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Our top pick among the glove makers in Malaysia has been a star
performer in the current rally rising 24o/o in January. Volumes wil l
accelerate sharply in FY3l13 driven by capacity expansion which should
drive earnings growth. We are thus revising up our revenue and bottom
line estimates by 18o/o to factor in renewed company focus on driving
volumes, Hartalega's has the highest margins and consequently fVn@/fC
ratio in the industry but still trades at significant discount to its larger
rival Top Glove which we think is unjustif ied. Maintain BUY with a new
target price of RM8,6 implying 23olo TSR.

Strong performance but sti l l  got legs
Market  f ina l ly  seems to be rewarding Harta lega's  super ior  margins and return
rat ios as the stock has ra l l ied over  24o/o in  January af ter  being a lmost  f la t  for
2011,  With sof tening of  n i t r i le  pr ices we expect  the st ructura l  sh i f t  towards
ni t r i le  wi l l  cont inue which a long wi th expectat ions of  weaker MyR and
at t ract ive valuat ions should prov ide support  to  the stock over  2012.

Volume expansion to dr ive earnings growth
Harta lega has accelerated i ts  vo lume expansion p lans and is  now l ike ly  to add
another  4bn capaci ty  by May which should take the tota l  capaci ty  to 13.6bn
With swi tch ing l ike ly  to cont inue in 2012 we expect  n i t r i le  segment  to grow
much faster  than overal l  industry  growth of  8-10o/o which should support  the
increase in capaci ty .

Massive EVA@ growth, all return ratios above industry average
Al though increase in compet i t ion wi l l  lead to some margin pressures,
Harta lega's  return rat ios remain wel l  above i ts  cost  of  capi ta l  imply ing volume
growth wi l l  lead to massive EVA@ creat ion.  We are forecast ing Harta lega's
EVA@ to r ise 29o/o in  FY13.  Note,  Top Glove went  through a massive re-rat ing
in mul t ip les in  2005-06 as i t  kept  expanding prof i ts  and EVA@ even though
margins decl ined dur ing the same per iod.

Valuat ions st i l l  a t t ract ive,  Mainta in BUY
The stock st i l l  remains at t ract ive ly  valued at  10.3x FY3/13 earnings which
looks very st r ik ing consider ing i ts  FY11-14 earnings cagr  of  14o/o and 360/o
average ROE over  FYL2-14.  Top Glove the industry  leader in  compar ison
trades at  16x a l though i ts  growth and returns rat ios are in fer ior .  Our target
pr ice of  RM8.6 is  der ived by apply ing peer mul t ip le P/E rat io  of  L2.9x to 2012
earnings,  Yie ld of  4.4o/o adds extra ju ice to the investments.
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Star performed in Jan
2012

Market f inal ly seems to
have real ised the superior

returns

Sti l l  got legs Hartalega - BUY

Sti l l  got legs
Hartalega has been a star performed in 2012 with the stock gaining 24o/o
YTD. However, we believe that with the sector benefitt ing from softer raw
mater ia l  pr ices and currency ta i lwinds the stock st i l l  has s igni f icant  upside
even f rom current  levels  as the market  is  s t i l l  not  fu l ly  va luat ing the
fundamental  s t rength of  i ts  business which a l lows the company to generate
above average returns,  We are ra is ing our  target  pr ices to RMB.60 imply ing
19olo upside and 4o/o y ie ld f rom current  levels .  Whi le volume growth wi l l  dr ive
earnings in  FY3/13 improvement  in  l iqu id i ty  should lead to a valuat ion re-
rat ing more commensurate to i ts  growth and return prof i le .

Figure 1

HAflqEge stock price performance vs peers and KLCI index

Source :  CLSA As ia -Pac i f i c  Marke ts
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FYl3 wil l  see capacity
expanding by 4bn pieces

or almost 40olo
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Volume expansion to drive earnings growth
The company has fast  t racked i ts  expansion p lans wi th two new l ines wi th
0,5bn capaci ty  to be open in February whi le  p lant  6 wi th 3,5bn is  expected to
be ready by 1QFY3/12 tak ing tota l  capaci ty  to 13.7bn.  Sharp expansion in
volume is  supported by buoyant  demand envi ronment  dr iven by the
cont inuing shi f t  towards n i t r i le  in  developed markets as wel l  as res i l ience of
the overal l  g love demand which is  ine last ic  in  nature.

Figure 3

Hartalega capaciW expansion
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Nitr i le shi f t  wi l l  cont inue
Overal l  glove market is current ly dominated by the natural  latex segment
which st i l l  account for roughly 7Oo/o of al l  g loves sold. Howeveq the
growth in imports of Nitr i le gloves has been growing at a much faster cl ip
and (30olo cagr for US over 2005-2010) and long term most industry
players expects the spl i t  between Nitr i le and Natural  latex to be roughly
50:50. Nitr i le is already the dominant product in the US market and
recent trends indicate a simi lar t rend in Europe. With ni tr i le gloves being
more competitive than natural latex gloves as current prices we expect
the ni tr i le segment to keep growing much faster than the overal l  glove
industry.

Hartalega is the world 's largest ni t r i le glove manufacturer with strong
establ ished relat ionships al l  big distr ibutors and thus wi l l  be a key
benef ic iary of this trend. With increase in capacity we bel ieve that
Hartalega can fufther increase i ts share of the ni tr i le market which
currently stands at 30o/o for US and t7o/o globally.
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Figure 4

Hartalega's market share in the US Nitr i le market
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Superior margins and return ratios
Hartalega's key competit ive strength remains its efficiency levels which allow
the company to generate above average returns.  Al though we expect  margins
to fa l l2-3ppts due to increase in compet i t ion sof tening raw mater ia l  pr ices
should help cushion the impact  on margins.  We are forecast ing net  prof i t
margins to remain around 22o/o which is  around 3ppts lower than what  the
company made in FY11.

Figure 5
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Figure 6

Nitr i le st i l l  remalns
cheaper than Iatex

Raw material prices are
down sharply from peak

Nitrile prices have also seen a sharp correction
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Softening raw mat€rial prices
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Margins might have peaked but not EVA@ or profits
One of the key investor concerns has been the expected decline in margins
over next few years. However we argue that since Hartalega's margins and
consequently its ROIC remains significantly above its cost of capital. Thus if
the company can grow much faster by sacrif icing some margin it wil l sti l l
generate significantly higher EVA@ as higher growth wil l more than
compensate for the decline in return on capital,

*661ylsnifi r1e ( RHS) (CllY/ t)



still got Iegs . * ,_ HqltalgAa -_gUy

Figure I

Margins are almost Sppts
higher than competit ion

Net prof i t  margin comparison across major glove players
-Top Glovex
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F i q u r e  9

Massive EVA@ creation Consistent lv  h iqh EvA@/IC

Figure 10
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As a compar ison Top Glove dur ing i ts  expansion phase in 2005-06 got  re-
rated massively  as i t  grew earnings and EVA as fast  c l ip  a l though margins
decl ined dur ing the same per iod.  Thus a l though we saw net  margins for  Top
Glove decline 2ppts during 2004-06 profit growth was sti l l  a very healthy
40olo.  Market  rewarded the company wi th a massive expansion in  mul t ip le
f rom 9x to 18x.  Harta lega could see a s imi lar  re-rat ing as i t  embarks on a
mul t i -year  growth phase even at  s l ight ly  lower margins.

2008 FY 2009 fr 2010 ry 2011 W 2012 * 2013 ry 2014 Fy



Market rewarded earn ings
and EVAo growth at Top

Glove with signif icant
mult iple expansion even

though margins
contracted during the

same period

Hartalega st i l l  at discount
to peer average
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Figure 12

Top Glove - Net prof i t  and margins Top Glove -  P/E and EVA
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Attractive valuations + juicy yields
We der ive our  target  pr ice of  RM8.6 by apply ing the peer average mul t ip le to
2012 earnings.  The company is  current ly  t rading at  10.3x FY3/13 earnings
however we bel ieve that  s t rong earnings growth,  super ior  compet i t ive
posi t ion ing and h igh ROE's should warrant  a rerat ing at  least  in  l ine wi th peer
average.  In addi t ion the company a lso of fers d iv idend y ie ld of  40lo thus
imply ing a TSR of  23olo.

As the l iqu id i ty  and market  cap of  the stock improves we expect  the valuat ion
differential between Top Glove and Hartalega to narrow as the latter scores
bet ter  on a lmost  a l l  fundamental  measures vs Top Glove.

Figure  13
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Valuation d ifferential
should narrow as l iquidity

lmproves

Haftalega superior on al l
fundamental and

valuation measures
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Figure 15

Hartalesa vs ToD Glove
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Rat io analysis
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Ebitda growth (o/o YoY)
Ebitda margin (o/o)
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Companies mentioned

Recoqrmendation historl  -  Hartalega Holdings Bhd HART MK
Date
14 September 2011
19 March  2011

Rec level* Closing price
BUY 5 .55
BUY 5 .55

Target
7 . 3 0
7.40

Source: CLSA Asia-Pacific Markets

* Prior to 1 Jan 2OL2, our rating structure was: BUy = Expected to outperform the
focaf market by >LOo/oi O-PF = Expected to outperform the local market by O-loo/o;
U-PF = Expected to underperform the local market by O-1Oo/o; SELL = Expected to
underperform the local market by >1oolo,

Key to CI-SA investrent rankings; BtY: Total return expected to exceed market return AND provide 2oolo or greater absolute retum; O-pF: Total
return expected to be greater than maIket return but less than 2oolo absolute return; U-PF: Total return expected to be less than market return but
expected to provide a positive absolute Yeturn; SELL: Total return expected to be less than market return AND to provide a negative absolute return. For
relative perfiormance, we benchmark the 12-month total return (including dividends) for the stock against the 12-month forecast return (including
dividends) for the local market where the stock is traded.
CLSA changed the methodology by which it derives its investment rankings on 1 January 2012. The stocks covered in this report are subject to the
revised methodology.  We have made no changes to the methodologies through which analysts der ive pr ice targets -  our v iews on intr ins ic values
and appropr iate pr ice targets are unchanged by th is revised methodology.  For fur ther detai ls  of  our new investment ranking methodology,  p lease
refer  to our websi te.
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