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JSW Steel's (JSTL) consolidated adjusted PAT for 2QFY13 declined 11% QoQ to INR3.5b. While overseas
operations disappointed, the drop in performance of the standalone steel business was less severe. PAT was
higher than our estimate of INR2.7b due to slightly higher than expected EBITDA/ton (USD127 v/s our estimate
of USD123) for standalone operations. Reported consolidated PAT of INR6.9b included forex gain of INR4.2b in
standalone operations and INR1.1b of attributable extraordinary gains from JSW Ispat.
Standalone EBITDA declined 14% QoQ to INR15.3b, higher than our estimate because sales volumes were 3%
higher than our estimate at 2.17m tons and realization decline was less severe at 5%.
Overseas subsidiaries disappointed, with EBITDA of just INR61m (v/s INR1.35b in 1QFY13). Production at both
Chile and US coal mines was disappointing at 148k tons and 20k tons, respectively.
JSW Ispat reported 7% QoQ drop in production and 10% QoQ drop in sales volumes. Realizations declined 2%
QoQ while EBITDA per ton declined 70% QoQ to INR1,655 (USD30), due to higher coke cost.
Though there is a sharp drop in prime hard coking coal prices, JSTL guided only marginal reduction (USD230/
ton landed at plants in 2Q to USD220/ton in 3Q and USD210/ton in 4Q) in cost of coking coal.
We continue to believe that the steel prices will remain under pressure due to global demand slowdown.
Demand for iron ore and coking coal is stagnant while investments in mining across the world have been
bringing new supplies. Hence, raw material prices are under pressure. JSTL should benefit from (or remain
unaffected by) coking coal price correction, but there would be adverse impact on margins, if iron ore prices
and therefore, steel prices correct. On merged entity basis, JSTL is trading at an EV of 6.9x FY14E EBTIDA.
Valuations appear stretched. Maintain Sell.

Sanjay Jain (SanjayJain@MotilalOswal.com); +9122 39825412/ Pavas Pethia (Pavas.Pethia@MotilalOswal.com); +9122 39825413
Investors are advised to refer through disclosures made at the end of the Research Report.
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Consolidated adjusted PAT down 11% QoQ; overseas operations disappoint
Consolidated adjusted PAT for 2QFY13 declined 11% QoQ to INR3.5b. While
overseas operations disappointed, the drop in performance of the standalone
steel business was less severe. PAT was higher than our estimate of INR2.7b due
to slightly higher than expected EBITDA/ton (USD127 v/s our estimate of USD123)
for standalone operations.
 Reported consolidated PAT of INR6.9b included forex gain of INR4.2b in standalone
operations and INR1.1b of attributable extraordinary gains from JSW Ispat.


Standalone performance: Decline in realizations lower than expected due
to opportunistic exports; iron ore cost up INR400/ton
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Adjusted PAT declined 23% QoQ to INR5.2b, higher than our estimate of INR3.9b
due to less severe drop in operating performance.
Both production and sales volumes grew 3% QoQ to 2.17m tons, while average
realization declined 5% QoQ to INR40,880/ton. Revenue declined 2% QoQ to
INR88.7b. The realization drop was lower than expected due to superior product
mix within long products and higher realizations on opportunistic HRC exports at
a time when the exchange rate was INR56/USD. Inventories increased by INR5.4b
during the quarter.
EBITDA declined 14% QoQ to INR15.3b despite 2% higher volumes. EBITDA per ton
shrank by USD27 to USD127/ton due to fall in average prices.
Cost of production increased marginally due to increase in iron ore cost, while
there was no further reduction in coking coal cost. There was marginal reduction
in power and fuel costs.
Cost of iron ore increased by INR400/ton QoQ, while there was hardly any
reduction in coking coal blended cost. Iron ore cost increased because JSTL had to
purchase nearly 300k tons (~8% of requirement) of iron ore from East India due to
shortage in the state.
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Though there is a sharp drop in prime hard coking coal prices, JSTL is guiding for
only marginal reduction (USD230/ton landed at plants in 2Q to USD220/ton in 3Q
and USD210/ton in 4Q) in the cost of coking coal because it has already been
drawing benefits for the last three quarters due to use of lower grade coal, where
price correction had occurred earlier.
 JSTL continues to maintain its volume guidance of 8.5m tons for FY13. Iron ore
supply remains in critical balance. 1.8m tons of iron ore inventory with JSTL, another
2m tons of pending e-auction from inventories at NMDC mines and restart of
5mtpa of category "A" mines will ensure sufficient availability of ore till March
2013. Three mines in category "A" (1.4mtpa) have restarted production in
Karnataka, which will give some relief on iron ore supply constraints. JSTL expects
8 category "A" mines to start production soon, which will add 3.3mtpa production.
The next Supreme Court hearing for category B mines is scheduled on 2 November,
which will give further clarity on the issue.


Overseas subsidiaries disappoint - sharp margin shrinkage; Chile mine
volumes halved; US coking coal mines unviable
Overseas subsidiaries disappointed, with EBITDA of just INR61m (v/s INR1.35b in
1QFY13).
 Iron ore sales from Chile mines nearly halved QoQ to 148k tons and cost of
production jumped by USD5 to USD111/ton, while EBITDA dropped from USD8.5m
to a loss of USD0.07m.
 US coal mines continue to be under pressure. The total shipments were just 20k
tons during the quarter. Production ramp-up has been delayed due to subdued
prices of coking coal.
 US plate and pipe mill witnessed 50% QoQ drop in EBITDA to USD3m. Plate mill
capacity utilization dropped 9pp QoQ to 31%, while pipe mill capacity utilization
improved 5pp to 21%.


US Pipe & Plate mill (USD m)
Y/E March

FY12
1Q

Operational performance
Plate mill
Production (short tons)
Sales (short tons)
Pipe mill
Production (short tons)
Sales (short tons)
Capacity utilization (%)
Plates
Pipes
Financials (US operations)
Revenues
EBITDA (incl. oth inc)
PAT
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2Q

56,815 100,811
46,875 68,818

FY13
3Q

FY12
2Q

FY13
1H

4Q

1Q

65,959 108,183
66,309 65,795

98,013
68,741

79,172 331,768 177,185
53,875 247,797 122,616

8,986
9,716

16,855
16,369

17,785
17,444

22,541
24,482

22,011
22,079

29,479
24,590

66,167
68,011

51,490
46,669

23.2
6.4

37.0
12.0

27.0
12.7

44.3
16.1

39.0
16.0

31.0
21.0

32.9
11.8

35.0
19.0

62
3
-9

101
6
-8

94
4
-10

105
43
28

104
6
-8

88
362
191
3
56
9
-13
1
-22
Source: Company, MOSL
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CHILE - operational performance (USD m)
Y/E March
Iron ore production (kt)
Iron ore sales (kt)
Revenue
USD/ton
EBITDA
PAT
CoP (USD/ton)

FY12
1Q
177
194
34.3
176
11.5
7.9
117

2Q
203
148
25.7
174
7.2
4.6
125

3Q
200
148
20
135
2.87
2.09
116

FY13
4Q
173
101
13.6
134
0.9
-0.85
125

1Q
195
343
44.8
130
8.5
5.3
106

FY12
2Q
171
752
148
591
16.3
93.6
110
158
-0.1
22.5
-1.63
13.7
111
120
Source: Company,

FY13
1H
366
491
61.1
241
8.4
3.6
217
MOSL

Associate: JSW Ispat's margins squeezed between price correction and cost
increase
JSW Ispat's production declined 7.2% QoQ to 640k tons and sales declined 9.5%
QoQ to 670k tons. Average realization declined 2% QoQ to INR39,410/ton.
 EBITDA per ton declined 70% QoQ to INR1,655 (USD30) due to corresponding
decline in realizations.
 Average cost of production increased by 6.4% QoQ due to high cost of purchased
coke.


Margins to be under pressure on fall in steel prices; maintain Sell


30 October 2012

Despite challenges in sourcing iron ore, JSTL is one of the best managed companies
in the world. Its sales grew 15% YoY in 1HFY13, while domestic demand growth
was just 2.6% and global demand even worse. Though sourcing iron ore was
challenging due to mining ban in Karnataka, the pressure on costs was not felt
because e-auction is restricted to steel users dependent on Karnataka. With the
depletion of inventories, costs have started inching up, as JSTL has started
purchasing expensive ore from East India.
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We believe JSTL's ore requirement on merged entity basis will be 25-28m tons, if
it operates at full capacity. The total annual availability of ore from Karnataka
mines is capped at 30m tons. Under the new supply and demand equation, the
cost of iron ore will keep inching up relative to steel prices, unless JSTL is able to
pick captive mines at reasonable price as and when the cancelled leases of category
"C" mines are auctioned.
 We continue to believe that steel prices will remain under pressure due to global
demand slowdown. Global hot metal (pig iron) production has remained flat for
20-21 months, implying that the demand for iron ore and coking coal is stagnant.
On the other hand, investments in mining across the world have been bringing
new supplies. Hence, raw material prices are under pressure. JSTL will benefit
from (or remain unaffected by) correction in coking coal prices. However, there
will be an adverse impact on margins, if iron ore prices, and therefore, steel
prices correct.
 On merged entity basis, JSTL is trading at an EV of 6.9x FY14E EBTIDA. Valuations
appear stretched. Maintain Sell.


Concall highlights
Globally, performance of steel companies has been disappointing: China's GDP
growth slowed down to 7.4% YoY in 2QFY13. Of 80 companies surveyed in China,
44 are incurring losses. Korean and Japanese steel companies also reported
lower than guided numbers. In US too, Nucor and AK Steel reported lower than
expected numbers.
 Iron ore prices currently at USD110-170/ton: Raw material prices have corrected
with a lag as compared to steel prices. HCC quarterly contract prices settled at
USD165-170/ton for 3QFY12 and are currently at USD148/ton on spot basis. Iron
ore prices are range-bound at USD110-120/ton after touching USD85-90/ton in
August-September 2012.
 Increasing steel imports from FTA countries concerning for domestic companies:
Domestic apparent finished steel consumption grew 5.4% YoY while finished
steel production grew 2.6% YoY in 1HFY13. Steel imports jumped 36.5% YoY to
3.94m tons whereas steel exports grew just 4.8% YoY to 2.37m tons. Increase in
imports is mainly on account of FTA countries like South Korea and Japan, which
is a cause of concern for Indian steel companies.
 JSTL achieves highest ever quarterly crude steel production: JSTL achieved its
highest ever crude steel production at 2.17m tons in 2QFY13. Capacity utilization
was 80% due to lower availability of iron ore.
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Has adequate iron ore to continue normal operations till March 2013
 A total of 33.3m tons of iron ore was sold through e-auction till 19 October
2012 in Karnataka. JSTL purchased 19.8m tons in e-auctions and received
~92% till 19 October.
 Three mines in category 'A' (1.4mtpa) have restarted production on approval
of Reclamation & Rehabilitation (R&R) plans by CEC. The production is
expected to start hitting the market this month. The remaining 8 mines
(capacity of 3.3mtpa) are in various stages of approval and should commence
production during the October-December quarter.
 The R&R plans for three mines in category 'B' are approved. R&R plans are
under preparation for the remaining mines in this category. However, the
Supreme Court has stipulated certain conditions for category 'B' mines to
consider re-commencement of mining. The next hearing is scheduled on 2
November 2012.
 The CEC has recommended canceling category 'C' mines and auctioning them
to end users.
 JSW believes that it has adequate iron ore to continue normal operations
till March 2013, taking into account its current inventory, NMDC production
and stock at various mines in Karnataka that is yet to be auctioned.
 Chile and US mines disappoint
 In Chile, JSTL incurred EBITDA loss during the quarter. It maintains its 1m ton
volume guidance for its Chile mine and expects it to just break even in FY13.
 JSTL is not increasing production at its US coking coal mines due to lower
prevailing prices. Cost of production is USD100/ton.
 Expects JSW Ispat to break even at PBT level in FY14: The management expects
JSW Ispat to break even at PBT level in FY14 due to captive availability of coke
and pellet. It sources ~60% of its iron ore through imports. JSTL bought 0.23m
tons of crude steel from JSW Ispat for rolling in Vasind and Tarapur.
 Other highlights
 Iron ore prices are higher by INR400/ton QoQ for JSTL.
 Forest Development Tax (FDT) is provided under contingent liability.
 JSTL purchased 0.3m tons of iron ore from outside Karnataka.
 Blended cost of coal on consumption basis is lower QoQ at USD230/ton;
expected to decline to ~USD200/ton next quarter.
 Acceptances on account of raw material at USD1,289m.
 Of the total projected capex of INR60b in FY13, INR19b is already spent in
1HFY13.
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JSW Steel: an investment profile
Company description

Recent developments

JSW Steel (JSTL) has demonstrated excellent project
execution skills over the past decade, growing its
capacity 6x to 10mtpa through brownfield expansions at
Vijaynagar. With the acquisition of Ispat Industries and
Salem Steel, it controls 14mtpa capacity. Its main
production facilities are located in proximity to rich iron
ore reserves in Karnataka. It has investments in iron ore
mining in Karnataka and Chile. Its other overseas
investments include plate and pipe mill operations and
coal mines in the US.



Key investment arguments



JSTL has the lowest conversion cost due to
operational efficiencies. Its strategic location near
iron ore rich Bellary-Hospet belt helps it to keep iron
ore purchase costs low. However, the ban on iron
ore mining at Bellary and subsequent unavailability
of adequate quantity at lower cost had derailed
volume growth.
 Earnings have high sensitivity to steel and raw
material prices due to high financial and operating
leverage.


Key investment risks


High dependence on external sources for raw
material in a rising resource price scenario can put
significant pressure on margins and earnings growth.

Comparative valuations

P/BV (x)
EV/Sales (x)
EV/EBITDA (x)

FY13E
FY14E
FY13E
FY14E
FY13E
FY14E
FY13E
FY14E

Valuation and view


On merged entity basis, JSTL trades at an EV of 6.9x
FY14E EBITDA. Valuations appear stretched; Sell.

Sector view
Global steel prices continued their downtrend, with
major correction in China. Average steel prices
declined 8%, 4%, 14% and 4% QoQ respectively in
Russia, Europe, China and North America. Domestic
steel prices also mirrored global steel prices, with
long and flat steel prices declining 9% and 10% QoQ,
respectively. Chinese price correction is also
affecting prices in other regions, as Chinese mills
are flooding steel products elsewhere to
compensate for domestic slowdown. In India,
imports have already jumped by 39% YoY in 1HFY13
to 3.3m tons. We expect further reduction in steel
prices due to pressure on raw material prices and
lower demand, as steel demand from China
moderates further.

EPS: MOSL forecast v/s consensus (INR)
JSW Steel

P/E (x)

Three mines in category 'A' (1.4mtpa) have restarted
production on approval of Reclamation &
Rehabilitation (R&R) plans by CEC. Production is
expected to start hitting the market this month.

16.9
15.7
0.9
0.9
1.1
1.2
6.6
6.5

SAIL

Tata Steel

11.9
9.3
0.8
0.8
1.1
1.1
7.5
6.2

12.5
7.1
1.4
1.2
0.7
0.7
6.8
6.1

FY13
FY14

MOSL
Forecast

Consensus
Forecast

Variation
(%)

43.5
46.8

75.0
91.6

-42.0
-48.9

Upside
(%)
-37.8

Reco.

Target price and recommendation
Current
Target *
Price (INR)
Price (INR)
737
459
Based on EV/EBITDA of 5xFY14

Sell

Stock performance (1 year)

Shareholding pattern (%)
Promoter
Domestic Inst
Foreign
Others
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Sep-12
38.6
4.7
41.8
14.9

Jun-12
38.6
4.7
41.3
15.3

Sep-11
38.3
4.6
42.8
14.4
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Financials and Valuation
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