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Pakistan Fertilizer
FFBL PA: Making efforts to turn it around

Fertilizer companies in domestic listed space are generally considered as
stable due to their mature urea business segment and decent pass on ability.
However, FFBL's profitability has remained volatile in yester years due to
import parity based DAP pricing which was further dented by higher financial
charges and loss making entities. Core operation has performed relatively
well but higher leverage due to continued cash injections in loss making
entities and impairment charges has negatively impacted the bottom-line.
However, company is making strides to get rid of loss making entities via
necessary alteration in capital structure of FFL and disposing its investment
in FML.

We have a BUY stance on FFBL with SOTP of PKR25.8/sh. Our liking for the
stock emanates from i) Stable DAP margins, ii) Improved balance sheet
position, iii) Improvement in FFL's business operations, iv) sale of FML to
Fauji Foundation and v) Possible inclusion in shariah compliant stocks list.

Key risks to our investment case include i) Slowdown in DAP consumption
due to higher prices, ii) Volatility in exchange rate, iii) Increase in gas cost to
hurt DAP margins, iv) Higher than expected increase in interest rate & v)
increase in phos acid prices.

Core operations remains resilient

We expect FFBL to post EPS of PKR0.70 in CY23 with gross margins to clock
in at 14.7% attributable to lower DAP margins and higher taxation charges
amid imposition of super tax. Looking at the bigger picture, FFBL gross profit
has grown at a 5-year CAGR of ~34%, primarily driven by higher DAP prices
and margins. Assuming a margin of ~US$70/ton, it is expected that FFBL's
EPS for CY24 is likely to clock in at PKR7.10/sh. This improvement is mainly
attributable to absence of abrupt exchange losses, lower taxation charges and
strong core operations.

The industry expects DAP offtakes to reach 1.3-1.4 million tons, as DAP
demand has taken significant hit due to higher prices. As a sole DAP
manufacturer, we expect FFBL's DAP plant to operate at optimal levels.
Furthermore, the recent imposition of GST on DAP has allowed FFBL to pass
on the already imposed GST on its input materials. Consequently, after
incorporating imposed FED & GST, DAP prices have increased to PKR10,307/
bag.

On the other hand, urea offtakes for CY23 are expected to remain subdued at
6.5 million tons. Where, FFBL is likely to maintain 8% market share due to
limited supply and strong demand dynamics. Urea prices have consistently
followed an upward trajectory, leading to improved profit margins.
Incorporating the recent imposition of FED, Sona urea-G prices have surged to
PKR 3,212. However, a discrepancy in urea prices exists among industry
players due to the recent upward revision of gas prices, impacting those
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reliant SSGC system. Meanwhile, other players on the Mari system continue to EALEILELETY

receive gas at the previously prescribed rates. Currently, FFBL sources gas at cgore value 13.98
PKR510/mmbtu for feed and PKR1500/mmbtu for fuel. To note, company's axpgL 3.41
power and steam requirements are fulfilled through the FPCL plant, which PMP 9.49
employs coal for power generation. However, the supply of power from FPCL FEL 592
to FFBL has been halted due to technical issues at FPCL plant. From FPCL 4.99
May'2023, FFBL has turned to RLNG to meet its power requirement, Discounted portolio value 11.90
consequently leading to increased operational costs. SOTP >5.88

To note, any increase in gas cost or implementation of WACOG will negatively Company Accounts, Insight research

impact FFBL’s DAP margins due to its import parity based pricing mechanism.

As per our estimates, every 10% increase in cost of gas for DAP production pgstie 1.75 2.41
result in decline of PKRO.20/sh on annualized basis. FCEPL* 0.64 1.35
. . . FFL 0.97 1.39

Loss making entities: The real thorn in the flesh PREMA (incl. gain)* 0.38 0.95
PREMA (ex. gain )* 0.83 1.70

Despite improvement in core operations, FFBL profitability has remained :
. i . . . Company Accounts, Insight research

lackluster in recent years due to impairment charges relating to its food «asper1acv23

subsidiaries namely Fauji Foods Limited (FFL) and Fauji Meat Limited (FML).

The poor performance of these subsidiaries has adversely affected FFBL's

overall profitability, despite the fact that International DAP margins reached Pebt/hsset o

12,000

new historic highs in the CY21-CY22. To highlight, company has booked 10,000 90%
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impairment of ~PKR2bn and ~PKR6.88bn on FFL & FML.
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However, FFBL's profitability is expected to improve as FFL has started to 600 50%
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show signs of a turnaround and is moving towards profitability. This positive #%® o
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trajectory in FFL's performance is expected to have a favorable impact on 20%
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FFBL's overall financial performance. FFL has demonstrated a remarkable XR N NN NS I I I TN
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increase in its topline which increased by 105% YoY in 1HCY23. Gross §9993399599993959399

margins of the company clocked in at 12.5% in 1HCY23 vs 3.4% in 1HCY22.

To further enhance its cost efficiency, FFL has planned to narrow down its

sales centers to major cities. This strategic move is expected to reduce g0 Revenue (PKRmn)

Gross Margins 20%
operational costs and streamline the distribution process, ultimately g, 10%
contributing to improved profitability. In addition, company has drastically 4,000 0%
changed its capital structure in recent quarters, which will reduce its financial 3000 -10%
charges. Company’s debt to asset stands at ~17% at the end of 1QCY23, as 000 -20%
compared to 55% in 4QCY22. To highlight, FFL booked finance cost of -30%
PKR1.2bn against gross profit PKR970mn in CY22. 1’°°Z s
-50%
Whereas in case of FML, company has received an offer from Fauji foundation g % % g g g g § § § g g g g g g § g g g
to purchase 100% shareholding of FML for PKR4.3bn against net investment source iriaiicini iiitisiri RESERRIER

of PKR4.0bn as of 1QCY23. If this transaction materializes, it will have a

positive impact on FFBL as there will be no impairment charges in future. In

addition, inflow of PKR4.3bn will provide much needed liquidity to FFBL and >° Gross profit  Finance Cost
help in deleveraging its debt. 1,500
1,000
Improving cash generation to pave way for dividends co0
FFBL has not announced any dividends since CY19 amid its underperforming 0 | =i . I ||

subsidiaries and high financial charges. However, prior CY18, the company’s 5-
year average payout ratio stands at ~75%. We believe that recently
announced transaction of FML will result in cash inflow of PKR4.3bn which
will improve company’s overall cash position and would help FFBL in
deleveraging.
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Disclaimer: This report has been prepared by Insight Securities (Private) Ltd, hereinafter referred as ‘ISL’) and is provided for information purposes

only. Under no circumstances is to be used or considered as an offer to sell or solicitation of any offer to buy. While all reasonable care has been tak-
en to ensure that the information contained therein is not untrue or misleading at the time of publication, we make no representation as to its accura-
cy or completeness and it should not be relied upon as such. This report is provided solely for the information of professional advisers who are ex-
pected to make their own investment decisions without undue reliance on this report. Statements regarding future prospects may not be realized
while all such information and opinions are subject to change without notice. ISL recommends investors to independently evaluate particular invest-
ments and strategies and it encourages investors to seek the advice of a financial advisor.

Investments in capital markets are subject to market risk and ISL accepts no responsibility whatsoever for any direct or indirect consequential loss
arising from any use of this report or its contents. In particular, the report takes no account of the investment objectives, financial situation and partic-
ular need of individuals, who should seek further advice before making any investment or rely upon their own judgment and acumen before making
any investment. The views expressed in this document are those of the ISL Research Department and do not necessarily reflect those of ISL or its
directors.

ISL may, to the extent permissible by applicable law or regulation, use the above material, conclusions, research or analysis in which they are based
before the material is disseminated to their clients. ISL, as a full-service firm, has/intends to have business relationships, including investment-banking
relationships, with the companies in this report. Investors should be aware of that the ISL may have a conflict of interest that could affect the objectiv-
ity of the report. Investors should consider this report as only a single factor in making their investment decision. This report may not be reproduced,
distributed or published by any recipient for any purpose whatsoever without prior written approval by ISL. Action may be taken for unauthorized
reproduction, distribution or publication.

ISL Stock Rating System: ISL employs a 3-tier rating mechanism i.e ‘BUY’, ‘HOLD’ and ‘SELL’, which is based upon the level of expected annualized
return for a specific stock. When total annualized return (capital gain + dividends) exceeds 22%, a 'BUY’ rating is assigned. A ‘SELL’ rating is issued
whenever total annualized return is less than negative 5% and for return in between the 2 ranges, ‘HOLD’ rating is meted out. An 'Under Review’
stance is given if ISL research stance depends upon the outcome of an uncertain event having significant impact on the valuations. Different securities
firms use a variety of rating terms/systems to describe their recommendations. Similar rating terms used by other securities companies may not be
equivalent to ISL rating system.

Time horizon is usually the annual financial reporting period of the company (unless otherwise mentioned in the report). Ratings are updated daily and
can therefore change daily. They can change because of a move in the stock's price, a change in the analyst's estimate of the stock's fair value, a
change in the analyst's assessment of a company's business risk, or a combination of any of these factors. In addition, research reports contain infor-
mation carrying the analyst’s views and investors should carefully read the entire research report and not infer its contents from the rating ascribed by
the analyst. In any case, ratings or research should not be used or relied upon as investment advice. An investor’s decision to buy, sell or hold a stock
should depend on individual circumstances (such as the investors existing holdings or investment objectives) and other considerations.

Target price risk disclosures: Any inability to compete successfully in the markets may harm the business. This could be a result of many factors which
may include (but not limited to) geographic mix and introduction of improved products or service offerings by competitors. The results of operations
may be materially affected by global economic conditions generally, including conditions in financial markets. The company is exposed to market risks,
such as changes in interest rates, foreign exchange rates and input prices. From time to time, the company may enter into transactions, including
transactions in derivative instruments, to manage/offset certain of these exposures.

Valuation Methodology: To arrive at our period end target prices, ISL uses different valuation methodologies including
e Discounted cash flow (DCF)

e Relative Valuation (P/E, P/Bv, P/S etc.)

e Equity & Asset return based methodologies (EVA, Residual Income etc.)

Frequently Used Acronyms

TP Target Price DCF Discounted Cash Flows FCF Free Cash Flows

FCFE Free Cash Flows to Equity FCFF Free Cash Flows to Firm DDM Dividend Discount Model
SOTP Sum of the Parts P/E Price to Earnings ratio P/Bv Price to Book ratio

P/S Price to Sales EVA Economic Valued Added BVPS Book Value per Share
EPS Earnings per Share DPS Dividend per Share DY Dividend Yield

ROE Return on Equity ROA Return on Assets CAGR  Compounded Annual Growth Rate
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ANAL CERTIFICATION AND IMPORTANT DISCLOSURES

Analyst Certification: The research analyst(s), if any, denoted by AC on the cover of this report, who exclusively reports to the research department
head, primarily involved in the preparation, writing and publication of this report, certifies that (1) the views expressed in this report are unbiased and
independent opinions of the Research Analyst(s) which accurately reflect his/her personal views about all of the subject companies/securities and (2)
no part of his/her compensation was, is or will be directly or indirectly related to the specific recommendations or views expressed in this report.

The research analyst or any of its close relatives do not have a financial interest in the securities of the subject company aggregating more than 1% of
the value of the company and the research analyst or its close relative have neither served as a director/officer in the past 3 years nor received any
compensation from the subject company in the past 12 months. The Research analyst or its close relatives have not traded in the subject security in
the past 7 days and will not trade in next 5 days. Apart from the following transaction executed in last 07 days, one of the company's director has
sold 50,000 shares of FFBL.

Disclosure of Financial Interest: ISL or any of its officers and directors does not have a significant financial interest (above 1% of the value of the secu-
rities of the subject company) in the securities of the subject company. Under normal course of business, ISL, their respective directors, officers, repre-
sentatives, employees and/or related persons may have a long or short position in any of the securities or other financial instruments mentioned or
issues described herein at any time and may make a purchase and/or sale, or offer to make a purchase and/or sale of any such securities or other
financial instruments from time to time in the open market or otherwise. ISL or its employees may trade contrary to the recommendation given by ISL
Research through this report or any other. ISL may be providing, or have provided within the previous twelve months, significant advice or brokerage
services to the subject company. ISL may have, within the past twelve months, served as manager or co-manager of a public offering of securities for,
or currently may make a primary market in issues of, any or all, the entities mentioned in this report or received compensation for corporate advisory
services, brokerage services or underwriting services from the subject company. Close relative of one of the Research Analysts in ISL is currently un-
der employment in the middle management of HBL (a stock covered by ISL), as branch manager. Apart from this, ISL or any other of its officers and
directors have neither served as a director/officer in any company under ISL research coverage in the past 3 years nor received any compensation
from the subject company in the past 12 months.

ISL Research Dissemination Policy: ISL endeavors to make all reasonable efforts to disseminate research to all eligible clients in a timely manner
through either physical or electronic distribution such as mail, fax and/or email. Nevertheless, not all clients may receive the material at the same time.
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