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WHAT THE TRADE STATISTICS TELL US AND THE
OUTLOOK AND IMPACT ON THE NAIRA IN Q3

Rising Trade Surplus

s WeWE

Nigeria recorded a contraction in foreign trade
in the second quarter of 2018 as the value of
total merchandise trade contracted by 8.89% to
N6.57trn from N7.2trn recorded in the preced-
ing quarter. This is according to recently re-
leased trade statistics by the National Bureau of

Statistics (NBS). This also marks the first con-

traction in foreign trade in the last 10 quarters —
since Q1’16. The report reveals a significant
rise in the trade surplus to N2.35trn from
N2.17trn in Q1’18 in spite of a decline in both
exports and imports. However, imports fell at a

faster pace than exports.

Oil dependence Persists

Exports, accounting for 67.9%
of the total trade, declined by
4.9% to N4.46trn in Q1’18 but
grew by 43.8% quarter on
quarter. Crude oil exports rose
4.2% to N3.73trn and continue
to dominate exports at 83.5%
of total exports in Q2’18
higher than 76% in Q1’18.
This underlines the vulnerabil-
ity of Nigeria’s foreign trade to

oil market volatility and pro-
duction shut-ins in the Niger-
Delta region. Agricultural ex-
ports rose 17.3% to N85.9bn
in Q2’18, which is also 127.3%
higher than the value recorded
in Q2’17. This is all the more
significant given the farmer/
herdsmen crisis in the middle-
belt region and the security

concerns that are still rife in

the northeast. The most sig-
nificant decline in exports
came in the manufacturing sec-
tor with an 83.9% contraction
in Q2’18 to N69.86bn from
N434.37bn. However, this was
higher by 0.9% when com-
pared to Q2’17 figures of

NG69.26bn



Imports shrank to N2.1trn in Q2’18, 16.3% :

lower than in Q1’18 and also 19.9% lower

than in Q2’17. This was driven by an 8.3%

decline in the value of raw materials imports /_-
to N261.1bn — a 14.2% drop compared to “D\f
Q2’17. This dampened increases in energy
goods imports which rose to N98.17mn,
which was N202.6% higher than in Q1’18
and 288.5% higher than in Q2’2017. The

major markets for our exports remain un-

changed from the previous quarter: India _

] ~ O
(16.19%), Nethetlands (10.25%), Spain (9.55%), South Aftica (8.06%), and United States (6.87%)

Outlook and Impact

Oil revenues account for almost 70% of Federal Government revenue and we expect Q3’18 oil
revenues to be negatively impacted by supply outages which restricted trade in Nigerian crude in
July/August. This is negative for fiscal spending and is likely to result in additional borrowing. The
trade surplus will shrink slightly as a result and it will negatively impact the current account bal-
ance and Nigeria’s terms of trade. Lower foreign exchange earnings will result in slower external
reserves accretion and provide the Central Bank of Nigeria with less ammunition to defend the

currency.

We expect the naira to come under increased pressure as the 2019 general elections approach and
import demand rises. Election-related uncertainty will negatively impact foreign portfolio invest-
ment. This is in addition to pressure from a broader sell-off of emerging market currencies as the
United States Federal Reserve tightens further. However, we expect oil prices to stay in the $70-
80pb range for the rest of the quarter and oil production to rise back up to 1.8mbpd. This will im-

prove Nigeria’s external position and should provide some stability to the Naira.



Q2 GDP GROWTH SLUMPS TO 1.5%; FULL
YEAR GROWTH OF 2.1% UNLIKELY

The sharp slowdown in Nigeria’s Q2 GDP growth to 1.5% was unsurprising. This is because dur-

ing the quarter under review, key events occurred that affected output levels. The first is the

herdsmen/pastoral conflict that displaced farmers and affected the agtic sector’s growth and out-

put levels significantly. For the first time in over three years, the sector grew at a paltry rate of

1.3%, a slowdown from the previous quarter’s growth of 3%. Another major event that affected
aggregate output was the force majeure, which limited oil production. As a result, Nigeria’s oil

output levels dropped 1.6% to an average of 1.84mbpd in Q2. Other limiting factors to the level

of economic output were logistics costs and poor storage.

Sector Breakdown

The fastest growing sectors in Q2 were trans-
port & storage (21.76%), ICT (11.81%) and
telecoms (11.54%). These sectors contributed

less than 10% to GDP output.

The slowing sectors were finance & insurance
(1.28%), agric (1.19%) and manufacturing
(0.68%). These three contributed an average
of 11% to GDP. The slowing sectors are also
predominantly interest rate sensitive and re-
main constrained by high borrowing costs at

an average of 21% pa.

'NBS Q2 GDP report
’NBS Q2 GDP report
’NBS Q2 GDP report
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Implications

Most analysts had earlier projected an annual recession, which would indicate that the recov-
GDP growth rate of at least 2% this year. The ery was short lived. This is also known as a dou-
IMF projected a growth rate of 2.1%, while the ble dip recession.

Federal Government of Nigeria projected a = | _
This will heighten the pressure on the CBN to

highly optimistic growth of 3.5%. However, .
adopt an accommodative stance to support

achieving anything remotely close to these num- _ . ,
growth at its next meeting September. Since July

bers may be a tall order due to the weak growth o
2016, the CBN has maintained the status quo on

numbers reported in Q2. Cumulatively, Nigeria’s _

key monetary policy parameters (monetary pol-
GDP growth is 1.73% and with the mounting S )

icy rate- MPR: 14% pa; liquidity ratio: 30%; cash
uncertainty associated with the forthcoming ) ) )

reserve ratio: 22.5%, asymmetric corridor of

elections, growth may be subdued at 1.7%-1.8%. o _
2%/-5% around the MPR), citing price and ex-

The weak growth data has also raised concerns change rate stability as its primary objectives.

of the possibility of Nigeria slipping back into

Conclusion

So far in the third quarter, the level of economic activity has remained largely unchanged. How-
ever, there has been a pickup in the level of oil production due to the resumption of activities on
key pipelines such as the Trans forcados and Nembe Creek. Also the number of active oil rigs has
increased to 16 (July) from 13 in June, an indication of more activity. The harvest season for most
commodities is in the third quarter. This should have a positive impact on agric output and offset
the loss from the herdsmen conflict. Hence we are projecting a marginal improvement in the

growth numbers for the third quarter.

*NBS Q2 GDP report
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REVERSAL OF INTERNATIONAL PORTFOLIO
FLOWS IN Q2, ANY CORRELATION WITH
GDP GROWTH?

Capital importation into Nigeria declined by 12.53% to $5.51bn in the second quarter of 2018.
Whilst this comes as no surprise to many analysts, it raises the question as to whether there is any

correlation to the weak growth also recorded in the same period.

First, we need to understand the different components that make up total capital import: foreign
direct investments (FDIs), foreign portfolio investment (FPIs) and other investment. The last two

components recorded declines in Q2, while FDI increased by 5.79%.

Hot money outflows weighing on total capital importation ‘

FPIs, which are also called hot money
(because of the ease with which they come
and go), account for the largest share
(74.7%) of capital imports. The decline in g
portfolio investments can be attributed to £
the continuous exit of international inves-
tors from the Nigerian markets in search for
higher returns. It is a known fact that devel-

oped economies such as the United States

and England are increasing their nominal
interest rates. The US FED is scheduled to meet on September 25/26 and the consensus opinion
is that another rate hike of 25 basis points (bps) would occur, pushing the US benchmark rate to
2%0-2.25%. Two more rate hikes are expected before the end of 2018.



Another reason why FPIs, is the rising uncertainty in Nigeria. The 2019 elections are approxi-
mately 150 days away and the closer we get to the elections, the higher the uncertainty premium
investors will place on the economy. This has further been compounded by the MTN saga which
took the markets by surprise. If Q2 international flows declined by 12.53%, we should expect a
further decline in Q3 because of this.

The sentiment towards Nigeria right now is pessimistic. A significant number of investors have
put a hold on their portfolios in Nigeria and some are even considering a withdrawal. This will
have significant implications on Nigeria’s external balance position which is already under pres-
sure. The external reserves level are down to $45.31bn> and could deplete further as forex de-

mand pressures intensify.

Is there any correlation between weak GDP growth and declining capital imports?

Going back to our first question of whether there is a correlation between the weak growth num-
bers and the exit of hot money. One of the major components of economic growth is capital ac-
cumulation. So if investment into a country declines, we can expect the pace of growth of that
economy to be sub optimal. The investment multiplier, which refers to a concept that an increase
in investment spending will have a more than proportionate increase in aggregate income and the
general economy, will be low.

However, a breakdown of the capital importation report released by the National Bureau of Sta-
tistics shows that there may not be a direct correlation between sect oral growth and the amount
of capital received. The top three recipients of capital by sectors were services ($479.85mn),
banking ($294.96mn) and manufacturing ($208.92mn). However, these sectors were not the fast-

est growing in Q2.

: 0 -
The fastest growing sectors such as Telecoms, con- Top Sectors by Share of Total

ital Import
struction and transport accounted for a combined @ caprialTmee
share of less than 1% of the total capital import. 6 -
. . 4
Hence whilst on the aggregate level, the level of in-
19
vestment in a country would impact positively on  * “9

the growth of the economy due to the investment °- ' F
Services Banking Manufactunng Agric de

multiplier, on a micro level (sector basis), the corre- -

lation is nonexistent or minuscule at best. e = 42 GOP Growith Rate () % Copital mportation 6

SCBN, as at September 10th
®NBS, FDC Think Tank



GAS PRICING: CENTRAL TO NIGERIA’S
ELECTRICITY GENERATION

The pricing of gas is a major issue in Nigeria and is critical to electricity generation, availability

and retail prices. About 50% of the current generation mix in Nigeria is thermal and this propor-

tion is set to increase as further exploitation of hydro resources is difficult due to capital barriers.

Gas is the logical choice for power generation in Nigeria, both in terms of gas availability and fi-

nancing requirements. Nigeria has the 7th largest proven gas reserves in the world, with 182 TCF

of high grade gas. It faces a significant demand boom, which will improve its industrial and eco-

nomic development potential. However supply significantly lags demand, threatening economic

growth. Utilization of gas resources is a challenge on account of various factors such as the mili-

tant attacks in the Niger Delta.

LNG, a national asset

Nigeria’s gas, though abun-
dant, has several chemical im-
purities requiring substantial
processing before it can be
used for electricity generation.
Gas is available, both as asso-
ciated gas and as dry gas in
standalone gas fields. The
original arrangements between
the oil companies and the fed-
eral government were produc-
tion sharing contracts for oil
but do not cover gas. Oil com-
panies, which are the primary
producers of associated gas,

want a commercial price for

gas supplied to the domestic

market that matches interna-
tional prices. The FG, arguing
that gas is a national asset,
wants the commodity to be
priced low, especially for the
power sector in an attempt to
keep the electricity retail prices
low. Since global LNG prices
are more attractive, oil compa-
nies have an incentive to divert
gas to international export
markets as much as they could
and since they do not have an
incentive to supply for the do-
mestic market, flare the rest of
the gas. The result is incessant

gas flaring in Nigeria. Also,

consequently, the local gas
processing and transmission
infrastructure is dilapidated.
Inadequate and erratic avail-
ability of gas, resulting from
lack of investments in infra-
structure, poor planning and
sabotage of pipelines, has also
been a major cause of poor
utilization of existing power
generation capacity. For exam-
ple, of the 4,000MW sent to
the power grid, approximately

40% is lost due to gas, grid

and water constraints.
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Evolution of the gas sector

"
Nigeria LNG Limited

In February 2008, the FG approved measures
to improve the medium- to long term develop-
ment of the gas sector that included a new gas
pricing policy, introduction of a Strategic Ag-
gregator, rolling out of a Gas Master Plan that
identifies the future gas infrastructure network
to be built by the potential investors, and an ob-
ligation for gas producers to serve the domestic
market. The policy mandates all oil and gas op-
erators to set aside a pre-determined amount of
gas for the domestic sector. It sets a penalty
for default at $3.5/mcf of obligation that is un-
der-supplied and otherwise flared, and is also

An environmental sur-

charge of 0.5 C/mcf is levied over this. The

not tax deductable.

policy also stipulates that the relatively cheaper
Nigerian gas will be directed to the domestic
market first. The gas policy mandates a sector
based pricing to match 3 categories, (a) Cost (b)

Netback for the strategic industrial sector; (c)

Alternative fuels pricing for commercial users.
Lastly, it introduces the concept of strategic ag-
gregator, who will be responsible for the vol-
ume and price of the gas supply. The price of
gas to non-power consumers is expected to
cross subsidize the price to power plants result-
ing in a pooled price of US § 0.80/ MMBtu to
the gas producers. This arrangement of a
pooled price is expected to be managed
through the proposed institutional arrangement
of a gas aggregator. The Government also in-
troduced a securitization framework to encour-
age investment in gas supply for the power sec-
tor. Both of these steps will provide the much

needed boost to gas supply to the power sector.

Future investments in gas development could
be affected by concerns relating to security, se-
curitization package, and global gas prices.
While the package of measures announced sig-
nals the government’s interest in resolving the
critical gas issues, a number of concerns have
been raised by stakeholders. In particular, the
concerns regarding the security situation and
the securitization packages for gas supply to the
power sector. It is also a concern whether the
new gas pricing policy will be a sufficient incen-
tive for operators to develop non-associated gas

reserves.
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RUBBER: AN UNTAPPED COMMODITY
FOR DIVERSIFYING NIGERIA'S ECONOMY

As Nigeria continues its search for diversifica-
tion opportunities, a strong candidate ought to
be rubber. Nigeria is the second largest rubber
producer in Africa and the 12th globally but it
has failed to realize substantial export revenue
from this commodity. Rather, Nigeria’s rubber
output has declined from approximately
100,000 metric tons (MT) per annum in the
early 2000s to between 60,000-80,000mt per an-
num. Challenges such as aged trees, low govern-
ment intervention and funding have cost Nige-
ria about $6bn in lost export revenue from this
commodity.” These challenges coupled with a
poor business environment, particularly inces-
sant power failure, led to the exit of global tyre
producing companies; Michelin left in 2007 and
Dunlop in 2008. The exit of these companies

from the Nigerian market led to a significant

decline in the national industrial demand for
rubber, which ultimately left Nigeria exposed to
fluctuations in global rubber prices.

There is no doubt that rubber is a globally de-
sirable cash crop with a robust demand from
markets such as China, India and the United
States. However, if Nigeria is to tap into the
revenue potential of the commodity, it must ad-
dress its fundamental challenges with effective
policies and loan structures. It must also revive
and develop its domestic market for it to be
able to compete with international brands. With
the International Rubber Group projecting
global rubber demand to reach approximately
13.6mn mt by 2020 compared to global produc-
tion projected at 12.5mn mt, now is the time

tfor Nigeria to boost its rubber output.®

"Steve Agbota, 2017. “Nigeria’s rubber plantation going extinct”. http://sunnewsonline.com/nigerias-rubber-plantation-going-extinct/

8Josephine Okaojie, 2016. “Revitalizing rubber

https://www.businessdayonline.com/companies/agriculture/article/revitalizing-rubber-production-to-spike-non-oil-revenue,/

production to

. . »
spike non-oil revenue’.
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Challenges of rubber production in Nigeria

With the advent of oil in 1960,
rubber largely experienced the
same fate as many of Nigeria’s
prized cash crops: neglect to
the point of irrelevance. Apart
from this, the rubber industry
has been saddled with several
challenges that have kept pro-
duction at a suboptimal level.
A main challenge of the indus-
try is the issue of ageing trees.
Rubber trees in producing
states such as Abia, Akwa
Ibom, Anambra, Oyo and Eb-
onyi have passed their produc-
tion peak. The use of trees to-
day, planted as far back as
1960, has led to a decline in the
yields of these trees, which is
discouraging for rubber. The
challenge of deforestation is
also affecting rubber yields in
Nigeria. In the last two dec-
ades, 57% of Nigeria’s forests
have been affected given the
large scale of deforestation.

This has affected plantations

and trees across Nigeria and

National Bureau of Statistics

has led to a decline in the out-
put of commodities including
rubber.

A second challenge that has
crippled Nigeria’s rubber in-
dustry is inadequate funding
from the government. With a
seedling to harvest lag of
about five years, poor funding
has led to the exit of many tap-
pers from the market. In the
first quarter of 2018, credit to
the agricultural sector ac-
counted for approximately 3%
of total banking credit, with
farmers feeling the pinch of

both inaccessible credit and

high borrowing costs.” For Ni-

geria to tap into the revenue
generating potentials of rub-
ber, both the public and private
sectors must work together to
develop the rubber industry.

Finally, like many agricultural
sub-sectors in Nigeria, the rub-
ber sector suffers from a sig-
nificant infrastructure deficit.
Nigeria’s infrastructure deficit
is currently estimated at $300
billion (N30trn) and this mani-
fests as poor storage and farm
equipment, hindering rubber
output in Nigeria. Rubber ma-
terials require sophisticated

storage facilities that unfortu-

nately Nigeria does not have.

13



Learning from Thailand

Rubber production in Thailand has evolved from small-scale rubber plantations in the 1990s to
becoming the world’s leading rubber producer and exporter. Not surprisingly, multi-national com-
panies such as Dunlop, Bridgestone, and Michelin-Siam have invested significantly in Thailand,
which has contributed to transforming the country into an investment and research hub for rub-
ber production. Rubber output in Thailand increased by 25% from 3.57mn mt in 2011 to 4.47mn
mt in 2015.10 Exports account for approximately 84% of total output, while domestic consump-
tion accounts for approximately 13%.1" Interestingly, 95% of Thailand’s rubber output originates
from family owned plantations while the processing is handled mainly by small farmers’ coopera-
tives. Public policy commitments supporting the country’s rubber output are over a decade old.
However, more recent is the establishment of a Rubber City. The city which spans over 200 hec-
tares is aimed at attracting investors, adding value to rubber products in Thailand and providing
employment for many youths in Thailand. The government hopes to attract at least $10bn worth
of investment and 70 rubber factories by 2021, when demand for latex rubber and rubber sheets
is expected to rise significantly.’? The Thailand government also encourages rubber farmers

through subsidy payments and adequate loan programs for farmers.

Seizing the rubber opportunity for Nigeria

Thailand serves as a good example for Nigeria to follow in terms of rubber production and qual-
ity. With the right strategy, the Nigerian government can rebuild its rubber industry and boost its
revenue from the said commodity. Efforts have been made in the past by the Nigerian govern-
ment to revamp the rubber industry. One of such was the Agricultural Transformation Agenda,
which was supposed to boost rubber plantations in the 18 producing states by at least 75,000 hec-
tares. However, three years after its introduction, the plan has remained limited in scope and finan-
cial backing, If Nigeria is to have any chance at increased rubber output, the government must
back its ambitions with sufficient funds. The aim of these funds should be to invest in cultivating
new and improved rubber trees, expanding rubber plantations and investing in modernized tech-
nology for processing rubber. In addition to an increase in funds targeted at improving rubber
production, there must be proper checks and balances in place to ensure that the money is not di-
verted to illegitimate purposes.

10Win, Hain Ei. 2017. “Economic importance of rubber in Thailand”. Food and Fertilizer Technology Center for the Asian

and Pacific Region. http://ap.fftc.agnet.org/ap_db.phprid=819

11Win, Hnin Ei. 2017. “Economic importance of rubber in Thailand”. Food and Fertilizer Technology Center for the Asian

and Pacific Region. http://ap.fftc.agnet.org/ap_db.phprid=819

12Arno Maierbrugger, 2017. “Thailand to open rubber city in eatly 2018”. http://investvine.com/ thailand-open-rubber-city-
early-2018/ 14



That said, financing the industry is not enough on its own. Nigeria also needs to insulate itself
from being overly dependent on the global rubber market. The significant drop in global rubber
prices in 2015/2016 (owing to a supply glut from Thailand) is indicative of the need to boost do-
mestic demand. Rubber has several other uses including gloves, hoses, belts, masks, amongst oth-
ers and if explored can serve as inputs for several companies across different sectors. With ade-
quate access to credit, lower borrowing costs and an improved business environment, new indus-
tries can be encouraged to enter the Nigerian market which would boost the domestic consump-

tion of rubbet.
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THE CONTR

et

MARKETS

Global Perspective:

Culled from the Economist

“It is not that emerging markets are cheap, but they are not dear”

TWENTY years ago, on Au-
gust 17th 1998, the Russian
government devalued the rou-
ble, defaulted on its domestic
debts and suspended all pay-
ments to foreign creditors. It
was one of the most dramatic
days of a year-long emerging-
market crisis that began with
the devaluation of the Thai
baht. South Korea and Malay-
sia would suffer brutal reces-
sions. President Suharto of In-
donesia was forced to resign
after 32 years that May. But it
was Russia’s default that shook

the world.

Talk of rich-world recession
was soon in the air. The Fed-
eral Reserve would cut interest
rates three times before the
year was out. The MSCI index
of
which had lost 40% of its dol-

emerging-market  stocks,

lar value in the year leading up

to August 1998, dropped by
more than a quarter in that
month alone. Emerging-market
assets are not as scorned now
as they were then. The panic
resulting from Turkey’s crisis is
not anything like as acute. But
there is no shortage of reasons
for investors to be wary.
Unloved asset classes have at

least one charm—they tend to

sell at a discount.

The price you pay for a stream

of company earnings in
emerging markets is lower than
in the rich world—and far
lower than in America. After a
Turkey-inspired sell-off in the
foreign-exchange market, cur-
rencies look fairly valued. A lot
of fund managers would be
putting their careers at risk by
buying assets that have just

fallen a lot. But those with

longer horizons may find it

worthwhile to take a look.

It is not so much that emerging
markets are cheap, but that
they are not dear. The price-to-
earnings, or PE, ratio for the
dollar index of emerging-
market stocks is 14, a bit below
its average since 1996. It looks
even better value when you
compare its PE ratio to that of
the S&P 500 index of Ameri-
can stocks over time. At the
start of 1996, both had PE ra-
tios of around 18. Whenever
the S&P 500’s wvaluation has
since risen relative to that of
emerging-market stocks, it has
eventually fallen back again
(see chart). America’s stock
market currently has a PE of
23. It has been even dearer
relative to emerging-market
stocks in the past—but only

rarely.
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Sound FX

There other factors to considet.
Currency risk is one. In rich
countties, stocks and currencies
sometimes move in offsetting
directions. When the pound
slumped after the Brexit vote in
June 2016, it prompted a rally
in British stocks, as companies’
foreign earnings became more
valuable in sterling terms.
Emerging markets are different.
The prices of shares and cur-

rencies tend to rise and fall in

tandem.

Buying cheap stocks is no good
if the currencies they are de-
nominated in are overvalued.
But is not obvious that they are.
Even before the recent selling,
real exchange rates in most big
emerging markets were below
their ten-year averages. A bout
of high inflation would upset
that reckoning. Currencies
might then need to fall to keep
the real exchange rate steady
and exports competitive. That
is not a big risk. Of the 25
emerging markets listed on the

indicator pages of The Econo-

mist, only three (Turkey, Argen-
tina and Egypt) have inflation
rates above 6%. Most are below

3%.

It is unsurprising, then, that
emerging markets are favored
by “value” investors. This aus-
tere band prefers stocks with a
low PE or a low price relative
to the book value of assets.
GMO, a fund-management
group with an almost fanatical
devotion to value, has a heavy
weighting of emerging-market
shares in its discretionary port-

folio (and no American equi-

ties).

For many tastes, the value ap-
proach is a bit too virtuous, a
little too much like a diet of
steamed vegetables. There is no
law that says cheap stocks can-
not become cheaper. Turkey
may be an outlier in terms of
its erratic policymaking and the
scale of its foreign debts, but
its agonies seem likely to be
protracted. Troubles elsewhere

are a drain on confidence. Rus-

sia is another target of US
sanctions. Mexico has NAFTA
negotiations hanging over it.
Elections in Brazil are likely to
be fractious. China’s economy
is slowing. The valuation gap
with America may already be
still

stretched. But it could

widen.

It would be nice if it were easy
to judge when to lighten up on
dear stocks and load up on
cheaper ones. People who can
do this reliably are rare. For
everyone else, valuation must
come into the reckoning, Bet-
ting on emerging markets at
this juncture would be gutsy.
But sometimes the time to buy
is when others are scared.
There was plenty to fear 20
years ago. The emerging-market
crisis had rattled much of Asia
and would soon roil Brazil and
Argentina. Even so, emerging-
market stocks reached a low in
dollar terms a few weeks after

the Russian default. Within 18
months they had doubled.
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MACROECONOMIC INDICATORS

Power Sector ‘

The average power output from the national grid
was 3667.03MWh/h within the period of Ju-
ly15th—August 12th. This is 3.26% lower than the
average of 3551.11MWh/h in the corresponding
period in June. This improvement was largely
driven by amplified gas supply to GenCos and
decline in losses at the transmission level. Despite
this, the sector lost N2.14bn annualized at
N776.82bn as at August 12th, which was pre-
dominantly due to gas constraints in power sta-

tions.

Outlook
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We expect the average power supply to remain around current levels of 3,600MWh/h -

3,800MWh/h provided there are no gas pipeline disruptions.

Money Market

Short-term interest rates (OBB and ON) decreased by 108bps and 125bps respectively to close at

8.42% and 9.25% pa on August 10th. Average opening position for banks closed positive at
N316.79bn between 15th July - 10th August, compared to N229.44bn between 15th June - 10th

July. Total OMO sales during the period amounted to N1.75trn compared to maturities of

N1.83trn resulting in a net inflow of N80bn.

At the last primary market auction on August 1st, the 182-day and 364-day T/Bills tenor declined

by an average of 15bps while the 91-day tenor remained flat at 10% pa. At the secondary market,

the 182-day and 364-day T/Bills tenor increased by an average of 55bps while the 91-day tenor

declined by 20bps.

BFGN
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Primary market Primary market Secondary market Secondary market

(July 18th, (August 10th, 2018 (July 16th, 2018) (August 12th, 2018
2018) (%) ) (%) (%) ) (%)
91-day 10.00 10.00 ' ' 11.11 10.91 l
182-day 10.50 10.40 l 11.99 12.16 "
364-day 11.49 11.30 l 11.99 12.92 I
14
Outlook

Short-term Interest rates (%)

The anticipated increase in money supply

due to budget disbursements and pre-

10 election spending would keep interest rates

L

i lower. However, the CBN is expected to
---------------- ID00000D00D i i
5333353333333333339%99°%9002007¢ intervene regularly in the market to regulate
N R .
—mm-ONANONNOANNAOD A tRoN D0 the level of liquidity.

000000000~
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Forex Market

Exchange Rate

At the parallel market, the naira started the period at N361/$, traded at N360/$ for the next 11
days before appreciating to a 25-month high of N359/$. However, by the close of the period the
Naira had dipped back to N360/$. At the interbank foreign exchange market, the naira started the
petiod, July 16th at N305.80/$, and depreciated by 0.07% to close at N306.00/$ on August 10th.
The naira depreciated by 0.04% to close at N362.00/$ at the IEFX window from N361.85/$ on
July 16th. Total forex traded at the IEFX window was $3.51bn, compared to $3.20bn in the corre-
sponding period in July.

"Source: FMDQ
BSource: FMDQ, CBN, FDC Think Tank 20



Outlook Exchange Rate (N/$)

The consistency of the CBN interven- e
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External Reserves e A 16
Nigeria’s gross external reserves declined below Edemal Reserves (Son)

$47bn to close the period at $46.66bn (August ”

10th) from $47.51bn on July 16th. The decline 4

in reserves was as a result of the increase in ¥

CBN’ intervention in the forex market- jii

$1.30bn in the review period compared to 4?‘1

$1.23bn in the corresponding period in July. As o \0\ H@ ,H\‘) RN \\} 000009099 o“

a result, the import cover decreased from 11.64 A Q‘F ARG, ?‘Q"ﬁ?\ va‘ Ql?\ QQS?‘ @?‘ g
months to 11.43 months. g
Outlook

Increased liquidity in the coming weeks is expected to weaken the currency. However, we expect
the CBN to continue its interventions. This will have an impact on the pace of the accretion of
the external reserves.

COMMODITIES MARKET - EXPORTS

Oil Prices ‘
During the period, oil prices recorded a choppy movement. The price of the commodity in-
creased from $71.84pb on July 16th to $72.81pb on August 10th. Brent oil prices rose to a pe-
riod high of $74.97pb on July 30th, which was as a result of Saudi Arabia’s temporary suspen-
sion of all shipments through the strategic Red Sea shipping lane, following an attack on two of
its major crude carriers. However, prices declined to close the period at §72.81pbas a result of
the increase in the global supply of the commodity.

1SFMDQ, CBN, FDC Think Tank o
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Brent Crude Qil ($/b) Outlook

74 In the coming weeks we expect oil prices to
;i remain bearish amid growing geopolitical
73 tensions and the increase in the global oil
& supply.
71
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Oil Production

According to OPEC’s monthly oil report, Nige— 0" Dome.’mc Pmduc"on (mbpd)

tia’s domestic oil production increased by 4.38% 4

to 1.67mbpd in July, from 1.60mbpd in June. The '3

increase in oil production was partly driven by the Iﬁ?

reopened Forcados terminal and the lifted force 145

majeure on exports of Bonny light oil terminal. IM

Nigeria’s oil rig count increased to 16 in July from f5 I
14

13 in June.! ,
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Outlook
An increase in oil rig count implies an increase in production activities. We expect Nigeria’s oil
production to increase in the coming weeks as activities increases and barring no disruption to

pipelines.

Natural Gas

Natural gas prices rose by steadily 6.52% from $2.76/mmbtu on July 16th to $2.94/mmbtu on
August 10th. The bullish trend is largely influenced by the rising global demand for natural gas,
largely influenced by China.

18Bloomberg
19Bakers Hughes

200PEC
22



Outlook

The prices of natural gas are expected to re-
main volatile in the near term. This will be
partly due to the decline in the European do-
mestic production, and the standoff between
Qatar, a major supplier of the world’s lique-
fied natural gas (LNG), and its neighboring

countties.

Cocoa

: Natural Gas ($/MMBtu)
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Cocoa prices decreased by 11.97% to $2,118/MT on August 10th, from $2,406/MT on July 16th.

This price decrease was largely driven by abundant rainfall in the Ivory Coast, which increased

global supply.

Cocoa (3/mi)
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IMPORTS
Wheat

Wheat prices increased by 16.56% to $5.70/
bushel on August 10th, from $4.89/bushel on
July 16th. The price increase is as a result of
the high heat waves in Russia, Australia, and

the European Union.

21Bloomberg.
2Bloomberg.

Outlook

We expect cocoa prices to continue declin-
ing in the coming weeks, as a result of the
consistent favorable weather in the Ivory

Coast, which would further increase supply.

Corn

Corn prices rose by 3.33% to $3.72/bushel
from $3.60/bushel. This was influenced by

weak harvests in the U.S.

23



Grains (cents/bushel)
Grains- Outlook 70
&0 — -
We expect grain prices to trend downwards in g -
the near term due to warmer weather condi- 32% B
tions in the US. ‘Og
tesgaiiiisndngs {IIII{EELS
==(om (UScents/bushe]  ===Wheat (US cents/bushe| 93
Sugar
Sugar (US cents/pound)
Sugar prices decreased by 5.39% to $0.1054/ 115
pound on August 10th, from $0.1114/pound, \/—F\/’\\
on the back of ample global supply. 105
10
Outlook RIS NI
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The price of sugar is expected to remain at SNV 94

current levels on signs of lower consumer

demand as people opt for alternatives.

ZBloomberg.
2Bloomberg.
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@ Ecobankray
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STOCK MARKET UPDATE

The NSE-All Share Index (NSE ASI) lost
5.21% to close at 35,446.47points on August
10 from the close of business on July. The eq-
uity market was hit by a massive outflow of
foreign direct investment due to the exit of
international investors who are looking for
higher returns. Also the political uncertainty in
Nigeria has dampened investor confidence.
The YTD return on the index stood at -7.31%
on August 10.

The market lost 4.5% (N610bn) as the market

capitalization closed the period at N12.94trn.

The stock market is currently trading at a price
to earnings (P/E) ratio of 10.27x (August
10th), a 3.39% decline compared to its close
of 10.63x as at 13th of July, 2018. During the
review period, the NSE recorded 13 days of

losses and 7 days of gains.

The market breadth was also negative at 0.23x,
as the number of losers (88) outpaced the
number of gainers (20), while 61 stocks re-

mained unchanged.

NSE Performance andTrading Activity Level
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The bourse witnessed less trading activities in the period under review. Average volume

slid 11.76% to 270mn units compared to 306mn units recorded in the first half of July.

Average value of transactions showed the same trend as it was down 12.94% to N2.96bn

in the review period.

NSE, FDC Think Tank
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SECTOR PERFORMANCE

In the period under review, all the NSE sub-indices closed negative with the industrial sector per-

forming the worst (-12.09%). This was partly driven by the negative financial performance of La-

targe Africa Plc in the first half of 2018.

Sector Performace (% Change)

The best performing stocks were NEIMETH INTERNATIONAL PHARMACEUTICALS
PLC (54%), NIGER INSURANCE PLC (50%), CEMENT COMPANY OF NORTHERN NI-
GERIA PLC (34%), CUTIX PLC (33%) and CONTINENTAL REINSURANCE PLC (17%).

TOP 5 GAINERS (N)

NEIMETH INTERNATIONAL PHARMACEUTICALS PLC 0.52 0.80 54 0.28
NIGER INSURANCE CO. PLC. 0.26 0.39 50 0.13
CEMENT CO. OF NORTH.NIG. PLC 23.00 30.90 34 7.9
CUTIX PLC. 3.00 4.00 33 1

CONTINENTAL REINSURANCE PLC 1.45 1.69 17 0.24

2NSE, FDC Think Tank
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The least performing stocks were SECURE ELECTRONIC TECHNOLOGY PLC (-40%), PZ
CUSSONS NIGERIA PLC (-26%), LAFARGE AFRICA PLC (-25%), ROYAL EXCHANGE
PLC (-25%) and CAP PLC (-23%).

TOP 5 LOSERS (N)

SECURE ELECTRONIC TECHNOLOGY PLC 0.48 0.29 -40 -0.19

P Z CUSSONS NIGERIA PLC. 19.00 14.05 -26 -4.95

LAFARGE AFRICA PLC. 37.50 28.00 -25 -9.5

ROYAL EXCHANGE PLC. 0.36 0.27 -25 -0.09

CAP PLC 37.00 28.35 -23 -8.65
OUTLOOK

We expect Nigeria’s political risk to remain elevated in the month of August. This would sustain

the bearish sentiment on the exchange. However, the decline in share prices would likely present

portfolio managers with attractive entry opportunities. This should limit the NSE’s negative per-

formance.
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DANGOTE
CEMENT

At Dangote, we are committed to producing cement of
dependable quality, so when you buy our product,
you're not just buying cement, you're also buying

a promise of strength
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DANGOTE

Xtra Life
3 x Xtra Yiel’

B LIMESTONE CEMEN PORTLAND LIMESTONE CEMEN

DANGOTE

3x:-3
YtraYiel)
PORTLAND LIMESTONE CENEA

DANGOTE CEMENT bUiId With Peace Of mind ‘f’www.dangotecement.com . @DangoteCement

COUNTRY/LOCATION PLANT TYPE | COUNTRY/LOCATION PLANT TYPE | COUNTRY/LOCATION

Cameroon (Integrated Plant) * Kenya (Integrated Plant) Senegal
Cote d'lvore (Crinding Plant) * Liberia (Import Terminal) Sierra Leone
Ethiopia (Integrated Plant) Nigeria, Gboko (Integrated Plant) South Africa
* Ghana, Takoradi (Grinding Plant) Nigeria, Ibese (Integrated Plant) * Mali
Ghana, Tema (Import Terminal) Nigeria, Obajana (Integrated Plant) Tanzania
* Niger Republic (Integrated Plant) Zambia
Rep. of Congo (Integrated Plant) * Nepal

Under Construction/Commissioning ~ * Planned

PLANT TYPE

(Integrated Plant)
(Import Terminal)
(Integrated Plant)
(Grinding Plant)

(Integrated Plant)
(Integrated Plant)
(Integrated Plant)




CORPORATE FOCUS - DANGOTE CEMENT

DANGOTE
CEMENT

Analyst Recommendation: Hold
Market Capitalization: N3.9trn
Recommendation Period: 365 days

Current Price: N223

ANALYST'S NOTE

Dangote Cement, the largest player in the Af-
rican cement industry, concluded the issuance
of Series 3 and 4 Notes on August 17th, 2018.
The combined worth is N50 billion (bn) as
part of its N150bn commercial paper pro-
gram. The issue was oversubscribed by 158%,
with the order book closing at N79bn. The
proceeds will be used for capital expenditure,
working capital and general corporate pur-
poses. Management also confirmed the addi-
tion international non-executive directors in
preparation for the listing on the London

Stock Exchange.

Dangote Cement classifies its operations in

Africa into two regions: Nigeria (home market)

Industry: CEMENT

Target Price: N268.08

Float: N1.51bn

Ticker symbol: DANGCEM NL

and Pan-Africa. It has consistently delivered
strong results, which makes its stock attractive
and a favorite pick among investors. Revenue
from the Pan-African region increased, sup-
ported by a 5% price increase in South Africa.
Although the production shutdown in Tanza-
nia created a drag on sales volume for the Pan-
African region in H1°18, there is potential for
the region to improve once gas turbines be-
come fully operational in Tanzania and the sea
-based clinker Nigerian exports to Ghana and
Cote d’Ivoire commence. Dangote Cement’s
capacity expansion in the fast-growing Pan-
Africa cement market is expected to further

enhance the company’s growth opportunity.
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Compared to our target price for Dangote Cement (268.08), which was based on both intrinsic
(80%) and relative (20%) valuation, the share price is currently undervalued. Currently, Dangote
Cement has a higher return on equity (ROE) of 21.75 and return on investment (ROI) of 16.13
compared to industry average of 5.65 and 4.95 respectively. Also, we expect Dangote Cement to
trade at a P/E of 11.85x in 2019E, representing a discount of 14% relative to frontier peers. Ac-
cordingly, we recommend a HOLD rating on Dangote Cement. Based on the current price of

N229, our target price implies a 19% upside potential for the stock.

Earnings growth driven by increased volumes and cost management

The strong performance of the H1°2018 was driven by a recovery in the Nigerian market. Group
sales volume ramped up by 7.4%. Volumes from Nigeria were up 13.9% while Pan-African vol-
umes declined by 3.9% in H1’18. The reduction in volumes from the Pan-African region was
mainly due to the production shutdown in Tanzania and civil unrest in Ethiopia. The Tanzanian
operations make up about 6% of the group’ installed capacity. Group revenue increased by
16.9% to N482.4bn. Revenue from Nigeria increased by 18% to N344.1bn while revenue from
Pan-African region increased by 11% to N138.7bn. Although there was a slight decrease in sales
volume in Pan-African region, both revenue and EBITDA for the region improved due to better
pricing and currency conversion. Group EBITDA increased by 20.8% while EBITDA from Ni-
geria increased by 19.3%.

The increase in EBITDA can be mainly attributed to higher volumes and favorable fuel mix.
Dangote Cement has been able to eliminate the use of expensive fuel (Low Pour Fuel Oil —
LPFO) in its two biggest plants (Obajana and Ibese). The company converted to cheaper alter-
natives such as gas, own-mined and third-party Nigerian coal. This was of significant benefit to

both margins and foreign currency demands.
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INDUSTRY & COMPANY OVERVIEW

The Nigerian cement
industry has  experi-
enced substantial
growth over the past
few years.  With a
population of about
194 million people and
a population growth
rate of approximately
3% per annum, the de-
mand for and consumption of
cement is expected to increase.
Cement sales volume ramped
up by 10%
(YoY) to 11.2 metric tonnes

(M) in H1’18.

year-over-year

The demand for cement is
driven by infrastructure, com-
mercial, and residential real es-
tate development. The govern-
ment, especially at the federal
level, is wusually the major
driver of cement demand in
Nigeria with an estimated 50%
of total cement consumption.
The frequency of road and
bridge reconstruction as well
as rehabilitation of social in-
the

frastructure emphasizes

27African Development Bank (AfDB)

DANGOTE DANGOTE

oIy
LD

PORTLAND LIMESTONE CTWeN PORTRAND 11V ATON

government’s continued pa-
tronage of the industry. If the
2018 budget is properly imple-
mented, the projected capital
expenditure (CAPEX) of
N2.4trn should result in an in-
crease in demand for cement.
Private sector construction is
highly positively (96%) corre-
lated with government expen-
diture on infrastructure. The
increase in government expen-
diture on infrastructure will
spur private construction. De-
mand from individual home
builders might not change sig-
nificantly as the new minimum
wage can be viewed as a dou-
ble-edged

sword. On one

hand, disposable income in-

creases due to higher
wages. On the other
hand, employers of la-
bor may be forced to
lay off staff to remain
lean and cost efficient.
The need for infra-
structure is augmented
by a growing popula-

tion and urbanization.

Nigeria is currently the largest
cement producer in Africa and
in the light of optimizing utili-
zation of products, the pro-
ducers of cement have identi-
tied an opportunity in the ex-
isting infrastructure gap, esti-
mated at $300mn.2” The use of
cement roads has a higher ini-
tial cost but lower maintenance
cost and relatively longer life
span (27 years vs 17 years for
asphalt roads). The switch to
cement roads is also expected
to ease the pressure on the
naira from the importation of

bitumen.
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The cement industry is char-
acterized with product homo-
geneity, high barriers to entry
and no close substitute for the
product. It is also concen-
trated with Dangote Cement
controlling about 66% of the
Nigerian market share while
Lafarge controls about 23%.
Competition within the ce-
ment industry is expected to
intensify as BUA Cement
ramps up production that is
expected to make up about
35% of the entire volume of
cement sold in Nigeria. La-
farge is more likely to see its
market share decline than
Dangote is as a result of BUA
Cement increase in cement
production capacity. BUA Ce-
ment’s new plant is also very

close to Niger republic, which

increases its export potential.

Dangote Cement is a subsidi-
ary of Dangote Industries,
which was founded by Aliko
Dangote in 1981 as a trading
business with an initial focus

on importation of bagged ce-

ment and other commodities
such as rice, sugar, flour, salt
and fish. In the 1990s the
group made a strategic deci-
sion to transition from a trad-
ing-based business into a fully
-fledged integrated manufac-

turing operation.

Dangote Cement was incot-
porated as Obajana Cement
Plc by Kogi state government
in November 1992. The name
was changed to Dangote Ce-
ment Plc in July 2010 just be-
fore the company listed on
the Nigerian Stock Exchange
(NSE) in October 2010. Prior
to 2007, Lafarge WAPCO
dominated cement production
in Nigeria with a market share
of about 60%. The Dangote
Group was initially the largest
importer of cement. How-
ever, its backward integration,
which culminated in the com-
missioning of the Obajana
Plant in 2007, pushed its
dominance to local produc-
tion, hence displacing Lafarge
WAPCO.

Dangote Cement is Africa's
leading cement producer with
nearly 46 million metric tons
per annum (Mta) production
capacity across Africa. A fully
integrated quarry-to-customer
producer, it has a production
capacity of 29.25Mta in its
home market of Nigeria. The
Obajana Plant in Kogi state,
Nigeria, is the largest in Africa
with a production capacity of
13.25Mta across four lines.
The Ibese Plant in Ogun State
has four cement lines with a
combined installed capacity of
12Mta, while the Gboko Plant
in Benue state has a 4Mta pro-
duction capacity. The entry of
the Dangote Group into ce-
ment production created a
fundamental shift in the in-
dustry by eliminating the de-
pendence on imported ce-
ment and transforming Nige-
ria into a net exporter of ce-

ment.
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Dangote Cement’s Nigerian operations sold 12.7Mt of cement in 2017, of which about 6% (714
kiloton) was exported to countries including Ghana, Niger and Togo. West Africa is of particular
focus as Dangote Cement stands to benefit from duty free trade within the Economic Commu-
nity of West African States (ECOWAS). The lack of limestone in these countries limits cement
production and defines Dangote Cement’s export strategy to these regions. Dangote Cement
currently has a presence in 10 African countries and is the most capitalized quoted company on

the Nigerian Stock Exchange.

Dangote Cement has a wide economic moat from favorable markets, efficient scale, cost effi-
ciency, access to capital at a competitive rate, access to raw material and large infrastructure. All

of these attributes are difficult to replicate.

Financial Statement Summary

Income

Statement 2013 2014 2013 2016 2017 201EE 2015F 2020F 2021F
B=mrnes 156,177 | 391,635 451,725 615,103 605, 362 662,830 965,336 | 1,105 451 | 1,1%4 062
C0E3 142,517 | 143,038 201,804 323, 81€ 351, 250 354,132 7€, 481 331,142 4€5, €84
Gross Profit 243,660 | 246,381 269,917 281, 267 454,252 529,656 566,625 674,350 126,376
QEEX 45, 302 &5, 0BE BE, D46 118,336 155,287 154,4B85 154, 454 165,824 167,168
EEIT 195,682 | 167,102 207,622 162,493 04, 206 362,265 442,124 317,370 570,762
Het Finance (9,121} (2, 413) (1%,528) (1, 564) (1€, 783) (41,331) (28,838) (1%, 511) (9, 620}
PET 150,761 | 184,685 165,204 160, 925 260, 500 340,415 413 IBE 497 459 SE5,142
Tax (10, 437) 25, 187 £,571 (9, EBS) 85,342 £8, 083 32, £57 G5, 452 113,028
PAT 201,156 | 158,501 151,323 156, 624 204, 245 272,332 330,629 397, 967 452,113

Balarce Sheet

Aggets

FEE oBl, 465 | 747,754 k17,212 | 1,155,711 | 1,1%2,140 | 1,223,458 | 1,263,310 | 1,318,582 | 1,3B1,51%
:::;:::rttt 5,123 | 847,617 b4d4,863 | 1,224,744 | 1,255,584 | 1,286,802 | 1,326,754 | 1,382, 03€ | 1,444,563
Inventory 27, EET 4z, EBT 34,118 82,8003 b4, 504 77, EB% 82, B2E b4, 851 102, 450
EiZ;:uabltz 11,488 &, 803 11,544 26,278 2, 155 17,657 1%, 307 22, 110 23, BEL
Carh 0, 302 20, 583 40,782 115,653 168,387 175,870 271, 0L 481,871 515, 857
Total Assecs 644,425 | 564,720 | 1,110,543 | 1,527 %06 | 1,663,663 | 1,663,361 | 1,637,508 | 2,026,246 | 2,293,067
Lisbilities

FPayables 83,438 b4, 208 127,587 268, BEG 210,721 257, TBE 274,831 314,733 236,048
3T Debt oE, 288 | 117,263 47,275 2z, 300 144,783 177,828 203, 163 217, 0BE 246, 358
LT Debt 124,850 | 131,042 208,328 152,473 242,854 120,455 BE, 728 £2, 444 44, BED
Total

i ahilities 204 332 | 302 835 466,223 130, 563 664,523 762,195 750, B46 620, 309 657,302
Equity 250,083 | 591,883 524 720 797,345 TEL, 360 501,156 | 1,046,663 | 1,205,650 1, 366,695
Key Data & Batios

EPZ 11_81 L.3E 1064 11.24 1188 15_E&A8 15_40 23_35 ZE_53
BVEZ 3z.28 34.73 a7.83 4675 45,83 5z.88 £l.42 Th.TE Bl.38
Divident Yield .28 .51 4.6% 5.5% i.6% .5 1.7% £.1% T.0%
BOE 41.5% 27.5% 2. 3% £3.B% 25.5% 1Z.4% 33.8% 35.3% 34.5%
BOR ZE.5% 17.43% 17.3% 14.1% 12.8% 1E.3% 18._8% 0. 6% 2l 2%
Groxs Margins £3.1% £3.5% oE. 0% 47.4% JE.4% E0.0% ELl.0% El.0% EL.0%
EBITOR Margins 55,35 37.0% 5d.4% 41.8% 48.2% 52.8% 54.7% 34.8% 5.4
Het Margins SZ¥ 413 7% ans 25% 13 343 6% 283
Debt Equity a7 451 0% 47% 0% 333 8% 3% 13
EE 18.55 14,21 15.E48 15.24 16,18 14.33 11.80 5.8l B.E3
EV/EBITIR 1686 11.27 11.83 12.47 10.70 i) 7.435 E.2E 597
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MANAGEMENT & GOVERNANCE OVERVIEW

N
' Dangote Cement’s management has successfully operated the company since inception as evi-

1

1 denced by the firm’s continuing record of excellent returns on invested capital. Management has

1

1 . . - . . . .
tdone remarkably well in maintaining the firm’s reputation as a force to contend with in the in-
1

' dustry.

iWe find most of the qualities of the board to be in line with best practices. The board is made
Eup of 16 members of which five are independent directors. The board members have the nec-
Iessary skills and vast experience across regions that make them more than capable to make
sound decisions for the company. The role of the Chairman is separated from the CEO’s and

the board looks at risk and strategy on both short and long-term basis. However, there is no fe-

male on the company’s board.

' Alhaji Aliko Dangote is the Chairman of the Board of Directors. He holds a BSc in Business
1 Studies from the Al-Azahar University, Egypt. He is the founder and Chief Executive Officer of
the Dangote Group. He serves on various boards, foundations, institutes and committees of the

Federal Government of Nigeria.

Mr Joseph Makoju became the Group CEO in April 2018. He has a BSc and an M.Phil in Me-
chanical Engineering. He has worked in several world class corporations including Shell BP, Blue
Circle (UK) and WAPCO (now Lafarge Africa), which he led as Managing Director/CEO for a

ecade before taking up the appointment as Managing Director/CEO of National Electric

d
Power Authority. He also served as Special Adviser (Electric Power) to the President, Federal Re-

public of Nigeria, under two separate administrations.

Chairman of the Board of CEO
Directors

Alhqji Aliko Dangote

Mr Joseph Makoju
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THE BULLS SAY THE BEARS SAY

Better regional presence in Nigeria com- Price risk

pared to peers Delay in pioneer tax approval

Talented and well experienced manage-

ment

Presence across Africa

Wide economic moat

RISKS AND OUTLOOK

Dangote Cement is exposed to both financial and non-financial risks with each making up 50%

of the total risk profile.

Currency risk accounts for the highest element of the company’s total risk profile at 33%. Al-
though being a net exporter dampens the effect of foreign currency scarcity, it is still a key con-
cern for the group. Another market risk of interest is price risk; the company’s top-line might be

affected by volatile commodity prices.

Operational risk makes up about 28% of the company’s total risk profile. Inadequate or failed in-
ternal processes, people and systems from external events will significantly affect the company’s
profitability. An example is the civil unrest in Ethiopia which affected production, similar situation
in Nigeria will result in a significant loss for the group. A higher effective tax rate poses a risk to
the estimated value as the company has encountered delay in obtaining pioneer tax approval from
the Nigerian Investment Promotion Commission (NIPC). Dangote Cement restated group tax
charge in H1’18 to N45.87bn from N11.54bn being reversal of tax-deductible profit earned from
Ibese lines 3 and 4 and Obajana line 4 that were entitled to a tax holiday under the Pioneer Status

Incentive. The outcome of the two-year extension request will affect its bottom line.
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We expect cement prices to stabilize for the rest of 2018 in Nigeria. After the April 2018 price in-
crease to N2,570, Dangote cement being the industry price leader, indicated prices will remain un-
changed in the near term if macro indicators remain stable. However, we expect downward pres-

sure on prices in 2019 due to excess capacity from Dangote Cement and BUA Cement.

APPENDIX - OUR VALUATION

The valuation for Dangote Cement was derived at using both absolute and relative valuation
methods. The target value is the weighted average of Free Cash Flow to Firm discounted model
(50%), Dividend Discount Model (30%) and Relative Value (20%). The terminal value for the
discounted models were derived using H-model as we expect a gradual decline in the current high
growth rate to a lower sustainable growth rate. The discounted rate [weighted average cost of
capital (WACC)] of 13.7% was derived using a 14.9% risk free rate [the yield for a 10-year Federal
Government of Nigeria (FGN) bond], a beta of 1.13, an after-tax cost of debt of 11.76%, market
risk premium of 5%, short term growth rate of 13% and long term growth rate of 5% and 10-

year period of high growth rate. The relative value was derived using enterprise value to EBITDA.
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Free Cash Flow to Firm Discount Model

Period 0.32 1.32| 2.3 3.32 1.3
Year 2018E 2019E 2020F 2021E 2022E

Rewernue 83z,830,14% 985,336,066 1,105,431, 486 1,1%4,081,746  1,Z7%,913,6%4
3 WY q.2% 14 5% G.0% 1
EEIT 38Z,Z65,495 447,123,918 517,370,001 570,761,515 621,181,882
vy 15.7% 17.0% 10. 3% G_8%
EBIT margins 43,24 4554 46 54 47 8% 45 54
EEIT*(1-t} 305, 81E, 3% 353,699,134 413,896,001 456,609,212 496 945, 506
bdd: Depreciastion and Imortization 23,445,800 35,642,069 28,431,683 92,301,437 9g, 706,298
$ of Reverie 9.5¢ 5.9% 8.0% 7% 7.64
Less: Capex {114, 767,932) {125,453, 689) {143,713,889) (155, ZZ8,027) (145,478,780
$ of Devenie 13.0% 12.0% 13.0% 12.0% 12.0%
Less Changs in WG 16, 468,765 10,257,858 25,073,793 15,845,225 14,106,613
$ of Revere 1.9 1.1 2.0 L.2% 1.1
Free Cash flow to firm 258 025 500 303,589, 658 333,539 995 31, 837,39 414 066 411
Terminal Value Baszed on H Model 6, 921,792 664
Discount Factor 0.98 0.84 0.74 0.65 0.57
Prezent Value 247 562 92§ 256,230, 162 247, 645 860 246,789 656 4 215 138 500
Equity Value 5,213, 357,706

Less Net Debt/Add Net Casl 213,290,000

DCF Eeuity Value 4,994 067,706

thares Outstanding 17,040,507

Falr Value 293.07

Dividend Discount Model
Year JMAE 213k J20e 20ME 02k TV
0FS .05 10,87 14,01 1598 17.700 295,49
Oizcount factor 0.9 0.4 0.74 0.65 0.5
P of lividends Y .1 10.4 10.40 130,19
Fair Value 218,74
Relative Valuation

Average 10.27

2018E EBITD.A 4. 783,551,385 .44

Net Debt 219,290, 000.00

Enterprise Wvalue 4 554,271,386 .44

Fair value 26785

Important Notice

This document is issued by Financial Derivatives Company. It is for information purposes only. It does not constitute any offer, recommendation or
solicitation to any person to enter into any transaction or adopt any hedging, trading or investment strategy, nor does it constitute any prediction of
likely future movements in rates or prices or any representation that any such future movements will not exceed those shown in any illustration. All
rates and figures appearing are for illustrative purposes. You are advised to make your own independent judgment with respect to any matter con-
tained herein.

© 2018. “This publication is for private circulation only. Amny other use or publication without the prior express consent of Financial Derivatives
Company Limited is prohibited."”
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