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ISB released a resilient set of results given the difficult conditions in
the steel industry in South Africa.

e  Group revenue for H1: FY17 was down 2.6% owing to a 9.0%
reduction in segmental revenue from its Foundry division as
the anticipated rail infrastructure upgrades have yet to cause
a material impact.

e |ISB’s Foundry and Steel divisions saw y-o-y operating profit
boosts of 9.0% and 16.0%, respectively, owing to tight fixed
cost controls in H1: FY17.

e ISB’s new plastics division is continuing to perform strongly in
line with our expectations and a recovery of agricultural
demand should cause further revenue gains.

e H1: FY17 HEPS decreased by 19.2% due to rises in
operating expenses associated with the new Plastics division
and finance costs filtering through to the bottom-line. The
group has declared an interim dividend of 1.5 cps.

OUTLOOK FOR NEXT REPORTING PERIOD

The group’s Foundry segment was impacted by stagnation in the
heavy foundry industry which translated into weakened demand for
ferrous and non-ferrous alloys. However, the group controlled input
costs well and renegotiated purchase agreements, which resulted in a
margin hike. Management is focused on increasing the order book and
efficiency of its two secondary smelters, with a focus on utilising the
extra capacity for export.

Moving goods outside of the SA market is imperative, as SA is where
most of the downside risk rests. Although African exports are starting
to see promising uptake, more foreign exposure is required to offset
local market sales volumes.

The introduction of new tariffs toward steel imports have not had
enough material impact to drive out foreign entrants in the local Steel
sector. China in particular sees its steel production being subsidised,
allowing Chinese imports to enjoy predatory pricing models.
Nonetheless, steelmakers’ earnings have heightened off an increase in
steel prices as China’s economy stabilised and policy makers around
the world pledged to back growth. This allowed ISB to boost revenue
and operating profit in its Steel division.

ISB has been diversifying its revenue streams, with its acquisition of
Polydrum and its pending acquisition of Amalgamated Metals
Recycling (AMR). The acquisition of Polydrum has helped to reduce
exposure to the metals industry and will realise higher margins off
logistical synergies, lower input costs and high product uptake. The
Plastics division saw operating outflows in H1: FY17, but this is to be
expected during its acquisitive-integration phase.

The AMR acquisition is being finalised for a purchase consideration of
R284.1m, which translates to an attractive P/E of ~5.1 (versus ISB’s
2016 P/E of 9.0) and will bring in an additional ~R2.20bn in FY17 at an
operating margin of ~4.6% and a net profit margin of ~2.5%. The
acquisition’s funding should see a D/E split of ~0.67, however, the
increase in gearing and shares in issue will be offset by a surge in
earnings, rendering the acquisition as highly accretive.

The AMR group is involved in the processing, recycling and resale of
scrap metal, which has historically been viewed as more efficient than
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mining new ore. AMR should provide a Rand hedge, improved
liquidity, increased clientele and revenue diversification, as well as
logistical synergies for ISB. The scrap metal market is poised to
increase off the back of rising metals prices, demand recoveries in
China and increased automobiles entering the scrap stage of their
lifecycle.

At an overall operating level, adjusting ISB’s product basket toward
higher value, lower volume products was a strategic expansionary
move by management in a volume depressed environment. Insimbi
remains superior in sweating its assets in comparison to its peer group
(AFT and SEP), with an average 2.4x asset turnover largely driving
existing ROE. Ultimately, ISB remains operationally healthy.

Overall, we forecast turnover to increase by 49.8% from R955m in
FY16 to R1.43bn in FY17 as AMR is consolidated into ISB for 3
months, followed by an increase of 120.0% to R3.15bn in FY18 as
market recoveries become fully apparent and AMR is fully
consolidated. The operating margin is forecast to rise to 4.9% in FY17
and 5.2% in FY18, off the back of a higher value product mix and
AMR’s heavily weighted operating profit filtering through, alongside
fixed cost controls and improved market conditions.

HEPS is forecast to grow by 25.4% from 12.4 cps in FY16 to 15.6¢cps
in FY17 off the back of maiden AMR contributions and only a small
portion of share dilution being realised. This will be followed by a
70.6% bump to 26.6 cps in FY18 due to fully consolidated earnings of
AMR and synergies impacted cost and supply dynamics.

VALUATION

ISB is operationally poised to capitalise on an upturn in demand for its

products and services, however, its clients will continue to face

headwinds in the steel sector in the short and medium term. Growth

Nonetheless, the acquisition of AMR will diversify and boost the rate 27.7% 29.7% 31.7% 33.7% 25.0%

group’s revenues and profits while Polydrom continues to earn its 0% 2.16 1.87 1.64 1.46 1.30

keep. The company is maintaining dividends and such positive 204 2.45 2.09 1.81 1.59 1.39

signalling seems to be justified by resilient performance. Ultimately, the

share price has the potential to double on a cash basis. ot 2idl £y 22 Lie Ll
6% 342 2.76 2.30 1.96 1.63

Both our DCF and relative PE valuation indicate the share is 8% 4.29 3.30 2.67 2.23 1.79
undervalued. 10% 580  4.14 3.20 2.59 2.00
12% 9.07 5.60 4.01 3.10 2.26

DCF Discount rate

With reference to the DCF table on the right, we have considered a
discounted cash flow analysis and with cash flows forecast to FY19,
utilising a terminal growth rate of 6% to yield our sensitivity table, for Industrial price Mktcap  lyear

. . S fwd PE
which we used a discount rate of 31.7%?, yielding a value of R2.30. (m W
SEPHAKU 2.98 580 7.4
With reference to the relative PE table on the right, we have compared Xﬁi:;:’s ;g'ég 15(;31395 13'273
ISB to other Industrial companies in the industry, however due to its  qimp, 1.09 286 46
relatively small size and sector risk we have applied a 20% discount. “average 8.9
The Implled forward PE valuation of 71, in combination with the *consensus forecasts used -48%
earnings forecast places ISB at a price of R1.68. The large spread Insimbi 1.09 286 4.61
between the DCF and P/E valuations are owed to the current  Premum(Discount applied to average: -20%
Insimbi: Implied current gain/(loss): 1.68 54% 7.1

negativity demonstrated toward ISB’s exposure to the commodity cycle
and a depressed steel sector causing clientele losses, all of which
have driven down its price.

SEGMENTAL PERFORMANCES

The group has four main divisions: Foundry, Steel, Refractory and
Plastics. However, we have added in “AMR” as a potential new
division for the firm. The table below contains our revenue and
operating margin forecasts for FY17 and FY18.

* The discount rate is based on the average implied discount rate obtained from cash flow forecasts for companies with market capitalisation ranging from R0-R700m in our research universe
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FY16 | H1:FY17| Growth | FY17F | Growth | FY18F Comments

Revenue

Upgrades to its foundries should start coming to
fruition soon and the group is focusing on
increasing its order book through exportation to
China and Germany. The group is also in its final
stages of acquiring Amalgamated Metals Group,
which should better the group's chances of
bettering its order book. Ultimately, revenue
should see a slow uptick.

Foundry 692.4 333.6 -2.0% 678.5 5.0% 712.5

Forecasts by Trading Economics and SAICI
suggest steel demand is alleviating in SA.
Management is also confident that the sector will
enjoy sustainable recoveries. SA is in the process
of expanding and bettering its rail infrastructure
and will continue to require steel inputs.

Steel 127.2 68.9 15.0% 146.2 15.0% 168.2

The refactory division is held down by intermittent
repairs & maintenance, which should be absent in
H2. An introduction of tariffs on cement imports
resulting in an increase in demand for local
cement should filter through to ISB product
demand. H2: FY17 should see a return to healthy
operations and cause a profitability momentum
effect.

Refractory 116.0 55.5 18.2% 137.1 25.0% 171.3

Polydrum is showing strong growth and three new
production lines will be added to boost supply.
The division relies on agri-chemical business and
agricultural boosts which are dependent on good
rainfall- the South African Weather Senvice'
forecasting system shows enhanced chances for
above-normal rainfall conditions for the coming
seasons. Expecting continued growth.

Plastics 19.6 22.3 131.4% 45.3 30.0% 58.9

AMR generated ~R2.04bn in FY16, of which FY17
will only reflect 3 months of revenue. Full-year
AMR - - 294.1 592.9% | 2037.6 [inclusions will filter through in FY18 and expecting
12% growth as steel demand recovers and
increases the need for scrap metals.

FY16 | H1:FY17| Growth | FY17F | Growth | FY18F Comments
EBIT Margins
The inclusion and expansion of higher margin
Foundry 4.5% 3.3% 1.3% 4.5% 3% 2.6% profit lines as well as efficiently holding down

costs should cause margins to continue climbing
upward.

Rises in coal prices could offset an anticipated
iron-ore price boost after a rebound this year on
China demand, according to the World Steel
Association, although 2019 could see global iron
Steel 5.6% 8.8% 11.6% 6.2% 5% 6.5% |Jore rebounding as more higher-cost Chinese
production is shuttered. ISB's supply/margins will
remain inelastic so long as its customers remain
operational and its remaining customers seem
resilient.

Historically the division performs weakly in H2.
Refractory 5.3% 7.9% 13.9% 6.0% 3% 6.2% |Expecting it to normalise at higher levels from
FY17 off bettered steel demand.

The group is working on a solar solution to prevent
production losses from erratic electricity supply
and will reel in cost benefits. The Polydrum
Plastics - -1% 2% 150% 5.0% |product range provides high-margin offerings,
which should increasingly filter in as acquisition
costs are recouped and wolumes grow off a fixed
base.

Using a peer operating margin as a guideline until

AMR - - 5.1% 2% 5.2% L
exact margin is reported.
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DISCLAIMER

The data provided in this report is for information purposes only and for no other purpose. Whilst every effort has been made to ensure that the
information contained in this report is accurate, Merchantec (Proprietary) Limited (“Merchantec”) does not guarantee the sequence, accuracy, or
completeness or any other aspect of the data nor shall Merchantec or any of its directors, officers, employees or agents be liable in any way to the
reader or to any other person (natural or juristic) whatsoever for any delays, inaccuracies, errors in, or omissions in respect of such data or the
transmission thereof. Merchantec takes no responsibility for any loss or damage suffered by any person as a result of reliance upon the information
contained herein. Any investments referred to herein may involve significant risk, are not necessarily available in all jurisdictions, may be illiquid and
may not be suitable for all investors. The value of, or income from, any investments referred to herein may fluctuate and/or be affected by changes
in exchange rates. Past performance is not indicative of future results. Investors are expected to make their own investment decisions without
relying on this publication. Only investors with sufficient knowledge and experience in financial and business matters to evaluate the relevant merits
and risks should consider an investment in any issuer or market discussed herein. Disclosures: The inventories of Merchantec may from time to
time include securities mentioned herein. Given that traditional brokerage payment alone would not cover the costs of producing this research; a
subscription-based model has been employed where subscribers (including some companies being researched) are contributing a nominal amount
per month for access to the on-going research. Merchantec and/or its affiliates and any of its or their officers may have an interest in transactions
and/or securities referred to herein. Merchantec and/or its affiliates may perform services, for, or solicit business from, any company referred to
herein. Copyright: In terms of the Copyright Act 98 of 1978, as amended, no part of this report may be reproduced in any form or by any means,
including photocopying, without the prior written consent of Merchantec
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