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Company Analysis

Hyundai Heavy Industries
(009540)

History Being Rewritten!

Share price about to reach all-time high; Evolving into new company

With Hyundai Heavy Industries’ share price nearing its historical high, questions have been
raised as to whether the company will be able to replace its share price record soon. We have
confidence in Hyundai Heavy’s long-term growth potential and maintain our view that the
company will break its share price record. The reason for this view is the fact that Hyundai Heavy
has evolved into a new company compared to 2007.

Share price forecasts cannot be made based solely on dips in shipbuilding orders from 2007
Hyundai Heavy’s shipbuilding orders are expected to slide from USD15.7bn in 2007 to USD5.7bn
on average in 2010-11, which clouds the company's share price outlook. However, shipbuilding
orders alone cannot predict the company's share price, because: 1) its total orders are expected to
increase from USD25bn in 2007 to USD25.6bn in 2011; 2) the proportion of non-shipbuilding
orders in total new orders is expected to expand from 37% in 2007 to 71% in 2011; and 3) the
proportion of non-shipbuilding OP is expected to reach 69% of the company's 2011 OP.

Rising orders across the board, qualitative growth in OP, and new cracking units at
Hyundai Oilbank

Hyundai Heavy has advanced, in qualitative terms, compared to 2007. First, annual new orders
have neared an all-time high. And its various businesses have expanded across the board.
Accordingly, the quality of the company’s OP has been upgraded by a notch. Moreover, new
cracking units at Hyundai Oilbank will begin full-fledged operations in May, and earnings from
the new units are expected to beat estimates and therefore provide an additional boost to
enterprise value going forward.

1Q11 results to be in line with expectations; Earnings contraction to be limited in 2H11
1Q11 OR and OP will likely come in at KRW6.2tr and KRW925.1bn, respectively, in line with
market consensus. Both top and bottom lines appear to have leveled up in 1Q11, as they did in
4Q10. Even if declines in newbuilding prices take effect in 2H11, a YoY earnings contraction is
unlikely to be steep.

Fair value of KRW620,000 retained, but further upside remains!

We maintain a fair value of KRW620,000 derived based on PBR and ROE. The fair value may
be revised up, if earnings at Hyundai Oilbank improve in earnest. We also maintain a BUY
rating, in light of the heightened likelihood of share prices breaking a historical high, long-term
growth prospects, and qualitative upgrades in earnings.

FY-end 12/08A 12/09A 12/10A 12111F 12/12F
OR (KRWbn) 19,957.1 21,142.2 22,405.2 26,188.7 28,609.5
OP (KRWbn) 2,206.2 2,222.6 3,434.4 3,428.0 3,394.2
EBT (KRWbn) 2,949.6 2,648.1 4,784.3 4,401.8 4,407.5
NP (KRWbn) 2,256.7 2,146.5 3,761.1 3,433.4 3,437.8
EPS (KRW) 30,531 28,243 49,489 45,176 45,235
Adj. EPS (KRW) 32,001 30,367 50,600 44,964 44,942
PER" (x) 13.7-3.6 82-49 90-34 11.6 116
PBR (x) 29 1.3 2.3 22 1.9
EV/EBITDA (x) 49 5.0 9.3 105 10.3
ROE (%) 40.7 27.9 31.8 22.3 18.5

Source: Company data, Hyundai Securities
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Hyundai Heavy Industries

Possibility of breaking
share price record

Shipbuilding orders
alone no longer
sufficient in reflecting
Hyundai Heavy's
performance

Operating environment
different from 2007

Evolving into Different Company Compared to 2007

Hyundai Heavy’s share price has recently neared its all-time high of KRW550,000 set in
Nov 2007. Will the company break the record?

Hyundai Heavy’s shipbuilding orders are expected to slide 54% from USD15.7bn in
2007 to USD4.1bn in 2010 and USD7.3bn in 2011. Given the shipbuilding order

outlook, it appears unlikely that the company will replace its share price record soon.

However, we believe Hyundai Heavy has evolved into an entirely new company
compared to 2007. And we expect the company to set new share price and earnings
paths based on the following.

1) Its total orders are expected to increase from USD25bn in 2007 to USD25.6bn in
2011 and USD29.1bn in 2012.

2) The proportion of non-shipbuilding orders in total new orders is expected to expand
from 37.1% (USD9.3bn) in 2007 to 71.4% (USD18.3bn) in 2011 and 70.8%
(USD20.6bn) in 2012, which suggests that Hyundai Heavy has evolved into a total
heavy industries company.

3) The proportion of non-shipbuilding OP is expected to reach 69% (common SG&A
expenses excluded) of the company’s 2011 OP.

Fig 1: Non-shipbuilding segments driving up total orders
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Source: Company data, Hyundai Securities

When Hyundai Heavy’s share price peaked in 2007, the market expected that the
company’s share price would ride an upcycle, aided by the robust shipbuilding industry.
In other words, such rosy forecasts of the shipbuilding/shipping industries led the
uptrend of Hyundai Heavy, the No. 1 global shipbuilder. However, the
shipbuilding/shipping industries have completely deviated from expected trajectories
since the fall of Lehman Brothers and the financial crisis. The Baltic Dry Index (BDI)
nosedived from 11,793 in 2008 to a trough of 663 and then rallied to 1,530 as of end-
Mar 2011.

HYUNDAI Research 2



/A HYUNDAI SECURITIES

Hyundai Heavy Industries

Evolving into total heavy
industries company

Non-shipbuilding
segment and Hyundai
Oilbank to fuel growth

Qualitative improvement
in profitability

Given the evolution into a total heavy industries company, it would be difficult to
predict the future direction of Hyundai Heavy’s share price solely based on the soured
shipbuilding/shipping market conditions and consequent order dips. Although the
proportion of new shipbuilding orders to total new orders declined from 63% in 2007
to 24% in 2010 and to an estimated 29% in 2011, the value of new shipbuilding orders
has been on an uptrend from KRW21.1tr in 2009 to KRW22.4tr in 2010 and to an
estimated KRW26.2tr in 2011.

Amid oil price hikes and the depletion of natural resources, the offshore segment will
likely grow fast, and divisions involving plants, engines, construction machinery
(excavators), and electro electric system (power transmission/distribution facilities) are
in a growth mode. Hyundai Heavy has evolved into a comprehensive heavy industry
player, with its business portfolio spanning across new renewable energy sources such
as solar and wind power. With the takeover of Hyundai Oilbank, Hyundai Heavy is now

no longer represented by shipbuilding businesses alone.

We believe Hyundai Heavy deserves a higher enterprise value than in 2007 due to the
size and quality of its OP. All-time high shipbuilding orders reached in 2006-2008 have
been translated into OP in the shipbuilding division in 2009-2011. Hence, in order to
compare the quality of profitability, it would be effective to compare OP in 2010, when
shipbuilding earnings hit a record high, and OP during 2011-2012, when the proportion
of shipbuilding division will likely diminish.

Fig 2: OP to be leveled up driven by non-shipbuilding divisions
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Source: Company data, Hyundai Securities

The company’s OP was KRW3.44tr in 2010 and is projected at KRW3.43tr in 2011 and
KRW3.39tr in 2012, and the proportion attributable to shipbuilding is estimated at
31.7%, 31.3%, and 26.5%, respectively. While shipbuilding OP keeps decreasing in 2011
and 2012 compared to 2007, the overall size of OP is being maintained. This indicates
that shipbuilding’s impact on profitability is diminishing, while the quality of OP is

improving.
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Hyundai Heavy Industries

Hyundai Oilbank
finished with cracking
capacity expansion

Hyundai Oilbank
earnings to beat
expectations; Enterprise
value to exceed book
value

Upgraded quarterly
results to be maintained

Hyundai Oilbank needs to be reflected in the valuation of Hyundai Heavy Industries.
Hyundai Heavy Industries currently owns 91% of Hyundai Oilbank (after winning a
lawsuit against IPIC in Aug 2010, which earned it an additional 70% stake), and the
book value reaches KRW3.1tr. Hyundai Oilbank has recently expanded its cracking
capacity, and the new lines, currently in a trial mode, will begin full-fledged operations

in May.

Hyundai Oilbank recorded OR of KRW13.3tr and OP margin of 1.7% in 2010. Hyundai
Heavy Industries’s projection for 2011 OR at Hyundai Oilbank was KRW16.4tr early in
the year. However, Hyundai Oilbank is expected to beat the estimate amid the booming
oil refining industry in Korea. Its profitability is also expected to improve from 2010.
Also, the full launch of its cracking facilities has the potential to accelerate earnings
improvement further. Accordingly, Hyundai Oilbank’s enterprise value is expected to
exceed the book value of KRW3.1tr.

Fig 3: Hyundai Oilbank earnings trend
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Source: Company data, Hyundai Securities

1Q11 OR and OP are projected at KRW6.2tr and KRW925.1bn, respectively, in line
with market consensus. Although the OR and OP results will be a slight retreat QoQ,
they will still represent growth of 17% and 5% on a YoY comparison. Thus, upgraded
quarterly results will be maintained as in 4Q10.

Fig 4: 1Q11 earnings to be sound

(KRWbn) 1Q11F %YoY %QoQ 1Q10 4Q10 Consensus %Diff.
OR 6,208.7 17.0 (34) 53064 64299 6,362.6 (2.4
OoP 925.1 5.0 (6.0) 880.9 983.9 934.2 (1.0)
EBT 1,191.6 0.2 (11.6)  1,189.4 13475 1,268.1 6.0)
NP 929.4 0.3 (12.4) 9262  1,061.0 971.6 4.3
OP margin (%) 14.9 16.6 16.3 14.7
EBT margin (%) 19.2 22.4 21.0 19.9
NP margin (%) 15.0 17.5 16.5 15.3

Source: Hyundai Securities
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Hyundai Heavy Industries

Earnings unlikely to
contract much

Adoption of IFRS to offer
opportunity for
subsidiaries to be
revaluated

Share price performance
to follow path different
from existing
shipbuilding stock cycles

More upsides ahead

Shipbuilders’ earnings are expected to begin a YoY downtrend from 2H11, as orders
received since 2009, when the shipbuilding price began a downcycle, are recognized into
sales. However, Hyundai Heavy Industries is unlikely to see its overall OP contract

much thanks to the growth in its non-shipbuilding business.

Following the adoption of IFRS, Hyundai Heavy Industries will announce consolidated
financial statements that reflect earnings results of Hyundai Samho Heavy Industries
and Hyundai Oilbank. The adoption of IFRS and release of consolidated financial
statements do not change the company’s fundamental enterprise value. However, when
the financial statements of subsidiaries become apparent, unlike in the past, when
financial statements reflected only headquarter OP and equity method income, the
market may be able to re-evaluate the value of Hyundai Heavy Industries and its
subsidiaries.

Fig 5: Size of OP to be upgraded
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Source: Company data, Hyundai Securities

Shipbuilding share prices have been range bound recently due to a mixed bag of
concerns over possible heavy plate price markups and anticipations for LNG-related
orders. However, Hyundai Heavy Industries is increasingly likely to walk a different
path from existing shipbuilding stock cycles amid the growth of the company’s non-
shipbuilding business. We believe the company has evolved into a different company
from the one we saw in 2007, and it is bound to follow a new path in terms of share price

and earnings.

We maintain BUY and a fair value of KRW620,000 for Hyundai Heavy Industries. Our
fair value is based on a fair PBR that factors in ROE and market PER. However, the fair
value may be revised up later, as subsidiary values are anticipated to rise, including
expected earnings improvement at Hyundai Oilbank. Share prices are also set to rally

beyond the fair value.
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Profit & Loss Balance Sheet
(KRWbn) 12/08A  12/09A  12/10A 12/11F  12112F (KRWhbn) 12/08A  12/09A  12/10A 12/11F  12112F
Operating revenue 19,9571 21,1422 22,4052 26,188.7 28,609.5 Cash and cash equivalents 667.5 632.6 6245 17922 28058
Export ratio (%) 9.0 90.0 408 80.3 89.1 Short-term investments 1,808.9 109.0 70 370 75.0
Cost of goods sold (16,812.0) (17,997.4) (17,734.8) (21,116.2) (23,413.6) Accounts receivable 44989 49735 59508 59878 63254
Gross profit 31451 31448 46703 50725 51958 Inventories 22633 19286 20842 26987 29687
SG&A expenses 9389  (922.2) (1,236.0) (1,6446) (1,801.7) Other current assets 33791 29662 22087 32775 34073
Operating profit 22062 22226 34344 34280 3394.2 Current assets 12,617.6 10,6099 10,8752 13,7932 15582.2
EBITDA 25970 26682 39266 39121 3,:861.6 Investment assets 32244 48664 90893 10,0280 109054
Non-operating accounts 743.5 4255 1,350.0 9738 1,013.3 Tangible assets 6,190.0 81455 80002 85669 90603
Net interest income 2734 133.1 821 14 528 Intangible assets 262.3 2885 306.0 2634 2225
Net F/X gains 555 1418 (16.8) 12.3 19.3 Other non-current assets 2,986.2 962.3 6174 6122 607.1
Equity method gains 619.9 2850 11,2470 937.2 878.8 Non-current assets 12,662.8 14,262.7 18,013.0 19,4706 20,795.4
Net disposal gains 14.8 584 188 0.0 0.0 Total assets 252804 24,8726 28,888.1 33263.7 36,377.6
Earnings before taxes 29496 26481 47843 44018 44075
Income taxes (693.0)  (501.6) (1,023.2  (9684)  (969.6) Accounts payable 23373 14216 19276 18902 19054
Net profit 2,256.7 21465 3,761.1 34334 34378 Short-term borrowings 0.0 5853 3,116.0 29650 2,665.0
Net exceptionals (14990 (2129 (1083 20.7 285 CP of long-term debt 0.0 0.0 0.0 00 00
Adij. net profit 23653 23079 38456 34172 34156 Other current liabilities 14,1366 108962 83346 98152 10,0356
Current liabilities 16,4739 129091 13377.2 14,6704 14,606.0
Bonds 0.0 299.1 299.5 3025 3045
Cash Flow Long-term debt 33 52 28 B8 398
(KRWbn) 12/08A  12/09A 12/10A 1211F  1212F Financial lease liability 0.0 0.0 00 00 00
Cash flow from operating activites ~ 2,3827  (958.0) 4878 26101 25246  Provisons 664 835 &2 &2 82
Net p?’Oﬂt 2956.7 21465 3,761.1 34334 34378 Other non-current liabilities 3,1416 1,787.3 12775 1,185.5 1,186.9
Depfeciaﬁon & amortization 390.8 4457 4929 4841 4674 Non-current liabilities 3211.3 2,155 1,691.9 16070 16134
Non-cash expense (ex-deptn & amm) 36763  3959.4 2724 569.6 5181 Total liabilities 19,685.2 15,064.2 150691 16,277.3 16,219.3
Non-cash income ,706.0) (1,901.9 (1,307.1) (1,0888  (978.9
Investment in working capital (128500 (5,607.7) (2,7309) (7882  (919.8 Paic-in capital 3800 3800 3800 3800 380.0
Cash flow from investing activities ~ (1,183.7) 3368 (29187) (1,0334) (9500)  Capital suplus 28186 28696 29544 29544 29544
Capita\ expenditure (1 17080) (1 1050-7) (3649) (9987) (9087) Capital adjustment U ,7620) U ,6978) (1 ,7055) (1 ,7055) (1 ,7055)
Investment in intangibles (69.7) [72.1) (69.7) ©5) (112) Accumulated other comprehensive income ~ (498.5)  1,752.7  2,137.1 21371 2,137.1
Changes in investment assets (279_1) (2495) (21551 3 (1 5) 14 Retained eamings 4,657.1 65039 10,0529 132203 16,3921
Cash flow from financing activities  (1,485.3) 5863 24228  (400.0) (561.0) otalliabilities and equity 252804 248726 288881 33,2637 363776
Changes in interest bearing debt (186.0) 8860 25577 (14300  (295.0)
Equity raised/repurchased (832.7) 0.0 63.5 0.0 00 Per-share Performance
Dividends paid (466.6)  (299.7) (21220  (266.0)  (266.0)
Others 00 00 137 00 00 (KRW) 12/08A  12/09A 12/10A 12/11F  12112F
Increase/decrease in cash (286.3) (34.9) 81) 1,167.7 1,0136 EPS 30631 28243 49489 45176 45235
Beginning cash and cash equivalents 953.8 667.5 632.6 6245 17922 Adi. EPS 32,001 30367 50,600 44964 44,942
Ending cash and cash equivalents 667.5 632.6 6245 17922 28058 BPS 69,131 134,575 190421 232657 274,930
SPS 270,007 278,187 294,805 344588 376,440
Gross operating cash flow 18425 30564 34516 31579 31148 EBITDAPS 34,171 35108 51,665 51474 50810
Free cash flow 8738 (3,338.2) 3271 18789 1,699.6 GCFPS 24928 40215 45416 41551 40985
Net cash flow (949.3) (2,621.0) (2,667.9) 1,340.7 1,346.6 DPS 3043 2,792 3,500 3,500 3,500
Net cash (net debt) 24730  (147.9) (28158) (1,475.1) (1285) 3yr CAGR of adj. EPS (%) 298 12.0 14.0 (1.5 55
Shareholder Value & Financial Structure Operating Statistics & Ratios
(%) 12/08A  12/09A  12/10A  12/11F  12112F (%) 12/08A  12/09A  12/10A 12/1F  12112F
ROE 40.7 279 3138 223 185 OR growth (%YoY) 285 59 6.0 169 92
ROA 10.7 8.6 14.0 1.0 99 OP growth (%YoY) 26.0 0.7 545 02 1.0
ROIC NA 86.2 40.2 295 266 EBITDA growth (%YoY) 212 2.7 472 0.4 1.3
WACC 145 120 139 13.1 134 NP growth (%YoY) 30.0 49 75.2 8.7) 0.1
ROIC/WACC (¥ NA 72 29 2.3 2.0 Ad. NP growth (%YaY) 34.4 (2.4 66.6 (11.1) 0.0
Economic profit (KRWhbn) 15308 26078 21182 15407 13804 OP margin 1.1 10.5 15.3 13.1 1.9
Total liabilties/equity 351.8 1563.6 109.0 95.8 80.5 EBITDA margin 130 12.6 175 14.9 135
Net debt/equity Net cash 15 204 8.7 0.6 NP margin 13 102 16.8 13.1 12.0
Interest coverage (x) 401.3 782 488 201 219 Adj. NP margin 119 10.9 17.2 130 119

Note: Adj. EPS = [{Adjusted NP - preferred share dividends) + (after-tax diilution acdjustment)] / (diluted avg. number of total ordiinary shares outstanding)
Adjusted NP = (Parent NP) - [discontinued operation gains + (net exceptional gains) x (1 - marginal tax rate)]
Net exceptional gains: Pre-tax exceptional gains (exceptional gains attributable to parent including FX gains, derivatives gains, valuation gains, and one-off gains)

Source: Company data, Hyundai Securities
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= Hyundai Heavy Industries: Hyundai Securities issued equity-linked warrants (ELWs) and served as a liquidity provider (LP). Hyundai Securities has not disclosed the material contained ~ KRW  Hyundai Heavy Industries - Rating

in this report to any institutional investor or third party prior to its publication. The author(s) confirms that the material contained herein correctly represents his/her/their opinion and 700,000 4

that it has been prepared without any undue influences or interventions. Hyundai Securities Co., Ltd. or any of its affilates has not taken part in public offerings of the company(ies) g0 00
covered in this report for the past 12 months. The author(s) of this report does not have any interest in the company(ies) covered herein. 500,000 | 8
= Rating: Sector: Overweight (+10% or more), Neutral (-10 - +10%), Underweight (-10% or more) 400,000 2
Company: Strong BUY (+30% or more), BUY (+10 - +30%), Marketperform (-10 - +10%), Underperform (-10% or more) 300,000 s

Strong BUY = 4, BUY = 3, Marketperform = 2, Underperform = 1, Blackout/Universe Exclusion = 0 (Share price —, Fair value ., Rating —) 200,000

= Al Hyundai Securities Research is available via the following electronic databases: Bloomberg, Thomson Reuters, FactSet. Contact your Hyundai Securities sales representative for access.  100.000

) 0
09/4 10/4 11/4
= This report has been prepared for informational purposes only, and does not constitute an offer or solicitation of a contract for trading. Opinions in this report reflect professional

judgment at this date based on information and data obtained from sources we consider reliable. However, we do not guarantee that the information and data are accurate or
complete, and, therefore, this report is subject to change without prior notice. Individual investment should be made based on each client’s own judgment, and we expressly disclaim
all liability for any investment decisions and any results thereof. This report is a copyrighted material of Hyundai Securities Co. and, thus, it may not be reproduced, distributed, or
modified without the prior consent of Hyundai Securities Co. This report is not prepared for academic purposes, and any third party wishing to quote from it for academic publications
should receive the prior consent of Hyundai Securities Co.
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