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Dangote Sugar Refinery Plc. (DSR.NL)

Lower provisioning, rising cost

Yesterday, Dangote Sugar Refinery (DSR) released its second quarter 2019 result wherein it reported 46.6% YoY
decline in earnings to 4.0 billion, with related EPS at 80.33. The pressure on the bottom-line emanated largely
from increased input cost (+12.6% YoY) as revenue fell slightly by 1.7% YoY. Factoring the Q2 19 numbers, EPS
over H1 19 dropped by 14% YoY to &11.0 billion (EPS: 80.91).

Amadst flattish receipts, costs tilt upwards: With sustained competition from smuggled sugar, DSR’s
revenue declined slightly by 1.7% YoY to &42.2 billion, due to volume-induced decline in sale of its 50kg bag.
Surprisingly cost jumped by 12.6% to &33.7 billion, reflecting a 20% jump in raw materials cost — despite a
meagre 3% YoY increase in global raw sugar prices. Though increase in custom duties’ conversion rate which
took effect in the second week of June comes to mind as plausible driver, but we saw no hint of these changes in
cost for other food producers. Therefore, we would have to seek clarity from the company. On that backdrop,

gross margin dipped sharply to 20.2% (Q2 18: 30.3%).

Though operating expense and net finance expense declined over the period, compressed gross margin resulted
in 40.6% YoY decline in operating profit to &6.4 billion. To clarify, OPEX declined by 6.2% YoY to &2.1 billion
driven by a 50.4% YoY decline in selling and distribution expenses while net finance expense printed at N24.3
million (-52% YoY).

Opverall, DSR operating performance over the second half was very disappointing as we expected cost savings
from lower raw sugar prices to tame the impact of competition from smuggled sugar over 2019. Therefore, we
would have to seek clarity from management and guidance on cost over the rest of the year. That said, on our
cost savings assumptions, we currently have a FVE of 815.67, which translates to a BUY rating from last closing

price. DSR trades at a 2019 P/E of 5.2x relative to 16.9x for MENA peers.
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Summary of Results and Forecast

Revenue 42,218 -1.7%
Cost of sales 33,692 12.6%
Gross profit 8,526 -34.5%
Operating expenses 2,149 -6.2%
Operating profit 6,377 -40.5%
Net interest
expense 24 -67.0%
PBT 6,331 -45.0%
PAT 3,972 -46.6%
0219 D218
Gross margin 20.2% 30.3%
EBIT margin 15.1% 25.0%
PBT margin 15.0% 26.8%
PAT margin 9.4% 17.3%
Effective tax rates 37.3% 35.4%

Source: Company Financials, ARM Research
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ARM ratings and recommendations

ARM now employs a two-tier rating system which is based on systemic importance of the security under review and the deviation of our target price for

the stock from current market price. We characterize systemic importance as a function of a stock’s ranking among the group of top 20 stocks by NSE

market capitalization over a trailing 6-month period (minimum) to the review date. We adopt a 5-point rating system for this category of stocks and a 3-

point rating system for stocks outside this group. The choice of top 20 stocks arises from the consideration that this group of stocks constitutes >75% of

overall market capitalization and stocks outside this group are generally less liquid and individually account for <<1% of market capitalization. For stocks

in both categories, the basis for ratings subject to target price deviation is outlined below:

NON-TOP 20
Deviation Rating Deviation
STRONG BUY >20% BUY >20%
OVERWEIGHT 10% — 20 % NEUTRAL 5% —20 %
NEUTRAL 0% — 10 % SELL <5%
UNDERWEIGHT -5% — 0%
SELL <-5%

RECOMMENDATION KEY

Rating

Recommendation

BUY Accumulate security to a substantial extent constrained only by portfolio diversification considerations
OVERWEIGHT Accumulate security to an extent moderated by cognizance of its benchmark weight
Maintain status quo for security with respect to current holding—i.e. keep if already holding and don’t buy otherwise—subject to
NEUTRAL reasonable portfolio constraints
UNDERWEIGHT Minimize exposure to security taking cognizance of its index weighting
SELL Sell-off security completely from portfolio
In certain circumstances, Asset & Resource Management (“ARM?”) Group policy and/or applicable law and regulations preclude certain
types of communications, including an investment recommendation, during the course of ARM Securities' and/or ARM Group's
RESTRICTED engagement in an investment banking transaction and in certain other circumstances.
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