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Pakistan Fertilizers: New Government = New Rules
We downgrade our Fertilizer universe to Underweight as we caution
against potential sectoral headwinds including i) additional available
inventory via either local production and/or imports, ii) gas price
hike with the PM having reportedly approved a broad based gas
tariff increase and iii) potential inability to pass on cost increase
(with the key word being potential). With regards to the latter, we
believe any price increase may likely to be restricted by GoP action
as evidenced by recent ECC discussions regarding windfall profits.
At the same time, the decision to resume production on three closed
urea plants (FatimaFert, Agritech and Pak Arab) on RLNG may not
be viable in the context of annual costs (PkR8.4bn subsidy may
not be economically feasible). If gas prescribed price hike is
transposed on end consumer prices (as reported in news reports),
our Fert Universe profitability for CY19 reduces by an average 14%,
while adjusted TPs come at EFERT (PkR75.9/sh from current
PkR87.7/sh), FFC (PkR86.8/sh; Current: PkR104.1/sh), FFBL
(PkR40.1/sh; Current: PkR48.2/sh) and FATIMA (PkR38.7/sh; Current:
PkR45.1/sh).
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The Economic Coordination Committee (ECC) of the Cabinet has directed
K Electric to first settle liabilities of CPPA-G and SSGC and share sale
purchase agreement with Privatisation Commission for review prior to
bringing it before the CCoP.
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The overall cement sales fell by two per cent to 7m tonnes in the first
two months of 2018-19. Exports jumped by 21.5% to 1.076m tonnes,
while local sales dropped by 5.31% to 5.930m tonnes during the period.
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Pakistan and the United States have decided to give reset in ties another
shot after the positive initial engagement on Wednesday resulted in an
understanding between the Trump administration and the new Pakistani
government on delivering on each others expectations.
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We downgrade our Fertilizer universe to Underweight as we caution
against potential sectoral headwinds including i) additional available
inventory via either local production and/or imports, ii) gas price
hike with the PM having reportedly approved a broad based gas tariff
increase and iii) potential inability to pass on cost increase (with the
key word being potential). With regards to the latter, we believe any
price increase may likely to be restricted by GoP action as evidenced
by recent ECC discussions regarding windfall profits. At the same
time, the decision to resume production on three closed urea plants
(FatimaFert, Agritech and Pak Arab) on RLNG may not be viable in
the context of annual costs (PkR8.4bn subsidy may not be
economically feasible). If gas prescribed price hike is transposed on
end consumer prices (as reported in news reports), our Fert Universe
profitability for CY19 reduces by an average 14%, while adjusted TPs
come at EFERT (PkR75.9/sh from current PkR87.7/sh), FFC
(PkR86.8/sh; Current: PkR104.1/sh), FFBL (PkR40.1/sh; Current:
PkR48.2/sh) and FATIMA (PkR38.7/sh; Current: PkR45.1/sh).
ECC decides in favor of restarting closed plants  Best possible
decision or not? In order to address urea shortfall (urea inventory stands
at a mere 86k tons), GoP has decided to resolve the issue through
restarting of closed urea plants. The decision in this regard was taken in
the latest ECC meeting with an outcome that RLNG would be supplied
to the three closed urea plants (Fatimafert, Agritech and Pakarab) for a
period of four months (Sep-Dec18) at a subsidized rate of 50%. Having
cumulative capacity of 81k tons (monthly), resumption of these units would
result in an incremental production of ~324k tons, assuming 100% utilization.
This would result in an inventory surplus of ~100k tons by the end of CY18
against the current scenario which implies a potential deficit of 225k tons
in the rest of CY18 (supply/demand of 2.25/2.47mn tons).

Estimated inventory situation
by end of Dec18
Monthly Capacity (k tons)

K tons

Pak arab

7.7

Agritech

36.1

FatimaFert

37.1

Total (A)

80.9

Existing production (B)

450

Estimated Demand/Supply (Aug-Dec'18)
Total new prodcution (A*4)

324

Total existing prodcution (B*5)

2,250

Total production

2,574

Estimated demand

2,475

Additional inventory

99

Existing inventory

86

Total inventory (Dec end)

185

Source: NFDC, AKD Research
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Restricted pricing power: The ECC in its latest meeting also showed
serious concerns regarding urea export in the last season and windfall

Urea prices: Domestic vs. Int'l

Jan'17

Based on capacity additions / restarts, we do not expect any material
impact of this decision on local manufacturers as it will only bridge the
current supply-demand gap in the industry. However, we remain skeptical
of the ECC decision, as the required subsidy of ~PkR8.4bn do not make
for an economically feasible case for these plants to restart production.
Our calculation suggests contribution margin of PkR114/bag (see tableI) that would be insufficient to cover associated distribution and administrative
cost of these manufacturers. Against this backdrop, we believe urea import
would be a better alternative for the government, where a subsidy of
~PkR4.4/bn is required (to compensate for pricing differential between
local and intl prices) as compared to a subsidy of ~PkR8.4bn in the former
case.
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gains reaped by fertilizer manufacturers through recent price hike. In this
regard, the committee recommended adjustment of the said windfall gains
against the outstanding subsidy claims, which we consider a major negative
for the sector. While remaining skeptical on recovery of windfall profits by
manufacturers (export made with the consent of previous government),
we view this as a pressure tactic by the incumbent government to restrict
pricing power of local manufacturers or to reverse recent price hikes.
Possible gas price hike could dampen profitability: PM has reportedly
approved gas price hike in line with OGRAs Jun18 recommendation (refer
to SNGP & SSGC FY19 ERRs), which comes as a serious blow to the
sector at a time when manufacturers hold limited pricing power. To recall,
OGRA recommended an increase of ~29%/30% on Feed and Fuel gas
from PkR123/600 per mmbtu to PkR159/780 per mmbtu in Jun18. Assuming
zero pass through, fertilizer plants without concessionary gas pricing such
as FFC and FFBL will be most impacted, with respective CY19 earnings
impact of ~19.1% and 22.2%. However, EFERT (partial concessionary
feed) and FATIMA (concessionary feed) are expected to have relatively
lower CY19 earnings impacts of ~8.7% and 6.1% respectively. With this
gas price hike, urea manufacturers need to increase their product price
by at least PkR70-80/bag in order to maintain current margin profiles.

Possible Gas Price Hike (PkR/mmbtu)
Current Proposed

% increase

Feed Gas

123

156

26.8%

Fuel Gas

600

780

30.0%

Source: SNGP & SSGC ERR

Impact Of Gas Price Hike
EPS impact % of CY19 earnings TP Revision

FFC

1.86

19.1%

FFBL

0.62

22.2%

-16.5%
-16.8%

EFERT

0.85

8.7%

-13.5%

FATIMA

0.34

6.1%

-14.2%

Source: Company Report & AKD Research

Outlook & Investment Perspective: Fertilizer sector has gained 17%CYTD,
outperforming the KSE-100 index by +14% during FY18. Going forward,
we recommend a cautious stance on the sector, where risk of gas price
hike looms large at a time when manufacturers appear to possess restricted
pricing power.
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Disclosure Section
Neither the information nor any opinion expressed herein constitutes an offer or a solicitation of an offer to transact in any
securities or other financial instrument and is for the personal information of the recipient containing general information only.
AKD Securities Limited (hereinafter referred as AKDS) is not soliciting any action based upon it. This report is not intended to
provide personal investment advice nor does it provide individually tailored investment advice. This report does not take into
account the specific investment objectives, financial situation/financial circumstances and the particular needs of any specific
person. Investors should seek financial advice regarding the appropriateness of investing in financial instruments and implementing
investment strategies discussed or recommended in this report and should understand that statements regarding future prospects
may not be realized. AKDS recommends that investors independently evaluate particular investments and strategies and it
encourages investors to seek the advice of a financial advisor.
The appropriateness of a particular investment or strategy will depend on an investor's individual circumstances and objectives.
The securities or strategies discussed in this report may not be suitable for all investors, and certain investors may not be eligible
to purchase or participate in some or all of them.
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Reports prepared by AKDS research personnel are based on public information. AKDS makes every effort to use reliable,
report have not been reviewed by and may not reflect information known to professionals in other business areas of AKDS
including investment banking personnel. AKDS has established information barriers between certain business groups maintaining
complete independence of this research report.
This report has been prepared independently of any issuer of securities mentioned herein and not in connection with any
proposed offering of securities or as agent of any issuer of any securities. Neither AKDS, nor any of its affiliates or their research
analysts have any authority whatsoever to make any representation or warranty on behalf of the issuer(s). AKDS Research
Policy prohibits research personnel from disclosing a recommendation, investment rating, or investment thesis for review by
an issuer prior to the publication of a research report containing such rating, recommendation or investment thesis.
We have taken all reasonable care to ensure that the information contained herein is accurate, up to date, and complies with
all prevailing Pakistani legislations. However, no liability can be accepted for any errors or omissions, or for any loss resulting
from the use of the information provided as any data and research material provided ahead of an investment decision are for
information purposes only. We shall not be liable for any errors in the provision of this information, or for any actions taken in
reliance thereon. We reserve the right to amend, alter, or withdraw any of the information contained in these pages at any time
and without notice. No liability is accepted for such changes.
Stock Ratings
Different securities firms use a variety of rating terms as well as different rating systems to describe their recommendations. A
rating system which uses similar terms such as Buy, Accumulate, Neutral, Reduce and Sell is not equivalent to our rating system.
Investors should carefully read the definitions of all ratings used in each research report. In addition, research reports contain
information carrying the analyst's view 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. Please see our table below for ratings definitions which are based
on price returns.

Rating Definitions
Buy

> 20% upside potential

Accumulate

> 5% to < 20% upside potential

Neutral

< 5% to > -5% potential

Reduce

< -5% to > -20% downside potential

Sell

< -20% downside potential
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Analyst Certification of Independence
The analysts hereby certify that their views about the companies and their securities discussed in this report are accurately
expressed and that they have not received and will not receive direct or indirect compensation in exchange for expressing
specific recommendations or views in this report.
The research analysts, strategists or research associates principally having received compensation responsible for the preparation
of this AKDS research report based upon various factors including quality of research, investor client feedback, stock picking,
competitive factors and firm revenues.
Disclosure of Interest Area
AKDS and the authoring analyst do not have any interest in any companies recommended in this research report irrespective
of the fact that AKD Securities Limited may have, within the last three years, 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 of the entities mentioned in this report
or may be providing, or have provided within the previous 12 months, significant advice or investment services in relation to
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the investment concerned or a related investment.
Regional Disclosures (Outside Pakistan)
The information provided in this report and the report itself is not intended for distribution to, or use by, any person or entity in
any jurisdiction or country where such distribution or use would be contrary to law or regulation or which would subject AKDS
or its affiliates to any registration or licensing requirements within such jurisdiction or country.
Furthermore, all copyrights, patents, intellectual and other property in the information contained in this report are held by AKDS.
No rights of any kind are licensed or assigned or shall otherwise pass to persons accessing this information. You may print
copies of the report or information contained within herein for your own private non-commercial use only, provided that you do
not change any copyright, trade mark or other proprietary notices. All other copying, reproducing, transmitting, distributing or
displaying of material in this report (by any means and in whole or in part) is prohibited.
For the United States
Compliance Notice.
This research report prepared by AKD Securities Limited is distributed in the United States to Major US Institutional Investors
(as defined in Rule 15a-6 under the Securities Exchange Act of 1934, as amended) only by Decker & Co, LLC, a broker-dealer
registered in the US (registered under Section 15 of Securities Exchange Act of 1934, as amended). All responsibility for the
distribution of this report by Decker & Co, LLC in the US shall be borne by Decker & Co, LLC. All resulting transactions by a
US person or entity should be effected through a registered broker-dealer in the US. This report is not directed at you if AKD
Securities Limited or Decker & Co, LLC is prohibited or restricted by any legislation or regulation in any jurisdiction from making
it available to you. You should satisfy yourself before reading it that Decker & Co, LLC and AKD Securities Limited are permitted
to provide research material concerning investment to you under relevant applicable legislations and regulations.
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