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Improved Urea fundamentals, higher utilization rate and margins are likely to drive
the overall performance

Urea prices have recovered considerably during last few weeks to reach USD 305/ton from
an average price of USD 230/ton in 2017 and USD 205/ton in 2016. The nitrogen fertilizer
market is seeing Improved fundamentals, due to capacities closure after the enforcement of
environmental regulations in China and higher feedstock cost that has limited urea exports.

Urea fundamentals are the key driver for SAFCO, given advantages of access to low-fixed
cost Methane (feedstock) at USD 1.25/mmbtu. Utilization rate rose to 95% during 2Q18,
as compared to an average of 82% in 2017, suggests that the new ammonia capacity is
operating well after the scheduled maintenance at SAFCO 3 and SAFCO 4 during FY17.
The effect of higher urea price drives our revenue estimates by 8.0% and 12.0% in FY18
and FY19 respectively from previous assumptions, while we revised our estimates for Urea
average prices to USD 269/ton and USD 286.5/ton in FY18/19 from previous USD 247/ton
and 252/ton.

Sales growth on higher Urea prices is expected to expand gross margins to 50.1% during
FY18 from 43% last year. SAFCO’s net margin in FY18 could recover at a faster pace
(39.4% vs. 31.8% in 2017) by further support from its associate (Ibn Al-Baytar) due to
recovery in urea prices.

Short-term optimistic outlook, albeit conservative view on Urea prices post FY19

Although we expect near-term Urea market to show tighter supply, global Urea overcapacity
could get worse beyond 2019, due to i) the expected large capacity to come on-stream in
Africa, South Asia and Eastern Europe & Central Asia, ii) sign of improving price spreads
between global urea vs. Chinese coal feedstock and easy access to cheap US natural gas
(feedstock) which could drive output high in the nitrogen fertilizer market.

Our estimates and valuation

While our long term outlook on fertilizer sector remains uncertain,however in short-term we
expect Urea prices to stabilize between USD 270-300/ton over the next year. Demand is
expected to pick up from South Asia, Latin America and Southeast Asia, whereas Chinese
exports are expected to be limited due to domestic concentration,supporting our price
assumption.

The company announced scheduled maintenance of Ibn Al-Baytar for 30 days in 4Q18 that
will slightly weigh on bottom line, however overall improvement is expected in FY18/19 due
to higher Urea prices and improved operating rate. Revenues were revised to SAR 3,675mn
in FY18 compared with earlier estimate of SAR 3,404mn and actual SAR 2,759 mnin FY17.
SAFCO is expected to post SAR 1,449mn in net income (3.48 EPS) for FY18, recording an
increase of 64.8%Y/Y for the year, supported by higher sales volume and margins. Thus,
we upgraded our TP to SAR 70.0/share while reiterating our “Neutral” recommendation
on SAFCO due to the increase in stock price (up 29% in 3Q18). The company is trading at
forward PE and P/B of 22.0x and 4.2x respectively based on our FY18 earnings forecasts.
The company in FY17 proposed a DPS of SAR 1.75 with payout ratio of 83% and a yield
of 2.9%. We expect the company to pay a dividend of SAR 2.75 DPS (3.5% D/Y) in 2018
owing to a strong operating cash flow and no major capital expenditure in the medium term.

A2017 E(i?J)s I(Eﬁg‘j\,? change E(i?(;)g I(Eﬁg‘jv? change
Revenues 2,759 3,404 3,675 7.90% 3,464 3,875 11.90%
Gross Margin 43.00%  48.40% 50.10%  170bps  48.70% 52.30%  360bps
Net Income 879 1,253 1,449 15.60% 1,356 1,705 25.70%
EPS 2.1 3.01 3.48 0.47 3.26 4.1 0.84
DPS 1.75 25 2.75 0.25 2.75 3 0.25
PE 28.3x 25.4x 22.0x - 23.5x 18.8x -

Source: Company reports, Aljazira Capital

Neutral
Target Price (SAR) 70.00
Upside / (Downside)* -9.2%

Source: Tadawul *prices as of 18" of September 2018

Figure1: Average Urea prices — USD/tonne
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Key Ratios

SARmMn
(unless specified)

FY16 FY17 FY18E

Gross Margin 47.9% 43.0% 50.1%
Net Margin 36.3% 31.8% 39.4%
P/E 30.7x 28.3x 22.0x
P/B 4.8x 3.6x 4.2x
EV/EBITDA (x) 21.9x 19.0x 16.1x
Dividend Yield 33% 29% 3.5%

Source: Company reports, Aljazira Capital

Key Market Data

Market Cap (bn) 32.1
YTD % 19.05%
52 Week High/ Low 79.70/57.00
Shares Outstanding (mn) 416.67

Source: Company reports, Aljazira Capital

Major Shareholders Holding
Saudi Basic Industries Corp. 43.0%
General Organization for o

Social Insurance 10.5%
Public 46.5%

Source: Tadawul
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Strong Cash flow to support SAFCO’s acquisition of Ibn Al-Baytar, improving bottom
line and valuation: Book Value of SAFCO’s of Ibn Al-baytar is SAR 616.0mn(50%);
however, the rest of the 50% will demand a premium over the current book value. We expect
that the acquisitions can be made with a mixture of current cash of SAR 500.4mn and the
strong cash flow during this year. The company is expected to consolidate revenue from
Ibn Al-Baytar, hence resulting in higher Free Cash flow, which can potentially improve the
company valuation. Based on our calculation, the acquisition would surge the company’s
intrinsic value to SAR 74.5/share from the current TP of SAR 70.0/share. In addition, we
cannot rule out the possibility of dividends cuts in FY18 or FY19, as the company has to
exhaust its entire cash balance.

Urea prices reached the highest in three years amid tight Chinese supply; however,
new capacity would keep market oversupplied: The Urea-Gulf price reached USD 305/
MT mid of SEP-18, near three-year highs after gaining almost 27%YTD. This is due to
limited Chinese supply after a significant number of urea capacities closing to abide by the
environmental regulations, while coal-based production costs have also increased. The
urea market is not balanced yet, however it seems to be in a better shape in terms of
supply/demand.

According to data from GTIS/China Custom, Chinese exports were the lowest in several years
in the H1-18, at 700 KT, down over 75%Y/Y compared to 2.8 MT in 1H17 (Figure3). Thus,
China is expected to export 1.5-2.0m tonnes in FY18 compared to 4.7m tonnes in FY17.

Although imbalance between urea supply and demand would fall in the short-term, Urea
excess capacity will take years to be absorbed, according to Yara international (the world’s
largest nitrogen producer). Based on statistics derived from Bloomberg (Figure:2), global
Urea capacity is projected to expand by 3% (a net 6.3M metric tons), from 238 Mt in FY18
t0 244.9 Mt in FY19. Whereas Urea demand is forecasted to show a slower growth rate at
1.5%, which would end with excess supply of 5.5 million MT during FY19 (assumed 76.7%
utilization rate).

Near-term Urea market to show tighter supply, while global Urea overcapacity will get worse
beyond 2019, given the expected large capacity to come on stream in Africa, South Asia
and Eastern Europe & Central Asia. According to CF industries, Urea additional capacity
is expected to reach 4.3M metric tons in 2018, compared to more than 7.1M metric tons
capacity closure during 2018 in China and Brazil. However, the new Urea capacity is
expected to reach 6 million MT in 2019, compared to 4.5 million metric tons of capacities
shutdown.

Figure2: Global Urea Demand/supply Vs.
Utilization rate
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Figure3: Exports of Chinese urea (‘000)
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Cheaper Chinese coal cost and easy access to cheap Us-shale gas could drive the
oversupply again: While Urea International prices remain high; we expect that some
concerns should be taken into consideration. The recent surge in urea prices improved
margins to open the appetite of producers to push more output.

Cheaper coal prices (Figure 4) could also revive some output, as China is the largest
producer of coal-based nitrogen fertilizer in the world, especially urea. We believe that the
increases in coal prices at the beginning of FY18 to reach USD 120/ton was one of the
reasons for the closure of some Urea production plants in China. Price spreads between
global urea prices vs. Chinese coal cost plunged during 2017 and 1H-2018. However, the
current decline in Chinese coal prices to around USD 90/ton might returns back some

outputs to the global market.

Even though future prices for oil and European gas are expected to increase, cheap US
natural gas (Henry Hub prices: Figure 5) is expected to drives new US Urea capacity, rising
uncertainty over Urea supply/demand balance. Due to shale gas boom in US, it became the
fourth largest ammonia producer after being a net importer few years back. Furthermore,
USA is the world’s third largest fertilizer consuming country, accounting for nearly 12% of
world consumption (IFA). Thus, we expect that the price margins expansion for US Urea
producer is a key catalyst to boost global fertilizers capacities. North America urea capacity
alone expanded by more than 30% in 2015/18, led by expansions at CF Industries and OCI
Chemical due to low-cost US plants (Green Markets forecasts).

Key risk to valuation:

Stronger than expected capacity utilization or healthier than expected Urea global demand
are the main upside risk to the valuation, while lower than expected GP margin due to any
unexpected hikes in feedstock prices (Before 2020) or any sudden increase in global urea

outputs are the main downside risk to the valuation.

Figure4: Urea Prices Vs. Chinese Coal Prices
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Figure5: Urea Prices Vs. US natural Gas
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Key financial data

Amount in SARmn, unless otherwise specified 2015 2016 2017 2018E 2019E
Sales revenue 3,547 2,856 2,759 3,675 3,875
Sales revenue growth -20.4% -19.5% -3.4% 33.2% 5.4%
Cost of sales (1,462) (1,489) (1,572) (1,832) (1,848)
Gross profit 2,085.1 1,366.8 1,187.6 1,842.4 2,027.3
-109.918 -182.58 -201.2354245 -187.8322937
General & administrative expenses (71.22) (270.15) (197.19) (211.99) (169.46)
Operating profit 2,014 987 808 1,429 1,670
Operating profit growth -32% -51% -18% 77% 17%
Interest income & financial charges 64.4 (30.3) 27.5 7.1 9.9
Other income (expenses) - net 45 (23) (24) (23)
Profit before zakat & minority interest 2,078 1,002 812 1,412 1,657
Income from Ibn-Baytar 118 57 94 76 88
Zakat (66) (23) (27) (40) (40)
Net profit 2,130 1,036 879 1,449 1,705
Net profit growth -32.9% -51.4% -15.2% 64.9% 17.7%
Assets
Cash & equivalent 1,460 285 245 986 2,064
Property plant & equipment 5,173 5,442 5,683 5,652 5,631
Intengible assets 35 53 54 54
Other non-current assets 1,024 1,311 1,418 1,375 1,336
Total Assets 9,012 8,228 8,347 9,154 10,167
Liabilities & owners' equity
Other current liabilities 820 878 785 841 847
Other non-current liabilities 596 671 690 697 704
Paid -up capital 4,167 4,167 4,167 4,167 4,167
Statutory reserves 1,880 1,985 1,250 1,250 1,250
Retained earnings 42 52 980 1,720 2,706
Total owners' equity 7,596 6,667 6,861 7,605 8,606
Total equity & liabilities 9,012 8,228 8,347 9,154 10,167
Key fundamental ratios
Liquidty ratios
Current ratio (x) 34 1.6 1.5 2.5 3.7
Cash ratio (x) 1.8 0.3 0.3 1.2 24
Profitability ratios
Gross profit margin 58.8% 47.9% 43.0% 50.1% 52.3%
Operating margin 56.8% 34.5% 29.3% 38.9% 43.1%
EBITDA margin 68.1% 50.4% 46.8% 52.2% 55.7%
Net profit margin 60.1% 36.3% 31.8% 39.4% 44.0%
Return on assets 23.8% 12.0% 10.6% 16.6% 17.7%
Return on equity 27.6% 14.5% 13.0% 20.0% 21.0%
Market & valuation ratios
EV/sales (x) 9.2 11.0 8.9 8.4 7.7
EV/EBITDA (x) 13.6 21.9 19.0 16.1 13.8
EPS (SAR) 5.1 25 2.1 35 41
BVPS (SAR) 18.2 16.0 16.5 18.3 20.7
Market price (SAR) * 82.2 76.3 59.6 76.5 76.5
Market-Cap (SAR mn) 34,229.2 31,791.7 24,833.3 31,875.0 31,875.0
Dividend yield 7.3% 3.3% 2.9% 3.5% 3.9%
P/E ratio (x) 16.1 30.7 28.3 22.0 18.8
P/BV ratio (x) 45 48 3.6 42 3.7

Source: Company reports, Aljazira Capital
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BROKERAGE AND INVESTMENT
CENTERS DIVISION

Allazira Capital, the investment arm of Bank AlJazira, is a Shariaa Compliant Saudi Closed Joint Stock company and
operating under the regulatory supervision of the Capital Market Authority. AlJazira Capital is licensed to conduct
securities business in all securities business as authorized by CMA, including dealing, managing, arranging, advisory,
and custody. AlJazira Capital is the continuation of a long success story in the Saudi Tadawul market, having occupied
the market leadership position for several years. With an objective to maintain its market leadership position, AlJazira
Capital is expanding its brokerage capabilities to offer further value-added services, brokerage across MENA and
International markets, as well as offering a full suite of securities business.

RESEARCH
DIVISION

1. Overweight: This rating implies that the stock is currently trading at a discount to its 12 months price target.
Stocks rated “Overweight” will typically provide an upside potential of over 10% from the current price levels
over next twelve months.

2. Underweight: This rating implies that the stock is currently trading at a premium to its 12 months price target.
Stocks rated “Underweight” would typically decline by over 10% from the current price levels over next twelve
months.

3. Neutral: The rating implies that the stock is trading in the proximate range of its 12 months price target. Stocks
rated “Neutral” is expected to stagnate within +/- 10% range from the current price levels over next twelve
months.

4.  Suspension of rating or rating on hold (SR/RH): This basically implies suspension of a rating pending further
analysis of a material change in the fundamentals of the company.

RATING
TERMINOLOGY

Disclaimer

The purpose of producing this report is to present a general view on the company/economic sector/economic subject under research, and not to recommend a buy/sell/hold for
any security or any other assets. Based on that, this report does not take into consideration the specific financial position of every investor and/or his/her risk appetite in relation
to investing in the security or any other assets, and hence, may not be suitable for all clients depending on their financial position and their ability and willingness to undertake
risks. It is advised that every potential investor seek professional advice from several sources concerning investment decision and should study the impact of such decisions on
his/her financial/legal/tax position and other concerns before getting into such investments or liquidate them partially or fully. The market of stocks, bonds, macroeconomic or
microeconomic variables are of a volatile nature and could witness sudden changes without any prior warning, therefore, the investor in securities or other assets might face
some unexpected risks and fluctuations. All the information, views and expectations and fair values or target prices contained in this report have been compiled or arrived at by
Al-Jazira Capital from sources believed to be reliable, but Al-Jazira Capital has not independently verified the contents obtained from these sources and such information may be
condensed or incomplete. Accordingly, no representation or warranty, express or implied, is made as to, and no reliance should be placed on the fairness, accuracy, completeness
or correctness of the information and opinions contained in this report. Al-Jazira Capital shall not be liable for any loss as that may arise from the use of this report or its contents
or otherwise arising in connection therewith. The past performance of any investment is not an indicator of future performance. Any financial projections, fair value estimates or
price targets and statements regarding future prospects contained in this document may not be realized. The value of the security or any other assets or the return from them might
increase or decrease. Any change in currency rates may have a positive or negative impact on the value/return on the stock or securities mentioned in the report. The investor might
get an amount less than the amount invested in some cases. Some stocks or securities maybe, by nature, of low volume/trades or may become like that unexpectedly in special
circumstances and this might increase the risk on the investor. Some fees might be levied on some investments in securities. This report has been written by professional employees
in Al-Jazira Capital, and they undertake that neither them, nor their wives or children hold positions directly in any listed shares or securities contained in this report during the
time of publication of this report, however, The authors and/or their wives/children of this document may own securities in funds open to the public that invest in the securities
mentioned in this document as part of a diversified portfolio over which they have no discretion. This report has been produced independently and separately by the Research
Division at Al-Jazira Capital and no party (in-house or outside) who might have interest whether direct or indirect have seen the contents of this report before its publishing, except
for those whom corporate positions allow them to do so, and/or third-party persons/institutions who signed a non-disclosure agreement with Al-Jazira Capital. Funds managed
by Al-Jazira Capital and its subsidiaries for third parties may own the securities that are the subject of this document. Al-Jazira Capital or its subsidiaries may own securities in one
or more of the aforementioned companies, and/or indirectly through funds managed by third parties. The Investment Banking division of Al-Jazira Capital maybe in the process
of soliciting or executing fee earning mandates for companies that is either the subject of this document or is mentioned in this document. One or more of Al-Jazira Capital board
members or executive managers could be also a board member or member of the executive management at the company or companies mentioned in this report, or their associated
companies. No part of this report may be reproduced whether inside or outside the Kingdom of Saudi Arabia without the written permission of Al-Jazira Capital. Persons who
receive this report should make themselves aware, of and adhere to, any such restrictions. By accepting this report, the recipient agrees to be bound by the foregoing limitations.
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