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Sector on the mend

We reaffirm our liking for the cement sector given its anticipated recovery based
on 1) improving macro fundamentals 2) increased government focus on
infrastructure development spending and 3) reconstruction activities post the
successful military operations. Expected foreign inflows from the Friends of
Democratic Pakistan (FoDP) and Kerry Lugar Bill are likely to stimulate fiscal

Table: Cement Sector - Key numbers
FY09A FY10E FY11F FY12F

. . ) . PBV (x) 05 05 05 05
spending on infrastructure development, boosting cement demand locally, while PEW) 26 76 53 45
realization of the inland freight subsidy announced in the trade policy will enhance Div. Yield (%) 32% 36% 65% 7.9%
competitiveness of our exports. Additionally, an expected 100bps cut in the ROA (%) 33% 36% 51% 5.9%

discount rate in Jan on the back of improved domestic liquidity will bode positive ROE (%) 71% 70% 9.3% 10.2%
for the highly leveraged cement sector. Sharp rebound in energy prices and  “gguce: JS Research

delays in foreign funding remain key downside risks to our valuation. On the
contrary, any reprieve from the penalty imposed by the Competition Commission
of Pakistan’s (CCP) is likely to act as a major trigger for the cement companies. Graph: Relative performance
175

Market
Cement

We believe, the cement sector is attractive at current levels, as it has priced in
most of the negatives. The sector is currently trading at a 29% discount to its 150 1
historical earnings multiple and at a deep discount of 42% to the region’s forward 125
looking multiple. DG Khan Cement and Lucky Cement remain our preferred plays 100
in the sector.

75 4
DG Khan Cement: Containing Inefficiencies 50

We believe, the DGKC's share price has bottomed out and is expected to recover
following a surge in local demand and easing cost pressures. Declining interest
rates and higher dividend payouts from Nishat Mills and Nishat Chunian are likely =~ source:JS Research,KSE
to further strengthen the company’s bottom line. We reiterate our ‘Buy’ stance on

DGKC as the scrip offers an upside potential of 28% to our SOTP based target

price of Rs42. Interestingly, the scrip looks attractive even after incorporating the

CCP fine of Rs933mn as it still offers a decent upside of 13%. DGKC trades at a

massive discount of 85% and 40% to the region and local peers, respectively on

FY10E PBV.

Lucky Cement: Rising Above the Rest

Lucky Cement's ability to accommodate the anticipated rise in local demand and
its geo-strategic edge in catering to foreign markets has placed itself in a superior
position relative to other cement plants. Initiatives taken for acquiring local coal as
an input and sale of excess power is likely to augment its bottom-line. Moreover,
reduced debt levels will lower the financial cost burden on the company. We
reiterate our ‘Buy’ call for Lucky with a potential upside of 19.7% from our target
price of Rs84. The scrip is presently trading at a 54% and 64% discount to the
regions’ FY10 PE and PBV, respectively and is at a discount of 21% to the local

competition on one year forward looking earnings multiple. Syed Atif Zafar
atif.zafar@js.com
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Cement Sector’s Fundamental Upbeat

We believe, the cement sector’s fundamentals are on the mend due to an
improved government financial position on the back of foreign funding from
the FoDP, KLB and IMF which in turn will provide impetus to local demand.
Threats to exports have been partially mitigated for the time being with the
identification of new markets (primarily African countries and Sri Lanka).
The oversupply concerns from Saudi Arabia and India is unlikely to
materialize due to rising demand in Saudi Arabia and lack of proper port
infrastructure for exports in India. Moreover, a likely 100bps reduction in
discount rate on Jan 30 will reduce the financial cost burden on the cement
companies and at the same time encourage private sector to launch
investments in infrastructure projects.

Key Catalysts for the Sector

Higher development expenditure

. . Graph: Local sales & Utilization
®  The government has already announced the construction 32 small-medium P

sized dams along with the 4,500MW Diamer Bhasha Dam, which are likely to - 100%
raise demand by approx. 50mn tons over a period of 10 years. The - 80%
construction of the Bhasha Dam alone is expected to create incremental g | 60%
demand of 10-12mn tons over a course of 6-7 years, while a small-medium s | 40%
sized dam on an average requires approx. 1.5-2mn tons of cement. E | 2o%

Table: PSDP allocation for on-going and new dam projects (Rs mn) L 0%

Ongoing Schemes New Schemes I £ § 5 § LﬁL

Raising of Mangla Dam 12,000 DiamerBasha Dam 14,500 E E E E I_>-|_ E

Gomal Zam Dam 2,000 8 small-medium dams in Balochistan 800

Source:JS Research& APCMA

Delay Action Dams, Balochistan 600 8 small-medium dams in NWFP 700

Naigaj Dam, Dadu Sindh 400 8 small-medium dams in Sindh 500

Mirani Dam 314 8 small-medium dams in Punjab 500

Saakzai Dam 280 Tank Zam Dam 500

20 small Dams in NWFP 200 Bara Dam (FATA) 200

Porali Dam, Balochistan 200 100 small dams in Balochistan 200

Restoration of Bolan Dam 100 Small Dam at Torawaria 80

Others 300 Small water storage dam in Dureji 10

Sub-total 16,394 Sub-total 17,990

Grand Total 34,384

Source: Planning Commission of Pakistan

" Wwith the success of military operations in the SWAT valley and South
Waziristan, reconstruction activities are likely to begin in the region soon. The
recent landslide in the Hunza valley too suggests the relocation and
rehabilitation of the entire valley which will further augment demand. This can
be validated from the reconstruction activities that followed the 2006
earthquake in the Northern Areas, as domestic cement off-take witnessed a
jump of 7% the year later.

®  Keeping in view the above, low per capita consumption (120 kg) and a
shortfall in proper housing facilities, we anticipate local sales to rise to 21.5mn
tons, up 11% from last year. Resultantly, local dispatches are to increase at a
3-year (FY09-12) CAGR of 13%.
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Graph: Local demand responsiveness to development exp.
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Source: Economic Survey of Pakistan 2009 & APCMA

Falling interest rates to strengthen bottom-line

During the recent years, we have seen the cement sector’s profitability been
severely beaten by the financial cost. With the sector’s debt to equity at 114%, its
financial cost/ton has jumped by xx% in FY09 to Rs569/ton, from Rs294/ton in
FY08.

Graph: Discount rate and 6-month KIBOR
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Owing to improving domestic liquidity and reducing inflationary pressures, the
Discount Rate which was raised to 15% in Nov 2008, has been reduced to 12.5%.
Our economist expects a further 250bps cut in 2010 with a 100bps reduction in
the monetary policy to be announced on Jan 30. The 6-month KIBOR (base rate
for most loans) is currently trading at 12.33%, down 323bps since touching a high
of 15.76% in Nov 2008.

According to our analysis, reduction in interest rates by 100bps will result in an
improvement in the JS Universe cement company’s profits, within a band of 4-
27%.

Looking out for cheaper alternates to coal

Cement sector profits were severely hurt by the spike in coal prices 2008, which
were up 76% from the previous year. However, lessons learnt from the past have
led cement companies to look out for cheaper alternatives. In this regard, DGKC
has used Rice husk and Pet Coke, while Lucky has signed a MoU with M/s Oracle
Coal Fields PLC, for the supply of local coal from the Thar coal field. Though the
company expects coal supplies to start within a year, we believe extraction of coal

January 2010

%JS Global



Cement Sector Page 6

from the Thar coal field is likely to take at least 1.5-2 years from now. According to
industry sources, the use of local coal is cheaper by 8-10% on a net yield basis. In
addition, it eliminates rupee depreciation risk for the cement manufacturers.

Exports: Not a lost cause yet

Cement exports during FY09 witnessed a robust growth of 47% propelled by the

rising demand from the Middle East, African countries and reconstruction activities Graph: Export sales & Utilization

in Afghanistan. However, with a capacity overhang expected in the Gulf region 12 7 o Sales T 30%
due to a build-up in capacity and the global economic slowdown, cement exports 10 - —— Utilization + 25%
are likely to decline in FY10. Nevertheless, discussions with industry experts have 2 84 - 20%
revealed that identification of new markets, particularly in the African continent & E 6 - 15%
Sri Lanka and rising demand in Saudi Arabia is likely to partially offset the falling g 44 - 10%
demand from the Middle East. Djibouti, Sudan, Cameroon, Tanzania and South 2 4 - 5%
Africa are a few countries with good potential to export to in Africa, while Sri 0 - - 0%
Lanka has emerged as an attractive market amid reconstruction activities post its § g § § Lé,J é
Civil War. Furthermore, India is only likely to compete in the export market after a > I LT o ook
period of 1-2 years from now due to lack of proper port infrastructure for exports. Source: JS Research & APCM A
Table: GCC cement capacity expansions by FY10 (mn tons/annum)
Country Capacity in 2007  Proposed capacity expansions % change Table: Export market breakup
Bahrain 0.6 0.4 66.7 FY09 FY08
K uwait 29 - - Afghanistan 32% 27%
Oman 36 1.8 50.8 Sudan 18% 9%
Qatar 15 1.1 76.9 Qatar 15% 8%
Saudi Arabia 26.6 33.2 124.9 Oman 8% 11%
UAE 14.7 22.7 154.6 India 7% 8%
Total GCC 49.8 59.2 118.9 Other Countries 6% 0%
Source: MEED Djibouti 6% 9%
Iraq 3% 3%
Additionally to counter the decline in exports, the govt. had announced a 50% UAE. 20 18%
subsidy on inland freight for exports in the trade policy 2009-10 which however, is Comoros 1% 1%
yet to be implemented. If put to practice, this measure is likely to make Pakistan’s Sii Lanka 1% 0%
exports price competitive. Pakistan already has a competitive advantage on a Kenya 1% 0%
price basis as most of the Middle Eastern capacities are based on expensive fuel Source: TDAP

oil. Prices in the Middle East are down to US$50-52/ton owing to the availability of
new supply & slow economic activities. With the freight subsidy, cement players
will be able to reduce their prices by 13-16%, keeping current margins intact.

Graph: Companywise dispatches in FY09
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Cartelization unlikely, prices to rebound strongly regardless

Cement prices are currently trading at Rs250-260 per bag in the Northern region
while at Rs290-300 in the South after bottoming out at Rs220 and Rs250,
respectively. Lackluster demand and unwillingness of big players foiled all
attempts by the cement manufacturers to revive the consensus based strategy.
However, we expect cement prices to rebound going forward stemming from a
higher demand though we rule out a possibility of a fresh price consensus in the
short term. Moreover, due to cost inefficiencies of smaller cement players, about
5-6 number of cement plants being shut down recently. With a current installed
capacity of 44mn tons, excess supply of 11.8mn tons exists in the country. If we
exclude shuttered plants from the total installed capacity, capacity utilization
improves to 81% - which too will help push prices upwards.

Graph: Gross margins and Retail prices (Rs/bag)
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Source: APCMA, JS Research

According to our analysis, an increase of Rs10 per bag in retention prices has a
positive impact of 10-45% in the profitability of JS universe cement companies.

If court was to overturn CCP penalty

On Aug 25, 2009, the Competition Commission of Pakistan imposed a penalty of
Rs6.4bn on 20 cement companies for alleged price cartelization. This resulted in a
hefty sell-off of cement scrips at the KSE. Consequently, the cement sector
underperformed the market by 13% during the following month. However, an
appeal has been filed by the cement manufacturers in the Lahore High Court.
Hence, any reduction in the imposed penalty would act as a major trigger for
cement companies.

Graph: Retail Price (Rs/bag)
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Source:JS Research

Table: Sensitivity Analysis (EPS)

Changein Rs10 in Retail prices

FY10E FY11F
DGKC 36% 25%
LUCK 10% 10%
FCCL 19% 36%
MLCF NM NM
LPCL 68% 45%
PIOC NM 27%

Source: JS Research

Table: CCP imposed penalties (Rs mn)

Al-Abbas Cement

Askari Cement (Wah)

Askari Cement (Nzm)
Attock Cement
Bestway Cement
Cherat Cement

DG Khan Cement
Dadabhoy Cement
Dandot Cement
Dewan Cement
Fauji Cement
Fecto Cement
Gharibwal Cement
Kohat Cement
Lucky Cement
Maple Leaf Cement
Pioneer Cement
Flying Cement
Lafarge Pakistan
Mustehkan Cement

87
233
187
374
562
226
933

28

42
345
266
174

39
103

1,272
586
364

12
405

74

Total

6,312

Source: CCP
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Key Risk

Surge in energy prices

Coal prices are a major cost driver for cement manufacturers. We saw a sharp
drop of 61% in coal prices during Feb 2008 — Mar 2009, owing to the economic
slowdown. However since then, coal prices have rebounded like the other major
commodities. For our analysis, we have used the MCIS (McCloskey Coal
Information Services) NEW Steam coal (C&F) market price index, which reveals
that coal prices are currently trading at US$94 per ton. During 1HFY10, coal
prices averaged US$73 per ton, much lower then our full year average
assumption of US$80 per ton. A massive surge in coal prices is a key risk to our

thesis.

Graph:Furnace oil prices (Rs/ton)
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Graph: Gross margins and Coal prices (US$/ton)
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DG Khan Cement: Containing Inefficiencies

We reiterate our liking for DG Khan Cement (DGKC) on expectation of
growth in local demand and easing cost pressures. Availability of foreign
funds to exercise PSDP targets will help re-ignite local demand whereas target Price: Rs42
cost efficient operations will help ease off cost pressures. Moreover,

declining interest rate and higher dividend payouts from Nishat Mills and _Table: Key numbers

Recommendation: BUY

Nishat Chunian will provide further support to the bottom line. Hence, we FYO9A FYIOE FY11F FY12F
have revised upward our earning estimates for DGKC to Rs3.0 per share for  PBV(x) 04 04 03 03
FY10F from Rs2.9 per share earlier. Resultantly, DGKC is expected to posta  PE(X) 149 111 72 63
3 year (FY09-12) profit CAGR of 45%. The key risk to our thesis remains the  Div. Yield (%) 00% 46% 6.1% 7.6%
sharp surge in energy prices. ROA (%) 12% 20% 3.0% 3.4%

ROE (%) 25% 33% 4.8% 51%

The scrip offers a upside potential of 28% to our SOTP based target price of
Rs42. Interestingly, the scrip looks attractive even after incorporating the
CCP fine of Rs933mn as it stills offers an decent upside of 13%. DGKC
trades at a massive discount of 85% and 40% to the region and local peers
on FY10F PBV.

Source: JS Research

Graph: Regional PBV (x) comparison Graph: Regional PEG (x) comparison
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Valuation: Trading at 0.4 times its book value

With DGKC underperforming the market by 7% in 2009, we believe the scrip has
priced in most of the negatives. A 1) rise in local demand owing to government’s
focus on infrastructure, 2) identification of new export markets and 3) cost-efficient
measures, suggest strong core earnings ahead. Moreover, its impressive equity 200 -
portfolio not only augments shareholder’s value but also provides a source of

Graph: Relative Performance

250 e KSE-100 Index
—— DGKC

150 A
stable dividend income. DGKC has equity investment stakes in MCB Bank (9%),

Nishat Mills (13%) and Adamjee Insurance (3%). Currently, the market value of 100
DGKC's equity portfolio comes to Rs55 per share. 50

Jul-09 -

The stock is currently trading at a FY10E PE and PBV of 11.1x and 0.4x
respectively, translating into a significant discount of 15% and 85% to the region.
The region is currently trading at a PE of 13.1x and PBV of 2.5x, respectively. Source:JS Research, KSE
Furthermore, DGKC on current multiples appears an attractive investment, when
compared to local peers. The scrip is currently trading at a huge discount of 39%
on PBV. Though the scrip is trading at a premium of 41% to local competition on
one year forward looking earning multiple, its historical premium justifies our
stance. For these reasons, we believe it offers a decent upside of 28% at our

Jan-09

Mar-09 -
May-09 -
Sep-09 4
Nov-09 -
Jan-10 -
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target price of Rs42. Interestingly, after incorporating CPP imposed penalty, the
scrip still offers a decent upside of 13%

Rise in local demand to improve capacity utilization

With foreign inflows providing fiscal space to the government to exercise its PSDP
targets and DGKC'’s closer proximity to areas where new dams are to be
constructed, we expect capacity utilization for DGKC to improve to 98% from 97%
earlier. Hence DGKC local dispatches are expected to rise to 3.1mn tons (up 8%)
in FY10 while posting a 3-year (FY09-12) CAGR of 4%. Local and export sales
are expected to contribute 74% and 26%, respectively to total sales in FY10.

New markets to help sustain export sales

DGKC posted an astounding growth of a 113% in export sales in the outgoing
fiscal year — improving its market share in the export market to 14% from 10%
earlier. Since, a major chunk of DGKC's exports are directed to Afghanistan and
India; its exports sales are less vulnerable to a possible capacity overhang in the
Middle East. Nonetheless, with the Middle East also a part of its export portfolio,
DGKC has been proactive in seeking new markets like Sri Lanka, where strong
demand has emerged due to reconstruction activities post the end of the Civil
War. Nonetheless, we still expect a 10% decline in exports for FY10.

Graph: Local sales (000 tons) and Utilization

Graph: Export sales (000 tons) and Utilization
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Source: JS Research, APCMA Source: JS Research, APCMA

Operational upgrades seems to be the way forward

DGKC has been looking out for operational upgrades to reduce its energy and
maintenance costs. During the 1QFY10, the company used cheaper rice husk and
pet coke in place of expensive imported coal. The world’s largest grinding mill with
a capacity of 5,000 tons per day started commercial production during 2009. It is
expected to reduce energy consumption which constitutes 45% of the total cost of
production in the range of 32-35%. Moreover, it will help reduce maintenance
costs when compared to its conventional ball grinding cement facility. Work on
the Waste Heat Recovery Project with a capacity of 10MW is also underway. It
was expected to come online in Oct-Nov 2009, but has been delayed by 4-5
months and is expected to help cut down power costs in the range of 25-30%.

Declining interest rate to rejuvenate bottom-line

During last year (FY09), DGKC's profitability suffered due to higher debt levels
and increasing interest rates. Its financial cost/ton jumped to Rs433 from Rs108 a
year earlier. With our economist expecting a 100bps cut in Jan and 250bps for the
full year, finance cost for the company is likely to alleviate, going forward.
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According to our analysis, reduction in interest rates by 100bps results in an
improvement in FY10 earnings by 17%.

Graph: 6-month KIBOR, Debt/Equity & Finance cost (Rs 000)
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Source: Company accounts & SBP

Higher dividend payouts expected from NML and NCL

With the anticipated impressive earnings growth of Nishat Mills (NML) and Nishat
Chunian (NCL) in response to a 1) favourable textile policy 2) strong cotton
arrivals and 3) power projects due to come online, we expect higher dividend
payouts from both the companies. We have raised our dividend expectation for
NML and NCL by Rs1.0 and Rs0.5 per share. This translates into Rs0.1 per share
incremental earnings for DGKC.
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%JS Global



Cement Sector Page 12

Company Background

DGKC was established in 1978 under the management control of State Cement KATS Code: DGKC
Corporation of Pakistan Limited (SCCP). The company started its commercial

production in April 1986 with 2000 tons per day (TPD) clinker based on dry Bloomberg Code: DGKC PA
process technology. In 1992, DGKC was acquired by Nishat Group under the Reuters Code: DGKH.KA

privatization program.
Market Price:

Table: Key Events Rs32.89
1978 DGKC established under the management control of State Cement Corporation Market Cap:
of Pakistan Limited (SCCP) Rs10.0bn
1ogg  Commercial production started with 2000 tons per day (TPD) clinker based on US$118.3mn

dry process technology 1-yr Avg. Daily Volume:

1992 DGKC acquired by Nishat Group under the privatisation programme 7.8mn shares
2007 Inaugural ceremony of Khairpur cement plant was held, in the presence on Mr Rs235mn
Shaukat Aziz uUSs$2.8mn
Work on the project of Power Generation from waste heat at DGKC, capable of 1-yr High/Low:
2008 producing 10.4MW, is under way with civil work and fabrication work already Rs41.21/13.01
started

Estimated free float:

The World's largest Vertical Cement Grinding Mill at D.G. Khan Site started its 152.1mn shares (50%)

commercial operations
Source: Company accounts

2009

DGKC is a producer and seller of ordinary portland and sulphate-resistant
cement. It has a countrywide distribution network and its products are preferred
on projects of national repute both locally and internationally due to the unparallel
and consistent quality.

Key Management Personnel

Mr. Mian Raza Mansha - Chief Executive

Mr. Mansha, a graduate from the University of Pennsylvania currently serves as
the Managing Director and Chief Executive of DG Khan Cement Co. Ltd. Mr.
Mansha also serves as the Director of MCB Bank Limited, Nishat Hotels and
Properties Limited and Nishat Power. In addition, Mr. Mansha serves as the Non
Executive Director of Sui Northern Gas Pipelines Ltd and as a Director of JS
Value Fund Limited. His past experience includes serving as a Director of BSJS
Balanced Fund.

Graph: Historical PAT (Rs mn) Graph: Share holding pattern
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Source: Company accounts Source: Company accounts
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DG Khan Cement - Financial Highlights

(Rsmn) FYO8A FYO09A FY10E FY11F FY12F

Income Statement

Net sales 12,446 18,038 15,301 16,675 17,443
CGS 10,532 12,358 10,993 12,228 12,818
Gross profit 1,914 5,680 4,308 4,447 4,625
EBITDA 2,844 4,738 3,735 4,088 4,541
Other income 839 770 819 903 1,008
EBIT 1,497 3,383 2,639 3,029 3,488
Financial charges 1,750 2,606 1,436 1,179 1,368
PBT (252) 777 1,203 1,850 2,120
Tax (198) 251 301 462 530
PAT (55) 526 902 1,387 1,590

Balance Sheet

Paid up capital 2,535 3,042 3,042 3,042 3,042
Accumalated profit and reserves 27,543 17,876 23,995 25,989 28,336
Shareholder's Equity 30,079 20,918 27,038 29,031 31,379
Long term liabilities and others 9,858 5,970 4,240 2,786 1,788
Current liabilities 12,055 15,835 14,575 14,223 13,443
Total Liabilities & Equity 51,991 42,723 45,853 46,041 46,610
Total Fixed Assets 25,471 26,096 24,422 23,555 23,059
Other assets 7,319 3,339 5,243 5,243 5,243
Total current assets 19,201 13,288 16,188 17,242 18,308
Total Assets 51,991 42,723 45,853 46,041 46,610

Ratio Analysis

Valuation

Eaming per share 0.2) 17 3.0 4.6 5.2
Dividend per share - - 1.5 20 2.5
Book value per share 118.6 68.8 88.9 954 103.1
Price to earning ratio (x) NM 14.9 11.1 7.2 6.3
Dividend yield (%) 0.0% 0.0% 4.6% 6.1% 7.6%
Price to book value (x) 0.7 04 0.4 0.3 0.3
Profitability

Gross margin 15% 31% 28% 27% 27%
Operating margin 10% 20% 13% 14% 15%
EBITDA margin 23% 26% 24% 25% 26%
Pretax margin -2% 4% 8% 11% 12%
Net margin 0% 3% 6% 8% 9%
Return on assets 0% 1% 2% 3% 3%
Return on equity 0% 3% 3% 5% 5%
Momentum

Sales growth 94% 45% -15% 9% 5%
EBITDA growth 7% 67% -21% 9% 11%
Net profit growth NM NM 2% 54% 15%

Source: JS Research
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Lucky Cement: Rising Above the Rest

We maintain our ‘Buy’ stance on Lucky Cement given its ability to
accommodate the anticipated rise in local demand and its strategic edge Recommendation: BUY
over competitors in catering foreign markets. Lucky which boasted the
largest market share (30%) in exports in FY09 looks to continue its strong
presence with identification of new markets in the African continent.
Lucky’s initiatives of selling power to KESC and utilization of local coal in
the future enhance our liking for the scrip. Further, reduced debt levels

Target Price: Rs84

Table: Key numbers
FY09A FY10E FY11F FY12F

PBV (x) 08 09 08 07
along with declining interest rates are likely to drive financial cost down, PEW) 38 60 50 46
going forward. Hence, we have revised upwards our earning estimates for Div. Yield (%) 74% 30% 5.8% 6.4%
Lucky to Rsl11l.7 and 14.1 per share for FY10E and FY11F, respectively. ROA (%) 120% 105% 11.4% 11.4%
Resultantly, we expect Lucky profits to grow at a 3-year (FY010-13) CAGR of  RroE (%) 198% 151% 16.1% 15.6%

11%. Source: JS Research

Lucky offers a potential upside of 19.7% to our target prices of Rs84.
However, taking into consideration the imposed penalty of CCP, the stock
offers an upside of 8%. The scrip is presently trading at a 54% and 64%
discount to the regional FY10 PE and PBYV, respectively. The scrip is the
lowest priced amongst local peers, trading at a FY10 PE of 6.0x.

Graph: Regional PE (x) comparison Graph: Relative position to its local peers
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Valuation: At a massive discount of 54% to the region
With a 3-year (FY10-13) profit CAGR of 11% riding on mounting local demand on
the back of improving macro fundamentals along with a strong foothold in export

Graph: Relative Performance

markets, we expect the scrip to offer a decent upside potential of 19.7% to our 300 + KSE-100

target price of Rs84. However, after incorporating CCP fine of Rs1.3bn, the scrip 250 | —LUCK

offers an upside of 8%. The scrip is available at a huge discount of 54% and 64% 200 |

to the regions FY10E PE and PBV. Moreover, on EV/ton and EV/EBITDA, the

scrip is available at a discount of 98% and 58%, respectively. Domestically, the 150 1

scrip is available at a discount of 21% on FY10E PE. Historically, the scrip has 100 4

traded at a premium of 5% to local competition. 50 ; ; ‘ ‘ ‘ ‘
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Local sales to provide impetus T T L Z % T %

The outlook for local demand remains positive as public sector spending gathers s = 2 ° 8 2 5

pace towards the end of FY10 led by foreign inflows from KLB, FODP and IMF  Source:JS Research, KSE
budgetary assistance. Given Lucky’s huge capacity, we believe, it will be the chief
beneficiary of the rise in local demand. Hence, we expect Lucky to post 3 year
(FY10-13) domestic sales CAGR of 8%. We expect, export dispatches to decline
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in FY10 and FY11 by 4% and 2%, respectively, but to pickup in FY12 due to
improved global economy. We expect total dispatches to post a 3-year (FY10-13)
CAGR of 4%.

Graph: Local sales (000 tons) and Utilization Graph: Export sales (000 tons) and Utilization
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Looking beyond cement; Agrees to sell power to KESC

Lucky has recently entered into an electricity supply agreement with KESC
according to which the company would supply up to 49.5MW to KESC from its
captive power plant for the next 10 years. As per our preliminary discussion with
Lucky management, a tariff of Rs5.8 per KWh is offered to the company
compared to its average generation cost of Rs4.8 per share. Moreover, Lucky has
agreed to provide at least 30MW, with additional 19.5MW dependent upon
availability of excess electricity. Assuming the company is able to sell 35MW of
electricity to KESC every year, Lucky would be able to post an incremental EPS of
Rs0.62 on recurring basis for next 10 years. Assuming a discount rate of 18%,
this additional earnings stream would enhance Lucky’s valuation by Rs2.8 per
share.

Cheaper local coal likely to boost margins

Lucky is the lowest cost producer of cement in Pakistan with a production cost of
Rs140 per bag. Moreover, it has recently signed a Memorandum of
Understanding (MoU) with M/s Oracle Coal Fields for the supply of indigenous
coal for its cement plants, which augurs well for its gross margin. As per the
discussions with the company, local coal will provide cost saving of around 8-10%
on net yield basis while the supply of coal will start some time this calendar year.
However, we believe it may take at least 1.5-2 years before any success is
achieved. According to our analysis, a 5% reduction in coal cost improves
profitability of the company by 9%.

Declining interest rate & debt levels to reduce finance cost

Lucky has reduced its debt levels considerably from Rs4.3bn in FY09 to Rs1.5bn
in Sept 2009, consequently trimming its total debt to equity ratio to 55%. Financial
cost in FY09 came in at Rs1.2bn, up 876% from last year. Reduced debt levels
along with the fall in 6-month KIBOR are likely to reduce the financial cost burden
significantly.

According to our analysis, reduction in interest rates by 100bps results in an
improvement in FY10 earnings 5%.
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Company Background

With two factories, one situated in the Northern Area while the other in Karachi,
Lucky Cement is one the largest export houses in Pakistan. Lucky Cement
Limited has been sponsored by Yunus Brothers Group (YB Group) which is one of
the largest business groups of the Country based in Karachi. The group has
diversified its portfolio into textile and power generation sectors. Lucky Cement
currently has a capacity of 25,000 tons per day of dry process cement. The
Company offers three types of cement: ordinary portland cement, sulphate

resistant cement and slag cement.

Table: Key Events

1994
1997
1999

2003

2004
2009

2009

2009

Listing on the Karachi, Lahore and Islamabad stock exchange
Pezu plant started production with 1.2mtpa capacity

Production capacity increased to 1.5mtpa

Production capacity at Pezu increased to 4.0mtpa while a green field plant at
Karachi was established with a capacity of 2.5mtpa

Commenced exports to Middle East
Production capacity increased to 7.6mtpa

Installed an automatic silo for storage and ship loading for loose cement at the
Karachi port

Installation of a waste heat recovery system in order to combat global warming

KATS Code: LUCK
Bloomberg Code: LUCK PA
Reuters Code: LUKC.KA

Market Price:
Rs70.15

Market Cap:
Rs22.7bn
US$268.2mn

1-yr Avg. Daily Volume:
4.9mn shares

Rs316mn

US$3.7mn

1-yr High/Low:
Rs85.16/26.50

Estimated free float:
129.4mn shares (40%)

Source: Company accounts

Key management personnel

Mohammad Abid Ganatra - Director Finance

Mr Ganatra is a fellow member of Institute of Chartered Accountants of Pakistan,
Cost & Management Accountants of Pakistan and the Institute of Corporate
Secretaries of Pakistan. With Manager Consultancy experience at Delloite Touche
Tohmatsu International Pakistan prior to joing Lucky, he looks after the areas of
financial management, treasury, accounts, taxation and corporate affairs of the

company. He has been associated with the company since 1994.

Graph: Historical PAT (Rs mn)

Graph: Share holding pattern
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Lucky Cement - Financial Highlights

“(Rsmn) FYO8A FY09A FY10E FY11F FY12F

Income Statement

Net sales 16,958 26,330 25,406 27,555 30,907
CGS 12,601 16,519 16,854 18,191 20,230
Gross profit 4,357 9,811 8,552 9,365 10,677
EBITDA 3,408 7,551 6,651 7,496 7,980
Other income 1 23 24 386 406
EBIT 2,433 6,414 5,237 6,053 6,509
Financial charges 127 1,237 711 635 577
PBT 2,307 5177 4,527 5418 5,933
Tax (371) 580 740 874 951
PAT 2,678 4,597 3,786 4544 4,982

Balance Sheet

Paid up capital 3,234 3,234 3,234 3,234 3,234
Accumalated profit and reserves 15,422 20,018 21,829 25,069 28,609
Shareholder's Equity 18,655 23,252 25,063 28,303 31,843
Long term liabilities and others 7,897 6,042 3,739 3,739 3,739
Current liabilities 7,687 9,099 7,140 7,663 8,250
Total Liabilities & Equity 34,239 38,392 35,943 39,705 43,832
Total Fixed Assets 25,881 30,477 28,089 27,329 26,531
Total current assets 8,356 7,858 7,796 12,319 17,244
Total Assets 34,239 38,392 35,943 39,705 43,832

Ratio Analysis

Valuation

Eaming per share 8.3 14.2 11.7 141 15.4
Dividend per share - 4.0 2.1 4.0 4.5
B ook value per share 57.7 719 77.5 875 98.5
Price to earning ratio (x) 10.8 3.8 6.0 50 4.6
Dividend yield (%) 0.0% 7.4% 3.0% 5.8% 6.4%
Price to book value (x) 1.6 0.8 0.9 0.8 0.7
Profitability

Gross margin 26% 37% 34% 34% 35%
Operating margin 14% 24% 21% 22% 21%
EBITDA margin 20% 29% 26% 27% 26%
Pretax margin 14% 20% 18% 20% 19%
Net margin 16% 17% 15% 16% 16%
Return on assets 8% 12% 11% 11% 11%
Return on equity 14% 20% 15% 16% 16%
Momentum

Sales growth 35% 55% -4% 8% 12%
EBITDA growth -23% 122% -12% 13% 6%
Net profit growth 5% 72% -18% 20% 10%

Source: JS Research
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Cement Manufacturing Process
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