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COMPANY UPDATE
D.G. Khan Cement Company Limited Cements
Cement . .
Recommendation neorral. DGKC: Earnlngs revised to reflect
ice:  31-Dec-19 : . . :
Lo ot Moo - changes in accounting estimates;
Upside: 45 H in ¢ ’
Valuation Methodology: Discounted Cash Flow mai ntal n HOId
(DCF)
Time Horizon: oM =  We have revised our earnings estimates and target price for D.G Khan
Cement Company Limited (DGKC) and reiterate our ‘Hold’ call.
Market Data
Bloomberg Tkr. DGKC PA =  To recall the company reported 2QFY19 earnings of PKR 3.02/share
Shares (mn) 438.1 (IHFY19 EPS:;’I}(}R 3.98), lsligniﬁcalllltlg fhighgr to ourkand consensus
expectations, which was totally uncalled for given weak cement sector
Ezz E:zzt 2:::22 E:;:;) 2(1)90;] fund_ament_als during the period and more so because of its poor 1QFY19
Market Cap (PKRbn | USDrmn) 393 | 2814 earnings display of PKR 0.95/share.
Exchange KSEALL = As per the interim report, the management of the Company has extended
Price Info. 90D 06M 12M the useful lives of majority of its fixed assets resulting in a lower
Abs. Return (0.1) (12.3)  (40.6) depreciation charge of PKR 988mn during 1HFY'19.
L(_) 9.7 9.7 9.7 =  The change in depreciation estimate has resulted in revised earnings
Hi 100.8 1111 171.6 forecasts. Our revised earnings forecasts for FY19E/20F/21F/22F have
Key Company Financials inched up by +30%/19%/16%/12% respectively to (PKR
Period End: Jun 8.91/11.03/11.13/12.73) /share. However, our Dec-19 based target price
PKRbn FY18A  FY19E FY20F FY21F drops by 6% to PKR 94/share.
Total Revenue 307 a1 43.2 43.2 =  Wereiterate a “Hold’ call on the scrip with a decline of 6% in our Dec-19
:;tsl?;:z;;a 2(8)2 gg 1‘1‘(8) 1‘11? based target prige of PKR 94/shar§. Though redu(?ed .depreciation will. lift
DPS (PKR) 43 20 25 o5 accounting earnings upwards, it 'w111 have a neggtlve impact on valuation.
Total Assets 108 122 120 118 However, this will allow the scrip to trade at an improved P/E.
Total Equity 77 80 84 88
Key Financial Ratios
ROE (%) 115 4.9 5.8 56  Reiterating ‘Hold’ stance on DGKC; Dec-19 TP: PKR 94/share
PE (x) 4.4 10.1 8.1 8.1 We have revised our earnings estimates and target price for D.G Khan Cement
P/B (x) 0.6 05 0.5 05 Company Limited (DGKC) and reiterate our ‘Hold’ call. To recall, the company
DY (%) 4.7 2.2 2.8 2.8 reported 2QFY 19 earnings of PKR 3.02/share (IHFY 19 EPS: PKR 3.98), significantly
Relative Price Performance higher to our and consensus expectations, which was totally uncalled for given weak
20% peke =7 KSE 100 cement sector fundamentals during the period and more so because of its poor
10% :| ﬁ - 1QFY19 earnings display of PKR 0.95/share. However, recently available company’s
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half yearly interim report reveals that the remarkable performance is reflective of
management’s change in accounting estimates pertaining to depreciation, while
operational performance remains rather subpar.

-50% Depreciation estimates revised to boost accounting earnings; to reduce
o « « © o « o o Dec-19 based target price by 6% to PKR 94/share
= = ) %) = ) =

As per the interim report, the management of the Company has extended the useful

About the Company lives of majority of its fixed assets resulting in a lower depreciation charge of PKR

D. G.Khan Cement Company Limited is a public limited company

incorporated in Pakistan. It is principally engaged in production and 988mn during 1HFY 19. Though the change in depreciation estimate might be

sale of Clinker, Ordinary Portland and Sulphate Resistant Cement. considered as management’s concerted effort to expand earnings on the face of the
Profit & Loss (P&L) Statement, given substantial depreciation cost from Hub Plant

Source: Bloomberg, PSX & IGI Research (South) is considerably eroding gross margins, it has a negative impact on the

Analyst valuation of the scrip on a fundamental basis, reducing our Dec-19 based target price

Muhammad Saad, ACCA by 6% to PKR 94/share. However, it will allow the scrip to trade at an improved P/E,

Research Analyst making it look better than previously.

Tel: (+92-21) 111-234-234 Ext.: 816
muhammad.saad@igi.com.pk
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Earnings estimates revised; Change in depreciation expense to increase
4Yr avg. earnings by 19%

Accordingly, we update our earnings projection for the scrip based on the recent
changes in depreciation estimates and our revised earnings forecasts for
FY19E/20F/21F/22F have inched up by +30%/19%/16%/12% respectively to (PKR
8.91/11.03/11.13/12.73) /share. However, our Dec-19 based target price drops by 6%
to PKR 94/share.

Elevated production costs and expansion ancillary costs hamper 1HFY19
earnings performance; However QoQ earnings display appears quite
impressive...

DGKC reported unconsolidated earnings of PKR 1.32bn (EPS: PKR 3.02) for 2QFY 19
up by +48%Yo0Y as against PKR 896mn (EPS: PKR 2.05) reported in the same period
last year. This brings 1HFY 18 earnings to PKR 3.98/share as against PKR 8.52/share,
down by 53%YoY. However, the earnings surprise came from quarterly basis, wherein
DGKC'’s EPS surged by a remarkable 3.2x, largely driven by improved gross margins
- 19% as against 13% reported in the 1QFY 19.

Exhibit: DGKC 1HFY19 result highlights - Unconsolidated

Period end (Jun) - PKRmn

1HFY19

Net Sales

Net Sales Growth %
Gross Profit

Gross Profit Margins
Sell. / Dist. & Admin
Other Op. Income
EBIT

EBIT Margins
Finance Costs
Pre-tax Profits
Taxation

Effective Tax Rate (%)
Post-tax Profits

Net Margin (%)

EPS

DPS

19,767
25%
3,185
16%
960
1,145
2,938
15%
1,348
1,590
-152
n/m
1,742
9%
3.98

2QFY19 1QFY19 | FY18 | 4QFY18 3QFY18 2QFY18 1QFYI18 | FY17 | FY176
11,581 8,186 | 30,668 7,293 7,612 8,236 7,527 | 30,136 | 29,704
-3% -3% 2% -3% -4% 2% 14% 1% 14%
2,147 1,037 8,740 1,571 1,919 2,595 2,655 | 11,845 | 12,668
19% 13% 28% 22% 25% 32% 35% 39% 43%
613 347 1,523 377 390 374 382 1,530 1,522
675 469 3027 1,388 446 708 485 2,118 2,379
1,806 1,132 7,889 884 1,788 2,655 2,562 | 11,541 | 12,611
16% 14% 26% 12% 23% 32% 34% 38% 42%
736 612 519 201 125 104 89 383 130
1,070 520 7,370 682 1,663 2,551 2,473 | 11,158 | 12,481
-254 102 | -1,468 -3,185 427 1,655 -364 | 3,183 3,691
n/m 20% n/m n/m 26% 65% n/m 29% 30%
1,324 418 8,838 3,868 1,236 896 2,837 7,975 8,790
11% 5% 29% 53% 16% 11% 38% 26% 30%
3.02 0.95 20.17 8.83 2.82 2.05 6.48 18.20 20.06

- - 4.25 4.25 - - - 7.50 6.00

Source: Company Accounts, |Gl Research

No. of Shares: 438.1mn

Earnings reflective of changes in depreciation estimates; not of
operational performance...

Though earnings appear quite impressive on a quarterly basis, these are not reflective
of actual performance of the Company but are rather subject to a material accounting
adjustment made by management with respect to its depreciation estimates.

Useful lives of major assets extended by two fold; annual depreciation
expense to reduce materially

As per the foot note disclosures, the management of DGKC has extended the useful
lives of it’s a) plant and machinery; b) factory buildings; and c) quarry equipment -
during the period. With further probe with the management, it turns out that the
Company has extended the useful lives of these assets by 2x (two folds). Provided that
these assets represent almost 87% of the total operating assets of the Company (Book
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value of operating assets as of Dec-18: 72.4bn, representing 60% of the total balance
sheet), the management by doing so has curtailed its depreciation expense by almost
30%.

Exhibit: Change in useful lives of material operating assets to reduce depreciation expense materially

PKRbn

Operating Fixed Assets (NBV)

Dep. based on Revised useful lives (A)
Dep. Charge Rate (annualized)

Dep. based on Prior useful lives (B)

3Q'18 4Q'18 FY18 1Q'19 2Q'19 3Q'19E 4Q'19E FY19E

Variance (B — A)

30.1 47.1 34.6 72.9 72.4 72.0 71.7 72.2
0.5 0.8 2.3 1.2 0.5 0.9 0.9 3.6
6.8% 6.6% 6.7% 6.4% 3.0% 5.3% 5.3% 5.0%
1.2 1.2 1.2 1.2 5.0

0.1 0.7 0.3 0.3 1.4

Source: Company accounts, |Gl Research

Valuation: Dec-19 based target price decreased by 6% to PKR 94/share;
earnings based relative valuation metrics improved

Since we have deployed a discounted free cash flow valuation methodology to value
the scrip, changes in non-cash expenses, such as depreciation, do not directly alter our
target prices. However, a reduced depreciation expense makes way for increased taxes
and hence results in lower free cash flows, taking our Dec-19 based target prices down
by 6% to PKR 94/share, as against our previous price target of PKR 100/share.

Exhibit: Earnings estimates

PKR/share 2016 2017 2018 2019 2020 2021 2022
EPS 20.1 18.2 20.2 6.9 9.3 9.6 11.4
EPS (revised) 20.1 18.2 20.2 8.9 11.0 11.1 12.7
Change % 0% 0% 0% 30% 19% 16% 12%
DPS 6.0 7.5 43 2.0 2.5 2.5 3.0
P/E (x) 4.5 4.9 44 13.1 9.7 9.4 7.9
P/E (x) (revised) 4.5 4.9 44 10.1 8.1 8.1 7.0
D/Y1d. (%) 7% 8% 5% 2% 3% 3% 3%

Source: Company accounts, |Gl Research

Albeit, the scrip’s earnings based relative metrics, such as P/E, are to improve
materially due to the management’s change in depreciation estimates. Given, last day
close price of PKR 89.67/share and a revised FY19E EPS of PKR 8.91, the revised P/E
of DGKC now comes to 10x as against 13x had earlier EPS estimates of PKR 6.85
been used, improving the scrips metric by a substantial 30%.

Recommendation

We reiterate a ‘Hold’ call on the scrip with a decline of 6% in our Dec-19 based target
price of PKR 94/share. Though the acts of management will improve earnings
performance of the Company on the face of the P&L, enhanced taxes due to reduced
depreciation will reduce free cash flows on an overall basis. The scrip’s revised P/E
has now improved to 10x, however, it is still above the market P/E of 7.6x.
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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 — 2019

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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