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Catch a rightime to expandoproduction

SINGAPOREMATERIALSINITIATION

1 Sunsineis the market leader in rubber accelerator industry, commandiag%share BUY (Initiation

of globalproduction. CLOSING PRICE SGD 1.11

1 We expectthe current attractive rubber accelerator productpread to sustain for the FORECAST DIV SGD 0.02

next couple ofyearsas supply continusto consolidate in China TARGET PRICE SGD 1.60

1 Stringent environmental policies in China arphasing out smaller prodcers in TOTAL RETURN 46.5%
favour of the leading producers such &uinsine COMPANY DATA

91 Additional growth by capacity ramping by a third to 117k tonnes 920 Bloomberg Code: cssc sp

1 We initiate a BUY call with a TP of S$0.¢Y18€ePE 10x). O/S SHARES (MN): 492

MARKET CAP (USD mn/SGD mn) : 418/ 546

Background 52 - WK HI/LO (SGD) : 112/051

3M Average Daily T/O (mn) : 0.72

ChinaSunsingSunsingis the largest producer of rubber accelerators in the world and 1
largest producer of insoluble sulphur in Chitlahas aclient baseof more than 1,000 \;;0r sHAREHOLDERS (%)
including two-third of the top 75 globaltyre manufacturers By 20B, Sunsineannual

Y SUCCESS MORE GROUP 59.7%
capacityis expectedo reach 72k tonnes(+6%). CHOON KONG KOH 0.9%
CHENG QIU XU 0.6%

China has dominated the rubber chemical mark&s$ of 2015, tothproduction of rubber
chemicals in Chinaeached 1.1mn tonne, accounting for 76% of the global outy PRICEPERFORMANCE (%)

Productionfrom 47 companies took up more than 80% of the domestic volume. mTH SwTH YR
COMPANY 25.0 1.0 5.1

Investment TheSiS STIRETURN 55 7.2 213

Healthy demand from tyre industry. 90% of the consumption of rubber chemicass PRICE VS, STI

associatedvith the automobileindustry,predominantly in theproduction of car tyres. The 20 -

consumption ratio of rubber chemical® rubber is 6:100.Global tyre production is
expected to grow from 2.2bn in 2017 to 2.7bn in 2020 with CAGR of 3.4% durin 1.001
period. Meanwhilg total globalproduction of rubberchemicalis expected taeach 18mn 50

tonnes by 2020, delivering@AGR 08.5%from 2015 to 2020 0,60 J

Supplys_hort and upswing prices of raw materials drgve market.prlces to surije2016, 0-43’an_17 Aplr-17 17 Octi7  Jands
supplyside reform initiatives in Chindegan phasingout environmentally obsolete CSSC SP Equity—— FSSTI Index
capacity Consequently, shortage began to appearqaslity producers were not able t¢

make up the demand gap. The average export price of antlimanain material of rubber

chemicals, was omourse for recovery with 33% growth in recent two years artie kev FINANCIALS

Source: Bloomberg, PSR

average domestipricesoared by 131%uring the period. Y/E Dec, RMB mn  FY16 FYi7e FYlge FYloe

Revenue 2,037 2939 3221 3582

.. . . . . . . Gross profit 547 782 863 949

Existing leading companiewill consolidate further themarket: Three mainfactorswill . 022 344 381 a4z

resultin a more consolidated market in the foreseeable future: PIE (9 50 74 70 63

1. Sringent environmental requirementgare raisng the entry barrier, restrichg new p/s 08 15 13 11

capacity and phasgout small mills in China. ROE (%) B% 200 B%  B%

2. Costof switchingsupply sourcesupply is high for tyre producers, especially glo RoA(9 B% B% B% 5%

brands resulting from due diligence asuppliers fora high standardof environmental Source:PSR

protectionand product specification. VALUATION METHOD

3. The market leaders havaiperiorproduction techniqueswider client base andetter  rcre cost of Equity: 7.9% Terminal g: 10%)

waste processing.
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Based on a requick rate of return of 7.9%, sustainable growth rate of 1%, and
(SGD/RM) of 4.85, we derive a TP d#150 (FY18ePE 10X by free cash flow to equity
(FCFE) valuation method and initial a BUY call with an upsitie4sfo
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Company Background

1 Establishedn 1977 in ChinaSunsinewvas listedn SGXn 2007.

1 The company ishe largest producer of rubber accelerators in the world and tl
largest producer of insoluble sulphur in China.

1 Itis engaged inhe production ofspecialtychemical, rubber acceleratarantioxidant,
and insoluble sulphur Meanwhile, it also produces and supplies heating power
internal usage and to external customers.

1 With 40 types of product mixSunsinehas achieved a leading position $pecialty
rubber chemicalmarket. The client base expanded to be more tHa@0Q including
65% of thetop 75 tyre manufacturers.

1 The production plantsare locatedin Shanxian, Weifang and Diag in Shandonc
Province inChina.

1 By 2017, it is expected the total annual capacity to heds2k tonnes, comprising o
87k tonnes of rubber ecelerators, 45k tonnes of aottidant, and20k tonnes of
insoluble sulphur.

Investment Thesis

Overview of rubberchemicalsector

Rubberchemicals, also called rubber additiyare ingredients used to blend into eithe
natural or synthetic rubber to produceibber productsthat can possesgarious properties
such as antioxidation, antidegradation and extension of lifespan. dini;ndispensable
intermediate thatimproves technique and quality in the process of production of rub
products shown inFigure 1

Figure 1: Rubber chemicaidustry chain

Upstream chemical industry » Rubber chemical industry » Downstream rubber product industry
|
Coal chemical Antioxidant Tyre(main source oflemand)
Petrochemical Rubber accelerator Tape
Salt chemical Vulcanizing agent Rubber shoes
Other chemical Adhesion promoter Rubber tube
Processing aid Other rubber products
Other chemical

*The underscored chemigal | NB / K Argajor prodimt @iz y S Q &
Source: chyxx.com, PSR

The raw materials of rubbecthemicalscomprise ofaniline, carbondisulphide hydrogen
peroxide and morpholineAniline is the keychemicalthat is usedfor the production of
antioxidant and rubber accelerator. Theoretically, aniline consumption ranges from 5(
70% of per unit production of antioxidant and accelerator. Therefore, the price 1
substantiallyaffectsthe overall cost of production.

90% of the consumption of rubbethemicalsis associatedwith the automobileindustry,
and 70% of the outputs usedfor the production ofcar tyres, which consumeg0% of
global rubber output averagely. The consumption ratio of rubbleemicalsto rubber is
6:100.Therefore, the supply of car tyre markedly drithe demand for rubber chemicsl
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China has become thkiggest rubberchemicalmarket and expected toconsolidate
Overthe past10 years,China has beetaeking theleadin this niche market. See Figure :
total production of rubber chemicals in Chiaarived at520k tonnes, taking up 45.6%
the global volume in 2008. Since 2013, domestic production surpassed 1mn tonnes
with more than 70% ofjlobal market share. In the recent four years, the total outp
maintained at above 1.1mn tonneand the market sha stabilised atc.75%. It is worth
noting thatmore than80% of theoutput come from 47 members of China Rubber Indust
Association Ruter Chemical Committeéccording to Chia Rubber Industry Associatiol
as of 2016 gross industry output value afibber chemichsector grew by 5.1% YoY
RMBL9.2bn, and total salegrew by 7.4% YoY to RMB.8bn in 2016During the period,
sales generated by top 5 companies, shown in Figure 3, accounted for more than 4
the whole industry salesSales frontop 20 companies out of over 100 peers took up mc
than 80% of market sharén anutshell the sector igrending to beconsolidatedfavouring
the existing market leaders tmaintain or even expand thiemarket shars.

Figue 2: Production volume of rubbechemicalin China dominates the world
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SourceChina rubber industryearbook20152016,cria.org.cn, PSR

Figure 3:Top 5 rubber chemical companies in 2016 (sorted by sales)

Company Sales (RMB br
Sinorgchem Technology Above 2
China Sunsine (listed) Above 2
Kemai Chemical Technical lto2
Yanggu Huatai Chemical (listed) lto2
Puyang Willing Chemicals 0.5t0 1

Source: chyyxx.com, PSR

Sustainable gowth of auto and tyredemandunderpins the sector prosperity

According toOrganisation Internationale des Constructeurs d'Automob{i@sCA), alsc
calledInternational Organization of Motor Vehicle Manufacture@hina has become th
fastest growing countries in the development oftaundustry, see Figure 4. As of 201
total car production in China reached 28mn units, representing a 15% YoY dioatt!
outperformed the global 5% YoY growieanwhile, the number ofehiclein use (VIU) in
China has been maintaining at an over 10% annual growth for the last decade,

delivered a CAGR of 18%, shown in FiguréApart from tyresbeing equippedwith the

newly builtcars and vehicles, other car accessories such as tubeqeatapand brake pad:
are also sources of consumption of rubber and rubber chemi¢als.expanding volume ¢
VIU that increasingly require recurring replacement tyres and components also drilres
2005, China surpassedS and became the top tyre prodwar globally along with the
domestic tyre production arriving at 250mmits. During the last decade, China has a
been the largest tyre consumer and exporter in the worldShown in Figure ,6tyre

production generated a CARG of 8%s kxpectedhat the volume will reach a new high ¢
635mn with 4.1% YoY growth in 2017.
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Figure 4: Growth of China auteroduction outpaced the world
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Figure5: Annual growth ofVIUmaintained atabove10%in China  Figur& Tyre productiongrew moderately in China
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Source: OICA, Traffic Management Bureau of the Public Security Ministry, PSR SourceChina rubber industryearbook201520186, cria.org.cn, PSR

As discussed earlier, rubber chemical demamsl proportionally correlatedto the
consumption of both natural and synthetic rubbeks shown in Figure 7, the growth i
global rubber chemical production is in liméth that of both natural and synthetic rubbe
consumption Moving forward global tyre production is expected to grow from 2.2bn
2017 to 2.7bn in 2020 with CAGR of 3.4% during the pelteanwhile, total global
production of rubber chemical is expected to reach 1.8mn tonnes by 2020, deliver
CAGR of 3.5% from 2015 to 2020.

Figure7: Global ubber consumptiondrives rubber chemical production
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Qupply short and upswing prices ofaw materialsdrove market prices to surge

As &own in Figure 8, antioxidant, rubber accelerator, and insoluble sulphur, three |
types of rubberchemicals, developed steadily duritige postglobalfinancial crisiperiod

before 2014. It was the golden era fdomestic rubber chemical sector in ChifDuring the
period, new entrantssprang upn China catering toincreasing demandesulting fromthe

recovery of the tyre industrywhile major foreign producers, namelylexsys|l.anxessand

Agrofert, graduallyreducecapacity owing to the withering cost and technique advantac
Though China overtook other countries, becoming the market leddethe sector,
overcapacity started to worsen domestically in 2014. The enactment of the

Environmental Protection Law iard15 stroke the market, forcing a widespread shutdov
of those mills who failed taneet environmental standards. 12016, supplside reform
initiatives in China further reshaped the market structurenvironmentally obsolete
capacities were gradually phased out, and supply ran short subsequently since

quality producersvhose capacityvere nearly fully utilisedvere not able to make up the

demand gap.
Figure 8 Slowdownin production growth in major types ofrubber chemicals
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SourceChina rubber industryear book20152016, cria.org.cn, PSR

In recent years, aniline market also encountered overcapasigg Figure 99nce 2015,
impactedby tightened environmental policies, destocking, and expandikmprt (shown in
Figure 10) aniline markethad been restructuring amidlow growth. Shown in Figurell
the averageexport price of aniline was on the course of recovarngh 33% growth in
recent two years. During the period, the average domeptice socared by131% from
RMB5,400/tonne to RMB12A00/tonne.

Shortage of supplyled to aspikeof rubber chemicapricesfrom 2016 to 2017. Therice

growths of four types ofrubber accelerators rangefrom 15% to 30% during the perioc
shown in Figure 12Moving forward new rubber chemicalscapacity willcommene

operation in 2018the supply shortage wilbe contained As a result, thgrice growth will

slow down this year.
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Figure9: Overcapacity of aniline ibeing mitigated

FigurelO: From net import to net export of aniline
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Figure 11 Price rally of aniline in recen® years

Figurel2: Price rally offubber acceleratosrecent2 years
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Existing leadingcompanieswill reinforce the position amid market consolidation

With decades of development, rubber chemical industry in China has reached a n
stage after going through rampp of capacity, expansion of product mix, an
improvement of techniquesAt present less than 50 domestic companies provide mc
than 80% othe total supply. In other words, thessmmpanies have dominated not just th

domestic market but global market as wellThree main factors resultin a more
consolidated markein the foreseeable future

1. Sringent environmental requirementgare raisng the entry barrier, restricing new
capacityand phaggout small millsn China

2. The cost of switching source of supply is high for tyre producers, especially (
brands resulting from due diligencen suppliers form high standardof environmental
protectionand product specification.

3.

The market leaders have cutting edges in production techniquksnt base and
waste processing.

To ease the tighsupply, we expectthe industry toexpand capacity bg% from 2018 to
2019.However, theexpansionwill comefrom the existingmarket leadersin a nutshell
the leaders will benefit moras themarket corsolidates.
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Investment Merits

Proven track record of stablprofitability with new ramp-up of @apacity

With a 40 yearoperatinghistory, the company has gwn into the second largest rubbe;
chemical producein terms ofsales in China as of 2016. Currentihasestablishe clients

basewho have consideredSunsineasakeylongterm supplier shown in Figure 13Top 20
and 30 clientgontribute over 40% and 70%adtal turnover respectively.

As of 2016Sursne 02 YYI yRa mMy:: | yR om: 2F (s&eols
rubber acelerator production.Over the years, the company hamnagedto deliverstable

performance.In 2012 and 2013, domés market encounteed headwinds likeintense

price competition due to oveapacity, resulting iran abnormal drop inprofitability. On

average, the company managed teliver 25% gross profit margin (GPM) and 11%

profit margin (NPM) shown in Figure 14.Generally,{ dzy & XnpsS Qradfit (GP)/tonne
tracks the market spread (price of rubbacceleators - price of aniline) shown in Figure
15. The deviation in 2015 and 2016 was owing to the production growth diffedenin

4Q17, theaniline price surged higher while the rubber chemical producers did not u
selling price immediately. Usually, the market will take 1 or 2 months to adjust the mai
accordinglyNonethekss the spread i80%+ more in 2017 thain 2016.Sunsinemanaged
to deliver5% YoYand 18.5%yYoYoutput growth of rubber acceleratorespectively while
total production growthwithin the sectordropped by 9%YoYand 3% YoYduring the
period. Moving forward it is expectedhat Sunsinewill maintain GPM of 27% and NPM
12% amid theonsolidationof supply in China.

Figure 13StrongClient baseof top tyre brands
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Figurel4: Stable profitability over the years Figurel5:{ dzy a GRF/Brmefollows the trend of market spread
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Sunsinehad set the mieterm capacity target by the 3FiveYear Plan (end of 2020) a
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follows:

1 Rubber accelerators17k tonnes
1 Antioxidant 4% tonnes

1 Insolublesulphur30k tonnes

In 2018 the newlyadded capaity (shown in Figure 16) are expected lte in operation.
The targets for antioxidant anithsolublewill be achievedand one-third of the 30k tonnes
TBBS cagity expansion programwill be accomplishedin 2018. It is expected the
remaining 20k tonnes to bigom 2019 to 2020.

Figure B: Expected capacity under operation in 2008Wnnn G2y y Sao

Rubber accelerator Antioxidant Vulcanizing agent

Increment FY18e FY18e Increment FY18¢

TBBS 10 35 6PPD 30 Insoluble sulphur 10 30

MBT - 5 TMQ 10

MBTS - 15 IPPD 5

CBs - 22

DCBS - 8

TMTD - 4

DPG - 8

Total 97 45 30

Source: Company, PSR

Sunsinehasbeen heavily inveshgin environmental equipment

From 2012 to 2016 dzy a tapekdn &nvirormental protection totalled at RVIB272mn.
The recycle rate ofwaste waterimproved from 10% in 2012 to 87% in 2016. 1
conversionrecovery rate of sulphur oxides was consistently above 99.5%, whereb
production cost dropped by RMB15mn respectively in 2015 and 2016. As of @@L
capaity ofsolidwaste treatment arrived at 30k tonnes.

Over the yearsa reasonSunsinemanagel to maintain downstream corporate customeys
especially top International tyre mafacturers, is thé compliance tahe increasinglyhigh
standard of environmentl protection and waste dischargeThese multinational
corporations will conduct dudliligence on the supplier before securing the supp
contracts. Sinc&unsinehas established the sustainable relationships of cooperation \
them, it is proed to meet their requirements consistently.

Sunsinehas thrived during these rounds of market restructuringand transformation
resulted from more stringent requirements @nvronmental protection domestically in
recent years. Currently, the companycemble of takingadvantage of market headwinds
asit constantlyput efforts on environmental investments such \&aste water treatment,

solidwaste treatment, and exhausfas recycling facilities.

Clean balance sheet witlarge cashhoard
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As of 3Q17Sunsinehad cashin hand amountingo RMB463mn. The remainirgapexof
Phase | of 10konne capacity TBBS plant, Halnne of insolublesulphur plant, and a new
heating plant, will be c.RMB100mn whishfully fundednternally.

Figurel7: Abundant war chest arssed
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Source: CompanPSR

Expected higher dividend payout in FY17 and FY18

See Figure 17Sunsinehas aconsistent stable dividend payout policy.vEn when the
company ha significantexpenditure such aghe one-off R&D cost for 6PPD amounted t
RMB60mnin 2012 it maintained the dividend payout at 1 SG cent. Since 2014,
company has increased the dividend to 1.5 SG cents, but the payout ratio dropped

20% due to the substantial growth of bottom line. Managembats announced thathe

payout ratio will notbe less than 20% in FY17 and FY18. As of 9M17, the net profit ar
at RMB209mn (FY1&MB222mi Thereforethe dividendfor FY17 is expected to peak
history.

Figure B: Stable dividend payout
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How Do We ViewChinaSunsin&

In the short run, Chin&unsinewill see thel0% to 20% growth in both top line and botto
line, resulting fromthe ramp-up of capacity and stable profitabilitfdowever, we expect
more frequent environmental inspection from the authorities in the next couple of ye
since pollution control is one of thmain themes of the 13 Five YeaPlan. Temporary
stopwork may impact the daily operatioAs long as the company continues to impleme
rigid waste discharge and emission control and environmental protection measures,
keep the business on the rumn the longrun, It is expectedthat the leading market
position will be further strength@ed as the ongoing industry consolidation will contra
the number ofproducersin the niche marketFor Sunsinethis is an opportunity to expan:
the market share throughout organic growth from new dalflt capacity or inorganic
growth from acquisitionsin other words, horizontal integration will benettie company.

Key Assumptions

We forecast thecapacityweighted average price bsed on the market average priend

updatedcapacityof each product. We expect theverage markeprice willrise by 2% per
annum in 2018 and 2019. We derive the sales volume based on the estimated utili
rate of each product category and the givesyacity.

Figure 19: Estimation afapacityweighted average price
Average price Capacity Capcity weighted averag Average price Capacity Capcity weighted averag Average price Capacity Capcity weighted averag
(RMB/tonne) (Tonne) price (RMB/tonne)  (RMB/tonne) (Tonne) price (RMB/tonne)  (RMB/tonne) (Tonne) price (RMB/tonne)

FY17  FY17 FY17 FY18e FY18e FY18e FY19e FY19e FY19¢
Accelerators
MBT 21,000 5,000 1,207 21,420 5,000 1,104.12 21,848 5,000 1,020.95
MBTS 18,000 15,000 3,103 18,360 15,000 2,839.18 18,727 15,000 2,625.31
CBS 22,000 22,000 5,563 22,440 22,000 5,089.48 22,889 22,000 4,706.11
TBBS 26,000 25,000 7,471 26,520 35,000 9,569.07 27,050 45,000 11,376.34
DCBS 26,000 8,000 2,391 26,520 8,000 2,187.22 27,050 8,000 2,022.46
TMTD 18,000 4,000 828 18,360 4,000 757.11 18,727 4,000 700.08
DPG 26,000 8,000 2,391 26,520 8,000 2,187.22 27,050 8,000 2,022.46
Total 87,000 22,954 97,000 23,733 107,000 24,474
Antioxidant
T™™Q 17,800 10,000 3,956 18,156 10,000 4,035 18,519 10,000 4,115
6PPD 23,000 30,000 15,333 23,460 30,000 15,640 23,929 30,000 15,953
IPPD 22,100 5,000 2,456 22,542 5,000 2,505 22,993 5,000 2,555
Total 45,000 21,744 45,000 22,179 45,000 22,623
Vulcanizing agent
Insoluble sulphur 11,800 20,000 11,800 12,036 30,000 12,036 12,277 30,000 12,277

SourceChina Petroleum and Chemical Industry Federatioemcp.comCompanyPSR

Figure 20: Estimation of sales volume
Sales volume (Tonne)
FYl7e FY18e FY19

Accelerator 82,650 87,300 96,300
Antioxidant 33,750 33,750 36,000
Insoluble sulphur 23,000 30,000 30,000
Source: PSR
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Valuation Methodology

Not only hasSunsinébeen deliveringstable positive cash flonsver the yearand, but also
does it not have borrowingdVe use discounted cash flow (DCF) whistbasedon free
cash flow to equity (FCFE) as the valuation method to Vaiuesine

Figure 21FCFE valuation

Y/E, RMB mn FY17e FY18e FY19e
Revenue 344 381 421
Net income 190 90 94
Chang in net WC 51 46 46
Change in borrowing - - -
FCFE 103 245 281
Beta 0.98

Required rate of rett 7.9%

Growth 1.0%

FX (SGD/RMB) 4.85

TP (SGD) 1.60

Source: PSR

We initiate a BUY call with a TP of $9Xor FY 8.

Investment Risks
Here we list thekeyrisks:

Figure 22: Risk factors
Risks Remarks

Upside
Selling and raw material price Sunsine operates on a pass-through mechanism. When raw mater
prices increase, it will also pass the markup on to clients. Thus, hic
market prices of both will enhance the absolute gains given the ma

Capacity The ramp-up of capacity caters to the increasing market demand.
Foreign exchange The strengthened USD will bring foreign exchange gains since one
of the output are exported.
Policy Stringent environmental regulations phase out some market player
and Sunsine will take advantage of it to gain more market shares.
Downside

Selling and raw material price Given the margins are stable, lower prices will reduce the absolute
The existing capacity is insufficient to meet market demand, and

Capacity production may overrun.

Foreign exchange The weakened USD will bring foreign exchange losses.

Policy Frequent environmental inspection may cause temporary stop worl

Source: PSR

Peercomparison

Figure23: Peer comparison

Company Bloomberg Mkt Cap EV (SGD mn)EV/EBITD; P/E P/B Net D/E ROA ROE
Ticker (SGD mn TTM (%) (%) (%)

China Sunsine Chemical Holdings Ltd CSSC sP 550.7 456.1 3.1 9.4 1.7 NetCash 15.1 19.0

China

Shandong Yanggu Huatai Chemical Co L8)0121 CH 834.2 913.9 19.9 24.0 5.1 72.6 11.3 23.7

SourceBloombergPSR
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Appendix Our visit to Sunsine plants i@ct17
Figure 2:/ KAyl {dzydaAySQa K SduiylShangddnGpravincy { K I

Source: PSR

Figure 5: Hydrogen sulphide recycling facilit

*The cmversionrecbvery]s above 99.95%
Source PSR

Flgure B Odor coIIectlon faC|I|ty

ource: PSR Source: P
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Figure @: 10k-tonne capacity ofinsolublesulphur under construction Figure30: A new boiler under construction

Source: PSR *One operatingoilerand one spared

Source: PSR
Figure 3. Package ofTMQ Figure 2: Wrapped pack foshipment
Source: PSR *20 bags in a pack

Source: PSR
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