®3RAKR. B KRF L KRR M52/ Appendix: Financial highlights: WCC, China Resources Cement and
Shanshui Cement

&3 KR IR KK
wcc China Resources Cement Shanshui Cement
/&) EARIE4K [Corporate Credit Rating B1/B+/BB- NA NA/BB-(*-)/BB
JK R4 4E & /Cement sales volume (Million ton) 17.6 67.10 53.40
7= #%/Capacity 23.7 75.5 94.2
X 3% /Region Bk d) FERRLEHT K. T B, AROLR).
/NW Chna #d. 43#E) [East Chi- AR IL(ILT) /East Chi-
(Shaanxi) na(Guangdong, Guangxi, na(Shandong) & NE
Hainan) & South Chi- China(Liaoning)
na(Fujian)
F 344 & M4 /ot [Average selling price/Ton (RMB) 228 251 250
A5 A4/ Inventory days 53 - 54
RIS Ek R 4k [Receivables days 14 - 16.6
LA R 4k /Payable days 73 - 82.9
W} %-/Financial (& % A&, 7/ RMB million) Financial year-end: 2013-12-31
Audited Audited Audited
B /Revenue 4,168 22,915 16,535
% & b %438 /Operating profit 1,763 5,960 4,815
EBITDA 1,189 4,542 3,799
43} 1% %-/Short-term debt 786 4,820 6,876
K H1% %/ Long-term debt 2,414 11,145 9,614
4/ Cash 623 2,204 1,277
#1574/ Net debt 2,577 13,760 15,213
1% 4-FaA% 3 / Debt & equity 8,285 35,772 26,457
i3 Y4/ FFO 995 3,002 2,476
415 72 P47 /Net operating cash flow 918 4,000 1,925
FARFE N [Capex 738 2,830 4,150
A & I 47/ Free cash flow 180 1,170 (2,225)
tb & / Ratios
EBITDA #)i# %/ EBITDA margin (%) 28.5% 19.8% 23.0%
EBITDA #) 8.8 2 1244/ EBITDA interest coverage (X) 5.5 8.3 3.9
%1% %-/EBITDA/ Total debt/EBITDA (X) 2.7 3.5 43
%1% %-/EBITDA/ Net debt/EBITDA (X) 2.2 3.0 4.0
M4/ %A 4% 5./ Total debt/Debt & equity (%) 38.6 44.6 62.3
Ak 4/ 445 4 Fa A3 5 | Net debt/Net debt & equity (%) 336 41.0 60.4
FFO/ ¥ fit%-/ FFO/Total debt (%) 31.1 18.8 15.0
FFO/#% 1% 4/ FFO/Net debt (%) 38.6 21.8 16.3

HIERR: 283k, P4RE FR/Sources: Company reports, BOCI E: Jeif KR W 4438 R44 A% T, KA 2013 4 12 A 31 B3 FAAR T HIC
#0.781 %4 @ k. /Financial data for China Resources Cement was original in HKD and was converted into RMB at 0.781 (as of December 31, 2013).
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