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Rainy weather affected regional cement manufacture,
dragging down cement prices yoy
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I Summary

Our weekly wrap-up of the cement sector

The CITIC Cement Index fell 1.3% last week. 1H21 cement production came to 1.15bn tons, +14.1%/+9.8% from 2020/19; cement output in June was 224m tons, -2.9%/+6.9 % from 2020/19. We expect
the cement industry to improve in 2H21. Total new government special bonds quota in 1H was RMB1.0tr, with RMB2.65tr more to be issued in order to meet the annual target of RMB3.65tr. We expect
more rapid issuance of special bonds in 2H. Approvals could be accelerated and the previously announced RRR cut would release about RMB1tr in long-term liquidity, which would help downstream
funding. We continue to expect a rebound in cement prices during peak season. The impact of high coal prices on corporate profits should gradually slow down. With a low base in 2H20, net profit of
cement companies could exceed expectations. Current valuations of cement stocks are at new lows in comparison with recent years. We believe China’s drive to achieve its carbon neutral and peak
targets would shake out small supply companies with heavy energy consumption and lead the market shares of large companies to increase. This would boost regional synergy and optimize the industry
structure. Hence, we see opportunities for stock re-ratings.

Aggregates present a new blue ocean for cement companies

With the main cement segment under growth pressure, aggregates present a new blue ocean of opportunities for cement companies. According to ccement.com, the top 10 aggregate companies combined
make up less than 500m tons of capacity, accounting for less than 3% of the total, well below the industry concentration of cement. From 2017 to 2018, China shut down nearly 30,000 sand and gravel
mines. With tightening mineral rights management and control, scarcity of aggregate supply has increased. Increases in mining costs have raised entry barriers for small companies. The aggregate
segment offers a higher gross profit margin, so we believe this business would drive a new growth momentum for cement companies. Companies such as Huaxin Cement (600801 CH, BUY) and Anhui
Conch Cement (600585 CH, BUY) have first-mover advantages in the aggregate segment.

Our weekly takeaways on the cement industry

Last week, the average cement price in key cities across China was RMB422/ton, RMB10/ton lower wow and RMB6.3/ton lower yoy. Regions with the worst declines (RMB10-50/ton declines) were East,
Central, South, Southwest and Northwest China. In mid-July, despite the rainy season coming to an end in the southern region, rainstorms occurred in some areas. Downstream cement demand improved
slightly from the previous week. Shipment rates of producers in East, South and Southwest China increased 5-10% wow. Under high pressure, companies have been trying to seize market share, driving
cement price declines. Various regions are gradually approaching electricity consumption peaks. This might mean electricity rationing for the cement industry. The implementation of electricity rationing or
partial hedging of demand declines could support off-season prices to an extent. We would look out for changes in short-term electricity policy.

Recommendations

Huaxin Cement (600801 CH, BUY): its main market in Central China was most affected by the 2020 pandemic, leading to high volumes and price elasticity in 2021. The aggregate business presents new
opportunities and the company has doubled its sales target for 2021.

Gansu Shangfeng Cement (000672 CH, BUY): geographical advantage in its East China location.
Anhui Conch Cement (600585 CH, BUY): as a national leader with both scale and cost advantages, it would benefit the most from the carbon emission reduction policy.
Related stock (not rated): China National Building Material Company

Risks include: a sharp decline in cement demand; off-season prices falling more than expected; and intensifying competition in the aggregate business.
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