Lotte Pakistan PTA (LOTPTA)

Positives Overplayed - Sell

We initiate coverage on Lotte Pakistan PTA (LOTPTA) with a ‘Sell’ stance
and a target price of Rs8 per share. The company is a sole producer of
Purified Terephthalic Acid (PTA) in the country and has a market share of
80-85% in the local PTA market. PTA is a chief raw material used in the
production of Polyester Staple Fibre (PSF), Polyester Filament Yarn (PFY)
and Polyethylene Terephthalate (PET) resin. Since its takeover by the Lotte
Group, the company’s profitability has shown a remarkable turnaround with
EPS jumping from a negative Rs1.16 in 2008 to Rs2.24 in 2009. Despite
improvement in the company’s fundamentals, we believe, the stock is over
valued at the current level of Rs9.51 (a premium of 16%) as it has already
priced in most of the positives. The scrip is currently trading at a PBV of
1.6x compared to the market’s 1.5x, a premium of 9%.

2009: Best year since inception

In 2009, the profitability turnaround came with exceptional primary margins which
benefited mainly on account of lower Paraxylene (Px) prices and higher PTA
prices amid robust demand from the downstream sector. The former is linked with
international crude oil prices, while the latter is driven by the global cotton crop
outlook. Escalating cotton prices amid global cotton shortage alongside falling
crude oil prices created favorable demand supply dynamics for the company. The
dual effect caused gross profit margin to stand at an astounding 15.6 % compared
to an average of 5.1% in the last three years and a meager 2.6% in 2008.

Are margins sustainable, going forward?

Our answer is no, on account of a rebound in international crude oil prices and
better cotton crop outlook in 2010. However, we believe the company is likely to
remain in control to accommodate financial costs and mitigate exchange losses
on the $63mn loan, while its potential to generate income through its cash
balance is likely to remain intact in 2010. Overall, we expect company’s EPS to
decline from Rs2.24 in 2009 to Rs1.81 and Rsl1.74 in 2010 and 2011,
respectively.

Key points to watch out for

We believe, apart from primary margins, the company’s fundamentals are further
dependent upon continuation of duty protection and its initiatives in new projects
(power plant in our case).

®  Duty protection critical for survival: At present, the company is subject to

7.5% duty protection (previously 15%) and may see a further downward
revision. Since the revenue stream is contingent upon the level of tariff
protection, a further cut would not bode well for the company.

New power plant to improve earnings: On a positive note, the company is
flexing its muscles to involve itself in new projects and is already in the
process of setting up a 40MW cogeneration power plant. We have not
incorporated the details of the project in our valuation as the project is in its
initial stages and the details are awaited.
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Profitability spike: A temporary phenomenon

Following Lotte Group’s interest in acquiring Pakistan PTA, the company’s Table: Key Valuation Ratios
profitability has shown a remarkable turnaround with EPS jumping from a negative 2010E  2011F 2012F
Rs1.16 in 2008 to Rs2.24 in 2009. Despite improvement in the company’s EPS (Rs) 1.81 174 1.68
fundamentals, we believe, the stock is over valued at the current level of Rs9.51 PE (X) 5.25 5.47 5.64
per share as it has already priced in most of the positives. The scrip is currently PBV (x) 163 134 115
trading at a 2010 PBV of 1.6x compared to market's 1.5x (a premium of 9%), EViton (US$) 373 160 228
hence we recommend a ‘Sell' stance on the scrip. Based on the FCFE Source: JS Research

methodology and using a required return on equity of 18.8%, our target price
arrives at Rs8 per share, indicating 16% downside to the current market price.

2009: Best year since inception

In 2009, the company’s primary margins benefited mainly on account of lower
Paraxylene (Px) prices and higher PTA prices amid demand for PTA. The former
is linked with international crude oil prices, which hit a trough of US$39 per barrel
in Jan 09. As a result, Px prices also touched a low of US$630 per ton and the full
year average came in at US$912 per ton compared to US$ 1,164 per ton last
year. At the same time, PTA demand from the downstream sector remained
robust due to spike in international cotton prices amid a cotton shortage
worldwide. The dual effect caused gross profit margin to stand at an astounding
15.6 % compared to an average of 5.1% in the last three years and a meager
2.6% in 2008.

Graph: Price trend

1,400 —— Px Prices —— PTA Prices = PTA-Px margin

1,200 -

1,000 -

o ] M
600 -

400 -

200 | /\/\_/\’/\

Jul-09

Jan-09
Feb-09
Mar-09
Apr-09
May-09
Jun-09
Aug-09
Sep-09
Oct-09
Nov-09
Dec-09

Source: JS Research

Are margins sustainable, going forward? Graph: Crude oil vs Px price
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Paraxylene prices susceptible to oil price volatility

Paraxylene is the main raw material for PTA production and is used at a
conversion ratio of 0.67. Given the product’s high sensitivity to oil prices, we
believe, a 2.5% rise in the Px prices could lead to a Rs0.3 erosion in the
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company’s earnings per share, assuming all else constant. Our oil analyst expects
average oil prices to be at US$73 per barrel compared to 2009 average of US$62
per barrel. Hence, we expect Px prices to be around US$1,100 per ton and
$1,144 per ton in 2010 and 2011 respectively.

Table: Sensitivity analysis of Px prices on EPS

2010E 2011F 2012F
Base Case
PxPrice 1,100 1,144 1,155
EPS 1.81 1.74 1.69
Px priceup 2.5%
Pxprice 1127 1,173 1,184
EPS 1.50 1.39 1.33
Px price up 5%
Px price 1,155 1,201 1,213
EPS 1.18 1.04 0.96

Source: JS Research

We believe, tight supply of Naphtha (a raw material for Px and a bi-product of
crude oil) along with a strong demand for petrochemicals in the Asia pacific region
would also keep Px prices high. However, this may be slightly offset by new Px
capacity start ups in the Middle East and China which were supposed to become
fully operational by the 4QFY09, but have been facing delays due to production
hiccups. We believe, a hike in crude oil prices, Naphtha supply constraints and
high Px demand would override the impact of new capacity startups.

Table: Paraxylene Capacity Additions

(000 tons) 2010E 2011F 2012F
China 1,820 1,100 1,050
NE Asia (excluding China) - - 600
India and Pakistan - 417 833
Middle East 1,161 - 100
SE Asia - 40 150
Others 305 347 258
Total 3,286 1,904 2,991

Source: PCI, Deutsche Bank & JS Research

Fall in cotton prices to slowdown PTA demand
In the wake of a robust PTA demand from the downstream sector (i.e. polyester
and PET manufacturers), the company operated above 100% capacity in 2009

Graph: Local cotton prices (Rs)
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As per the global cotton outlook, cotton production is likely to go up by 10% in
FY11, which will help cotton prices to come down from the current peak level of
Rs5,700. Alongside, we anticipate PSF sales to decline and consequently PTA
demand to slowdown as well. We estimate PTA prices to come in at US$992 per
ton and US$1,020 per ton in 2010 and 2011 respectively compared to last year's
average of $954 per ton (after accounting for duty protection).

Key turnarounds since LOTTE’s takeover

Reduced financial costs: Apart from exceptional PTA-Px margins, one
significant development with regards to the company’s profitability is reduction
in its finance costs which fell by a massive 70% owing to decline in short term
and long term borrowings. Improved operating cash flows in 2009 helped the
company to eliminate its reliance on short term borrowings to meet working
capital requirements. In addition, retirement of US$11.2mn at the end of 2008
reduced financial charges related to long term borrowings. We believe finance
costs would stay close to the current levels in 2010-2012, and would reduce
considerably thereon due to retirement of US$63mn loan from an associate
company.

Exchange losses to remain in check: Rupee depreciation remains a source
of concern for the company as higher than anticipated change in rupee dollar
parity could lead to substantial exchange losses on its dollar denominated
loan of US$63mn. In 2008, the company booked exchange losses of around
Rs1.37bn which had an EPS impact of Rs0.91. With exchange losses
declining by Rs928mn (67%) in 2009, we expect it remain in check on the
back of a relatively stably rupee-dollar outlook.

Other income to stay intact: The company recorded other income
amounting to Rs261mn in 2009 versus Rs154mn in 2008. This was primarily
on the back of receipt of Rs178mn on insurance claim pertaining to a fire
incident at a supplier's plant and Rs261mn interest earned on excess cash
deposits, which stood above Rs3bn compared to Rs16.4mn in the same
period last year. While the company has fully received the insurance claim
amount, it is expected to to accrue higher interest income amid rising cash
balance.
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Key points to watch out for

Duty protection critical for survival

It is important to note that the LOTPTA's profitability is highly contingent upon the
PTA tariff structure. At its inception in 1998, the Government of Pakistan agreed
to grant a 15% duty protection to the company. The ten year protection ended on
June 30, 2008 and subsequently in the Federal Budget 2008-2009, the
government slashed the tariff rate to 7.5%. Any further rate cut poses a big threat
to the company’s future revenue stream as local downstream manufacturers can
then buy PTA from the international market where prices are favorable. Given the
high sensitivity of profitability to the level of duty protection, we have resorted to
sensitivity analysis to determine the impact of slash in rates on the company’s
gross profit margins and EPS.

Table: Duty sensitivity analysis

2010E

Duty 7.5% 6.5% 5.5% 4.5% 0.0%
Gross Profit Margin 12% 11% 11% 10% 5%
EPS 1.65 1.55 1.37 1.19 0.39
2011F

Duty 7.50% 6.50% 5.50% 4.50% 0.00%
Gross Profit Margin 11% 10% 9% 8% 4%
EPS 1.62 1.46 1.27 1.08 0.23
2012F

Duty 7.50% 6.50% 5.50% 4.50% 0.00%
Gross Profit Margin 11% 10% 9% 8% 4%
EPS 1.58 1.39 1.20 1.00 0.12

Source: JS Research

Power plant to improve earnings

In order to ensure uninterrupted supply of power, the company is setting up a
40MW cogeneration power plant for which it has already signed a Gas Supply
Agreement (GSA) with Sui Southern Gas Company Ltd. We have not
incorporated the impact of this US$40mn Capex in our valuation as the project in
its initial stages and the details are awaited. However, we have conducted a
scenario analysis at different levels of debt financing to determine the incremental
finance costs and valuation impact. Although, the company expects the payback
period to be around 3 years, we have assumed it to be 4 years in order to be
more conservative. Based on these estimates, we have calculated the cumulative
impact of higher finance costs and lower fuel costs on the company’s earnings
and valuation. The plant is expected to commission operations by end 2011.

Table: Project financing Assumptions

Debt Contribution 100% 80% 60% 40% 20% 0% Project Cost ($ mn) 40

Valuation Impact (Rs) 1.40 1.20 1.10 0.90 0.80 0.60 Exchnage Rate 85

EPS impact 2012 0.03 0.07 0.12 0.16 0.20 0.24 Project Cost (Rs mn) 3,400

EPSimpact 2013 0.07 0.11 0.14 0.18 0.21 0.24 Cost of debt 13%

Source: JS Research Cost of equity 18.8%
Project life (years) 20

Additionally, the company is installing a Catalyst Recovery Unit (CRU) at a cost of Source: JS Research & Company

US$5mn for the purpose of enhancing production efficiency, which is also
expected to be positive for the company’s profitability.
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New PTA plant setups by regional competitors

At present, the PTA supply demand balance is just sufficient in the Asia Pacific
region. However, China and India being PTA deficit countries are adding
capacities in order to cater the local demand. Commissioning of these capacities
is expected to bring down PTA prices regionally which would pose the risk of
dumping of PTA in Pakistan. Hence, from the company’s standpoint, persistence
of duty protection is critical for survival while the local PSF manufacturers are
pressuring government for a further cut in tariff protection.

Table: PTA Capacity Addtions

(000 tons) 2010E 2011F 2012F
China 1,800 213 2,050
NE Asia (excluding China) - - -

India and Pakistan 325 - 1,000
Middle East - - 400
Others 225 2,463 657
Total 2,350 2,676 4,107

Source: PCI, Deutsche Bank & JS Research
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Valuation
We used FCFE methodology for valuing the company and based on a required
return on equity of 18.8% and a terminal growth rate of 2%, our target price A Ny
arrives at Rs8, indicating 16% downside to the current market price. Hence, we .ssump —
. , . . Risk free rate 11%
recommend a ‘Sell’ on the scrip. On a PBV basis, the company appears to be Beta 12
trading at a 2010E PBV of 1.6x versus market's 2010E PBV of 1.5x, a premium of Me et Prem 6 5'0/
9% which further reiterates our sell stance. On EV/ton basis, the company trades T;rm?nalrgrgur; '20/0
. . 0 . . . ()
at a US$373 in 2010, a premium of 10% to the historical average seconding our Cost of Equity 18.8%

view. Since the company had been incurring losses previously, PE was not
amongst our preferred valuation indicators.

Table: FCFE projections

(Rs mn) 2010E 2011F 2012F 2013F 2014F
Net Income 2,742 2,630 2,551 2,443 2,332
Depreciation 1,235 1,251 1,269 1,287 1,311
Working Capital (2,489) 137 (103) 145 (57)
Capex (330) (350) (370) (400) (500)
Net Borrwoings (125) (125) (5,981) (25) -
Free Cashflow to equity 1,033 3,543 (2,635) 3,450 3,086
Discounted Cashflow 869 2510 (1,572) 1,732 1,304
Valuation

PV of cash flows 4,844

Terminal value 7,917

Total present value 12,761

No of shares (mn) 1,514

Target price (Rs) 8.0

Source: JS Research

Table: Key Valuation Ratios

2008A 2009A 2010E 2011F 2012F
Eamings per share (Rs) (1.16) 2.24 1.81 1.74 1.68
Price to earnings (x) NM 148 5.25 5.47 5.64
Price to book value (x) 1.64 0.75 1.63 1.34 1.15
EViton (US$) 360 166 373 160 228

Source: JS Research

Source: JS Research & Bloomberg
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About the company

Lotte PPTA is a member company of a South Korean conglomerate LOTTE
Group. The company started commercial production in 1998 under the
membership of ICI group. In 2000, it de-merged from ICI and operated under the
name of Pakistan PTA. Subsequent to Akzo Nobel's acquisition of ICI in 2008,
PPTA became Akzo's group company. In September 2009, KP Chemical (a
subsidiary of a South Korean conglomerate, LOTTE) completed acquisition of
75% holding in the company for $490mn at a purchase price Rs0.86 per share,
making it a single largest foreign direct investment in the petrochemical industry of
Pakistan.

Lotte PPTA is a sole producer of Purified Terephthalic Acid (PTA), an essential
raw material for Polyester Staple Fiber (PSF), Polyester Filament Yarn (PFY), and
Polyethylene Terephthalate (PET) resin. The company previously operated above
400,000 capacity, however a minor de-bottlening project in 2005 ramped up its
name plate capacity to 500,000 tons. Later, the company installed a
Supplementary Process Air Compressor for US$2mn which enhanced its hourly
production from 50 tons to 60 tons.

Lotte Group

Lotte Group commenced operation in 1948 and established a food business in
1967 in Korea with the name of Lotte Confectionary Co. Ltd. Initially, the company
was engaged in the manufacturing and distribution of confectionaries, but
overtime it expanded its reach into different industries such as restaurants, hotels,
tourism, construction, electronic products, chemicals, professional baseball,
finance and service. The company is headquartered in Seoul, South Korea and
has consumer base in over 70 countries. The Group aspires to become one of
the top 10 companies in Asia by 2018 and as such is in the process of developing
a global network of integrated subsidiaries. Recently, the group expressed a keen
interest to invest in food, construction, insurance, trade and other industries of
Pakistan.

KP Chemical

KP Chemical is one of the Korea’'s leading petrochemical company involved in
the production of PTA, PET, Px, Purified Isophthalic Acid (PIA) and Meta-xylene
(MEX) with annual production of 955,000 tons, 446,000 tons, 740,000 tons,
200,000 tons and 160,000 tons respectively. The company is a market leader in
PIA and PET, while it holds commendable market shares in Px and PTA in Korea.
Like Lotte, KP Chemical also has a strong presence in the international markets
such as China, Russia and Europe where it exports majority of its products. On
September 17, 2009, the company acquired 75% holding of PPTA and on
December 28, 2009, it merged with Honam Petrochemicals, another leading
petrochemical company of Korea.
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Appendix I: Income statement & Balance sheet

(Rs mn) 2008A 2009A 2010E 2011F 2012F

Income Statement

Net Sales 32,936 37,774 38,542 40,770 42,287
COGS 32,068 31,898 33,611 36,034 37,587
Gross Profit 868 5,875 4,931 4,736 4,700
EBITDA 543 6,245 5,359 5,229 5,139
EBIT (651) 5,026 4,124 3,978 3,871
Financial charges 1,027 308 316 325 328
PBT (1,679) 4,718 3,809 3,653 3,543
PAT (1,760) 3,397 2,742 2,630 2,551

Balance Sheet

Paid up capital 15,142 15,142 15,142 15,142 15,142
Accumulated Loss (11,075) (8,435) (6,450) (4,577) (2,783)
Shareholder's Equity 4,067 6,707 8,692 10,565 12,359
Current Liabilities 5,667 7,048 6,373 12,770 7,221
Long term liabilities 5,397 5,583 5,670 25 -

Total Liabilities and Equity 15,223 19,430 20,827 23,451 19,671
Total Fixed Assets 9,953 9,014 8,068 7,167 6,268
Total Current Assets 5,149 10,243 12,573 16,085 13,186
Total Assets 15,223 19,430 20,827 23,451 19,671

Source: JS Research & Company accounts

March 2010

%JS Global



Lotte Pakistan PTA Limited Page 11

Appendix Il: Ratio Analysis

2008A 2009A 2010E 2011F 2012F
Valuation
Eamings per share (Rs) (1.16) 2.24 181 1.74 1.68
Divident per share (Rs) - 0.50 0.50 0.50 0.50
Price to earnings (x) NM 1.48 5.25 5.47 5.64
B ook value per share (Rs) 2.69 4.43 5.74 6.98 8.16
Price to book value (x) 1.64 0.75 1.63 1.34 1.15
EViton (US$) 360 166 373 160 228
Divident Yield - 0.15 0.05 0.05 0.05
Profitbility
Gross Margin 3% 16% 13% 12% 11%
Operating Margin -2% 13% 11% 10% 9%
EBITDA margin 2% 17% 14% 13% 12%
Pretax margin -5% 12% 10% 9% 8%
Net margin -5% 9% 7% 6% 6%
Return on assets -12% 17% 13% 11% 13%
Return on equity -43% 51% 32% 25% 21%
Momentum
Sales growth 16% 15% 2% 6% 4%
EBITDA growth -17% 1051% -14% -2% -2%
Net profit growth NM NM -19% -4% -3%

Source: JS Research & Company accounts

Appendix lll: PTA Production process

—{ rerien|
Crude O — Nahtha —> Px > PTA [+ PSF |

>  PFY

Source: JS Research

March 2010

%JS Global



Research Team

Muzzammil Aslam
Farhan Rizvi, CFA
Umer Bin Ayaz
Syed Atif Zafar
Mustufa Bilwani
Bilal Qamar

Sana Hanif
Raheel Ashraf
Adeel Jafri

Rabia Mansoor
Angela Yousuf

Muhammad Furgan

Equity Sales
Junaid Igbal

Atif Malik

Raza Abbas

Faiza Naz
Muzammil Mussani
Sameer Danawala
Asim Al

Samar Igbal

Irfan Igbal

Ahmed Abdul Rauf
Abdul Aziz

Irfan Ali

Main Office

Economy & Politics
Banks, Strategy & Insurance (
E&P, Refinery & Power
OMCs, Cement, Autos & Chemicals (
Banks, Telecom & Paper&Board
Fertilizer & Textile

Chemicals (
Technical Analyst (
Database Manager (
Research Trainee
Research Trainee (

Librarian (

(
(
(

(
(
(
(
(
(
(
(
(

KSE Office

(92-21) 111574111 (ext. 3035)

92-21) 111574111 (ext. 3096)

(92-21) 111574111 (ext. 3103)

92-21) 111574111 (ext. 3118)

(92-21) 111574111 (ext. 3100)
(92-21) 111574111 (ext. 3099)

92-21) 111574111 (ext. 3102)
92-21) 111574111 (ext. 3098)
92-21) 111574111 (ext. 3098)

(92-21) 111574111 (ext. 3119)

92-21) 111574111 (ext. 3097)
92-21) 111574111 (ext. 3105)

92-21) 32799511
92-21) 32799513
92-21) 32799563
92-21) 32799505
92-21) 32799508
92-21) 32799569
92-21) 32799509
92-21) 32800152
92-21) 32799502
92-21) 32799518
92-21) 32799507
92-21) 32462567

Lahore Office

muzzammil.aslam@js.com
farhan.rizvi@js.com
umer.ayaz@js.com

atif. zafar@js.com
mustufa.bilwani@js.com
bilal.qamar@js.com
sana.hanif@js.com
raheel.ashraf@js.com
adeel jafri@js.com
rabia.tarig@js.com
angela.memon@js.com

muhammad.furgan@js.com

junaid.igbal@js.com

atif. malik@js.com
raza.abbas@js.com
faiza.naz@js.com
muzammil.mussani@js.com
sameer.danawala@js.com
asim.ali@)js.com
samar.igbal@js.com
irfan.igbal@js.com
ahmed.rauf@js.com
abdul.aziz@js.com

irfan.ali@js.com

Islamabad Office

2nd Floor, Room No. 75,
Karachi Stock Exchange Building,

6th Floor, Faysal House, 307 - Upper Mall,
Lahore — 54000
Pakistan

Tele: 92-42-111-574-111

Fax: 92-42- 5789109

ZJS Global
ANALYST CERTIFICATION

I, Sana Hanif, the author of this report, hereby certify that all of the views expressed in this research report accurately reflect my
personal views about any and all of the subject issuer(s) or securities. | also certify that no part of my compensation was, is, or will
be directly or indirectly related to the specific recommendation(s) or view(s) in this report.

Chaudhary Plaza, 65 West,
Main Shahrah-e-Faisal Fazal-e-Haq Road, Blue Area
Islamabad, Pakistan.

Tele: 92-51-111-574-111

Fax: 92-51-2806328

Karachi. Pakistan
Tele: 92-21-111-574-111
Fax: 92-21-32800163-66

Website: www.js.com

Stock Exchange Road, Karachi.
Tele: 92-21-32425692 (2427458)
Fax: 92-21-32418106

JS Global Capital Limited

DISCLAIMER

This report has been prepared for information purposes by the Research Department of JS Global Capital Limited. The information
and data on which this report is based are obtained from sources which we believe to be reliable but we do not guarantee that it is
accurate or complete. In particular, the report takes no account of the investment objectives, financial situation and particular needs
of investors who should seek further professional advice or rely upon their own judgment and acumen before making any
investment. This report should also not be considered as a reflection on the concerned company’s management and its
performances or ability, or appreciation or criticism, as to the affairs or operations of such company or institution. JS Global does
and seeks to do business with companies covered in its research reports. As a result, investors should be aware that the firm may
have a conflict of interest that could affect the objectivity of this report. Warning: This report may not be reproduced, distributed or
published by any person for any purpose whatsoever. Action will be taken for unauthorized reproduction, distribution or publication.



