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Steel industry debt is an investor concern; we think market should differentiate Analyst
Risks abound in global steel from which India is not exempt. High leverage is a further william.vanderpump@ubs.com
red flag' and a drag on sentiment/valuations. Yet our analysis of industry-wide +91-22- 6155 6078
financials and contributions from UBS's banks team shows why investors should Vishal Goyal, CFA
differentiate. Industry free cash flow generally improves from FY16 led by falling capex; Analyst
after >5 years of pressure, we believe long-term prospects for India steel are vishal.goyal@ubs.com
fundamentally good (see our Initiation). We believe Tata Steel and JSW Steel are best +91-22-6155 6050
positioned to benefit from deleveraging and balance sheet stress in the longer 'tail' of Ishank Kumar, CFA
competition. Analyst
ishank.kumar@ubs.com
Fortune favours the large +91-22-6155 6067
Our coverage generally have stronger balance sheets (FY15 net debt/EBITDA of 5.6x;
interest cover of 2.9x) than the tail (FY15 net debt/EBITDA >15x; interest cover c1.0x).
We believe Tata Steel and JSW Steel are in the most comfortable position, and should
benefit the most from favourable scale, mix and efficiency (capital and operating),
fastest deleveraging from falling capex (down c25%/35% in FY16/17E) and apparently
strong promoter/bank support. The situation in the tail is also varied but weaker: on
aggregate we estimate covered companies could reach breakeven cash flow with
realisations 5-15% lower than spot, while the tail would need a >30% increase.
Implications for the banking sector: asset quality concerns to persist
Indian banks have c4.8% exposure to the iron and steel sector and >50% have interest
coverage ratio (ICR) <1x (Q2 FY16). We understand only 7.5% of steel loans are NPL as
of March 2015 and c20% are restructured. We estimate around 1.7% of sector loans
(2.5% of PNB and 1.5% of ICICI) are under RBI the 5-25 refinancing scheme.
Additionally, 0.6% of total banking loans are to companies with ICR <1x and
debt/EBITDA >10x (SBI, YES, Indusind have >1% of loans approved to this sub-group).
We believe Tata Steel has the most attractive risk/reward profile
We cut our EDITDA estimates for FY16-18 by an average c15% for covered companies
(we did not adjust post Q2). We change our valuation approach from multiples to
sustainable FCF on a 10% yield to derive a less volatile 'fair value. 'We think stock
prices are broadly pricing in steel prices remaining depressed. We believe Tata Steel
represents the best upside/downside skew (downside valuation of Rs160.00, consistent
with steel prices c20% lower, and an upside valuation of Rs500.00 versus the current
price of Rs230.05) and remains our top pick.
Figure 1: Valuations and price target changes
Reuters Mcap UBS Old Price New Price Share PE(x) PB(x) Net Debt (USD mn)
Code  (USDmn) Rating  Target(Rs/sh) Target(Rs/sh) Price (Rs) FY17E FY18E  FY17E FY18E FY17E
Tata Steel TISC.BO 3,351 Buy 360 330 230 115 55 057 053 10,698
JSW Steel JSTL.BO 3,279 Buy 1100 1200 904 109 83 087 081 5,479
Steel Authority of India ~ SAIL.BO 2,834 Neutral 55 47 46 344 54.1 047 048 6,330
Jindal Steel & Power JNSP.BO 1272 Neutral 75 100 91 181 54 037 034 6,211

Source: Company data, UBS estimates; Share price as of closing of 30 Nov 2015
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The debt issue: don't panic,
differentiate

MOST FAVORED LEAST FAVORED

Tata Steel, JSW Steel Steel Authority of India, Jindal Steel & Power

Q: Is India an oversupplied market?

We think not, although it is still vulnerable to global steel price pressure. We think capacity additions
are limited through both discipline at the larger companies and circumstances at the smaller or foreign
companies. Further out we see the potential for at least price stability through further government
support for the domestic industry and good demand prospects in India. India steel initiation

Q: What are the sector and valuation implications of high debt?

Balance sheets are still a drag on sentiment/valuation for our covered companies, but we think the
coming deleveraging cycle is a meaningful turning point. Capex has been the main issue for the
industry and with expansion programs completing, we are convinced debt peaks and free cash flow
(generally) improves from FY16. We believe debt will remain a bigger issue for the long-tail of non-
covered companies in the Indian steel industry and could present long-term consolidation
opportunities. more »

Q: When do we see a turning point?

Not in the next 1-2 quarters, and demand/government protection is key. On-the-ground trends
suggest tepid demand growth in India, although it is relatively well-placed globally. We believe further
government protection for the steel industry would be a positive. On a 12m view we think long-term
demand drivers (eg infrastructure) start to materialize. Market tough; protection still on the agenda

Current depressed steel prices are priced in. We find investors highly cautious after months of steel
price pressure and bad news for commodities/China more generally. We think the market is pricing in
a broadly stable and depressed domestic steel price. Our downside scenario incorporates a 10-20%
further fall in steel prices from currently depressed spot levels. more -

Pick the best risk/reward (Tata Steel) in a depressed sector: We understand investor macro
concerns and no greater visibility. However we think the Indian steel industry would survive and thrive
as economic growth picks up. We believe balance sheet repair gives equity investors further upside,
especially at Tata Steel and JSW Steel. We think financial stress in the tail of the industry is not new
and is ultimately favorable for market structure and discipline.

Detailed analysis of steel sector balance sheets: we examined financials for 32 companies
(covering 92% of the FY15 debt and ¢.95% of the EBITDA of the steel industry). We believe wide
divergences in debt and servicing ability means investors should differentiate. We believe larger
diversified companies like Tata Steel and JSW are best positioned. The tail of the industry is much
more stretched, which we believe means a weaker competitive position and ongoing asset quality
issues for many banks.

Debt peaking; FCF turning
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Q: What are the implications of high debt?

UBS VIEW (ON STEEL)

Our conversations with investors suggest debt is one of their key concerns.
This has increased given the extreme pressures in the steel market over the last
12 months and debt's sensitivity on equity valuations. We performed detailed
analysis of industry-wide financials (a sample of 32 companies representing
€.92% of FY15 steel industry debt) in order to frame today's issue and model
potential industry scenarios going forward. The situation is not uniform and
we believe if investors do not differentiate they may miss opportunities. On an
aggregate basis, the “tail” of the industry below our coverage has the greatest
balance sheet pressure and needs much more help from the steel market to
relieve this. Ultimately we think this should benefit the competitive position of
less pressured, larger and diversified companies, especially Tata Steel and JSW
Steel.

UBS VIEW (ON BANKS)

UBS's Banks team has been writing about issues on asset quality in India for
some time. Recent quarterly reporting for Q2 and our recent India Conference
indicate this is a key investor concern. UBS's economics team are relatively
positive on India within emerging markets, with asset quality issues their main
area of concern. Our analysis suggests the steel industry will be little help in
improving this situation in the short/medium-term. Partially offsetting this risk,
we note that many of the most distressed steel assets are already NPA (c20%
of total banking exposure) with many of the largest cases already well-known.
Bank-wise exposure is difficult to identify, but suggests a relative lack of
concentration.

EVIDENCE

= Differentiate — detailed analysis of industry financials shows a much more
favourable position at our covered companies than the tail. Around 32%
of industry debt is within five mid-tier companies and 19% in smaller
companies.

= Beneficiaries — larger companies benefit from scale and generally premium
pricing. Analysis also indicates their debt burden has generally come at a
lower cost and is more sustainable than peers.

»= Larger companies can endure tougher steel price environment -
debt peaks in FY16E for our covered companies and deleveraging occurs
thereafter, which could be significant for equity investors (with debt at
c70% of EV). We think our covered companies will reach breakeven free
cash flow with steel prices 5-15% lower than spot, while the rest of the
industry on aggregate may need a c30% increase, in our view.
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Debt a significant issue, driven by capex

The existence of high leverage in the Indian steel industry has been a key driver of ~ Debt "issue" is well known to
share price pressure in the steel industry, as well as a consistent drag on investor  investors
sentiment. The sector has reported negative free cash flow for the last 7 years.

Figure 2: Aggregate steel sector* FCF progression (Rs.bn) Figure 3: Net debt % of Enterprise Value (EV)
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Source: Capitaline, UBS; * - sector is 32 companies (details see appendix) Source: Bloomberg, UBS; Covered 4 = Tata Steel, JSW, JSPL, SAIL

The deterioration in free cash flow can largely be attributed to a significant rise in ~ Capex is the major culprit
capex as almost all major market participants have added capacity. Industry crude
steel capacity more than doubled between FY03 and FY12 with a CAGR of 12%.

Figure 4: Cumulative FCF bridge FY10 - FY15 (Rs bn) - Indian Steel sector*
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Source: Capitaline; * - sector is 32 companies (details see appendix)

We covered the capacity history of Tata Steel, JSSW Steel, JSPL and SAIL in our
recent initiation - Turning Point Approaching. The next c.20% of industry
capacity (Bhushan Steel, BPSL, Essar and RINL) have also seen significant capacity
expansion over the last 5 years. Overall we believe this capacity expansion has
been ill-timed with the completion of many projects corresponding with a
significant drop in global steel markets.
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Industry "stress" is concentrated: differentiate

We frequently encounter the investor perception that high leverage makes the  Industry balance sheets are a key
entire Indian steel sector un-investable. Well-known public examples of stressed  concern for investors

steel companies and associated restructuring (such as Bhushan Steel) in the

industry, contribute to this perception. There are clearly pockets of much higher

leverage and hence risk, but there is clearly a range within the sector.

Figure 5: FY15 leverage by company (Net debt: EBITDA ratio (x))
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Source: Capitaline, UBS; Y axis cut off at 20x -20x. In cases where Net Debt to EBITDA is negative it is due to —ve EBITDA for the particular company

The differences in leverage are also reflected by the ratings agencies. The data  But absolute net debt is fairly
below shows the broad spread of ratings (across a number of domestic ratings  concentrated (c.80% in just 9
agencies) for some 300+ debt instruments in the Indian iron and steel industry. ~ companies)

We also note that the bulk of the debt is found in only 9 companies: the 4 that

we cover, then Bhushan, Essar Steel, Jindal Stainless, Monnet Ispat and BPSL.

Figure 6: No. of steel companies per credit rating band Figure 7: Sector gross debt distribution (Rs bn)
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Source: Capitaline; A total of 105 companies have been considered; Rating Source: Capitaline, Category constituents as follows - Tata Steel, JSW Steel, SAIL

pertains to various debt facilities of the respective companies, cases where ratings & JSPL under ‘Covered’, Bhushan Steel, Essar Steel, Jindal Saw, Jindal Stainless,
were available for multiple debt categories per company, we prioritised/considered ~ Bhushan Power & Steel under ‘Next 5 (on basis of FY15 gross debt)’, and the rest
long term debt/term loan/short term in that order. 23 companies (as per 32 defined set of companies in appendix) in ‘Tail’

Differences within the industry are clear as we look at development of profitability,
cash-flow and debt over the last decade. The Indian steel industry is highly
fragmented with more than 300 companies in the wider steel value chain filing
accounts each year. We used a sample of 32 companies (detailed in the Appendix
to this note). We believe these represent c.92% of industry debt and c.95% of
industry EBITDA.
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Figure 8: Gross Debt forming a part of our analysis

% of Total % ot Total Total
No.of Gross Debt Sub-Sector Universe % of Total Universe
Sub-Sector companies (Rs bn) Debt Debt Sample Debt Debt (Rs bn)
Large 10 2,711 100% 67% 72% 2,711
Medium/Small 16 425 69% 10% 1% 612
Pig Iron 1 19 45% 0% 1% 42
Rolling 0 0 0% 0% 0% 20
Seamless Tubes 0 0 0% 0% 0% 4
Tubes & Pipes 2 88 70% 2% 2% 126
Sponge Iron 3 498 92% 12% 13% 539
Wires 0 0 0% 0% 0% 10
Total 32 3,741 92% 100% 4,065

Source: Capitaline

We sorted on the basis of size: our 4 covered companies, the "Next 5" by FY15
gross debt and then the "Tail" (23 remaining companies). Key historical
performance and current status for these companies are detailed in Figure 9
below. We note the following key points:

= Relatively higher profitability at the larger companies suggests some benefit Performance trends held up
from scale and vertical integration which we discuss further below (on average  reasonably well, although much
we estimate the EBITDA/t of the 4 covered companies has been 2-3x that of  more pressure in FY16.
the rest of the industry historically. It also reflects mix (flats vs long products),
as well as the fact that the tail also contains suppliers of intermediates and raw
materials (eg pellets or sponge iron).

= Capex has increased across the sector, but is most pronounced in the mid-tier =~ Capex has been relatively highest
("Next 5"). This reflects well-known expansion programmes of some of the in the mid-tier segment, reflecting
companies in this group. Of the covered companies there has also been a  aggressive capacity expansion.
range of capex spend with JSPL the highest spenders. The Capital Work in
Progress (CWIP) line shows the impact of pre-commissioning expansion projects
across the sector remaining high across most of the period.

= Interest cover has deteriorated across the sector, albeit by more at the small  Interest cover is deteriorating
industry participants. Only the larger companies are above the high-level
"comfort level" as suggested by our banks team of 1.5x. But even the
relatively sharp deterioration in FY15 and further in FY16 as a result of falling
profitability has concerned some investors.

= Cost of debt has remained relatively constant across the 3 categories and is  No big increase in cost of debt.
higher in the mid-tier segment. In most cases falling Indian interest rates (the  Evidence suggests banks more
UBS expectation is for a further 75bp reduction in the next 18m, on top of the likely to restructure stressed
125bp seen since October 2014) should be a benefit. We do not see a big risk ~ companies’ debt than impose
of lenders increasing rates or imposing punitive rates on struggling borrowers.  punitive rates.
As we show below, in several cases lenders have shown willingness to grant
extensions recently against covenants without penalties. We also show that for
very stressed borrowers lenders have generally sought extensions (such as
through the RBI 5:25 scheme) or certain assets have entered into Corporate
Debt Restructuring. There is no evidence of material equity raising across the
group, with the exception of Tata Steel historically raising equity to fund
acquisitions.
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Figure 9: Steel industry* key historical financial summary

FY06 FY07 FY08 FY09 FY10 FY11 FY12 FY13 FY14 FY15
Revenue growth
Covered 4 53% 22.6% 24.9% 14.9% -20.4% 15.3% 16.4% 2.4% 11.9% -3.1%
Next 5 6.9% 43.4% 19.0% 15.7% 15.0% 23.7% 31.7% 6.7% 1.0% -6.2%
Tail 8.8% 22.8% 32.9% 22.1% 7.4% 10% 15% 4.3% -2.3% 6.7%
EBITDA Margin
Covered 4 26.6% 29.0% 18.2% 13.8% 14.8% 18.0% 13.8% 12.6% 13.4% 12.5%
Next 5 13.5% 16.9% 17.3% 16.6% 19.7% 17.9% 15.6% 17.4% 14.2% 16.1%
Tail 15.9% 14.9% 16.0% 9.6% 12.9% 11.7% 9.4% 7.3% 7.6% 73%
FCF (Rs mn)
Covered 4 25,379 54,095 100,469 (34,098)  (21,786) (205,895)  (42,690)  (96,012) (230,252) (161,674)
Next 5 (6,372)  (27,738)  (64,049)  (49,045) (156,819) (199,724) (168,443) (207,288) (141,446) (101,965)
Tail 11,665 (7.276)  (19,201)  (52,766)  (36,769) (115,220)  (81,100) (122,188)  (72,472)  (48,500)
Capex % Sales
Covered 4 10.3% 14.6% 9.8% 11.0% 15.6% 17.2% 11.1% 12.8% 16.7% 12.3%
Next 5 21.9% 43.4% 41.8% 27.4% 49.9% 49.9% 36.7% 33.9% 29.7% 23.6%
Tail 6.4% 12.0% 17.3% 20.4% 17.2% 21.0% 16.4% 14.7% 9.7% 7.3%
CWIP % Total FA
Covered 4 14.5% 23.3% 19.6% 24.2% 28.6% 31.8% 33.6% 35.0% 32.2% 26.9%
Next 5 16.3% 47.5% 50.3% 49.7% 60.9% 46.2% 33.6% 34.9% 44.4% 16.4%
Tail 9.7% 26.5% 34.1% 39.5% 38.4% 46.4% 48.3% 37.6% 33.6% 29.8%
Interest Cover
Covered 4 16.8 16.0 8.4 6.3 6.0 6.2 6.3 46 42 2.9
Next 5 6.6 3.0 2.0 1.8 1.6 1.3 0.9 0.9 0.9 0.9
Tail 8.1 6.7 7.3 35 47 32 1.8 1.3 1.3 1.1
Asset Turns
Covered 4 0.9 0.7 0.9 1.0 0.7 0.7 07 0.7 0.7 0.6
Next 5 0.6 0.6 05 0.5 0.3 03 0.3 0.3 0.3 0.2
Tall 0.8 0.8 0.8 0.7 0.7 0.6 0.6 0.5 0.5 0.5
Cost of debt
Covered 4 8.0% 3.7% 6.9% 5.7% 5.4% 6.1% 5.5% 52% 52% 6.6%
Next 5 2.5% 7.0% 8.0% 10.5% 8.1% 7.8% 9.8% 8.8% 10.0% 11.0%
Tail 5.6% 6.4% 7.8% 8.3% 7.0% 71% 8.6% 8.3% 7.4% 7.8%
Net Debt:EBITDA
Covered 4 03 0.9 1.7 22 26 22 29 4.1 46 5.6
Next 5 6.4 53 6.7 5.4 8.5 10.7 11.9 12.6 17.7 17.0
Tail 0.7 0.9 1.0 2.8 2.5 4.7 7.1 11.8 12.4 13.2
Equity raisings
Covered 4 7 16,054 50,805 286 24,906 103,256 5,586 0 116 133
Next 5 108 4,249 4,465 2,346 15,876 21,200 26,529 10,406 19,337 26,635
Tal 10,946 2,961 9,781 912 23,351 13,843 12,984 9,773 1,770 6,056
Number of companies
Covered 4 3 4 4 4 4 4 4 4 4 4
Next 5 3 4 5 5 5 5 5 5 5 5
Tail 13 15 16 19 19 21 22 23 23 23*

Source: Capitaline, UBS; *In cases where FY15 data wasn't available, we rolled over FY14 numbers; However this was a only to do with abt. 6 companies which are
private & smaller in size; * - steel industry is 32 companies (see sample details in the Appendix); Covered 4 are Tata Steel, JSW Steel, JSPL and SAIL, "Next 5" are next 5
companies by largest FY15 gross debt according to financial statements, Tail is remainder

India Steel 1 December 2015 S UBS 8



Larger companies much better positioned

Overall Indian outlook is supportive

Positive developments in operating cash-flow are the clearest route for the industry  Favourable supply demand
to improve balance sheets. We look at the biggest sensitivity within this, the impact ~ balance in India steel...
of steel prices, in the scenarios section below. We reiterate the view expressed in

our recent initiation Turning Point Approaching that the fundamental prospects

for the Indian steel industry are positive. We expect modest capacity additions both

out of choice, but also from the constraint of high leverages. We do not see

meaningful foreign investment in the Indian steel industry given the ongoing

difficulties in investing and the cautionary experiences of Posco and Arcelor Mittal.

We view the demand growth story in Indian steel is good in the short-term relative

to other major global steel markets, even if Indian macro growth remains relatively

muted. In the long-term we believe infrastructure investment and the development

of manufacturing will boost steel demand further.

Finally we note signs of government support for the domestic steel industry. The ...and government support
official government target is for a broad tripling of steel industry capacity to 300mt
in the next decade. We view this as high unlikely, but symptomatic of Indian
aspirations of self-sufficiency in key resources/minerals and ultimately supportive.
More recently the Indian government has shown willingness to protect against
elevated imports in the form of the safeguard duty on HRC imposed in September.

Fortune favours the large...

We have no inherent preference for any part of the value chain, or product line.
We subscribe to the consensus view that long products give more gearing to
infrastructure growth and greater protection from import substitution, but all of
the covered companies have a good degree of product diversity in our view, as we
show below. All of the larger steel companies in India push their own competitive
advantages with respect to value-added products. It is difficult to judge what such
claims mean in practice: the evidence from our analysis of the 4 larger listed
companies suggests that Tata Steel gets the highest premium above benchmark
pricing. Premia are under pressure in tough markets for all companies. We note
SAIL is the most active in trying to fight this trend, but is consequently suffering
from lower volumes and implicitly market share loss.

Figure 10: Product mix by company (FY15) Figure 11: Domestic HRC vs Comp realization-Qtrly (Rs/t)
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Source: Company data, UBS estimates Source: Metal Bulletin, Company data, UBS
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Scale and efficiency are as important as product mix in tough markets.
Conceptually, scale will allow economies of production and distribution as well as
potential brand and reputational advantages. This is borne out by data which
suggests lower profitability further down the value chain.

Figure 12: Margin range across value chain

Figure 13: EBITDA/t of capacity snapshot* - FY15 (USD)
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Structurally we think better scale efficiency and mix at the large integrated steel  Industry stress could also be a

companies, when combined with their (generally) relatively lower leverage profiles
bodes well for the strength of their future market position. The Indian steel
industry is split broadly 60:40 between c.10 larger companies (capacity c.2mt and
above) and a much more fragmented "tail" (incorporating some 300 companies).
There has been almost no significant M&A beyond the well-known JSW/Ispat and
Tata Steel/Corus deals, although the industry has invested in both domestic and
overseas raw materials assets in the last 5-10 years. As balance sheets are
stretched, especially amongst the smaller companies we would expect
small/medium bolt-on acquisitions to accelerate, albeit not in the short-term. |If
corporate debt restructuring (ie lenders taking stakes in the sector) increases, we
believe this could also increase the availability of assets at reasonable prices.

Heavy capex cycle is over

We believe that the pressure on industry cash flow from capex will largely
disappear in the next 2-3 years, with no large incremental projects likely without a
substantial pick-up in market conditions. This trend has already been in evidence
over the last 2 years as capex to sales has markedly reduced. All of the companies
under our coverage are guiding to significantly reduce capex in the next couple of
years as growth investment is pared back and they focus largely on maintenance.

Tata Steel guides for consolidated capex down 10-15% in FY16 and we think it
falls substantially further in FY17 (new guidance awaited). We believe JSW capex
will be down ¢.20% in FY16 and again will fall further in future years. JSPL is also
heavily reducing all capex. The one exception within the companies we cover is
SAIL where we note the timing of the ongoing Modernisation and Expansion
programme (MEP) means capex will remain elevated for the next 2 years.

catalyst for consolidation

Capex has already started to fall;

and is set to fall further

Capex falls for covered companies
in FY16 and again in FY17, except

for SAIL
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Figure 14: Aggregate capex % Sales Figure 15: Crude steel capacity & growth - India steel

industry
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Data indicates a wide variety in capital cost of new capacity over the last 5 years. Range of efficiency in capex

In the chart below we show our calculation of the capex/t in the last 5 years. Itis spend in the industry is evident
illustrative only and does not strictly compare like with like or show all the realities

on the ground. So SAIL is not the highest but c.$1400/t for brownfield capacity

addition is high relative to the industry rule of thumb of $1000/t for greenfield.

Jindal Saw and Jindal Stainless are mainly downstream not integrated producers.

Tata Steel appears broadly in-line with the industry "average”, we view JSW Steel's
figures bear out the company's assertion that it is one of the most efficient
companies in the industry in terms of both operational efficiency and capital use.
JSPL looks high, although we note the company has invested in its downstream
network and in augmentation of its existing plants.

Figure 16: Capex/t (USD) snapshot* FY10-15
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Source: Capitaline; Please read ‘BPSL" as Bhushan Power & Steel, ‘Monnet’ as ‘Monnet Ispat, ‘Bhushan’ as
Bhushan Steel; * - - based on FY15 net debt (consolidated) for top 10 FY15 net debt. Tata Steel India only and
includes FY16 growth capex guidance to account for commissioning of Kalinganagar plant; JSPL is India only and
capex is reduced by UBS estimates of 25% to account for investment in other areas like captive power, pellets
etc
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Debt servicing ability very different

Fundamentally the ability of companies to service debts is driven by the cash-  Low debt/t implies greater ability
generating potential of their assets. Again we see a wide variety in this across the  to service debts in the future
Indian steel industry. The following chart shows debt/t for the most indebted

companies in the Indian Steel industry in absolute terms. We believe the 4 covered

companies are more favourably positioned than the rest in terms of debt/t which

implies a lower future burden per unit of cash generating assets. For Jindal Steel

and Power debt/t of steel does not necessarily reflect the whole burden (JSPL has

also taken on debt from expansion in power and in its overseas business in Oman).

SAIL is surprisingly low in terms of debt/t (given the relatively high cost of its

expansion), although it reflects the fact that the capex expansion programme

started when the company was in a strong net cash position. Interest/t effectively

shows the "inverse" — ie the significant burden on the current asset base in terms

of meeting the current debt obligations.

Figure 17: Net debt/t (USD) snapshot* FY15 Figure 18: Interest/t (USD) snapshot* FY15
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Source: Company data, UBS; * - based on FY15 net debt (consolidated) for top Source: Company data, UBS; * - based on FY15 net debt (consolidated) for top
10 FY15 net debt. We assume Tata Steel and JSW capacity expansion completes 10 FY15 net debt. JSPL is India only; SAIL we use FY17e interest (higher than
in FY16 and add in FY16 growth capex to net debt; SAIL we assume expansion FY15) to reflect higher burden from final stage capex

completes over next 2 years and add in associated capex; JSPL is standalone only.

There is also a wide difference in the level of financial support. We believe the  Financial strength of promoter
ability of promoter groups to support the business via capital injections is likely to  groups is also key in our view,
be another important differentiator going forward. We show the main promoter  albeit hard to assess

for each of the companies in our sample in the Appendix to this note.

We express no view on the relative likelihood of promoter support. However we
believe there are some obviously better positioned companies. For example SOEs
such as SAIL, RINL and Neelachal Ispat have the implied support of the
Government of India (a factor which we also understand is incorporated by the
ratings agencies). Uttam Galva is 30% owned by Arcelor Mittal, while L&T special
steels is promoted by the L&T group. Tata Steel has consistently demonstrated an
ability to liquidate non-core assets and Tata Group cross-holdings to reduce its
debt. JSPL has a similar strategy of selling assets to reduce debt, but we view this
as less likely: according to the company, its favoured route is an IPO of Jindal
Power and the Oman steel business, which we believe is difficult given market
conditions in those segments and a uncertainty in Indian primary markets.
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A lack of pressure from lenders can also be an important differentiator in our view.
For Tata Steel and JSW Steel, we are comfortable that the repayment schedule for
the next 5 years is well spread and achievable. We do not cover the debt of JSPL,
but note that term loans and debentures (representing 70% of FY15 gross long
and short term debt) do not have material repayment commitments until FY19.
For SAIL there is not the appropriate level of disclosure, but the debentures mostly
with expiry after FY19 represent over 75% of gross debt.

Favourable repayment schedules
at covered steel companies

Figure 19: JSW debt repayment schedule (Rs mn) Figure 20: Tata Steel debt repayment schedule (Rs.m)
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Source: Company data; UBS estimates Source: Bloomberg

Evidence of supportive lenders at
covered companies — no
immediate covenant pressure

Both JSW and JSPL have benefitted from extensions from lenders in recent months
when covenants have come under pressure: JSW stated on its Q2 conference call
that it had received a relaxation on covenants with no additional rate of interest.;
JSPL stated on its Q1 conference call that there were no profitability-based
covenants and no breaches of its FACR (fixed asset coverage ratio)-based
measures. SAIL benefits from the implied support of the government of India, its
75% majority owner.

Figure 21: Covered Companies financing summary

Financing comment Covenant comment

Tata Steel

H214 refinancing. ¢.$7b comprised of $1.5b of 5-7 year bonds
($500m at 4.85% coupon and $1000m at 5.95% coupon) as
well a multi-currency (mainly Euro and GBP) loan facility across
group entities, also with 5-7 year maturities.

Standalone: 3x debt:equity (under most recent INR
loan); UK: no maintenance covenants but a cap on
capex; Group: wants investment grade credit rating in
3-4 years, which implies 2-2.5x net debt EBITDA.

JSW Steel

Q315 JSW refinanced part of its rupee debt with $500m bonds
at a 4.75% coupon rate, which will benefit the blended cost of
No further
requirements other than the general debt servicing.

debt going forward. immediate refinancing

Covenants at 3.75x net debt:EBITDA and 1.75x debt:
equity at standalone. No consolidated covenants. Aims
to maintain  minimum liquidity (cash,
investments, facilities) of 20b INR (c.$320m).

short-term

JSPL

In August 2014 the company stated it wanted to refinance its
high cost debt into dollar-denominated loans, although there
has been no apparent further progress on this.

Vary by instrument. Current leverage levels of c.7x net
debt:EBITDA and no breach imply generous terms,
although there was a "small breach" in FY 14 according
to the company.

SAIL

Domestic debt is mainly privately placed debentures and we
expect this to have increased during FY15 (as per the strategy
laid out in the FY 14 Annual Report).

Source: Company data; UBS estimates; press

Not disclosed. Last ratings agency report indicated
“significant headroom"

majority stake.

to covenants. Government
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Positive FCF in sight for large companies, not the
tail

We are convinced that net debt is peaking and free cash-flow is turning in
FY16/FY17 for Tata Steel and JSW Steel. A swing to positive free cash-flow after 5
years+ of declines is a meaningful positive event for balance sheets and hence
equity investors in our view. We believe their lower leverage ratios and faster-
reducing capex makes meaningful deleveraging more likely than for SAIL and JSPL.
JSPL suffers relatively from its need to monetise assets (such as the power business,
Oman steel plant) in difficult capital and commodities markets. SAIL suffers from
its need to spend elevated levels of capex for another 2 years in order to complete
long-running expansion projects.

Figure 22: FCF forecast by company (Rs mn)
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But the situation for the wider steel is less favourable in our view. While many of
the wider steel industry participants are listed, they are often small and illiquid with
limited disclosure and analyst coverage. To get round this lack of transparency and
to build a view of how the wider industry might develop, we built an aggregate
industry model (see Figure 24 below) for the small/mid-sized companies and tested
the cash-flow and balance sheet implications under different steel market
assumptions.

In-terms of our key assumptions:

= We aggregated the 28 companies in our 32 company sample, excluding the 4
that we formally cover and built a model for this group using industry and
published financial statement data.

= Note the lower average realisations over the last 5 years (c.Rs.25,000-28,000/t)
vs covered companies at ¢.Rs.40,000-43,000/t) are consistent with the smaller
industry companies being focused on long products (with lower prices) or semis
and other steel inputs (pig iron/pellets/sponge iron). Looking forward, in our
base case we assume spot prices stabilise for the rest of FY16 and FY17 (as we
have seen in October and November) and then recover gradually. We extend
this further for our upside scenario (consistent with a strong infrastructure
market and good demand levels). In our downside scenario we assume a 10%
stepdown across Q3/Q4 FY16 and no subsequent recovery.

socor [ .
10000 . . 0 []

FCF at a turning point for Tata
Steel and JSW in particular

JSPL

FY17E FY18E

FY19E

FY20E

We wanted to see what the
industry "tail" needs to improve

balance sheets
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= Qur volume assumptions are consistent with our mid-single-digit Indian steel
industry consumption assumptions outlined in our initiation note. Even in our
downside scenario we believe that some volume growth is reasonable given the
UBS view of relatively healthy long-term growth prospects for the Indian steel
industry and this group of companies' focus on long products.

= We also note the fact that capex in this group of companies has already fallen
substantially as some projects complete and also in response to building
pressure from balance sheets. Our base case assumption is broadly consistent
with a rule of thumb of $10-20/t of maintenance capex. We assume some
growth capex in our upside scenario and more aggressive cuts, likely involving
some permanent shutdowns, in our downside scenario.

Only in our upside scenario is there a meaningful deleveraging, with
improving interest cover and FCF swinging to positive levels. Our base
case scenario points to the status quo continuing (no meaningful
deleveraging in the short/medium term and pressure on interest cover
ratios). Our downside scenario would clearly imply significant further
balance sheet stress on this group of companies.

To put all this in context:

We then calculate the implied realisations needed for the industry "tail" to reach
break-even free cash flow. We estimate they would need a 35% increase (from
FY16e average levels) to achieve this, which is unrealistic in depressed steel
markets. We believe this points to further debt restructuring and potentially
industry consolidation as the most likely means to resolve these issues. Conversely
of the covered companies where this analysis is possible, we believe break-even
free cash-flow is possible even if realisations fall 5-15% from current depressed
levels.

Figure 23: Implied realisations to hit break even free cash-flow on 3 year view
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Source: UBS estimates; India operations only; data not available for JSPL

We think this illustrates our view that the larger listed steel companies under our
coverage are relatively better positioned from both a balance sheet and an industry
perspective. We are wary of the risks of a disruptive "tail" in terms of desperate or
irrational behaviour, however we also note that the divergence in balance sheet,
pricing and profitability is by no means new and has not disrupted the industry
materially so far.

Back-calculating suggests the tail
needs materially higher
realisations for break-even free
cash-flow

Analysis supports our view of
larger listed companies generally
being much better positioned.
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Figure 24: Indian steel industry (small/mid-sized companies) financial model
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Further risk to bank balance sheets

Unsurprisingly, Indian banks' exposure to the steel sector has steadily increased,
though growth decelerated in FY15.

Figure 25: Indian banking exposure/growth to Iron & Steel Sector
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We make the following observations:

= On aggregate, Indian banks have around 4.8% of exposure to the Iron and
Steel sector.

= Around one fourth of Steel exposure is either NPL or restructured already in our
view, as evidenced by data from the RBI and Corporate Debt Restructuring Cell
(CDR). However, bilateral restructuring done by banks is not captured in these
numbers. Around 7.5% of Steel exposure has already become NPL as of March
2015.

= Companies with around one third of steel debt (roughly 1.7% of sector loans)
had applied for refinancing under the RBI 5-25 scheme and are in various
stages of approval, as per our estimates.

= Apart from the above, around one fifth of companies (including govt. owned)
are unable to cover interest expense from operating profits or Debt to EBITDA
of >10x.

Figure 26: India banking Iron and Steel CDR cases
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In terms of which steel companies have already undergone restructuring or
entered 5/25, it is difficult to get reliable data. We conducted a search of the 10-
largest non-covered companies by FY15 gross debt in the reputable press to look
for company-wise restructuring newsflow.

Figure 27: Debt restructuring measures — top 10 non-covered companies by FY15 gross debt

Gross debt
Company (Rs.m FY15)  Debt reduction measures Source
Bhushan Steel 390,787  Rs.300b "5/25" debt restructuring approved in July 2015; sale and leaseback for some CNBC; company data
assets; further measures pending
Essar Steel 349,287  HDCF already classified position as bad; Project lending been placed under 5/25; Essar Business Standard, Bloomberg,
group seeking to monetize assets (Essar Oil); promoter infusion Livemint
Bhushan Power and Steel 293,504 