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Early recovery in steel prices unlikely, cost increases more certain

Mounting inventories at the producers’ end have dashed all hopes of an early recovery
in steel prices. Steel producers, who held on to prices in April and May in the hope
that prices would recover on the back of rising costs, have lost market share to traders,
who cut prices in line with the changing market reality. With diminishing hope of an
early recovery in prices, given continued production growth in China, steel producers
around the world have also begun cutting prices since the beginning of June. However
cost increases are more certain due to recently negotiated quarterly prices of iron ore
and coking coal.
Squeezed by price cuts and cost pressure, steel producers are likely to witness
margin contraction. In 1QFY11, margins would be hit the hardest for SAIL, followed by
JSW Steel and Tata Steel India. There would be a bigger drop in margins in 2QFY11.
Though Corus’ management sounded very confident about 1HFY11 earnings when
Tata Steel reported 4QFY10 results, we are less confident about 2QFY11 due to the
change in market conditions post the analyst meet. However, we believe that margins
will rebound in 2HFY11, as market forces adjust steel prices and raw material costs.
We are cutting our FY11 EPS estimates by 19% for Tata Steel, by 24% for JSW
Steel, and by 26% for SAIL to factor in the margin shrinkage in 1HFY11. Based on our
revised FY11 estimates, the three steel companies appear expensive. JSW Steel,
however, appears attractive based on FY12 estimates due to expected addition of
new capacities by March 2011. Volume growth will elude SAIL and Tata Steel in FY12.

Sanjay Jain (SanjayJain@MotilalOswal.com);Tel:+912239825412/Tushar Chaudhari (Tushar.Chaudhari@MotilalOswal.com); +9122 39825425

Update
SECTOR: METALS

DOWNGRADING FY11 EPS ESTIMATES

SAIL           TATA STEEL         JSW STEEL

OLD NEW % CHG OLD NEW % CHG OLD NEW % CHG

Steel Volumes (m tons) 12.8 12.6 -2 6.8 6.4 -6 6.4 6.4 0
Average Realization (Rs/ton) 35,381 34,892 -1.4 39,193 38,013 -3.0 34,557 33,557 -2.9
Net Sales (Rs m) 452,878 439,645 -2.9 1,068,720 1,145,399 7.2 231,789 232,526 0.3
EBITDA (Rs m) 106,961 79,517 -25.7 171,838 132,846 -22.7 59,664 44,438 -25.5
PAT (Rs m) 71,177 52,789 -25.8 69,786 56,569 -18.9 19,610 14,931 -23.9
EPS (Rs) 17.2 12.8 -25.8 78.6 63.7 -18.9 104.8 79.8 -23.9

Source: Company/MOSL

VALUATIONS: INDIAN STEEL

RATING PRICE MCAP EPS (INR) P/E (X) EV/EBITDA (X) P/B (X)

(INR) (US$ M) FY10 FY11E FY12E FY10 FY11E FY12E FY10 FY11E FY12E FY10 FY11E FY12E

JSW Steel Buy 1,038 4,835 59.4 79.8 145.4 17.5 13.0 7.1 8.9 8.9 4.1 2.1 1.8 1.4
Tata Steel Neutral 474 9,065 -9.3 63.7 67.6 - 7.4 7.0 11.0 6.9 6.4 5.0 2.6 2.0
SAIL Neutral 196 17,444 16.4 12.8 15.9 11.9 15.3 12.3 7.6 10.1 8.5 2.4 2.1 1.9

Source: Company/MOSL
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steel prices unlikely, cost

increases more certain

Expect big drop in earnings
in 2QFY11

Cutting EPS estimates
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Steel mills cutting prices due to inventory pile-up; continued flux of imports
According to SteelPrices-India, HRC (CR-grade) prices have dropped 5% MoM to
Rs32,700/ton (during the week ended 12th June, 2010), just 2% higher than the prices
a year ago.
We hear from mills that HRC is being sold to bulk buyers at further 5% discount.
SAIL has cut HRC prices (via discounts) by a total of Rs2,800/ton in two tranches
since 1 June 2010. Similar or even bigger price cuts have been offered by other
players.
Traders are reported to be selling imported HRC at prices around Rs29,000/ton to
liquidate stocks; 150,000 tons of imports are expected to arrive in June.
Despite price cuts, dispatches have not recovered to normal levels, as price outlook
still remains weak due to over-production and demand weakness in Europe and China.
Main Indian producers are contemplating further price / production cuts to deal with
mounting inventories.
Chinese crude steel production grew further by 1.3% MoM (+21% YoY) to 56.14m
tons in May. The growth in China’s HRC production was sharper by 7.6% MoM
(+36% YoY) to 13m tons in May.

INDIAN STEEL PRICES (RS/KG): FLAT PRODUCTS

LONG PRODUCTS & INPUTS

Source: SteelPrices-India.com; Note: all prices are exclusive of Excise duty and VAT except Rebar
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Costs to go up due to rising raw material prices in 2QFY11
Coking coal costs are likely to increase due to 55% QoQ price hike in 1QFY11 and
further 12.5% QoQ increase to US$225/ton in 2QFY11. This will affect margins of
SAIL, Tata Steel and JSW Steel due to dependence on imports.
Iron ore costs are likely to go up for Corus due to 90-100% price hike in 1QFY11 and
further 25% price hike in 2QFY11. SAIL and Tata Steel India remain insulated from
iron ore cost increases. JSW Steel costs are likely to go up in 1QFY11 and fall in
subsequent quarters due to correction of spot prices.

COKING COAL CONTRACT PRICES (US$/TON)

IRON ORE CONTRACT PRICES (US$/TON)

Source: MOSL
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INDIA STEEL: TREND IN IMPORT AND EXPORTS ('000 TONNES)

Source: JPC/MOSL
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56% YoY at US$200/ton for

1QFY11 and expected to
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Expect big drop in 2QFY11 earnings
Indian steel producers witnessed margin expansion for 4-5 quarters since January
2009 until 4QFY10. Steel producers increased prices further in April 2010 by ~Rs3,000/
ton after healthy sales in the month of March. Sales thereafter have dwindled sharply
due to price correction, arrival of cheaper imports, and weakening of apparent demand
in April and May. Mounting inventories have forced steel producers to cut prices
sharply in the month of June to achieve sales targets.
Steel price realization is likely to remain flattish QoQ in 1QFY11, while costs will go
up due to higher raw material costs.
Realization will fall sharply in 2QFY11 due to sharp price cut in June, while costs of
coking coal will go up further. Hence, margins will come under severe pressure.
Margins will expand in 2HFY11, as market forces bring about an adjustment in steel
and raw material prices. We are factoring in Rs1,000/ton QoQ increase in realization
in 3QFY11 and further Rs2,000/ton increase in realization in 4QFY11.

REALIZATION (US$/TON)
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Average realization in
2QFY11 will fall sharply
QoQ due to price cuts

undertaken in June

Sharp fall in margins is
expected in 2QFY11
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Global steel prices
CHINA: DOMESTIC STEEL PRICES (US$/TON)                                                      

IRON ORE IMPORT PRICES (US$/TON)

HOT ROLLED COIL PRICES IN EUROPE (EURO/TON)                                            

SEMIS AND SCRAP PRICES (USD/TON)
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Softening import
prices will put
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local European mill

Continued volatility
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Neutral
Previous Recommendation: Neutral Rs196

18 June 2010
STOCK INFO.

BSE Sensex: 17,571

S&P CNX: 5,263

Steel Authority of India
BLOOMBERG

SAIL IN
REUTERS CODE

SAIL.BO

Consolidated

FY11E EPS cut 26% to Rs12.8
SAIL has sold just 1.35m tons in April and May, which makes it virtually impossible for the company to achieve even
YoY flat sales of 2.7m tons in 1QFY11. We have cut our volume estimate to 2.4m tons for 1QFY11. For FY11, we
factor sales volume of 12.6m tons (+4% YoY).
Coking coal costs are likely to increase in 1QFY11, as (1) contract prices have increased 55%, and (2) share of
coking coal carry over tonnage contracted in 2008 at US$300/ton fob in the mix of imported coal will double in FY11
and FY12.
We expect FY11 EPS to decline 22% to Rs12.8 v/s our old estimate of Rs17.2 – a cut of 26%. The stock appears
expensive at 15.5x FY11E EPS and an EV of 10.2x FY11E EBITDA. Maintain Neutral.

Equity Shares (m) 4,130.4

52-Week Range 259/139

1,6,12 Rel. Perf. (%) -10/-11/4

M.Cap. (Rs b) 809.6

M.Cap. (US$ b) 17.4
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Buy
Previous Recommendation: Buy Rs1,038

18 June 2010
STOCK INFO.

BSE Sensex: 17,571

S&P CNX: 5,263

JSW Steel
BLOOMBERG

JSTL IN
REUTERS CODE

JSTL.BO

Consolidated

Equity Shares (m) 216.1

52-Week Range 1,350/475

1,6,12 Rel. Perf. (%) -15/6/45

M.Cap. (Rs b) 224.4

M.Cap. (US$ b) 4.8

FY11E EPS cut 24% to Rs79.8
JSW Steel has accumulated inventories during April and May. We expect 1QFY11 sales of 1.45m tons (+9.8% YoY).
Steel price realization is expected to increase QoQ in 1QFY11 due to higher prices in April and May despite cuts in
June. Also, because of product mix improvement due to commissioning of new HRC mills, realization is likely to rise.
However, we expect prices to drop by Rs3,000/ton QoQ in 2QFY11 due to price cuts in June.
Iron ore costs are likely to go up in 1QFY11, as NMDC has increased iron ore prices by ~50% since April 2010. Some
correction is expected in 2QFY11 due to lower spot prices now.
Coking coal costs will rise in 1QFY11 due to increase of contract prices, though the impact of carryover tonnage will
be minimal due to large volume growth.
We are cutting our FY11 EPS estimate by 24% to Rs79.8, which still implies a growth of 34%.
The stock is expensive based on our revised FY11 estimates, but appears attractive based on FY12 estimates due
to large volume growth. Maintain Buy.
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Neutral
Previous Recommendation: Neutral Rs474

18 June 2010
STOCK INFO.

BSE Sensex: 17,571

S&P CNX: 5,263

Tata Steel
BLOOMBERG

TATA IN
REUTERS CODE

TISC.BO

Consolidated

Equity Shares (m) 887.4

52-Week Range (Rs) 737/331

1,6,12 Rel. Perf. (%) -15/-16/-6

M.Cap. (Rs b) 420.6

M.Cap. (US$ b) 9.1

FY11E EPS cut 19% to Rs63.7
Tata Steel’s sales were flattish YoY at 450,000 tons in April and 462,000 tons in May. Price cuts in June should
induce sales. We expect sales of 1.42m tons in 1QFY11 (flat YoY). For FY11, we expect volumes to increase 4% to
6.4m tons for Indian operations.
Both iron ore and coking coal costs are unlikely to increase in 1QFY11 due to old inventories and contracts. However,
coking coal costs will increase in 2QFY11, as the impact of US$200/ton contracts starts kicking in. Also, the share
of imported coking coal will rise by 5pp to 55% in the coal mix due to lagging coal production from captive mines.
For Corus and other foreign subsidiaries, we expect EBITDA per ton to expand from US$75/ton in 4QFY10 to
US$130/ton in 1QFY11 due to nearly US$160/ton increase in realization, while there will be cost increases on raw
material side. Depreciation of the Euro and the British Pound will reduce fixed costs to a small extent.
We expect sharp drop in margins during 2QFY11, as realization is likely to drop by as much as US$100/ton QoQ,
while both iron ore and coking costs are likely to rise further. After complete margin wipe-out in 2QFY11, we expect
margins to expand gradually due to expected price increase and some drop in raw material costs.
We are cutting our FY11 EPS estimate by 19% to Rs63.7. The stock is trading at 7.6x FY11E EPS and an EV of
6.9x FY11E EBITDA. Maintain Neutral.
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This report is for the personal information of the authorized recipient and does not construe to be any investment, legal or taxation advice to you. Motilal Oswal
Securities Limited (hereinafter referred as MOSt) is not soliciting any action based upon it. This report is not for public distribution and has been furnished to you solely
for your information and should not be reproduced or redistributed to any other person in any form.

The report is based upon information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon such. MOSt or
any of its affiliates or employees shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the information
contained in this report. MOSt or any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding any matter
pertaining to this report, including without limitation the implied warranties of merchantability, fitness for a particular purpose, and non-infringement. The recipients of
this report should rely on their own investigations.

MOSt and/or its affiliates and/or employees may have interests/ positions, financial or otherwise in the securities mentioned in this report. To enhance transparency,
MOSt has incorporated a Disclosure of Interest Statement in this document. This should, however, not be treated as endorsement of the views expressed in the report.

Disclosure of Interest Statement

The MOSt group and its Directors own shares in the following companies covered in this report: Nil

MOSt has no broking relationships with the companies covered in this report.

MOSt is engaged in providing investment-banking services in the following companies covered in this report: Nil

This information is subject to change without any prior notice. MOSt reserves the right to make modifications and alternations to this statement as may be required
from time to time. Nevertheless, MOSt is committed to providing independent and transparent recommendations to its clients, and would be happy to provide
information in response to specific client queries.

For more copies or other information, contact
Institutional: Navin Agarwal.   Retail: Manish Shah

Phone: (91-22) 39825500 Fax: (91-22) 22885038. E-mail: reports@motilaloswal.com

Motilal Oswal Securities Ltd,  3rd Floor,  Hoechst House,  Nariman Point,  Mumbai 400 021
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