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OVERVIEW: Steel Industry:

Steel, being the backbone of human civilization, is crucial for th

development of any modern economy. The level of per capita] 52WeekH /L Mcap (INR mn)
consumption of steel is treated as an important index of the level 0] 195/ 80 5,376

socieeconomic development and living standards of the people in any

Face value: 10
country.
) ) o _ ) BSE Code NSE CODE
Steel as a commodity has major application in various sectord - o
summarized below:
Annual Performance
| Major Applications of Steel |
(Rs mn) Fyis | Fvie | Fy17 | Fyise
Construction || [ Tamspon | | [ newy | Packaging [ Aveliagesand Sales (Net) 6616 | 6527 | 6738 | 8326

* low and high-rise * trucks « oiland gas wells and * containers and closures » farmvehicles

buildings + transmissions platforms for humanand pet foods |+ machinery EBITDA 116 416 598 626
« educationand hospital « trains + pipelines « beverages « storage tanks

buildings « rails + electricity power « aerosols * tools

* sports stadiums, stations |+ ships turbine components * personal care * structures walkways EBITDA (%) 1.7 6.4 8.9 7.5
« reinforced concrete « anchor chains + electricity pylons « household - protecti ip

« bridge deck plates « aircraft undercarriages » wind turbines + automotive care products | « Homeappliances etc

e e e e [t | erptees Other Income 74 27 56 46
cables + electromagnets paints

i s oot ety || e Pl Interest 202 | 230 283 211
« offices

i A Depreciation 139 170 181 204
« coastal and flood

detenees PBT (151) 42 191 258
Source: Market Reports PAT (151) 42 191 231
Global Steel Industry: _ | Equity (Rs mn) 186 | 186 186 357
The Global Steel Industry has seen tremendous growth in productid

volume on account of rapid industrialization around the globe. Over a| EPS (NR) (8) 2 10 6

period of 50 years, the production has increased from 493mn tonnes
1967 to 1630mn tonnes in 2016. Post 2000, China has ramped up {

|

uarterly Performance

production capacity and dominates the Steel industry followed by| Parameters (Rs mn)| Mar-17 | Jun-17 | Sep17 | Decl17
ales et f , ) ’
Japan and India. Sales (N 1,731 | 2,021 | 2071 | 2,184
———————————————————————————————— 1 e e et e e o e o |
1 1 1
Year 1967 . Year 2000 i EBITDA 143 113 145 189
Southboren, g P i (U i | EBITDA (%) 8.3 5.6 7.0 8.7
India, 1.3% 0:1% Oceania, 1.7% : : 5.1% :
! : \\ b India, 3.2% | Other Income 32 15 13 10
: China, 2.1%_\ ;‘;_:,: : : :
i Jiae ! ) H Interest 83 57 52 46
H iddle East, 1 1 1
0.8% Europe, 33.5% 1 Europe, 24.7% 1
| somnancia/ (N P o (s ! Depreciation 45 46 49 57
" = 1 1 Africa & Mldd{ s, 11.6% 1
258% : 1 East, 2.9% |
Former USSR, | H South America, Japan, A:‘nzr,‘:j' H PAT 47 24 58 95
20.7% : H 4.6% 12.5% ! -
b i Equity ( Rs mn) 186 321 321 321
] 1
i World 493 million |HINE World 850 million [ Ratio Analysis
ll Production Tonnes N Production Tonnes i
o e (08 beren ! B Y s r— | Parameters (Rs mn) FY15 | Fyi6 | FY17 FY18E
Source: World Steel Organization Source: World Steel Organization EV/EBITDA () 75.4 19.9 13.1 12.6
i ing i et Sales (X . . . .
The Indian markets have been gradually growing in share to the total| Ev/Net Sal 1.3 1.3 1.2 0.9
world production from 1.3% in 1967 to 5.9% in 2016. This growtt
. . . . M Cap/Sales (x) 0.8 0.8 0.8 0.6
expected to continue going forward as well backed by various trigger:
intact. R . . M Cap/EBITDA (x) 465 | 129 | 9.0 8.6
] ]
i Year 2016 i Debt/Equity (x) 2.0 2.2 1.9 1.0
1 . 1
| aseans o i ROCE (%) 2% | 9% | 15% | 12%
H mhe{Asiaa.\ H -
! Oceania, 3.4% ! Price/Book Value (x) 1.6 1.6 1.4 1.6
: Sout‘hzl;nea, :
! : ! P/E (X) -185 | 66.3 | 14.6 23.3
] China, 49.6% H
1 Europe, 12.3% 1
E T i Share Holding Pattern as on 23rd February, 2018
! East, 2.7% 1
i i i Parameters No of Shares %
! 25%  India, 5.9% 1
i SER i Promoters 2,33,86,578 65.5
] R ]
i o e | Institutions 36,92,663 10.3
: Production Tonnes i
S —— ' Public 86,18,135 24.1
Source: World Steel Organization
TOTAL 3,56,97,376 100.0

Source: Annual Report

Note: All the data is calculated as per Market Price on 20th March 2018
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Industry overview: (contd..)

Year Wise World Production of Crude Steel ( in Million Tonnes)
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Source: World Steel Organization
The top 10 players contribute nearly 27% of the total global output of crude steel production:

Name of Crude Steel As % to
the Group/Company Production Total Global
(Million Tonnes) Output
1 | Arcelor Mittal 95.45 5.9%
2 | China Baowu Group 63.81 3.9%
3 | HBIS Group 46.18 2.8%
4 | NSSMC Group 46.16 2.8%
5 | POSCO 41.56 2.5%
6 | Shagang Group 33.25 2.0%
7 | Ansteel Group 33.19 2.0%
8 | JFE Steel 30.29 1.9%
9 Shougang Group 26.8 1.6%
10 | Tata Steel 24.49 1.5%
TOTAL 441.18 27.1%

Source: World Steel Organization

Indian Steel Industry:

Structure of Indian Steel |ndu3try : India's Crude Steel Production for Last 5 year (in Million Tonnes)

On the basis of size, scale of operation and level of integration

steel makers are categorized as: s -

a) Integrated Steel Plants (ISP) being Primary producers that uf, SRt .,7"

Blast Furnace (BF) and Basic Oxygen Furnace Route; 80'0 5% 5% 7 E%h 6%

b) Secondary Steel producers using Steel Scrap, DRI (Direct Red " R L2 ' 95.6

Iron) as raw material and using Electric Arc Furnace and Inducti{ **° N B s

Furnace apart from other facilities. el 812 7 bl 2%
20.0 >

The Indian Steel industry is largely irdased through the BF or the] _ | . , ; ; | o%

DRI route. About 50% of the crude steel capacity is with integrat T ee) S i SR o

steel plants. However, with the changing ratio of hot metal to crug

steel production, there are indications towards the increasi Production of Crude Steel (In Million Tonnes) - Growth (YoY)

presence of secondary steel producers.
Source: World Steel Organization

Raw Material for the Industry:

The major raw materials used for the manufacturing of steel are coking coal and iron ore. While the demand for iron ore is
majorly met domestically, coking coal is largely imported for manufacturing of steel. Around 70% of coking coal requirésments
fulfilled through imports.

Outlook of Indian Steel Industry:

In FY18L9, the Steel production is expected to remain higher, backed by an expected revival in consumption. An increase in
infrastructure allocation by the government in the Union Budget is expected to drive the pace of construction and
infrastructure in the country. Apart from this, the National Steel Policy 2017 released by the government also aims teeincrea
the steel production. Thus, both production and consumption of steel is expected to remain buoyant going forward.
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About the company:
The Vardhman Group: Incorporated in the year 1962, The Vardhman Group is a globally recognized conglomerate in India with
an annual turnover of more than USD1bn. The various companies in the group include:

a) Vardhman Textiles Ltd (VTL) : The company over a period of time has emerged as one of the largest fully integrated textile
players in India from a commodity based spinning company.

b) Vardhman Acrylics Ltd (VAL): It was set up with two Japanese business houses, Japan Exlan Co Ltd and Marubeni Corp. VAL
is amongst the top 5 manufacturer of Acrylics in India.

¢) Vardhman Holdings Ltd (VHL): It was formerly known as Vardhman Spinning and General Mills Ltd. The company is
registered as a non-banking financial company and i s

d) Vardhman Special Steels Ltd (VSSL): It was demerged from Vardhman Textiles Ltd.

Vardhman Special Steels Limited (VSSkas demerged from Vardhman Textiles into a listed Company Vardhman Special
Steels Ltd. VSSL, headquartered in Ludhiana, Punj abyei s
requirements of the Engineering, Automotive, Tractor, Bearing and Allied Industries. The company also caters to the steel
requirements of customers for forging applications in international markets of Thailand, Taiwan, Turkey, Russia and Spain to
mention a few.

The company had entered the Steel industry back in the year 1973 and since then, has expanded its operations on all fronts. |
incorporates some of the most advanced manufacturing facilities with equally reliable support facilities. The product basket
comprises of billets, steel bars, rods and bright bars of various categories of special and alloy steels. With leveraging
state-of-the-art manufacturing facilities and vast experience in the domain, the company has an extensive client list which
includes globally renowned corporations such as Toyota, Hero Moto Corp, Caterpillar, Hino Motors, Maruti, Bajaj and Hyundai.
The company has Mr. Sachit Jain as Chairman and Managing Director.

Products & Process:

It can be seen from the diagrammatic chart below that crude steel must go through rigorous process (Casting and rolling) to
get it into the desired shape. Thus, the process of casting and Rolling plays a very important role in the steel ind8&tiyy. VS
into steel melting, rolling mill, heat treatment and bright bar manufacturing.

engage

one

Manufacturing Process for Iron & Steel
Vardhman Special Steels
(Ironmaking ) (Steelmaking) (Continuous casting) ( PRolling ) (Main products )
————— Rail
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A @i‘& e l— =88 —» Wire rod
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\ < :
¥/ i\ 8- & - 0 m © and sheet
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: & (BOF) o Cold rolled coil
; | <= il —— acsnen
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e Seamless pipe mill
Reheating furnace
Steel castings

Source: Market Reports

INVESTMENT RATIONALE

(A) Capacity Expansion / Acquisition of Land:

After the up-gradation undertaken by the company; it has increased its annual capacity to 1,60,000 tonnes of melting. As the
base is already done up, with further marginal investment, the capacity can be enhanced to 1,80,000 metric tonnes per
annum. Going forward, it has plans to increase it to 2,00,0(20,000 tonnes over the next-2B years.

Also to deal with the land and storage space constraint being faced by the company; it has acquired 8 acres of land that is
adjacent to the existing land of 19 acres. This new land would be used for storage and logistic purpose. In addition, the
Company is focused on increasing valaeéded components in its salesix which should catalyse profitable business growth.

Thereby, with the expected increase in demand, the company is well equipped to meet the requirements and tap the most of
the opportunity.
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INVESTMENT RATIONALE (contd.)

(B) Client across different segments in automotive space:
The company incorporates cuttingdge manufacturing technology, ensuring the highest levels of quality which has led to key
players across auto sectors as its clients. Some of the key customers across different segments of the Industry include:

S A W S A W S W S 0 g e S SO SO S S P S s s P P S W e W T W . e 1
i 1 i i
H Cars ! 2 Wheelers ! HCV/LCV i
1 H 1 [
. . .= !
i » Toyota i+ Yamaha i » Tata H
E * Hyundai E * Hero Motorcorp E * Daimler E
i « Maruti Suzuki i1 «TVS i » Ashok Leyland H
! » Renault E * Bajaj Auto i * Swaraj Mazda i
i * Nissan !+ Honda i * Volvo i
i« Ford i ! !
[ P T —— |
i Tractor E Aut01:not1ve/0ff i Auto component i
i i Highway i i
e - - .
i * John Deere E - Caterpillar E * Oerlinkon Graziano E
P Tafe i« Dana 1 * Meritor !
i « Mahindra i | « Magna :
: s 1+ JCB i gn i
i * Sonalika ! | « GKN :
{ * New Holland E ! « American Axle :
 — S — ]

Source: Annual Report

(C)  Alliances on the mind:

If one sees the trend in the industry, in the past there have been many alliances between the Indian alloy steel manwacturer
and Japanese steel makers. (Sunflag with Diado, Usha Martin with Aichi, Mukand with Sumitomo and Mahindra Steel with
Sanyo to mention a few).

At present the company finds itself at crossroads. It has indicated that the incremental production that it can take outtfeom
existing plant is a maximum of 20% more. However, the marketing team has been able to procure orders more than what the
company can serve. Also the existing customers are growing and looking for more capacity. So far all that the company was
doing was upgrade the plant, undertake debottlenecking, get more approvals, procure more orders, produce and sell more
with focus on quality and cost while doing so. But now to cater to the increasing orders, one of the options that the company
has is to look for a partner with a slight change in approach that it would now want a partner who would take a minority
stake in the company. Also it would be preferable to have a joint venture or acquisition into the autto space so that the
dependency on the Auto sector for revenues is reduced. The management has indicated this to be one of the focus areas going
forward.

Thereby, it is scouting for the right partner in order to meet the requirements that are expected to increase with momentum
setting in.

(D)  Government impetus to the Industry:

The Govt. of India has launched various scheme like Make in India, Housing for All by 2022, 100 Smart Cities, AMRUT, Pradhan
Mantri Awas Yojna, Dedicated freight corridor (DFC), doubling the railway tracks etc. all of which would boost the demand fo

the Steel industry.

National Steel Policy 2017:

The Govt. through National Steel Policy 2017 has laid down major objectives which focus on giving more impetus on growing

the domestic production of steel. Few of the objectives are highlighted below:

A To make Indian Steel globally competitive with a crude steel capacity of 300MT by 2630

A Increase per capita steel consumption to 160kg by 230

A To domestically meet entire demand of high grade automotive steel, electrical steel, special steels and alloys for strategic
applications by 203031

A To be a net exporter of steel by 20255

In order to achieve all of the above objectives, the Govt. is bound to give more support and impetus to the domestic
companies which in turn would be beneficial for VSSL as well.

(E) Priorities chalked by the company:
In tandem to the growth expected in the industry, the company is focusing on the three important requirements needed to
ramp up business namely:
Increase capacity through linbalancing and small debottlenecking initiatives.
A Increase the capacity utilisation of our facility.

9 Strengthen operational efficiencies even further.
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Financials:
There has been a steady rise in the EBITDA and EBITDA margin year on year which can be seen from the chart below:

Source: Annual Report

Power & Fuel is one of the major operational costs of the company. However, one of the key developments from the
government of Punjab is the reduction in the cost of power (in the form of subsidy) which will help reduce the cost by
Rs13a140mn per year for the next 5 years from FY19 onwards. This would be a boost to the operational efficiency of the
company finally boiling down to the net levels.

Concern of high debt to Equity
ratio:

The D:E of the company was 1.87 in FY17. [The
company is well aware of the high D:E rati
which is a major concern as well. In line wi
this, it had done a rights issue of Rs679rhn
(1,35,70,000 shares at price of Rs50 per
share). In the H1FY18 the D:E stands at [1.12
and is expected to decrease to 0.8 by FY19H.
This clearly indicates that the company hds
being dedicatedly working on reducing th
debts and getting into healthy ratios zone.  Source: Annual Report

=y

Raw Material Prices:

The key raw material for the company is scrapped steel, DRI and electrodes. The increase in the prices of electrodes had been
hampering the steel manufacturers for quite some time now. This adds to the cost and thereby the margins would be under
pressure. The company has taken a price hike for the same. However, the growth in margins would depend purely on how
much of the cost is absorbed by the company and how much is passed on.

Recent QIP:

The company has recently announced of approval of issue and allotment of 35,72,000 Equity Shares pursuant to the QIP to
eligible Qualified Institutional Buyers at the Issue Price of Rs140 per equity share (including a premium of Rs130 per Equity
Share), aggregating to approximately Rs50cr. This would be routed towards the capex requirements of the company.

Risks and concerns:
A High dependency on the import of Coking Coal
A The domestic steel industry is now more dependent on government policy based edwmping duties and rationalization
of import duties
A The industry being a capital intensive industry, a lot of it depends upon the banks willingness to lend to the sector s majo
of the large steel entities are under debt stress and banks have exposure huge exposure to the NPAs in the steel industry
A Aluminium and plastic are being used as substitute in automotive and other consumer durable sector
A Increasing competition from Indian and global players could impact business prospects and business profitability
ADependence on a handful of key customers could throttle the

Outlook and valuations:

In comparison to its peers, the company stands strong in terms of manufacturing methodology, technology, clientele base as
well as capacity utilizations. We find VSSL to be an apt candidate in the sector with strong growth prospects going fotteard.
initiate BUY on the stock with a target price of Rs225 over a 12 months horizon.
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