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Recommendation BUY
Target Price: 95.4
Last Closing:  3-Oct-18 80.0
Upside: 19.2

Valuation Methodology: Discounted Cash Flow (DCF)

Time Horizon: Dec-18
Market Data
Bloomberg Tkr. CHCC PA
Shares (mn) 176.6
Free Float Shares (mn) 106.0
Free Float Shares (%) 60.0%
Market Cap (PKRbn | USDmn) 141 | 1146
Exchange KSEALL
Price Info. 90D 06M 12M
Abs. Return (11.9) (40.7) (28.6)
Lo 77.3 77.3 77.3
Hi 97.6 134.9 140.7
Key Com pany Financials
Period End: Jun
PKRbn FY18A FY19E FY20F FY21F
Total Revenue 14.4 20.8 23.8 23.0
Net Income 2.1 3.7 21 2.2
EPS (PKR) 121 21.0 11.7 12.6
DPS (PKR) 5.0 4.3 2.5 2.8
Total Assets 18.8 30.5 34.9 34.3
Total Equity 11.2 141 15.7 17.5
Key Financial Ratios
ROE (%) 191 26.2 13.1 12.7
P/E (x) 6.6 3.8 6.9 6.4
P/B (x) 4.0 1.3 1.0 0.9
DY (%) 6.3 5.3 3.1 34
Relative Price Performance
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About the Com pany
Cherat Cement Company Limited was incorporated in Pakistan as
a public limited company by shares in the year 1981. Its main

business activity is manufacturing, selling and marketing of cement.

Company's current rated capacity is 11mn ton per annum, with a
current market share of ~3%.

Source: Bloomberg, PSX & IGI Research

Muhammad Saad, ACCA
Research Analyst

Tel: (+92-21) 111-234-234 Ext.: 816
muhammad.saad@igi.com.pk

Cement
CHCC: Earnings revised; ‘Buy’ Intact

e  We revisit our investment case on Cherat Cement Company Limited (CHCC)
after incorporating FY18 accounts and changes in assumption post gas price
hike, changes in sales price assumption and increase of monetary policy rate by
100bps.

e We had earlier anticipated CHCC’s production line Ill to commence
commercial operations post FY19, however, based on availability of
updated information and changes of assumptions our earnings now
stand at PKR 21/12/13 per share for FY19E,20F,21F respectively.

e Lower retention and increased cost structure led to decreased profit before
taxation (PBT) of the Company, despite a +63%YoY rise in dispatches, however,
a meagre tax charge, courtesy tax holiday on profits derived from production
line Il and positive deferred tax implications, led to an overall increase in
earnings by 9%YoY.

. Based on our estimates, the recent hike in gas prices is expected to increase
CHCC's cost of production by PKR 4/bag (PKR 80/ton).

e The State Bank of Pakistan (SBP) in its latest monetary policy statement raised
the policy rate by 100bps to 8.5%. With a Debt; Equity ratio of 1.44, CHCC's
interest expense is expected to rise significantly.

e  We believe the scrip has been corrected significantly and given a Dec-18 based
target price of PKR 95/share, offers a decent +19% upside from its last close.

We revisit our investment case on Cherat Cement Company Limited (CHCC) after
incorporating FY18 accounts and changes in assumption post gas price hike, changes in
sales price assumption and increase of monetary policy rate by 100bps.

We had earlier anticipated CHCC' production line Il to commence commercial operations
post FY19, however, based on availability of updated information and changes of
assumptions post gas price hike and pricing scenario, our earnings estimates have been
revised accordingly.

Exhibit:
CHCC's earnings highlight

FY17A FY18A FY19E FY20F FY21F
EPS 111 121 21.0 11.7 12.6
DPS 45 5.0 4.3 25 2.8

Source: IGI Research, Company Accounts

Overall the scrip has underperformed the KSE100 index by 28% during CY18TD followed
with a 21% underperformance in CY17. The subpar performance is linked to multiple
factors such as a) lower sector retention prices following rising FED and limited pass over
ability due to heightened competition, b) elevated coal and FO prices internationally, thus
deteriorating margins, c) reversal of monetary easing in a situation when CHCC has
already piled significant debt position to finance its back to back expansions d)
apprehensions of a price war situation following expansions; and e) concerns of demand
pullover in a fiscal tightening situation provided an IMF bailout package is sought.

We believe the scrip has been corrected significantly and given a Dec-18 based target
price of PKR 95/share, offers a decent +19% upside from its last close. The scrip currently
trades at FY19 P/E of 3.8x and offers a dividend yield of 5.3%.

FY18 earnings review: Dispatches from new plant and positive tax implications
shield the Company from industry wide wrath of lower retentions and rising costs.
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Cherat Cement Company Limited (CHCC) reported unconsolidated earnings of PKR
2.13bn (EPS: PKR 12.07) for FY18 up by +9%YoY as against PKR 1.96bn (EPS: PKR 11.08)
reported in the same period last year. Despite achieving a substantial dispatches growth
of +63%YoY, courtesy full year impact of its production line Il inaugurated in the mid of
last year (Jan-17), the Company could only enhance its net sales by +49%YoY, largely due
to the industry’s failure to pass over the impact of enhanced FED (up by +25%YoY)
promulgated via Finance Act 2017-18 amid heightened competition among industry
players. This forced the Company’s average net retentions to decline by 9%YoY to PKR
286/bag during the period as against PKR 312/bag achieved in the similar period of the
preceding year.

Though the significant dispatches growth considerably spread out fixed costs, surge in
coal and FO prices (up by 20%YoY and 29%YoY) internationally coupled with PKR
devaluation against the greenback (average annual +5%YoY rise) pushed the Company’s
cost structure up by +7%YoY, from PKR 208/bag in FY17 to PKR 223/bag in the period
under review, thereby diminishing FY18 gross margins of the Company to 22% as against
33% reported in the comparative year.

Lower retention and increased cost structure led to decreased profit before taxation
(PBT) of the Company by 14%YoY, however, a meagre tax charge of PKR 15mn (FY18
Effective Tax Rate: 1%), courtesy tax holiday on profits derived from production line Il and
positive deferred tax implications, led to an overall increase in earnings by 9%YoY.

Exhibit:

CHCC Result Highlights

Period end (JUN) - PKRmn 4QFY18 4QFY17 YoY FY18 FY17 YoY

Net Sales 3,240 2,931 11% 14388 9,645  49%

Gross Profit 570 698  -18% 3139 3213 2%

Sell. / Dist. & Admin 152 130 17% 582 505  15%

Non-Operating Income 26 54 n/m 81 133 -39%

EBIT 416 594 -30% 2,504 2,698 -1%

Financial Charges 90 90 0% 357 188 2.74x

Pre-tax Profits 326 504  -35% 2,147 2510  -14%

Taxation (11) 114 -109% 15 553  -97%

Post-tax Profits 337 390  -14% 2,132 1,957 9%

EPS 1.91 221 12.07 11.08

DPS 4,00 3.50 4.00 450

Key Ratios

Gross Margin (%) 17.6 238 218 333

Net Margin (%) 10.4 13.3 14.8 20.3

Effective Tax Rate (%) (3.3) 22.7 0.7 22.0

Source: Company Accounts, IGl Research No. of Shares : 177mn
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ECC approves hike in gas prices... CHCC to be affected...

The Economic Coordination Committee (ECC) recently announced a hike in local gas
prices for both domestic and industrial consumers. Ranging from +30% to +57% rise for
industrial while +10% to +143% for the domestic lot, the revision is expected to have
wider impacts on the economy as a whole.

While the increase in gas sales price for cement sector by 30% to PKR 975/MMBtu doesn’t
pose a significant risk to the industry, since it uses coal fired kilns for their manufacturing
operations, increase in gas sales prices for captive power generation by 30% to PKR
780/MMBtu may affect companies relying on gas as their major source of power
generation.

Based on our estimates, the above hike in gas prices is expected to increase CHCC's cost
of production by PKR 4/bag (PKR 80/ton) which translates to a loss in earnings of PKR
173/239/257mn for FY19E/20F/21F respectively.

Industry hits back with an increase in sales price of PKR 20/bag

As per data published by Pakistan Bureau of Statistics (PBS) average cement prices in
North region shot up by PKR 20/bag, with prices in certain areas rising as high as PKR
80/bag, post announcement of gas price hike by the ECC. Though, the move appears to
attract investor attention, however, we believe this to be a short term phenomena and
prices may soon fall back amid rising competition among players to dominate dispatches
growth. Hence, we revise our FY19E average sales price assumption to PKR 575/bag
(previously PKR 565/bag) for North and stick to PKR 563/bag for South.

Exhibit:
CHCC's FY19 earnings sensitivity to changes in North cements sales prices

Scenario Bull Base Bear
Avg. cement sales price (PKR/bag) 590 575 560
EPS (FY19) 23.5 21.0 184

Source: IGI Research

Interest rates rising; CHCC's debt burden to rise momentously post
commencement of production line [l

The State Bank of Pakistan (SBP) in its latest monetary policy statement raised the policy
rate by 100bps to 8.5% and subsequently took discount rate to 9.0%. Rates have now
been raised by 275bp since the start of the year 2018, and are now at their highest level
since 2015.

With interest rates on the rise, CHCC's interest expense is also expected to rise
simultaneously. To recall, CHCC is the most highly leveraged Company in our coverage,
with a Debt; Equity ratio of 1.44, courtesy it is undergoing a back to back expansion.
Though, a material interest amount is currently being capitalized under plant cost, this
will soon form part of the Income Statement following commencement of its operations,
decreasing profitability.
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Exhibit: Exhibit:
Key Borrowing information Key borrowing information of CHCC
20,000 2,000 FY16A FY17A FY18A FY19E FY20F FY21F
15,000 1,500 Total Debt - Closing 4,231 6,401 16,064 16,650 14,529 11,967
10,000 1,000 Avg. debt consumed 2,421 5,080 8,883 16,742 17,152 14,652
5,000 500  Interest expensed 44 188 357 1,054 1,818 1,333
B Interest capitalized 122 138 234 554
FYLGA FYL7A FY18A FYISE FY20F FY21F Total Interest Cost 166 327 591 1,607 1,818 1,333
H Avg. debt consumed Total Interest cost
Avg. Kibor Rate (3M) 6.5% 6.1% 6.3% 9.3% 10.3% 8.8%
Source: IGI Research Source: IGl Research
Exhibit:

EPS and Target Price sensitivity to changes in SBP Policy Rate

Avg. Annual Policy Rate Assumption EPS (PKR) Target Price (Dec-18)
Scenario FY19E FY20F FY21F FY19E FY20F FY21F
Bull 7.5% 8.5% 7.0% 21.4 124 13.3 97.3
Base 8.5% 9.5% 8.0% 21.0 11.7 12.6 95.4
Bear 9.5% 10.5% 9.0% 20.5 10.9 118 88.2

Source: IGI Research

Production Line Il expected to come online by Jan-19; CHCC to continue its
volumetric growth spree in FY19

The management of the Company, in its annual report has disclosed that production from
line Il was initially expected to commence from May-19, however due to commendable
work done from its workforce, the management now expects to commence production
from the new line way ahead of its scheduled time. While the management has abstained
from specifying the revised time frame, our industry sources confirm that this is due to
occur in Jan-19, providing CHCC a complete half year of extended capacity.

This is expected to enhance CHCC's market share to around 7% in comparison to FY18's
share of 5.32%. Accordingly, we expect CHCC's total dispatches to grow by +29%YoY to
3.25mn tons as against 2.52mn tons made during FY18.

Production line Ill to provide tax credit of PKR 1.2bn (PKR 7.0/share)...

In addition of the sizeable volumetric growth, the commencement of production line IlI
is estimated to bring in a tax credit of PKR 1.2bn (PKR 7.00/share) for CHCC. This is
expected to bring FY19 EPS to PKR 21, up by +74%YoY from its FY18 actual earnings.

To recall, 5Yr tax holiday would not be available to the plant as was the case for its
production line ll, since it had elapsed on 30-Jun-2018 and had not been extended further
by the federal government via Finance Act 2018-19.

Recommendation

We maintain a ‘BUY’ call on the scrip with a Dec-18 based target price of PKR 95/share,
offering a +19% upside from its last close. The scrip currently trades at FY19 P/E of 3.8x
and offers a dividend yield of 5.3%.
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Important Disclaimer and Disclosures

Research Analyst(s) Certification: The Research Analyst(s) hereby certify that the views about the company/companies and the
security/securities discussed in this report accurately reflect his or her or their personal views and that he/she has not received and will
not receive direct or indirect compensation in exchange for expressing specific recommendations or views in this report. The analyst(s)
is principally responsible for the preparation of this research report and that he/she or his/her close family/relative does not own 1% or
more of a class of common equity securities of the following company/companies covered in this report.

Disclaimer: The information and opinions contained herein are prepared by IGI Finex Securities Limited and is for information purposes
only. Whilst every effort has been made to ensure that all the information (including any recommendations or opinions expressed)
contained in this document (the information) is not misleading or unreliable, IGI Finex Securities Limited makes no representation as to
the accuracy or completeness of the information. Neither, |Gl Finex Securities Limited nor any director, officer or employee of I1GI Finex
Securities Limited shall in any manner be liable or responsible for any loss that may be occasioned as consequence of a party relying on
the information. This document takes no account of the investment objectives, financial situation and particular needs of investors, who
shall seek further professional advice before making any investment decision. This document and the information may not be
reproduced, distributed or published by any recipient for any purpose. This report is not directed or intended for distribution to, or use
by any person or entity not a client of IGI Finex Securities Limited, else directed for distribution.

Rating system: IGI Finex Securities employs three tier ratings system, depending upon expected total return (return is defined as capital
gain exclusive of tax) of the security in stated time period, as follows:

Recommendation Rating System
Buy If target price on aforementioned security(ies) is more than 10%, from its last closing price(s)
Hold If target price on aforementioned security(ies) is in between -10% and 10%, from its last closing price(s)
Sell If target price on aforementioned security(ies) is less than -10%, from its last closing price(s)

Time Horizon: Dec — 2018

Valuation Methodology: The analyst(s) has used following valuation methodology to arrive at the target price of the said
security (ies):
(Discounted Cash Flow)

Risk: Investment in securities are subject to economic risk, market risk, interest rate risks, currency risks, and credit risks, political and
geopolitical risks. The performance of company (ies) covered herein might unfavorably be affected by multiple factors including,
business, economic, and political conditions. Hence, there is no assurance or guarantee that estimates, recommendation, opinion, etc.
given about the security (ies)/company (ies) in the report will be achieved.

Basic Definitions and Terminologies used: Target Price: A price target is the projected price level of a financial security stated by an
investment analyst or advisor. It represents a security's price that, if achieved, results in a trader recognizing the best possible outcome
for his investment, Last Closing: Latest closing price, Market Cap.: Market capitalization is calculated by multiplying a company's shares
outstanding by current trading price. EPS: Earnings per Share. DPS: Dividend per Share. ROE: Return on equity is the amount of net
income returned as a percentage of shareholders’ equity. P/E: Price to Earnings ratio of a company's share price to its per-share earnings.
P/B: Price to Book ratio used to compare a stock's market value to its book value. DY: The dividend yield is dividend per share, divided
by the price per share. CY/FY: Calendar/Fiscal/Financial Year. YoY/ QoQ/ MoM: Year-on-Year, Quarter-on-Quarter, Month-on-Month.
Th /Mn /Bn /Tn: Thousands/Million/Billion/Trillion.

IGI Finex Securities Limited

Research Analyst(s) U Jama

Research Identity Number: BRP009
© Copyright 2018 IGI Finex Securities Limited hitp!fwww. |Jammapunji. pk
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