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Upcoming Catalysts / Next News

Period
Next 6 months Conclusion of Qinghai actions
Oct 24 3Q result 

Share Price (A$)

Source: FactSet, MST Access

Magontec exits Qinghai as its Chinese partner attempts to "re-write"
the JV agreements

1H CY24 result reflects weak housing markets in China and Europe,
and weak auto markets in Europe

Magontec undertaking strategic review

NEED TO KNOW

Magontec's state-owned enterprise (SOE) partner (QSLM) has effectively
forced Magontec to exit its operations in Qinghai. Magontec has legal and
negotiating strategies underway to pursue compensation. QSLM own 28.5%
of Magontec equity.

The difficult trading conditions continued with Chinese housing starts
declining - even more severe than in Europe. Auto industry in Europe
remains depressed, exacerbating the problems of cheap magnesium alloys
and US tariffs. 

Magontec is undertaking a strategic review of its Metals business (for which it
had hoped that Qinghai would offer leverage) as well as looking at how it
might use its OEM knowledge and relationships developed from its Anodes
business.  

Investment Thesis
MGL’s supercharged earnings of CY22 have now unwound with the industry
struggling to find equilibrium. Magontec retains strong positions in both the
Anodes and the Recycling industries that we expect will ensure quality
returns in the medium-term.

The Anodes business has shown relatively stable earnings and high market
share in the niche sector supporting a healthy valuation. The recycling
business in Europe holds a strategically valuable market position – albeit its
earnings are volatile.

Valuation
Our sum-of-the-parts valuation is based on the aggregate of our valuation of
each of the Anodes and Metals segments: it did not include any value for
Qinghai. Our forecasts, however, did include Qinghai, the removal of which
has resulted in Group forecasts for revenue and EBITDA falling by 51% and
82% respectively in CY26. Our valuation has fallen by 36% as a result of
lower earnings from the Anodes business (unrelated to Qinghai), and an
increased overhead allocation to this segment. Our valuation of the Metals
segment remains unchanged and is based on a historical capacity multiple of
a European transaction involving a similar business.

Risks
Risks include a decline in demand from lower housing starts, substitution of
magnesium in auto components, a deteriorating competitive environment and
a potential loss of access to capital.

Founded in 1953, MGL's operations involve the
manufacture of magnesium anodes for corrosion
protection in water heaters, and manufacture and recycling
of magnesium alloys that are sold into the global auto
industry. The Company has manufacturing facilities in
Europe and China and sales in those regions, as well as
the US.

www.magontec.com 

Magontec Limited
MGL.AX
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Closure of Qinghai
The most significant event for the Group in 1H CY24 was the closure of Magontec's Qinghai cast
house and Magontec's departure from this site. While we did not include any value for Magontec's
Qinghai business in our valuation, we had flagged it as the most important catalyst for the stock with
the potential to add $0.45 per share to our valuation if it proved successful. 

Magontec's business in Qinghai was governed by an agreement with the proposed supplier of
magnesium, Qinghai Salt Lake Magnesium Co. Ltd (QSLM) - a company ultimately owned by the
Chinese government. Magontec operated a cast house that alloyed pure magnesium with a variety of
metals to create magnesium alloys used mostly in auto industry. Magontec had been using magnesium
ingots sourced elsewhere in China to ensure at least some throughput and customer engagement. The
plan was to continue doing this until QSLM was able to deliver the liquid magnesium from its adjacent
magnesium plant which extracts magnesium from briny lake water using renewable energy.

Magontec has reported that QSLM sought to "fundamentally diminish" the relationship and Magontec
made an offer to QSLM which is under consideration. Magontec has commenced legal proceedings in
Australia, so we assume that Magontec believes that QSLM's actions have breached the agreements
(governed by the laws of NSW) between Magontec and QSLM.

Note that QSLM owns 28.5% of Magontec's shares on issue.   

We do not include anything in our valuation for a meaningful settlement between QSLM and Magontec,
regardless of the legal rights that Magontec might hold.  

Strategic implications
A number of Magontec decisions over the past 5 years have been directly the result of or have been
influenced by the relationship with QSLM. This includes the decision to close its Shanxi primary alloy
plant in 2018 as required by the QSLM agreements. Magontec had made decisions around its
European recycling business based around future supply of primary alloy from Qinghai.

Management is now developing alternative strategies around primary magnesium supply and
leveraging its position in recycling in Europe.   

Financial implications
After a short period of successful production of magnesium in 2019, QSLM has not been able to
overcome technical issues associated with a number of key steps in the process and has not produced
meaningful quantities of magnesium in the past 5 years. During this time, Magontec continued
operating the cast house at around cash break even. However, there was ~$0.9m of depreciation
associated with this site.

The financial impact of the closure of Qinghai is a $3.7m asset write down in this 1H result, and a
~$0.9m pa reduction in depreciation in the future.  

1H24 result
The result (at all levels) was well below 1H23 but that was broadly expected with the difficult conditions
well flagged by management. Compared with our forecast, the actual 1H24 result was also lower at
most levels: revenue was down 3.7%, Gross profit was down 13.3% but due to tight cost control,
EBITDA of $0.5m was slightly ahead of our $0.4m forecast. Prior to the asset write down, NPAT was a
loss of $1.1m. 

At the revenue line, the Metals divisions was ahead of our estimates by 3.8% with Anodes below our
forecasts by 11.7%. Group gross profit was 13% behind our forecasts with both Metals and Anodes
down "double-digit" (11.3% and 13.9% respectively). 

Significant savings in overheads saw those costs 20% lower resulting in EBITDA being close to our
forecasts.
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In addition to the results shown in the above table, there was also a $3.7m asset impairment arising
from the 100% writedown of asset values in Magontec's Qinghai business. 

A longer history of half year earnings by division highlights the difference in gross margin variability
over the past 4 years.

Metals

The European recycling business (within Metals) has been affected by changes to movement of
primary magnesium alloy, influenced significantly by the US tariffs on primary magnesium from China.
High inventories of primary magnesium and magnesium alloys in China have resulted in lower priced
product in Europe with recycled magnesium alloys going to the US and bypassing the European alloy
recycling industry - in which Magontec is the largest participant.

Anodes (CCP)

The decline in Chinese residential construction continues (down 59% in the last 5 years) and combined
with slow housing construction in Europe (Germany is down 44% on 2021) has been the major
contributor to weaker volumes and revenue for this segment.

A reversal of German government subsidies for heat pumps (which use electronic anodes) left high
levels of inventories and reduced demand for Magontec's higher margin products. Demand is yet to re-
emerge but management is expecting some improvement in 4Q CY24.   

Figure 1: Result summary (underlying)

Source: Company, MST

Figure 2: Gross profit by segment and GP margin (A$) 

Source:  Company
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Balance sheet and cash flow 
Operating cash flow was positive ($2.5m) due to the release of cash from working capital as the impact
of declining magnesium prices flowed through the business. 

Unsurprisingly, the dividend was suspended. We would expect it to remain suspended until earnings
have recovered and the strategic outlook is clearer. 

Net cash at 30 June was $9.5m. The closing cash of $10.8m is partially offset by a $1.3m working
capital bank facility associated with Magontec's Romanian business.

Forecasts, valuation, catalysts and risks
Outlook
The closure of its Qinghai alloy plant has had a significant impact on the Group's strategies for the
future. Near term, developing and executing a legal approach to dealing with this issue, while
continuing to try to negotiate an acceptable financial settlement will remain a focus. 

In addition to alternative strategies around supply and the recycling business, Magontec expects to
continue with modest investment in development and production of specialist magnesium alloys for the
aerospace industry. Supply of these products has been growing, and while still small, has been
showing increasing margins and profit. 

Magontec is also reviewing its Anodes business (CCP) which has coming under a surprising amount of
pressure with volumes declining 35% over the past two years. Magontec estimate that 80% of anodes
are sold to end customers replacing existing water heaters, with the remainder subject to the vagaries
of new housing construction. Magontec holds a strong global position in this market in both traditional
magnesium anodes, as well has electronic anodes. Ways to better leverage this strong market position
are being investigated, including continuing to look at inorganic growth options of businesses that
supply products to OEM of water heaters. 

Management commentary around recovery in the drivers of demand for both Segments remains muted
and as usual, no quantitative guidance is provided.

Forecasts
Qinghai impact 

The most significant change to Group forecasts is the result of the removal of Qinghai from our
forecasts. Note that while Qinghai did not contribute to our valuation which is based on a sum-of-the-
parts methodology, our forecasts did include estimates of the contribution Qinghai would make to our
forecasts; in CY26, we estimated that Qinghai would contribute 50% of Group revenue and 3% of
gross profit.

Figure 3: Magnesium price (China - US$ / tonne) Figure 4:  Magnesium price (China - US$ / tonne)

Source:  Bloomberg Source:  Bloomberg
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Continuing business

We have adjusted our CY24 gross profit forecasts on the back of a weaker than expected 1H with 15%
and 12% downgrades to revenue from Anodes and Metals respectively. While gross profit declines by
$5.4m, EBITDA declines only by $3.4m as a result of a $2.0m decline in overheads based on 1H
results.  

We have downgraded the forecasts for Metals and Anodes segments in subsequent years, although by
a lower amount than for CY24. 

Balance Sheet and cash flow

We expect the magnesium price to remain around current levels and given we expect revenue to be
close to flat, for CY24, we don't expect any significant movement in working capital - other than a ~$6m
tax payment in Germany relating to past periods. 

We forecast net cash at 31 Dec 2024 to be $6.7m compared with $9.5m at 30 June 2024.

Valuation
We use a sum of the parts valuation methodology for Magontec. This consists of a 12-month forward
valuation based on capitalising EBITDA (including a share of overheads) from the Anodes business
using an EV/EBITDA multiple derived from a list of comparable companies which is then discounted by
30%. For simplicity, we assume a valuation date of 31 Dec 2025. Note that our previous valuation did
not include any value for Qinghai. 

We use the same valuation of the Metals business used in our initiating coverage report here which
was based on the sale of a magnesium recycling company that was similar to Magontec’s European
recycling business. 

We had previously estimated that should Qinghai become operational, that it could be worth $0.45 per
share at 50% capacity utilisation. However, we had not included anything in our previous
valuation given the ongoing delays and uncertainty associated with the restart of its supplier (QSLM).

Our valuation declines by 35% as a result of the decline in forecasts for the Anodes business in FY26
and an increased allocation of overheads to the Anodes business. This is a result of lower earnings
growth in the Metals business such that Metals represents 25% of gross profit in CY26. As a result, we
now allocate 75% of the overheads to the Anodes business compared with 50% previously. 

Figure 5: Changes to forecasts

Source:  MST Access

https://www.mstaccess.com.au/dd/mstresearch/6228/1
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Our Anodes valuation is a 12-month forward valuation based on comparable company multiples and
divisional EBITDA forecasts appropriately weighted based on the current date.   

To estimate a comparable company multiple, we have applied a 30% discount to companies which
we  regard as broadly similar. Size difference makes comparisons difficult, but we think that the
Anodes business is a quality business with high market shares and relatively stable, growing revenues
and earnings. 

Catalysts
Previously, the most important catalysts were associated with the restart of Qinghai.

Important catalysts now related to the existing Anodes and Metals businesses.

completion of strategic review

recovery in the global auto industry

recovery in Chinese and European housing industry

Figure 6: Sum of the parts valuation

Source: MST Access, FactSet

Figure 7: Anodes valuation – earnings multiple Figure 8:  Metals valuation – transaction multiple 

Source: MST Access, FactSet Source: MST Access

Figure 9: Comparable companies

Source: MST Access, FactSet
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Risks
Unforeseen operational (including safety) problems at any of its processing plants in China,
Germany and Romania

A dramatic deterioration of the competitive environment in one or more of its markets

A loss of access to capital which is particularly important to fund working capital which increases
in line with sharply rising magnesium prices

We may have underestimated the extent to which demand for structural magnesium in vehicles
will offset the decline in demand for magnesium used in engines and drive chains as electric
vehicles replace internal combustion engines

We may have over-estimated the long-term demand for “green” magnesium from the transport
industry

Investment Thesis
From a valuation perspective, we consider MGL in two parts: Anodes and Recycling.

MGL operates three magnesium processing businesses with processing plants based in China and
Europe. The Cathodic Corrosion Protection (Anodes) segment produces anodes for residential and
commercial water heaters in China and Europe which are sold to original equipment manufacturers
(OEMs) in China, Europe and the US. The Metals segment has two elements: a magnesium alloy
Recycling business in Europe whose customers are motor vehicle manufacturers and Tier 1 suppliers
to the auto industry. 

The Anodes business produces traditional magnesium anodes and electronic anodes that are used in
water heaters to prevent corrosion. Volumes show solid stable growth over the past 5 years with MGL
having high market share in what is a niche sector. This is a stand-alone business and we have
therefore valued it separately on an EV/ EBITDA basis using the average multiple of comparable
companies discounted by 30%.

The Recycling business does not report separately, but its high market share as an important supplier
to the European and North American markets gives it strategic value. We estimate its value based on
the price achieved in 2019 on a capacity based multiple for a smaller but similar business.
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