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STRATEGY 2012: THE RIGHT MOVES

A year of challenges has passed and yet another waits. 2012 will be a year of consolidation with
respect to corporate profitability, as we expect earnings to grow by a mere 9% as against an average
of 21% in FY03-11. However, the following select sectors are expected to outperform this average:

A Exploration and Production (E&P) — due to higher oil & gas prices
A Oil Marketing Companies (OMCs) — on back of growing offtakes, improved margins
A Fertilizer — because of higher retention margins

POLITICS: AT A CRUCIAL JUNCTURE

Despite recent hiccups and saber rattling, both political and military circles have made a commitment
to uphold democracy — this will go a long way in maintaining investor confidence.

Several incidents in 2011 strained Pak-US ties. However, the fact remains that US requires
Pakistan’s assistance in Afghanistan, both in terms of key supply routes as well as vital intelligence;
US economic and military aid lends support to the external account and helps further development
spending. Consequently, we expect this relationship to remain stable in the long term.

ECONOMY: TOUGH TIMES DON'T LAST

GDP growth clocked in at 2.4% in FY11l due to destruction of major crops caused by the floods.
However, with flood waters now receded, crop yields have improved and resultantly, GDP growth is
expected to rise to 3.4% in FY12.

Despite rising remittances, deterioration in the external account amidst a rise in international oil
prices led to PKR depreciation of 4.6% during 2011. Moving forward, IMF Stand-by Agreement
repayments commencing 2HFY12 is a key concern with regard to deterioration of foreign exchange
reserves. Though the World Bank’s debt sustainability analysis reiterates a stable outlook for
Pakistan, a clean report from IMF remains imperative to seek aid from other bilateral donors this
year.

VALUATIONS: BE SELECTIVE

Our KSE100 index target for CY12 is 13,290; which reflects a 17% upside from current levels.
Furthermore, we also highlight 8% dividend yield for the index (using BMA Universe stocks as our
basis).

E&P, OMCs, fertilizer and electricity sectors are expected to remain insulated from economic
challenges and are likely to outperform the broader market. Coming to specific stocks, our top picks
are: ENGRO, FFC, HUBC, PSO, APL, POL and OGDC.

BMA Sector Stance  Theme Stance Top Picks
OMCs Growing off-take and improved margins ~ Overweight PSO, APL
Electricity Guaranteed and USD indexed returns Overweight HUBC

E&P Higher oil & gas prices Market weight POL, OGDC
Fertilizer Unabated demand and stable margins Market weight ENGRO, FFC
Cement Underutilization and regulatory risk Underweight -
Commercial Banks Shrinking net interest margins Underweight -
Autos Appreciating Yen and regulatory risk Underweight -
Refinery Regulatory risk on deemed duty Underweight -

Source: BMA Research
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FERTILIZER FERTILIZER: EVERGREEN DEMAND

A Complete capacity utilization for fertilizer sector remains a distant prospect as we anticipate
MARKETWEIGHT shortage of natural gas to continue in CY12E-13E.

A Fertilizer producers have seen a radical increase in cost of production starting CY12 due to hike
in gas prices.

\Y, Effective from Janl2, feed-stock gas prices for all except two fertilizer
manufacturing units (Engro Enven and Fatima Fertilizer) increased from
PKR102/mmbtu to PKR313/mmbtu.

\% Additionally, fuel-stock gas costs were raised by 14% to PKR495/mmbtu for all
plants.

A Impact of gas tariff hike and cess implementation on urea per bag (incl. GST):

\Y, Fauji Fertilizer (FFC) PKR303/bag
\Y, Fatima Fertilizer's PKR17/bag

\Y, Engro old plant PKR320/bag

\Y, Engro Enven PKR17/bag

As per our base case model, assuming only four months of operation for Engro’s new plant in
CY12 leads to an overall impact of PKR241/bag for Engro Fertilizer.

A Domestic urea prices swelled by over 74% in CY11 to PKR1600/bag due to production losses
faced by manufacturers sourcing gas from SNGPL network, which was curtailed by more then
50% over the year. Therefore already soaring urea prices, shrinking gap between local and
international urea prices (Yuzhny current month falling to USD380/ton by 13" Jan 2012) and
regulatory actions are the hindrances in the way of complete pass through of costs to the farmer.
So far, urea prices have increased by PKR210/bag to PKR1,810/bag in response to hike in gas
costs.

STOCK IDEAS

Stock picks Theme

ENGRO Largest urea producer of Pakistan with an effective capacity of
2.3mtpa. The company offers exposure to sectors immune to
economic cycles. It is a diversified conglomerate with different
business lines: fertilizer, polymer, chemical handling, dairy and
related products and energy.

The company faces yet another difficult year with gas supply
prospects hardly expected to improve; however, presently
depressed stock price and expectations of earnings bottoming out by
1QCY12 makes the company attractively placed to enter. At current
stock price levels, Engro’s fertilizer business is available virtually
free.

FFC FFC offers attractive valuations at present urea price levels. FFC is
the safest bet in the fertilizer sector due to uninterrupted and
dedicated gas supply from Mari network; stable business model and
decades of management experience.

It has also ventured into wind power project, which enjoys a
guaranteed 17% USD indexed IRR. This will bolster the future
bottom-line.

FFC Decl2 TP of PKR212/share offers an upside of 42% from
current levels, while it reflects dividend yields of 15% and 16% for
n CY12 and CY13 respectively.
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ELECTRICITY ELECTRICITY: It's HEDGED, it's GUARANTEED

A Pakistan’s current installed capacity is estimated to be 21,383MW with thermal, hydel and
nuclear accounting for 68%, 30% and 2%, respectively. Net utilizable capacity after
discounting for generation unit age-related outages and circular debt inefficiencies is 16,000
MW - this further drops to 13,000 MW in winter given seasonal availability of hydel resources

OVERWEIGHT

A Demand since 2001-2010 has grown at an annual average of 6%.
A The demand-supply gap currently averages at 3,500 MW.

A The government provides attractive incentives to private sector Independent Power
Producers (IPPs). 15% sovereign guaranteed USD IRR for oil and gas based thermal
IPPs and a PKR depreciation hedge with USD based indexation factor and US CPI
scalability.

A Incentives are even more lucrative for alternate sources; an indicative USD based IRR of
17% is offered for hydel generation; while for generation based on coal obtained from the
vast reserves in Thar (Sind), the government is willing to offer an IRR of 21%.

A Given the well protected nature of this sector, investment in IPPs naturally becomes
defensive and offers high dividend yields. We affirm our OVERWEIGHT stance on the
sector.

A Hub Power Company (HUBC) is our top pick based on:

Vv favorable agreement with GoP (Power policy 1994) on its older plant and
VvV 84MW hydel generation plant (through Laraib energy) which enjoys a high IRR.

STOCK IDEA
Stock picks Theme
HUBC HUBC has made significant progress towards expansion through its 225

MW oil fired power plant in Narowal. Earnings will further augmuent from
HUBC's hydel power project — the 84MW Laraib Energy.

The company by way of its PPA is also entitled for incremental bonus on
dispatches above 6,791GWh and is likely to book PKR300mn
(PKRO.26/share) generation bonus in IHFY12.

Post Narowal project coming online, there were concerns of additional
interest charges amid higher working capital requirement due to three fold
increase in furnace oil prices. Nonetheless, GoP has increased the interest
cost pass through limit of working capital for Narowal project to PKR8bn
from ~PKR2bn previously; thus addressing concerns regarding potential
adverse impact on HUBC's bottomline from additional interest cost.

HUBC with a Dividend Discount Model based Decl2 TP of PKR48/share
offers an upside of 41% from current levels, while it reflects dividend yields
of 15% and 16% for FY12E and FY13E respectively.





